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APPENDIX A

CHART REFERRED TO BY SENATOR LONG; TREASURY DEPARTMENT
REPORT ON HIGH INCOME TAX RETURNS, 1975 AND 1976; QUESTION
SUBMITTED BY SENATOR NELSON IN WRITING AND ANSWER BY
DEPARTMENT

Table G-1. TAX EXPENDITURE ESTIMATES BY FUNCTION'
(in mim of des)

escription Corporations ladlviduals
1977 1971 1979 1977 1978 1979

National defue:
Exclusion of benefits and all',wances to

Armed Forces personnel ---------------............ ...... 1,095 1,260 1,370
Exclusion of military disability pensions ..................... 105 115 120

Internatioml aiaks:
Exclusion of income earned abroad by U.S.

citizen .------------------------------ ------...... -- 545 360 385
Deferral of income of domestic international

sales corporations (DISC) ------------- 945 I, 135 I, 335 ..................
Deferral of income of controlled foreign

corporations -------------- - 570 615 665................
Special rate for Western nisp;ere trade

corporations ------- _--------------- 35 25 15 ...... ......
General science, space, and techloly:

Expensing of research and development
expenditures --------------------_------ 1.395 1.450 1.520 30 30 30

Energy:
Expensing of exploration and development

costs ------------------------------- 820 885 965 210 300 300
Excess of percentage ova cost depletion_ 1,090 1,120 1.210 305 340 370
Capital gains treatment of royalties on

Coal................................. 10 15 15 45 50 60
Natual rasecase and environment:

Exclusion of interest on State and local
governmet pollution control bonds ----- 170 220 265 85 110 130
xcluon of payments in aid of construction
of water andswae utilities ----------- 15 10 10 ..................

5-yr amortization on, pollution control
facilities ---------------------------- -80 -130 -45 ................

Tax incentives for preservation of historic
structures ----------------------------...... ...... 5 ...... ...... 5

Capital gains treatment of certain timber
income .............................. 185 205 230 55 60 65

Capitalgai treatment of iron ore -------- 5 5 10 5 5 10
Epesing of certain capital outlays ------- 80 70 75 375 445 460

Capital gains treatment of certain ordinary
income .............................. 10 10 10 330 350 365

Deductibility of noncash patronage divi-
dends and certain other items of coopera.
ties -------------------------------- 455 490 525 -165 -175 -185

Commerce and housing credit:
Dividend exclusion ......................------...... ...... 450 475 505
Exclusion of interest on State and local in.

dustrial development bonds ............ 195 235 270 95 115 135
Exemption of credit union income ......... 70 80 90 ..................
Excess bad debt reserves of financial in-

stitutions ............................ 535 705 790 ..................
Deductibility-d mortgage interest on owner-

occupied homes .............................------ _ ...... 4.490 4.95 5,530
Deductibility of property tax on owner.

occupied homes ....................... 4.-------4205 4,665 5.180
Deductibilityof interest on consumer credit---------------..1,785 2,120 2.350
Expensing of construction period interest

andtaxes ............ 5 00 525 150 140 90
Excessfirst-year depreciation ............. 45 45 50 140 145 155
Depreciation on rental housing in excess of

straightline .......................... 80 70 70 320 300 290
So. loetnete at end ol taWe.
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Tab;e G-I. TAX EXPENDITURE ESTIMATES BY FUNCTION -Continued

(In millions o dollars)

DemeriptissCorporation s Individuals
1977 1976 1979 1977 1978 1979

Commerce and housing cedit-Continued
Depreciation on buildings (other than rental

housing) in excess of straight line ........
Asset depreciation range ...........
Capital gains (other than farr :ng. timb r

iron ore, and coal) .....................
Deferral of capital gains on home sales ......
Capital gains at death .................
Corporate surtax exemption --------------
Investment credit ......................
Credit for purchase of new homes ---------

Transportation:
Deductibility of nonbusiness State gasoline

taxes ................................
5-yr amortization on railroad rolling

stock ...............................
Deferral of tax on shipping companses...

Community and regional development: 5-yr
amortization for housing rehabilitation- .-

Education, training, employment, and social
services:

Exclusion of scholarship and fellowship
income -----------------------------

Parental personal exemption for students
age 19 or over ------------------------

Exclusion of employee meals and lodging
(other than military) ------------------

Exclusion of contributions to prepaid legal
services plans -----------------------

Investment credit for employee stock owner.
ship plans (ESOPs) ..................

Deductibility of charitable contributions
(education) --------------------------

Deductibility of charitable contributions to
other than education and health ......

Maximum tax on personal service income - -
Credit for child and dependent care expenses
Credit for employment of AFDC recipients

and public assistance recipients under
work-incentive programs ---------------

Jobs credit ----------------------------
Health:

Exclusion of employer contributions for
medical insurance premiums rd medical
care ................................

Deductibility of medical expenses .........
Expensing of removal of architectural and

transportation barriers to the hand.
capped ------------------------------

Deductibility of charitable contributions
(health) ............................

Income security:
Exclusion of social security benefits:

Disabilty insurance benefits ----------
OASI benefits for retired workers .-----
Benefitsfor dependents and survivors ....

Exclusion of railroad retirement system
benefits .............................

See footnote at end of table.

160 140
1.955 2. 245

130
2,640

520 540 575 6,910
890

...... .... . . .... 7,280
3.875 3,885 3.540 ....
8.880 10.735 12,320 2,075
...... ...... ......-- 100

-35
130
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-40
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140 125 11$
100 115 13S

7.430
935
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7.990
980

8.975

2.725

------.--.-....... 685 760 840

-40 ..................
85 ..................

5 1. 10 5

245 295 330

750 770 790

245

235

290

255

255

315

305

285

350

280

5

525

3.935
555
475

300

10

585

4.370
665
525

325
15

645

4,855
800
575

1 15 20 .................
565 1,475 1,035 125 985 860

...... ....... 5.560 6340 7.225
.. .-------...... 2.230 2,433 2.655

5 10 10------ ...... ......

145 160 175 790 875 970

...... ...... 470 550 605
...-............. 3,790 4.210 4,700

...... ...... 860 950 1,040

...... ...... 230 265 280
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Table G-I. TAX EXPENDITURE ESTIMATES BY FUNGION '--Continued

(I m11..of del.,.)

Description Corpora ion s Individuals
1977 197$ 1979 1971 1973 1979

Income. socufi--Centisued
Exclusion of workmen's compensation bane.
fi ts................. ..... ...

Exclusion of special benefits for disabled coal
min errs ..........................................

Exclusion of unemployment insurance bene-
ftss .............................................

Exclusion of public assistance ben.e b e ..................
Exclusion of sick pay .................... ............
Net exclusion of pension contributions and

earruns:
Employer ptn ....................................
Plans f,r self-esployed and others .......

Exclusion of other employee benefits:
Premiums on group term life insurance ...............
Premiums on accident and disability

insurance .......................... ...... ......
Income of trusts to finance suxlementary

unemployment benefits .--.............. ....
Exclusion of interest on life irurance sav.

inp ................................. ...... ......
Exclsi-on of capital gains on home sales for

persons age 65 and over ............................
Additionalaemption for elderly ......................
Additional exemption for the blind ....................
Excess of percentage standard deduction .

over minimum standard deduction ------... .. . .
Deductibility of casualty losses .....................
Tax credit for the elderly ................ ......
Earned income credit:

Nonrefundable portion .........................
Refundable portion ...........................

Veterans benefits and services:
Exclusion of veterans disability compen-

sation ................. ....................
Exclusion of veterans pensions ......................
Exclusion of GI bill benefits ..........................

General government: Credits and deductions
for political contributions ........................

General purpose fIl assistance:
Exclusion of interest on general purpose

State and local debt..--............... 3,105 3.470
Deductibility of nonbusiness State and local

taxes (other than on owner.occupied
homes and gasoline) ................. .. .... ..

Tax credit for corporations doing business
in U.S. possessions .................... 450 485

Interest: Deferral of interest on savings bonds .............

MEMORANDUM

Combined ect Of provisioM disaggregl ted
above:

Capital gains ...........................
Exclusion of interest on State and local debt.
Dediuctibility of State and local nonbusiness

taxes ................................
Deductibility of charitable contributions...

730
3.470

775
3.925

720 835 970

50 50 5o

1.500 1,200 1.135
330 345 360
110 75 60

8.715 9.940 11.335
1.390 1.650 1.920

...... 860

...... 70

.. ..10

1.850

40
1.140

---- 20

...... 530...... 320

...... 230

...... 365
---- 900

...... 745
35

...... 85

3.865

905

75

10

2.073

70
1015520

955

80
10

2,225

70
1,215
20

360 395
250 255

285 265
945 900

840
40

200

60

830
40

170

75

1.725 1,925 2.150

----- 7.660 8.505 9.440

520 ...... ...... ......
------ 585 625 670

840 15.555 17.020 18.515
4.400 1.905 2,150 2,415

........... ...... 11.105 12,325 13.680
670 730 810 5,250 5.830 6.470

A All estimates are based on the tar code as of Dec. 31, 1977.
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Deprtmentof themLSUy '

FOR IMMEDIATE RELEASE Contact: George G. Ross
August 17, 1978 202/566-2356

TREASURY PUBLISHES 2ND ANNUAL REPORT
ON HIGH INCOME TAX RETURNS

The Treasury Department today made available the second
annual report on high income taxpayers. The report, "High
Income Tax Returns - 1975 and 1976," was prepared as required
by Section 2123 of the Tax Reform Act of 1976.

The report contains the first data reflecting the changes
made by the Tax Reform Act of 1976. For high income individuals,
a major change was the strengthening of the minimum tax includ-
ing an increase in the rate from 10 to 15 percent and the pro-
vision of new tax preference items for intangible drilling
expenses and for itemized deductions (other than casualty losses
and medical expenses) exceeding 60 percent of adjusted gross
income (AGI).

The report highlights the fact that the Tax Reform Act of
1976 was "extraordinarily successful" in reducing the number of
high-income nontaxable income tax returns. The number of non-,
taxable high-AGI returns fell from 260 in 1975 to 22 in 1976, a
decline of 92 percent. In proportion, the nontaxables fell from
1 out of 130 high-income returns in 1975 to about 1 out of every
2,000 returns in 1976.

As measured by the more comprehensive expanded income, the
decrease was similar although less dramatic. The number of non-
taxable high expanded income returns fell by 75 percent, from
215 in 1975 to 53 in 1976. By either measure, there were far
fewer high income nontaxable returns than in any year since data
first became available in 1966.

In testimony today before the Senate Finance Committee,
Secretary of the Treasury W. Michael Blumenthal urged passage
of tax legislation that would "avoid a serious setback to
important minimum tax reform efforts." He asked adoption of
a "true alternative tax" approach that would provide a "much
more reasonable minimum tax liability" for individuals with tax
sheltered capital gains.
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The report also highlights the fact that despite the
sharp decline in the number of high income nontaxable returns
there is still a significant number of high income taxpayers
who, while paying some tax, fail to pay a fair share of the
tax burden. For every nontaxable high-income return, there
are about 10 or more nearly nontaxable returns where income
has been reduced by more than 80 percent by use of preferences,
deductions, and tax credits. The nontaxables, and these so-called
nearly nontaxables, whose effective tax rates are lower than those
of a typical middle or lower-middle income family, totaled
nearly 500 in 1976. This is about twice the number of high-
income nontaxables there were in the late 1960's, whose existence
prompted the Treasury Department to focus on this problem and the
Congress to enact the minimum tax.

The report finds that while the Tax Reform Act of 1976 reduced
the number of nontaxables and nearly nontaxables and raised the
average effective tax rate modestly for the remaining nearly non-
taxables, it did not significantly change the average effective
tax rate for other individuals with incomes of $200,000 or more.
In fact, the tax rate on all high expanded income returns other
than nontaxables and nearly nontaxables actually declined from
36 percent in 1975 to 35 percent in 1976.

Even the expanded income measure, which is broader than AGI,
does not include income from some sources which are very valuable
to high-income taxpayers. Thus, expanded income understates
economic income because taxpayers are allowed deductions for real
estate and agriculture expenses in excess of economic costs and
because income such as interest on tax-exempt state and local
bonds is omitted. This understatement of economic income results
in some high-income individuals being omitted from the report.
The actual number of individuals omitted, however, is not known.
In addition, the understatement of income makes the effective
tax rate for all high income returns appear higher than it actually
is.

Presented in the report are data for all individuals with
AG! of $200,000 or more, as well as similar data based on three
other income measures specified in the 1976 Act. These include
the broader-based "expanded income" (AGI plus preferences less
investment interest), "AGI plus preferences," and "AGI less
investment interest." In 1976, there were 53,587 high income
taxpayers, as measured by expanded income. They paid an average
tax of $144,942 or 35.0 percent of expanded income. Similarly,
the 41,761 returns with AGI of $200,000 or more had an average
tax of $167,656, or 44.5 percent of AGI.

34-369 0 - 78 - 2
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The 122 page report includes 57 statistical tables and
2 charts, which contain virtually all of the basic data about
high income returns currently available for 1975 and 1976
tax returns.

Copies of the report are available from the Office of Tax
Analysis, U. S. Department of the Treasury, Washington, D. C.
20020. Copies also are available from the Superintendent of
Documents, U. S. Government Printing Office, Washington, D.C.
20402.
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HIGH INCOME TAX RETURNS: 1975 and 1976

A Report on High-Income Taxpayers
Emphasizing Nontaxable and Nearly Nontaxable

Income Tax Returns

Chapter 1

Introduction

This is the second in an annual series of reports on
high-income tax returns prepared by the Treasury Department
in compliance with the Tax Reform Act of 1976. Section 2123
of the Act requires the annual publication of a report
containing data on taxpayers with incomes of $200,000 or more
(for income defined in four different ways), including the
number of such taxpayers who do not pay any taxes and the
importance of various tax provisions in making individuals
nontaxable.

The Congressional mandate for a report on high-income
taxpayers reflects interest on the part of the Congress in
the perennial questions concerning the appropriate level of
individual income taxes for individuals and the actual level
of taxes that are paid. Thus, the Congressional mandate for
information has been interpreted broadly. This report
contains data on nontaxable income tax returns, but also it
contains data for all high-income returns and for a group of
taxpayers called "nearly nontaxables.* The nearly
nontaxables are those who have so-far escaped the public eye
by paying a small amount of income tax, but the amount of tax
that nearly nontaxables pay is so small that there can be no

This report was prepared by Allen H. Lerman, Financial
Economist, Office of Tax Analysis, under the general
direction of Harvey Galper, Associate Director, Office of Tax
Analysis.

-1-
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doubt that they are not carrying a "fair shares of the tax
burden. Similarly, while Congress specifically requested
information on returns with incomes of at least $200,000,
this report has historical data on other high-income classes.

This report contains data on individual income tax
returns for 1975 and 1976. The data on which the report is
based have been edited from a sample of tax returns as they
were filed, and the sample has been weighted and tabulated so
as to accurately represent all returns for the particular
year. The data source is the Internal Revenue Service's
Statistics of Income, Individual Income Tax data file. For
the high-income returns that are the subject of this report,
the sampling rate is very high (for some groups all returns
filed are actually in the sample) so that the tabulations
produced are very accurate.

This report contains the first data reflecting the
impact of the Tax Reform Act of 1976. Some of the reforms in
this Act were designed specifically to eliminate high-income
nontaxables. The effect has been dramatic. Regardless of
the income definition usedlor the particular level of income
considered, the number of nontaxable returns fell by well
over 50 percent between 1975 and 1976. The tabulations In
Tables 1 through 4 in Chapter 4 show that both the actual
number of nontaxable returns and their share of all high
income returns declined by one-half to three-fourths. The
additional analysis in Chapter 6 undertaken to correct
shortcomings in the data indicates an even larger decline.
For returns with adjusted gross income (AGI) of $200,000 or
more, there were only 22 nontaxables in 1976 as compared with
215 in 1975, a decline of 92 percent. For expanded income,
the decrease was from 215 nontaxables to 53, a decline of 75
percent.

For individual taxpayers, the most important changes
made by the Tax Reform Act of 1976, were the strengthening of
the minimum tax on preference income and the new limitations
on tax shelters. Four minimum tax changes were effective in
1976. First, the amount of preference income excluded from
the minimum tax was reduced from $30,000 plus all of ordinary
income tax liabilities to the larger of $107000 or one-half
of ordinary tax liabilities. l/ Second, the minimum tax rate

l/ The $30,000 and $10,000 exclusions are halved for
separate tax returns of married persons.

-2-
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was increased from 10 percent of preferences in excess of the
exclusion to 15 percent. Third, a new preference item
specifically intended to eliminate high-income, nontaxable
returns was created. Beginning in 1976, itemized deductions
(other than casualty losses and medical expenses) are a
preference item to the extent that they exceed 60 percent of
AGI. Thus, any return on which itemized deductions (other
than medical expenses and casualty losses) exceed 60 percent
of AGI by at least $10,000 is subject to the minimum tax and,
therefore, cannot be nontaxable. 2/ Fourth, intangible
drilling costs on productive well in excess of the amount
deductible if the expense had been amortized became a
preference item.

After summarizing the major conclusions that can be
drawn from high-income tax return data for 1975 and 1976,
this report explores the importance of the concept used to
measure income and examines the overall significance of
high-income returns. Data for all high-income returns are
presented, together with separate data for nontaxable returns
and for nearly nontaxable returns. The report examines
whether nontaxable, high-income individuals are a unique
phenomenon or whether they are merely extreme cases of
high-income people who are avoiding their fair share of the
tax burden. The report analyzes the methods by which
high-income individuals may still severely minimize or
completely eliminate Federal income taxes.

This report also provides a large selection of raw data
from high-income tax returns for use by investigators outside
government. At the end of this report, there are three
statistical appendices. Two of the appendices contain
statistical tables with data for 1976 and 1975 which together
with tables in the body of the report contain virtually all
of the data about high-income returns that are currently
available for 1975 and 1976 returns. The third appendix
contains data for 1974 high-income tax returns that have been
reclassified to be consistent with 1975 and 1976 data. These
appendices should be useful in the examination of many
additional questions about high-income taxpayers. Except for
some of the tables in Chapter 6, all of the data in the
tables are from the tax returns as originally filed by
taxpayers. Any changes which have been made or are likely to
be made as a result of Internal Revenue Service audits are
not reflected in the tables.

2/ $5,000 on separate tax returns of married persons.

-3-
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Chapter 2

Highlights

1. The Tax Reform Act of 1976 was extraordinarily
successful in reducing the number of high-income
nontaxable income tax returns. For tax returns
showing adjusted gross income (AGI) of $200,000 ormore, the number of nontaxables fell to.only 22 in
1976 from 260 in 1975, a decline of 92 percent. The
proportion of nontaxablesifell from 1 out of 130
high-income returns in 1975 to about 1 out of every
2,000 returns in 1976. As measured by the more
comprehensive definition of expanded income, the
decrease was similar, although not quite so dramatic.
The number of nontaxable returns fell by 75 percent,
from 215 in 1975 to 53 in 1976. 'Ts is far fewer
than in any year since data became available in 1966.

2. The number of high-income nontaxable returns is not a
good measure of the number of high-income individuals
who avoid paying a fair share of the tax burden. Forevery nontaxable, high-income return there are a
significant number of other returns -- called nearly
nontaxables -- which do have some liability, but whose
effective tax rates are lower than that of a typical
middle- or lower-middle income family. As defined by
either economic income or AGI, there were almost 500
nontaxable and nearly nontaxable high-income tax
returns in 1976. This number is about twice as large
as the number of high-income nontaxables in the late
1960's whose existence prompted the Congress to enact
the minimum tax.

3. Even the expanded income measure, which is broader
than AGI, does not include income from some sources
which are very important for high-income individuals.
Expanded income understates economic income because
taxpayers are allowed deductions for real estate and
agriculture expenses in excess of economic costs and
because income such as interest on tax-exempt state
and local bonds is omitted. The understatement of
income causes some individuals with high economic
incomes to be omitted from this report. The number of

-5-
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such individuals, however, is not known. The
understatement of income also makes the effective tax
rate (taxes as a percentage of income) for all
high-income returns appear higher than it actually is.

4. Despite the extraordinary publicity given to
high-income, nontaxable returns, most taxpayers with
income of $200,000 or over (however that income is
defined) pay substantial Federal income taxes. As
measured by expanded income, the income measure which
most closely approximates economic income, the average
effective tax rate was 30 percent in 1975 and 35
percent in 1976. Over two-thirds of high-income
taxpayers paid Federal income taxes in excess of 30
percent of their expanded income, and over 85 percent
paid 20 percent or more. In contrast, 2 to 3 percent
of all high-income returns had an effective tax rate
of less than 10 percent.

5. Despite important conceptual differences between the
four income concepts (expanded income, adjusted gross
income, adjusted gross income plus preferences, and
adjusted gross income less investment interest), use
of any of the concepts lead to essentially the same
conclusions about high-income nontaxables and nearly
nontaxables. This is so because one-half to
two-thirds of the same individuals are in all of the
high-income nontaxable groups.

6. Nontaxables and nearly nontaxables as measured by AGI
do differ in one systematic way: nontaxable returns
have very little tax preference income. This is the
result of the minimum tax itself. If nontaxable
returns had larger amounts of preference income, they
would become subject to the minimum tax, and,
therefore, could no longer be nontaxable.

7. By and large, returns are not made nontaxable by a
single preference, deduction, or credit. However,
nontaxability is often produced by one unusually large
item in combination with a number of other substantial
but not unusual items. Large foreign tax credits and
large casualty losses produced most of the nontaxable
high AGI returns in 1976. For the high expanded
income returns, the most important caur.es of
nontaxability were tax preference income excluded from
the tax base (mainly the capital gains exclusion),

-6-
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charitable contributions, casualty losses,
miscellaneous deductions, investment interest expenses
in excess of investment income, and the foreign tax
credit. Even under present law, the foreign tax
credit and the deductions for casualty loses and
medical expenses are likely to produce a handful of
nontaxables each year.

8. Available data are not sufficient to determine whether
many high-income individuals are nontaxable for only a
single year which is preceeded and followed by years
when substantial amounts of taxes are paid, or whether
some taxpayers pay little, if any, tax year after
year.

9. The detailed analysis of high AGI nontaxables in 1976
indicates that when there is a large foreign tax
credit, the credit is usually for a true income-type
I:ax paid to a foreign government. Furthermore, in
terms of income as measured in the United States,
these individuals paid taxes to foreign governments at
very high effective tax rates, typically in excess of
50 percent. Furthermore, in most of these instances,
the taxpayers were in fact living abroad and deriving
their incomes from abroad.

10. Although the Tax Reform Act of 1976 reduced the number
of nontaxables and nearly nontaxables and raised the
average effective tax rate modestly for the remaining
nearly nontaxables, it did not significantly change
the average effective tax rate for other individuals
with incomes of $200,000 or more. In fact, the tax
rate on all high expanded income returns other than
nontaxables and nearly nontaxables actually declined
from 36 percent in 1975 to 35 percent in 1976.
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Chapter 3

The Measurement of'Income

This chapter first discusses an ideal broad-based
measure of income and then outlines the adjustments necessary
to obtain a broad income measure solely from data available
from tax returns.

Economic Income, the Ideal Measure

Since this report is concerned with the impact of the
tax system on high-income individuals, the analysis requires
the accurate measurement of income. Economists generally
agree that for analyzing the impact of taxes the ideal
measure of income over a particular period of time, say a
year, is the amount that the individual or family has
consumed over that period plus the change in its net worth.
For example, if a family has spent $10,000 and has saved
$2,000 during the year, economists would say that the family
had had an income of $12,000. Similarly, if the family has
spent $10,000 but owned an asset that has decreased in value
by $1,000, economists would say that the family had had an
income of only $9,000 during the year.

A brief examination of the differences between income as
defined by economists, so-called economic income, and
adjusted gross income (AGI), the concept currently used for
income tax purposes, illustrates some of the problems of
measuring income, especially for high-income individuals.

Adjusted Gross Income

Tax experts have long been aware that adjusted gross
income is deficient as a measure of a taxpayer's economic
income. AGI excludes some income such as interest from
tax-exempt state and local bonds, social security benefits,
the excluded portion of realized long-term capital gains (and
all accrued but unrealized capital gains), and imputed rent
on owner-occupied housing. Income from certain activities,
while not "strictly" excluded from AGI, is deferred to a
later year (or indefinitely) for income tax purposes.
Depreciation deductions in excess of economic deductions
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reduce AGI early in the life of an asset, but the resulting
lower depreciation deductions in later years raises AGI. The
net effect of accelerating depreciation deductions is to
postpone taxes. 1/

Despite the fact that some types of income are excluded,
AGI may overstate economic income because some expenses
incurred in the production of income are not deductible in
the computation of AGI; most of these are deductible from AGI
in calculating t, xable income, but only if the taxpayer
itemizes his personal deductions. 2/ Two types of deductions
which fall into this category are employee expenses and
expenses attributable to a taxpayer's investments (as opposed
to his active operation of a trade or business), including
but not limited to investment interest. 3/ Although net

1/ The Internal Revenue Code defines AGI as all gross income
that is not specifically excluded from gross income. Among
these exclusions are (1) trade or business deductions (other
than most such deductions by employees), (2) the deduction
for one-half of net long-term capital gains, (3) limited
deductions for losses from the sale or exchange of property,
(4) deductions attributable to rents and royalties, (5) the
moving expense adjustment, and (6) deductions for
contributions tQ individual retirement accounts and H.R. 10
plans.

Gross income only includes income which has been
Realizedd" Thus, for tax purposes, accrued increases or
decreases in the value of assets generally are not recognized
until a gain or loss is realized by a sale or exchange.
Similarly, gross income does not include the value of the
services received from the use of durable goods, such as
imputed net rent of owner-occupied housing. Finally,
interest on state and local government debt and social
security benefits are not included in AGI.

2/ Taxes are related to but not calculated from AGI. Taxes
are determined by taxable income which equals AGI minus
itemized deductions (or, if the taxpayer so elects, the
standard deduction) and the deduction for personal
exemptions.

3/ For the years covered by this report, alimony payments
were also treated as an itemized deduction even though
alimony income was includable in the AGI of the recipient.
Beginning in 1977, alimony is deducted from gross income in
computing AGI.
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realized capital losses reduce economic income, only the
first $1,000 may be deducted in the computation of AGI; any
excess must be carried forward to future years. 4/

Redefining Income

Ideally, the impact of all taxes should be measured
relative to economic income. However, no accurate, detailed
data on such a broadly defined income measure are available
for a cross-section of American taxpayers. As a practical
matter, any broad income measure must be determined from data
already contained on Federal individual income tax returns.
Thus, a more comprehensive income measure must start from AGI
and make adjustments for omitted income and for expenses
which ought to be deductible in calculating income.

Omitted Income

Tax returns contain information about only a portion of
the income which is included in economic income but excluded
from AGI. The omitted income which can be identified on tax
returns consists of the dividend exclusion of up to $100 per
taxpayer and the income from sources which were considered to
be tax preferences for purposes of the minimum tax. It
should be noted that unless such preferences exceeded $30,000
for a 1975 return or $10,000 for a 1976 return, 5/ the total
amount of such preferences was not recorded, and the excluded
half of net long-term capital gains is the only preference
item available. The omission is not serious since preference
items other than the excluded portion of net long-term
capital gains represents less than 20 percent of all minimum
tax preference income. 6/

4/ The $1,000 limit for the deduction of net capital losses
applies to years before 1977. For 1977, the limit was
$2,000, and beginning in 1978, the limit is $3,000. In all
years, the limit for married persons filing separately is
half of the amounts indicated.

5/ Half these amounts on returns of married persons filingseparately.

6/ The 1976 minimum tax preference item of itemized
deductions (other than medical expenses and casualty) in
excess of 60 percent of AGI does not represent omitted
income; hence, it has not been used to adjust AGI.

-11-
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Despite the inclusion of preference income which is not
in AGI but which is identifiable on tax returns, several
major sources of income for high-income taxpayers are still
omitted: 7/

-- interest on tax-exempt state and local bonds;

-- certain agricultural expenses which are deducted
when paid even though related income items are not
includable in income for taxpayers until a later
year; and

-- straight-line depreciation deductions on real estate
to the extent that they exceed economic
depreciation.

For real estate, the combination of a shorter life for
tax purposes than the true economic life of the property and
the straight-line depreciation method produce tax
depreciation deductions which exceed economic depreciation in
the early years of ownership. At some future time, income
may be correspondingly higher, but in the meantime the
taxpayer has had the interest-free use of the deferred taxes.
Also, in the later year, the income may be converted into a
long-term capital gain which is taxed at a lower rate.

Because sources of income that are not identifiable from
tax return data are excluded, all income measures used in
this report understate economic income. As a consequence,
some individuals with high economic income will be omitted
completely from the high-income group in this report.
Moreover, even for the individuals included, income will be
understated and taxes as a percentage of income (that is, the
effective tax rate) will be overstated.

Investment Expenses

In determining economic income, it would be appropriate
to deduct all expenses incurred in the production of income,
including those related to any ircome-producing investments.
Since economic income would include investment income

7/ Social security benefits and unemployment compensation
are also excluded. In the aggregate, this is a major
omission, )ut it is relatively unimportant for high-income
taxpayers.
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currently and completely, it would be proper to deduct all
investment expenses without limit. Investment expenses in
excess of income would then represent a net economic loss,
roughly akin to a net operating loss from a trade or
business. However, such a liberal deduction for investment-
related expenses is not necessarily correct when a less
comprehensive income definition is used. In such a case, a
full deduction for investment expenses might well represent a
mismatching of receipts and expenses with the result that net
income would be understated. For example, if a taxpayer
borrowed funds to purchase securities, his net income would
be understated if he deducted all of the interest paid on the
loan but he did not include as income any accrued gains on
the securities. In this instance, it might be appropriate to
postpone the deduction of the interest expense until the time
when the capital gains were realized. A similar mismatching
could occur if other investment expenses that should properly
be capitalized are deducted when they are paid.

The fungibility of money creates additional problems.
If a person with a loan has both income-producing assets,
such as securities, and non-income producing assets, such as
a vacation home or yacht, it is not possible to determine
what portion, if any, of the interest expense is attributable
to the income-producing assets and, therefore, ought to be
deducted in measuring income.

As a result of these problems as well as the limited
data which are available on Federal income tax returns, it
has been necessary to define arbitrary limits for the amount
of investment expenses which may be deducted in calculating a
broader measure of income.

Investment expenses appear on a Federal income tax
return in two places. Investment interest appears as part of
the itemized deduction for interest; other investment
expenses such as payments for investment advice are included
in the miscellaneous category of itemized deductions. For
this report, investment interest is defined as the entire
interest deduction other than interest paid on a home
mortgage. Since other investment expenses could not be
separated from the remainder of miscellaneous deductions,
this report defines non-mortgage interest as the only
investment expense. This procedure tends to overstate
income.
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To the extent that interest expenses do not exceed
investment Income, they are considered to be a legitimate
deduction in the computation of broadly measured income. One
consequence of this definition is that Investment expenses
can lever turn a profitable investment into a losing
investment. It is logical to limit the investment expense
deduction in this way. A person would not normally make an
investment where the expenses are expected to approach or
exceed Investment income. Thus, allowing Investment expenses
to offset all of investment income is overly generous and
tends to understate broadly measured income. On the other
hand, there may be cases of genuine Investment losses, akin
to trade or business losses, which are not allowed, thereby
causing overstatements of income.

The amount of investment income against which investment
interest can be offset depends on the amount of investment
income included in the income measure under consideration.
Investment income consists of Interest, dividends, and net
capital gains (or losses). However, if only a portion of
capital gains are included in the income concept, as is the
case with AGI, then only that portion is considered to be
investment income.

Expanded Income

The Congress has asked for high-income data to be
tabulated on the basis of a measure closely approximating
economic income but using only data available on tax returns.
This measure is called "expanded income."

Expanded income is defined as adjusted gross income plus
Items of tax preference less investment expenses to the
extent that they do not exceed investment income. 8/ Tax
preferences that are included are the $100 per taxpayer
exclusion for dividends of domestic corporations, the
excluded half of net long-term capital gains, and, where the

8/ For the sake of brevity, "investment interest to the
extent that it does not exceed Investment" income is called
"investment Interest." wInvestment Interest In excess of
investment income" is called "excess investment Interest.'
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taxpayer has filed a minimum tax form with his tax return,
all other preferences subject to the minimum tax except
excess itemized deductions. For individuals, the only
minimum tax items of significance other than excluded capital
gains are the excess of accelerated depreciation over
straight-line depreciation on real property and on personal
property subject to a net lease, the excess of percentage
depletion over the cost of the property, and deductions for
intangible drilling costs in excess of the amount deductible
if these costs had been amortized. Because expanded income
is based on tax return data, it excludes items such as
interest on tax-exempt state and local bonds, accrued but
unrealized capital gains, and straight-line depreciation on
real estate in excess of economic depreciation.

Four Income Measures

The Congress has mandated that high-income tax return
data be selected and classified by four income measures.
Expanded income and AGI have already been discussed. Each of
the additional measures embodies only one of the two major
conceptual differences between expanded income and AGI.
RAdjusted gross income plus preferences" is calculated by
increasing AGI by the amount of tax preference income.
"Adjusted gross income less investment interest" is
calculated by reducing AGI by the amount of investment
interest to the extent that it does not exceed investment
income.

When ranked according to size of income, AGI plus
preferences is largest, AGI less investment interest is
smallest, and AGI and expanded income fall in between.
For any individual taxpayer, AGI can be larger or smaller
than expanded income depending on whether preferences are
larger or smaller than investment interest.
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The four income concepts are related in the following
manner 9/ :

Expanded Income

- Adjusted Gross Income + Preferences - Investment
Interest

Adjusted Gross Income

= Expanded Income - Preferences + Investment
Interest

Adjusted Gross Income plus Preferences

= Adjusted Gross Income + Preferences
or = Expanded Income + Investment Interest

Adjusted Gross Income minus Investment Interest

= Adjusted Gross Income - Investment Interest
or = Expanded Income - Preferences

Expanded income most closely approximates a measure of
economic income. To the extent that the availablity of data
permit, the analyses in this report are based on expanded
income.

9--/ Note that the investment income limitation for defining
excess and non-excess investment interest is dependent upon
the income concept. Hence, the amount of the investment
interest adjustment differs depending on which definition is
used.
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Chapter 4

High-Income Tax Returns

Compared to the total number of Federal individual
income tax returns filed each year, the number of high-income
tax returns is rather small. There were only 41,761 income
tax returns with adjusted gross income (AGI) of $200,000 or
over in 1976; these returns represented only one-twentieth of
one percent (0.05 percent) of the total of 84,700,000 income
tax returns filed. Similarly, the number of tax returns with
expanded income of $200,000 or over was 53,587, or 0.06
percent of all returns filed. In recent years due to both
inflation and to rising levels of real income, the number of
high-income tax returns has increased dramatically in both
absolute numbers and as a percentage of all tax returns
filed. For example, in 1970 there were 15,223 income tax
returns with AGI of $200,000 or over, representing 0.02
percent of all tax returns filed in that year. In 1960,
there were only 5,889 such returns, less than 0.01 percent of
all returns. Thus, in 16 years, the number of high AGI
returns increased seven-fold, and their share of all returns
increased more than five-fold. 1/

Although high expanded income returns are only 0.06
percent of all returns filed, they contain 2.1 percent of all
expanded income and pay 5.5 percent of all individual income
tax liabilities. Similarly, although taxpayers with adjusted
gross income of $200,000 or more represent only 0.05 percent
of all returns, they have 1.5 percent of AGI and pay 4.9
percent of taxes.

Out of this relatively small percentage of all returns
filed in a given year, the number of these returns that are
nontaxable is far smaller. For each year between 1966 and
1976, Table 1 shows the number of nontaxable returns with.
adjusted gross income of $200,000 or more; it also shows the

1/ Internal Revenue Service, Statistics of Income,
Individual Income Tax Returns, 1960 and 1970.
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Table 1

Number and Percentage of Nontaxable Income Tax Returns
With Income of $200,000 or Over Under Alternative Concepts

Returns Selected By
Adjusted Gross Adjusted Gross Income Adjusted Gross Income

Expanded Income :: Income :± plus -references :: less Investment Interest
: Percent of ::: Percent of : Percent of ::: Percent of

Year Number :all Returns :: Number :all Returns Ni.-,er :all Returns :: Number :all Returns
of In Income :: of : In Income :: of : In Income :: of In Income

Returns Class :: Returns Class :: Returns Class :: Returns Class

1966 154 1.26 Z
1967 167 1.07
1968 222 1.15
1969 300 1.62
1970 111 0.73
1971 82 0.45
1972 108 0.47
1973 1/ 91 0.26 Z 164 0.64
1974 2/ 167 0.39 244 0.78 355 0.78 2 89 0.27 X
1975 3/ 215 0.53 260 0.77 362 0.84 126 0.40
1976 4/ 89 0.17 68 0.16 114 0.20 42 0.11

1976 retabu-
lated 5/ 53 0.10 22 0.05 41 0.07 21 0.05

Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: Statistics of Income, except as noted.

1/ Expanded income number and percentage are from the 1973 Treasury tax model.
2/ For income concepts other than AGI, data are from the 1974 Internal Revenue Service tax model.
S/ Numbers of nontaxable returns for 1975 are from the 1975 Statistics of Income. Some numbers differ slightly

from the 1975 data in the remainder of this report which are derived from the 1975 Internal Revenue Service
tax model which is a subsample of the 1975 Statistics of Income data file.

4/ From the 1976 Statistics of Income. These data are derived from the final Statistics of Income data file and
differ both Iva the information contained in the previously released 1976 preliminary Statistics of Income
and from the retabulated numbers of nontaxable returns in Chapter 6.

5/ See Chapter 6 for an explanation of reason for retabulation.
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Chart I

NUMBER AND PERCENTAGE OF NONTAXABLE
HIGH ADJUSTED GROSS INCOME RETURNS
1966--1976
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number of nontaxable returns as a percentage of all returns
in the income class. Similar data for years prior to 1966
are not available. For the years 1973 through 1976, Table 1
also presents the number of nontaxable returns as defined by
expanded income, by adjusted gross income plus preferences,
and by adjusted gross income less investment interest. Prior
to 1973 these data were not available regularly and
consistently. 2/

Chart 1 displays for each year between 1966 and 1976 the
number of nontaxable high AGI returns and the percentage of
all high AGI returns that are nontaxable. The percentage of
high-income, nontaxable returns has increased over time
except when the tax law has been tightened. The reason for
this upward trend is not clear; however, it is possible that
it represents a learning curve. That is, over time,
taxpayers learn how to arrange their tax affairs so that
within the constraints imposed by the Internal Revenue Code
they minimize (or eliminate) their income taxes. Chart 1
also illustrates the sharp declines in nontaxables in 1970 as
a result of the imposition of the minimum tax and again in
1976 as a result of the substantial strengthening of the
minimum tax. 3/

Because of both inflation and rising real incomes,
notions of what represents a truly high level of income have
changed over the years. For this reason, as well as to give
some idea of the differences which the income cutoff point
makes, Tables 2, 3, and 4 show data similar to that contained

2/ The data for 1974, 1975 and 1976 are from the Internal
Revenue Service, either from the complete Statistics of
Income individual file of income tax returns or from a
subsample of that file called the Internal Revenue Service
tax model. The data for 1973 were developed by the Office of
Tax Analysis from the 1973 Treasury tax model.

3/ The data show a sharp decline in 1970 in nontaxables,
both absolutely and as a fraction of all high AGI taxpayers
and then a further decline in 1971. It is likely that the
full decline actually took place in 1970 but because of poor
compliance with the minimum tax in its first year, the
decline was not fully reflected in data from unaudited tax
returns.
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Table 2

Number and Percentage of Nontaxable Income Tax Returns
With Income of $100,000 or Over Under Alternative Concepts

Returns Selected By
Adjusted Gross :: Adjusted Gross Income :: Adjusted Gross Income

Expanded Income :: Income plus Preferences .:: less Investment Interest
: Percent of : Percent of : Percent of :: Percent of

Year Number :all Returns :: Number :all Returns :: Number :all Returns Number :all Returns
of In Income of In Income of In Income :: of : In Income

Returns Class :: Returns : Class :: Returns Class Returns : Class

1964 355 0.97 %
1965 285 0.62
1966 367 0.69
1967 399 0.60
1968 538 0.65
1969 745 0.91
1970 400 0.51
1971 300 0.33
1972 425 0.37
1973 l/ 739 0.46 % 622 0.46
1974 2/ 1,143 0.59 966 0.58 1,867 0.90 % 480 0.29 %
1975 3/ 901 0.44 994 0.53 1,785 0.82 533 0.30
1976 4/ 622 0.24 560 0.25 814 0.30 477 0.22

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analysis

Source: Statistics of Income, except as noted.

1/ Expanded income number and percentage are from the 1973 Treasury tax model.
2/ For income concerts other than AGI, data are from the 1974 Internal Revenue Service tax model.
3/ Numbers of nontaxable returns for 1975 are from the 1975 Statistics of Income. Some numbers differ slightly

from the 1975 data in the remainder of this report which are derived from thz 1975 Internal Revenue Service
tax model which is a subsample of the 1975 Statistics of Income data file.

4/ From the 1976 Statistics of Income. These data are derived from the final Statistics of Income data file and
differ from the information contained in the previously released 1976 Statistics of Income.

7



Table 3

Number and Percentage of Nontaxable Income Tax Returns
With Income of $500,000 or Over Under Alternative Concepts

Returns Selected By
Adjusted Gross :: Adjusted Gross Income :: Adjusted Gross Income

Expanded Income Income plus Preferences less Investment Interest
: Percent of :: Percent of Percent of :: Percent of

Year Number :all Returns :: Number :all Returns :: Number :all Returns :: Number :all Returns
of In Income of : In Income of In Income :: of In Income

Returns : Class Returns : Class :: Returns Class :: Returns : Class

1964 35 2.25 %
1965 35 1.71
1966 51 2.30
1967 63 2.15
1968 82 2.18
1969 112 3.01
1970 21 0.88
1971 15 0.49
1972 20 0.54
1973 22 0.62
1974 1/ .10 0.47 2 48 1.12 68 1.00 1 16 0.41 %
1975 2/ 39 0.61 56 1.27 71 1.04 27 0.67
1976 3/ 16 0.19 8 0.15 20 0.22 5 0.10

1976 retabu-
lated 4/ 3 0.06

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analysis

Source: Statistics of Income, except as noted.

1/ For income concepts other than AGI, data are from the 1974 Internal Revenue Service tax model.
2/ Numbers of nontaxable returns for 1975 are from the 1975 Statistics of Income. Some numbers differ slightly

from the 1975 data in the remainder of this report which are derived from the 1975 Inte jnal Revenue Service
tax model which is a subsample of the 1975 Statistics of Income data file.

3/ From the 1976 Statistics of Idcome. These data are derived from the final Statistics of Income data file and
differ both from the information contained in the previously released 1976 preliminary Statistics of Income and
from the retabulaed numbers of nontaxable returns in Chapter 6.

4/ See Chapter 6 for a. -xplanation of reason for retabulation.
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Table 4

Number and Percentage of Nontaxable Income Tax Returns
With Income of $1,000,000 or Over Under AlternatIve Concepts

Returns Selected By
Adjusted Cross : Adjusted Gross Income :: Adjusted Cross Income

* Expanded Income :: Income : plus Preferences :: less Investment Interest
: Percent of :: : Percent of : Percent of : : Percent of

Year Number :all Returns :: Number :all Returns :: Number :all Returns :: Number :all Returns
* of :In Income :3 of :In Income :: of :In Income :: of :In Income
: Returns Class : R: eturns Class : Returns Class Returns : Class

1964 19 3.94 X
1965 22 3.40
1966 18 2.80
1967 23 2.75
1968 31 2.76
1969 52 4.29
1970 3 0.47
1971 3 0.34
1972 6 0.58
1973 7 0.78
1974 ./ 3 0.17 Z 12 1.09 13 0.70 Z 2 0.20 X
1975 2/ 8 0.44 12 1.07 17 0.88 3 0.29
1976 3/ 2 0.08 2 0.15 4 0.15 1 0.08

1976 Retabu-
lated 4/ 1 0.07

Oft.ce of the Secretary of the Treasury July 24, 1978
Offiz.e of Tax Analysis

Source: Statistics of Income, except as noted.

1/ For income concepts other than ACI, data are from the 1974 Internal Revenue Service tax model.
2/ Numbers of nontaxable returns for 1975 are from teh 1975 Statistics of Income. Some numbers differ slightly from

the 1975 data in the remainder of this report which are derived from the 1975 Internal Revenue Service tax
model which is a subsample of the 1975 Statistics of Income data file.

3/ From the 1976 Statistics of Income. These data are derived from the final Statistics of Income data file and
differ both from the information contained in the previously released 1976 preliminary Statistics of Income and
from the retabulated numbers of nontaxable returns in Chapter 6.

4/ See Chapter 6 for an explanation of reason for retabulation.

Y



1254

in Table 1 for tax returns with income of $100,000 or over,
of $500,000 or over, and $1,000,000 cr over, respectively.
The columns showing nontaxable returns as a percentage of all
returns in their income classes indicate that once the
$100,000 level of income is reached, there is no trend,
either increasing or decreasing, in this percentage. One
might well expect to find a lower proportion of nontaxable
returns with income of $500,000 to a $1,000,000 than in the
$100,000 to $200,000 class, but no such pattern is
discernible.

Distribution of Effective Tax Rates: Nearly Nontaxables

The preceeding section outlining how a small number of
high-income taxpayers are able to entirely escape taxes may
give the picture of two very different and clearly -
distinguishable types of high-income returns: taxables and
nontaxables. Such a picture would be misleading.
Examination of the distribution of high-income taxpayers by
either effective tax rate or by the ratio of their taxable
incomes to their total incomes shows a continuum from
nontaxable returns to returns with high effective tax rates.

Tables 5 through 8 for 1975 and 1976 show the
distributions of taxes paid by high-income taxpayers. Tables
5 and 6 show the distribution of tax returns by effective
income tax rates, i.e., tax as a percentage of the relevant
measure of income. Tables 7 and 8 show the distributions of
actual tax liabilities. On all four tables, the
distributions are given for all tax returns, for various
income classes, and under all four definitions of income.
The tables also show the distributions in terms of the actual
numbers of tax returns as well as percentages of all returns
in the income class. Examination of Tables 5 and 6 for
returns with income of $200,000 or over indicates that
regardless of the income concept used the majority of
high-income taxpayers are concentrated in the 30 to 50
percent effective tax rate brackets. If one were to graph
the percentage of taxpayers as a function of the effective
tax rate, one would find a typical, bell-shaped curve
familiar to statisticians and economists. This curve would
peak in the 30 to 50 percent effective tax rate range and
would fall off sharply with a small tail running down to zero
percent for the nontaxables, and another small tail going out
toward the maximum possible tax rate. The percentage of
returns with low effective tax rates or very low actual
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Table 5

Diatribution of Tax Returns by Income Claas and Effective Tax Rate -- 1976

* : : Number and Perre t of Rturnz by Sfee of a ffer4,, Thy U... S/

Income Concept and Total Number and All : :

Income Clas : Number of Perbent~vwth: Returns : Under : 5% to 102 to : 152 to 202 to : 252 to : 30Z to : 402 to :50Z and

: Returns: o Tax With Tax: 5% :102: 15Z: 202: 25 : 30 : 402: 502: over

A11 Returna

gMqended Income
$ 50,000 to $100.000 1,003,R51 4,104 999,747 9,869 24,078 69,628 141,452 270.145 287,498 191,706 5,259 112

(100.02) (0.4%) (99.6Z) (1.0%) (2.4X) (6.9Z) (14.12) (26.9%) (28.6%) (19.12) (0.52) (*)

$ 100.000 to $200,000 204,278 533 203,745 923 3,899 7.118 12,313 17,892 31,384 99,282 29,708 1.226

(100.0z) (0.32) (99.72) (0.42) (1.9%) (3.52) ( 6.02) ( 8.82) (L5.42) (48.62) (14.52) (0.62)

$ 200,000 and over 53,587 89 53.498 204 731 2.486 2.650 4.261 6.618 17,598 14.283 4,667

(100.0z) (0.2%) (99.82) (0.42) (1.42) (4.62) ( 5.02) ( 8.02) (12.42) (32.82) (26.6%) (8.77)

Adjusted Gross Income

S 50.000 to $100,000 948,034 3.180 944,854 9,017 15,081 33,216 106,911 255,049 291,562 224,203 9.080 735

(100.0%) (0.32) (99.7%) (1.0%) (1.62) (3.52) (11.3%) (26.92) (30.8%) (23.62) ( 1.0%) (0.1)

$ 100.000 to $200,000 185.142 492 184,650 1,047 2,131 2.460 5,124 8.588 19.257 102.433 39,854 3.756

(100.02) (0.3%) (99.7%) (0.62) (1.22) (1.3%) ( 2.8%) ( 4.6%) (10.4%) (55.3%) (21.52) (2.0%)

$ 200,000 and over 41,761 68 41.693 186 365 627 878 1,330 1.909 10.081 16,056 10.261

(100.0%) (0.2%) (99.82) (0.4%) (0.92) (1.5%) ( 2.12) ( 3.2%) ( 4.6%) (24.1.) (38.4%) (24.6%)

Adjusted Croee Income plus
Preferences

$ 50.000 to $100,000 1,021,791 4.480 1,017,311 11.722 27.762 77,700 152,908 283,691 279,117 179.180 5,121 110

(100.02) (0.42) (99.6%) (1.22) (2.7%) (7.6%) (15.02) (27.8%) (27.32) (17.5%) (0.5:) ( *)

$ 100,000 to $200.000 212,461 700 211,761 1,708 5.333 8.007 14.113 20,492 34.615 99.135 27.210 1,148

(100.02) (0.32) (99.7%) (0.8%) (2.52) (3.8%) ( 6.6%) ( 9.72) (16.3%) (46.7%) (12.8%) (. 5%7

$ 200,000 and over 56,512 114 56,398 313 1.345 3,082 3,059 4,890 7,182 18,279 13.928 4.326

(100.0% (0.2%) (99.82) (0.6%) (2.42) (5.4%) ( 5.4%) ( 8.72) (12.72) (32.4%) (24.62) (7.6%)

Adjusted Gross Income less
Inveteent Interest

9 50,000 to $100,000 925,833 2,721 923,112 7,400 12,126 26,410 91,419 237,400 295,971 241,376 10,096 914

(100.02) (0.32) (99.7%) (0.82) (1.32) (2.82) (9.92) (25.62) (32.0%) (26.1%) ( 1.1%) (0.12)

$ 100,000 to $200.000 176,934 435 176,499 667 1.452 1,827 3,878 6,618 15.627 9,811 44,127 4,192

(100.02) (0.2Z) (99.82) (0.4%) (0.82) (1.02) (2.22) ( 3.72) ( 8.8%) (55.52) (24.92) ( 2.42)

$ 200,000 and over 39.346 42 39.304 101 154 339 612 985 1.603 8,442 16.015 11.053
(100.0%) (0.12) (99.92) (0.32) (0.42) (0.92) (1.62) ( 2.52) ( 4.1%) (21.52) (40.72) (28.12)

Office of the Secretary of the Treasury 
July 24, 1978

Office of Tax Analysla

Source: 1976 Statistics of Income.

* Less than 0.05 percent.
l/ Income tax after credits including the minimum tax as a percentage of income.
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Table 6

Distribution of Tax REturna by Income Clas and Effective Tax late - 1975

Incom Concept and
Income Clae

All Return.

mLianded Incomw
$ 50.000 to $100,000

$ 100.000 to $200.00

$ 200.000 aid over

Adlusted Gross Incone

$ 50,000 to $1"0000

$ 100.000 to $200.000

$.200.000 and over

Adjusted Cross Income plu
Preference*

$ 50,000 to $100.000

$ 100.000 to $200.000

$ 200,000 and over

Adjusted Cross Income lee
Investment Interest

$ 50,000 to $100.000

$ 100.000 to $200.000

$ 200,000 and over

807.399
(100.02)
165,269
(100.02)

40.884
(100.02)

780,470
(100.02)
152,432
(100. OZ)
33,606

(100.02)

821,253
(100,02)
173,888
(100.02)
43,34A

(100.02)

762,709
(100.0%)
145,330
(100.0!)
31.391

(100.0)

4.654
0.6Z)

686
0.42)

215
0.51)

4.749
0.62)

709
0.5z)
260

0.82)

6.607
0o.82)

1,423
0.82)

362
0.82)

3,879
0.5Z)

407
0.32)

126
0.4z)

Office of rhe Secretary of the Treasury
Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model

* Less than 0.05 percent.

Uodet : 52 to5I :101

52 102

802.745 12.268
(99.42) (1.52)
164.583 2.004
(99.6z) (1.2z)
40,669 585

(99.52) (1.4Z)

of Returns h Sloe of Rffertlv. Trl R~r. 1/
I :

102 to : 15Z to : 202 to : 252 to : 3OZ to : 402 to :502 and
12X : 202 252 : 302 40 ; 50 : ova-

27.282 40.382
3.42) ( 5.0)

3,989 6.973
C2.42) ( 4.22)
1,462 1.500

(3.6Z) ( 3.72)

775.721 7.704 12,720 25,741
(99.42) (1.02) ( 1.62) ( 3.32)
151,723 1,491 1.942 2.643
(99.52) (1.027 (1.3) ( 1.72)
33.346 504 456 523
(99.2Z) (1.52) (1.42) ( 1.62)

814,646
(99.2Z)
172,465
(99.21)
42,982

(99.2Z)

758,830
(99.52)
144,923
(99.7Z)
31.265

(99.6z)

14,402
(1.82)
3,814
(2.2%)
1,245
(2.9%)

29,.500 44,977
3.6Z) ( 5.52)

4.639 7.780
2.7Z) (4.5Z)

1,701 1.738
3.9Z) (4.02)

5.676 9,714 21,720
(0.7) (1.32) ( 2.8Z)
908 1,266 1.835

(0.6Z) (0.9%) ( 1.3Z)
230 239 305

(0.72) (0.82) ( 1.02)

101.777 208.141
(12.62) (25.82)

8.775 13,320
5.32) (8.12)
2.294 3,443
5.62) (8.4z)

85,700
(11.02)
4,221

2.82)
759

2.32)

111.547
(13.6Z)
10,339

6.02)
2,600
6.0)

207,298
(26.6Z)

7.619
(5.0)

1.083
(3.2Z)

218,528
(26.62)
15,353

8.82)
3,824
8.8Z)

239,117
(29.62)
21.895
(13.32)

4.282
(10.52)

244,755
(31.42)

16. 982
(11.12)

1,596
4.82)

233,888
(28.52)
24,274

(13.9Z)
4.725

(10.9z)

168,492 5,286
(20.92) ( 0.62)
78.782 27.628
(47.72) (16.72)
10.687 11.908
(26.1Z) (29.12)

185.441 6,315
(23.82) (0.82)
83.071 32,118
(54.52) (21.12)
7.654 13,307

(22.82) (39.62)

156,956 4.848
(19.12) ( 0.62)
79,921 25,228

(46.02) (14.52)
11.330 11.636

(26.12) (26.92)

75.264 191,648 246.466 201.506 6,752
9.92) (25.12) (32.32) (26.42) ( 0.9Z)
3,240 .5868 13,958 80.303 35,670
2.2Z) ( 4.02) ( 9.62) (55.3Z) (24.52)
562 800 1.230 6,.575 13,296

1.82) ( 2.6Z) ( 3.92) (21.0) (42.42)

July 24. 1978

./ Income tax after credits including the minimum tax am a percentage of Income.

* Total Number end 2 All
: Number of :Percent vith r Returns
* turns : Nn W.. 111th T-

9%

0
(0)
1,217
0.7Z)
4.508

(11.0U)

47

1.636
(1.1z)
7,464
(22.22)

0
(0)
1.117
(0.62)
4,183

9.72)

84

1,875
(1.3%)
8,028
(25.6Z)



Table 7

Distribution of Tax Returns by Income Class and Total Income Tax - 1976

Number and Percent of Returns by Size of Total Income Tax 1/Income Concept and : Total : Number and : $1 : $1.000 : $3.000 : $6.000 $ 5.000 1 $10.000 : $25.000 ; $50.000
Income Class : Number of : Percent with: All Returns : under under : under : under : under : under : under : or

: Returns : No Tax With Tax : $1.000 : $3,000 : $4,000 : 5.00 : .10,.00 : $25,000 : $50,000 : more

All Returns 84,670.389 20.249.022 64,421.367 26.964.491 25.732.027 4,706.219 2.385.683 3.251.747 1,032,333 266,323 102,54

.amanded Incom
$ 50.000 to $100.000 1.003.851 4.104 999,747 2,087 6,555 7.245 6.402 124,343 735,558 117.446 111

(100.02) (0.4%) (99.6) (0.2Z) (0.7Z) (0.7Z) (0.62) (12.4) (73.32) (11.72) *
$100,000 to $200.000 204,278 533 203,745 147 164 168 139 2.054 22,538 125,020 53.515

(100.02) (0.32) (99.72) (0.12) (0.1Z) (0.12) (0.1Z) ( 1.02) (11.02) (61.2Z) (26.22)
$200.000 and over 53,587 89 53,498 13 19 1 34 81 632 3.813 48,905

(100.02) (0.2Z) (99.82) a * C (0.12) ( 0.22) (1.22) ( 7.12) (91.32)

Adjusted Crose Income

$ 50,000 to *100.000 948,034 3,180 944,854 2.051 5.727 4,743 4.175 79,505 714,412 133,922 319
(100.0z) (0.32) (99.7Z) (0.2) (0.62) (0.5Z) (0.4z) ( 8.4) (75.4Z) (14.12) a$100,000 to $200,000 185,142 492 184,650 129 210 91 238 1,466 9,856 110,605 62.055
(100.02) (0.3Z) (99.7z) (0.12) (O.lZ) (O.1Z) (0.12) ( 0.82) C 5.32) (59.7%) (33.52)$200,000 and over 41.761 68 41.693 12 15 1 16 58 331 1,278 39,982
(100.02) (0.22) (99.8) * * * ( 0.12) ( 0.82) ( 3.12) (95.72)

Adjusted Cross Income plus
Preferences

$ 50.000 to $100.000 1,021.791 4.480 1.017,311 2,622 7,778 8,249 6,940 136,202 742,953 112,457 110
(100.02) (0.42) (99.62) (0.32) (0.82) (0.82) (0.7%) (13.32) (72.72) (11.02) C$100,1'0 to $200.000 212,461 700 211,761 150 230 366 413 2,893 26.593 129,054 52.062
(100.02) (0.3Z) (99.7Z) (0.12) (0.12) (0.2%) (0.2%) (1.4%) (12.5Z) (60.72) (24.52)

$200.000 and over 56,512 114 56.398 13 21 12 39 105 1,079 4,770 50,359
(100.02) (0.22) (99.82) M A (0.12) C0.2) (1.9%) ( 8.42) (89.12)

Mljueted Cros. Incom less
Investment Interest

$ 50.000 to $100.000 925.833 2,721 923,112 1.722 4.913 4,124 3,254 66,251 701,494 140,970 384
(100.0z) (0.3Z) (99.7z) (0.2Z) (0.52) (0.42) (0.4Z) (7.2Z) (75.8Z) (15.22) C

$100.000 to $200.000 176,934 435 176,499 109 135 47 143 966 7.505 103,953 63,641
(100.0z) (0.2Z) (99.82) (0.1) (0.1Z) a (0.1) (0.62) ( 4.22) (58.8Z) (36.02)

$200,000 end over 39.346 42 39,304 11 14 1 11 28 163 795 38,281
(100.0Z) (0.12) (99.9z) C C e C (0.1z) (0.4Z) (2.0) (97.3Z)

Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1976 Statietics of Incom.

* Lese than 0.05 percent.
I/ Total income tax is income tax after credits including the minimum tax. It

to exceed income.
In impossible for tax after credits including the minimum tax

?



Table 8

Distribution of Tax Returns by Income Class and Total Income Tax - 1975

Humber and Percent of ear,,,, h o Tatal -Incose Ta 1Income Concept and Total : umber and : .: $1,000 300 $4,000 : $ 5,000 : $10,000 : $25000 : $50,000
Income Class Number of Percent with All Returns : under ± under : under : under : under : under : under : or

Returns : No Tax : With Tax : $1,000 _$3,000 : $4.000 : $5,000 : $10.000 : $25,000: $50,000 : wre

All Returns 82,229,182 20,822,251 261,406,931 6,357,938 25,353.480 4,026,297 1,982,979 2,597,263 803,402 204,794 80,778

Expanded Income
$ 50,000 to $100,000 807,399 4,654 802,745 5,516 6,120 6,300 7,553 87,691 585,273 104,292 0

(100.02) (0.62) (99.42) (0.72) (0.82) (0.82) (0.92) (10.92) (72.52) (12.92) 0
$100,000 to $200,000 165,269 686 164,583 350 381 256 288 2,928 18,310 97,321 44,749

(100.02) (0.42) (99.62) (0.2Z) (0.22) (0.22) (0.21) ( 1.82) (11.12) (58.91) (27.12)
$200,000 and over 40,884 215 40,669 55 49 18 14 217 1,118 3,174 36,024

(100.02) (0.52) (99.52) (0.12) (0.12) * * (0.52) (2.72) (7.82) (88.12)

Adjusted Cross Income
$ 50,000 to $100.000 780,470 4,749 775,721 2,812 4,519 3,370 4,227 61,347 586,923 112,502 21

100.02) (0.61) (99.4Z) (0.42) (-0.6z) (0.42) (0.52) ( 7.92) (75.22) (14.42) *$100,000 to $200.000 152,432 709 151,723 250 349 265 266 1.472 8,808 91,033 49,280
(100.02) (0.52) (99.52) (0.22) (0.22) (0.22) (0.22) ( 1.02) (5.82) (59.72) (32.32)$200,000 and over 33,606 260 33,346 55 77 28 18 149 475 1,131 31,413
(100.02) (0.82) (99.22) (0.22) (0.22) (0-1) (O.OZ) ( 0.4Z) (1.42) (3.42) (93.52)

Adjusted Croes Income plus
Preferences

8 50,000 to $100,000 821.253 6,607 814,646 5,855 7,801 6,465 8.646 95,306 590,800 99.773 0
(100.02) (0.82) (99.2Z) (0.72) (1.0Z) (0.81) (1.02) (11.62) (71.92) (12.22) 0$100,000 to $200,000 173,888 1,423 172,465 773 915 607 340 3,583 21,203 101,378 43,666
(100.02) (0.82) (99.22) (0.42) (0.52) (0.42) (0.22) (2.12) (12.22) (58.32) (25.12)

$200,000 and over 43,344 362 42,982 93 102 73 38 428 1,505 3,636 37,107
(100.02) (0.82) (99.22) (0.22) (0.22) (0.22) (0.12) (1.02) (3.52) (8.42) (85.62)

Adjusted Cross Income less
Investment Interest

$ 50,000 to $100.000 762,709 3,879 758,830 2,028 3,355 2,647 3,508 53.446 576,077 117,736 33
(100.02) (0.52) (99.52) (0.32) (0.42) (0.42) (0.51) (7.02) (75.52) (15.42) *$100,000 to $200,000 145,330 407 144,923 172 228 159 194 930 6,527 86,161 50,552
(100.02) (0.3Z) (99.72) (0.12) (0.2Z) (0.12) (0.12) (0.62) (4.52) (59.32) (34.82)$200,000 and over 31.391 126 31,265 27 22 11 6 81 257 749 30,U2
(100.02) (0.42) (99.62) (0.12) (0.12) * * (0.32) (0.82) (2.42) (95.9Z)

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model.

* Less than 0.05 percent.
I/ Total income tax is income tax after credits including the minimum tax. It is possible for tax after credits including the minimum tax to exceed

income.
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liabilities is very small. In 1976, as Table 7 shows, only
1.6 percent of all high expanded income taxpayers paid less
than $25,000 of tax, and over 90 percent paid more than
$50,000.

Tables 9 and 10 classify data by the ratio of taxable
income to each of the four definitions of income for
high-income returns. Table 9 is for 1976; Table 10 is for
1975. For various classes of ratios of taxable income to
total income, the tables show the number of returns in the
class; the percentage of the total number of returns which
are in that class; and the cumulative percentage of the total
in that class. For example, Table 9 shows that 0.90 percent
of all returns with expanded income of $200,000 or over had a
ratio of taxable income to expanded income of less than 20
percent.

Table 11 presents in one place the cumulative
percentages for 1974, 1975, and 1976. Chart 2 displays the
comparison between the cumulative percentages of high
expanded income returns for 1975 and 1976 with ratios of
taxable income to expanded income of less than a given
percentage. Tables 5, 6, 9, 10, and 11 and Chart 2 show very
clearly that there is a whole continuum of returns when
returns are classified either by effective tax rate or by the
ratio of taxable income to-total income. It is an over-
simplification to try to group returns into just the two
categories of taxable or nontaxable.

The data just presented have been used to help define a
class of taxpayers who pay some taxes -- and, hence, have not
been brought to the public's eye because of their nontaxable
status -- but who clearly are not paying their "fair share"
of taxes. This group, which may be called the "nearly
nontaxables,' consists of the small tail of tax returns at
the low end of the cumulative distribution of tax returns
arrayed by the ratio of taxable income to total income.
Chart 2 shows that based on 1976 data, there clearly is a
break in the continuum of tax returns when the ratio of
taxable income to total income rises above 20 percent. Thus,
nearly nontaxable returns are defined as taxable returns
having taxable income of less than 20 percent of the relevant
income measure. All high-income tax returns fall into one of
three categories: nontaxables; nearly nontaxables; or all
other taxables.

A substantial portion of the analysis throughout the
rest of this report will focus on the differences and
similarities between nontaxables and nearly nontaxables. Are
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Table 9

Number and Distribution of Tax Returns vith ncoes of $200,000 or Over
Under Alternative Concepts, Clssifled by Taxpaying Statue -- 1976

:?erceotage:Cumlative: :Psrcentage:Cusulative
Number of : of :Percentage:: Number of: of :percentage
Returns Total : of Total :: Returns : Tocal : of Total

...--- i- Expanded Income ------------.Adjusted Gross Income .----

All Returns 53,587 100 9 41,761 100 1

Nontaxable Returns 89 0.17 0.17 68 0.16 0.16

Taxable Returns with Ratios of
Taxable Ioe to tnome: 1/

Under 102 .......................... 85 0.16 0.32 87 0.21 0.37
102 to 151 ....................... 136 0.25 0.58 105 0.25 0.62
151 to 201 ....................... 172 0.32 0.90 219 0.52 1.15
202 to 252 ....................... 979 1.83 2.73 229 0.55 1.70
250 to 301 ....................... 1,523 2.84 5.57 358 0.86 2.55
302 to 602 ....................... 3,462 6.46 12.03 1,095 2.62 5.17
402 to 500 ....................... 5,914 11.04 23.07 1,760 4.21 9.39
Sot and over ....................... 41,227 76.93 100 37,840 90.61 100

---- Adjusted Gross Itome plus ---.--- Adjusted Gross income 1----

Preference investment Interest

All Returns 56,512 100 1 39, 346 100 %

Nontaxable Returns 114 0.20 0.20 42 0.11 0.11

Taxable Returns with Ratios of
Taxable tnome to Income: 1/

'Jnder 102 .......................... 121 0.21 0.42 61 0.16 0.26
102 to 152 ....................... 255 0.35 i 0.87 41 0.10 0.37
151 to 201 ....................... 543 0.96 1.83 76 0.19 0.56
200 to 251 ....................... 1,299 2.30 4.13 130 0.33 0.89
25Z to 3OZ ....................... 1,780 3.15 7.28 212 0.54 1.43
01 to 402 ....................... 4,029 7.13 14.41 738 1.88 3.30

402 to 502 ....................... 6,591 11.66 26.07 1,321 3.36 6.66
501 and over ....................... 41,780 73.93 100 36,723 93.34 100

Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1976 Statistics of Income.

I/ Taxable income is defined as the aount of Income which under the appropriate ordinary tax rate
schedules would yield tax after credits plus the minimum tax.
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Table 10

Number and Distribution of Tax Returnsvith Income of $200,000 or Over
Under Alteroative Concepts, Classified by Taxpaying Status -- 1975

:Percentage:Cumulstive:: :Percentsge:Cumulative
Number of : of :Percentage:: Number of of :Percentage
Returns i Total : of Total Returns Total : of Total

....------- Expanded Income - -----.. ... Adjusted Gross income ------

Alt Returns 40,884 100 2 33.606 100 I

Nontasable Returns 215 0.53 0.532 260 0.77 0.77:

Taxable Returns with Ratios of
Taxable Intome to Income: 1

Under 102 .......................... 286 0.70 1.23 332 0.99 1.76
102 to 152 ....................... 336 0.82 2.05 185 0.55 2.31
152 to 202 ....................... 787 1.92 3.97 215 0.64 2.95
202 to 252 ....................... 946 2.31 6.29 285 0.85 3.80
251 to 302 ....................... 876 2.14 8.43 352 1.05 4.85
302 to 402 ....................... 2,643 6.46 14.89 670 2.59 7.44
40 to 502 ....................... 5,026 12.29 27.19 1,347 4.01 11.44
50% and over ....................... 29.769 72.81 100 29,760 88.56 100

---- Adjusted Gross Income plus ---- Adjusted Gross Income less---

Preferences tovestment Interest

All Returns 43,344 100 2 31,391 100 2

Nontaxable Returns 362 0.84 0.842 126 0.40 0.402

Taxable Returns with Ratios of
Taxable Income to Income: I/

Under 102 ......................... 615 1.42 2.25 150 0.48 0.88
101 to 152 .. . . . .. 7 35 1.70 3.95 82 0.26 1.14
152 to 202 ....................... 907 2.09 6.04 113 0.36 1.50
202 to 25% ....................... 1,029 2.17 8.42 149 0.47 1.98
23 to I? ....................... 1,077 ).67 10.8 701 l6n. 2,F2
30% to 40% ....................... 3,019 6.97 17.85 653 2.08 0.70
42 to 50' ....................... 5.356 12.36 30.21 1,041 3.32 8.01
507 and over ....................... 30.241 69.79 100 28,976 91.99 100

Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model.

I/ Taxable Incone is defined as the amount of income vhich under the appropriate ordinary tax rate
acbedules vould yield tax after credits plus the minimum tax.
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Table 11

Comparison Between Cumulative Percentages of Tax Returns Classified by Tax-Paying Status
With Income of $200,000 and Over Under Alternative Concepts -- 1974-1976

1974 1975 1976 1974 1975 1976
--------- Expanded Income --...--- -- Adjusted Gross Income------

Returns with ratios of Taxable Income
to Income: 1/

Zero (Nontaxable returns) .......... 0.39 % 0.53 2 0.17 2 0.68 X 0.77 X 0.16 2
Less than 101 ...................... 1.16 1.23 0.32 1.95 1.76 0.37
Less than 152 ...................... 1.73 2.05 0.58 2.52 2.31 0.62
Less than 202 ...................... 3.38 3.97 0.90 3.17 2.95 1.15
Less than 252 ...................... 5.54 6.29 2.73 3.86 3.80 1.70
Less than 302 ...................... 7.75 8.43 5.57 4.85 4.85 2.55
Less than 402 ...................... 14.94 14.89 12.03 7.70 7.44 5.17
Less than 502 ...................... 27.79 27.19 23.07 11.78 11.44 9.39
All Returns ....................... 100 100 '00 100 100 100

---- Adjusted Gross Income plus --..... Adjusted Gross Income less---
Preference Investment Interest

Returns with ratios of Taxable Income
to Income: I/

Zero (Nontaxable returns) ......... 0.78 0.84 0.20 0.27 0.40 0.11
Less than 102 . . . . . .. 2.55 2.25 0.42 0.80 0.88 0.26
Less than 152 ................ .... 3.69 3.95 0.87 1.00 1.14 0.37
Less than 201 ..................... 5.78 6.04 1.83 1.37 1.50 0.56
Less than 251 ..................... 8.27 8.42 4.13 1.68 1.98 0.89
Less then 301 ..................... 10.40 10.89 7.28 2.21 2.62 1.43
Less than 401 ..................... 18.60 17.85 14.41 4.29 4.70 3.30
Less than 502 ..................... 31.53 30.21 26.07 7.52 8.01 6.66
All Returns ....................... 100 I00 100 100 100 100

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analysis

Source: 1976 Statistics of Income, 1975 Internal Revenue Service tax model, and 1974 Internal Revenue
ServIce tax model.

I/ Taxable income is defined as the amount of income which under the appropriate ordinary tax rate
schedules would yield tax after credits plus the minimum tax.
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Chart 2
PERCENTAGES OF TAX RETURNS BY RATIO
OF TAXABLE INCOME TO EXPANDED INCOME
1975 and 1976
(Expanded Incomes of $200,000 and over)

Percentage of
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nearly nontaxables similar to nontaxables, similar to all
other taxables, or a breed unto themselves?

A Note on Taxable Income

It should be pointed out thp-t in Tables 10 and 11 as
well as in all other tables in this report in which the ratio
of taxable income to total income is used, taxable income has
been modified to take into account the value of tax credits,
the minimum tax, and special tax computations such as income
averaging, the alternative tax on long term capital gains,
and the maximum tax on earned income. If taxable income as
ordinarily defined had been used, a taxpayer who had a
substantial taxable income but paid very little tax would not
have been included among the nearly nontaxables. Thus,
taxable income has been redefined as that amount of income
which, taxed at ordinary rates, would yield the amount of tax
actually shown for the particular return after credits and
after imposition of the minimum tax.

An Overview of High Income Tax Returns

For each of the four income concepts (expanded income,
AGI, AGI plus preferences, and AGI less investment interest),
Tables 12 and 13 show the relative sizes of income as
measured by the four income concepts on the basis of expanded
income being 100 percent. Table 12 is for 1976; Table 13 is
for 1975. A examination of these tables indicates some
significant differences between nontaxable and other returns
when measured by expanded income. Both investment interest
and preferences are relatively more important on nontaxable
and nearly nontaxable returns than on other taxable returns.
Of course, these are two of the most important items in
reducing taxable income under present law, thereby making the
returns nontaxable or nearly nontaxable.

The first 8 tables in each of Appendices A, B, and C
contain data on preferences, deductions, credits, and taxes.
Appendix A is for 1976; Appendix B is for 1975; and Appendix
C is for 1974. In each appendix, there are two tables for
each income definition. One table contains aggregate data;
the other shows each item as a percentage of the income
concept used to select the returns shown in the table. Each
table contains four separate columns of data: all returns;
nontaxable returns; nearly nontaxable returns; and all other
taxable returns. These 24 tables include much of the data on
which this report is based. Appendices A and B each contain
two additional tables that cross-classify the numbers of tax
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Table 12

Relationships Between Four Income Concepts for Tax Returns with Income
of $200,000 or Over Under Altqrnative Income Concepts -- 1976

i s Returns elected bys t s : Adjusted Cross v Adju'sted rOss

I : Expanded t Adjusted Gross z income plus I Income less
:1 Income t Inca" I Preferences t Investment Interest

EXPANDED NCOME
Investment interest not in excess of

investmnt income
Preference*
ADJUSTZD GROSS INCO

AJUSTED GROSS INCOME PLUS PRE'ERENCES

ADJUSTED GROSS INCOME LSS IWESTimzT INTEREST

REANDD INCOME
Investment interest not in excess of

invest e t income
PreferenceS

ADJUSTEDD GROSS INCOM

ADJUSTED GROSS INCOME PLUS PREERENCES

ADJUSTE GROSS INCOME LESS INVESIENT INTEREST

EXPADED 1NC3
lnvestfment Interest not in excess of
invetent income

Preferences
ADJUSTED GROSS INCOME

ADJUSTED CEO" INCOM PLUS PRXRJtCEf

ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST

EXPANDED INCOME
Investment Interest not in excess of

investment income
Preferences
ADJUSTED GROSS INCOME

ADJUSTED GROSS INCOME PLUS PRErFENCES

ADJU STD GROSS INCOME LESS INVESTKN INTZRE

.................. ------- All Returns ------------------------------

100 1 100 0 100 % 100 %

2.3
24.0
76.4

102.3

76.0

2.8
19.6
83.2

102.9

60.4

2.9
24.0
79.0

102.9

76.1

2.1
19.5
82.6

102.1

50.6

------------------------ Nontaxable Returns ------------------------

100 100 100 100

10.7 51.1 25.2 14.0
53.6 12.3 52.4 6.0
67.2 141.1 35.3 109.1

110.7 153.4 128.2 115.1

47.2 90.0 4$.8 95.1

- -- -Nearly Nontaxable Returns -------------

luO 100 100 100

7.5 43.0 31.0 6.8
33.7 10.0 41.7 4.6
71.5 134.4 90.9 122.6

1n7.5 144.3 131.0 107.2

61.4 91.4 59.3 95.8

-------------------- All Other Taxable Returns --------------------

100 100 100 100

2.2
23.8
7.5

102.2

76.2

2.4
19.7
82.7

102.4

30.3

2.3
23.6
78.3

102.3

76.4

2.0
19.6
82.5

102.1

30.5

or me secretary or me Treasury
uttxLe or ,cne Secrorry or za Treasur-y

Office of Tax Analysis

Source: 1976 Statistics of Xnome

July 24, 1975



Table 13

Relationships Between Four Income Concepts for Tax Returns with Income
of $200,000 or Over Under Alternative Income Concepts -- 1975

is Returns 5 !TI7E-l ed
it I I Adusted Fros : Adjusted Groom
i Expanded i Adjusted Cross i Income plus I Income loe
It Income I Income I Pref2erncos I Invetm n t Interest

EXPANDED INCOME
Investment interest not in excess of

investment income
Preferences
ADJUSTED GROSS INCOME

ADJUSTED GROSS INCOME PLUS PREFERENCES

ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST

EXPANDED INCOME
Investment interest not in excess of

investment income
Preferences
ADJUSTED GROSS INCOME

ADJUSTED GROSS INCOME PLUS PREFERENCES

ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST

EXPANDED INCOME
Investment interest not in excess of
investment income

Preferences
ADJUSTED GROSS INCOME

ADJUSTED GROSS INCOME PLUS PREFERENCES

ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST

EXPANDED INCOME
Investment interest not in excess of

investment income
Preferences
ADJUSTED GROSS INCOME

ADJUSTED GROSS INCOME PLUS PREFERENCES

ADJUSTED GROSS INCOME LESS INVESTMENT INTEREST

-All Returns -----------------------------

100 1 100 9 100 0 100 1

2.8
22.0
81.0

102.8

78.1

3.6
17.9
85.8

103.7

82.2

3.7
21.9
81.9

103.7

78.2

2.4
17.5
84.9

102.4

02.5

----------------------- Nontaxable Returns ----------------------------

100 100 100 100

20.7 86.7 65.1 27.0
46.0 10.9 43.8 8.5
83.5 177.9 128.7 119.3

120.7 168.8 165.1 127.8

54.6 91.2 57.7 92.4

-Nearly No:

100 100

15.1 43.6
57.5 26.5
58.5 119.4

115.1 146.0

43.2 75.8

--------------------- All Other

100 100

2.0
20.0
82.1

102.0

80.0

2.3
17.7
84.6

102.4

82.3

taxable Returns ------

100 100

23.3 18.6
56.1 19.1
67.9 101.7

123.3 120.7

44.7 83.0

Nontaxable Returns ------

100 100

2.1
19.7
82.5

102.1

80.4

2.0
17.5
64.5

102.1

82.5

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model.
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returns by income classes under each combination of the four
income definitions. One table is for all returns; the other
is for nontaxable returns. Using these tables, one can
determine, for example, how many of the high expanded income
nontaxables are also high AGI nontaxables.

Analysis of Tables 76-2, 76-4, 75-2, and 75-4 in the
appendices shows the basic similarly between nontaxables and
nearly nontaxables and their differences from all other
taxables in 1975 and 1976. These similarities and
differences will be discussed in detail in Chapter 5. In
most cases where there is a substantial difference between
nontaxables and all other taxables, the nontaxables show
essentially the same characteristics as the nearly
nontaxables. When defined by expanded income, nontaxables
and nearly nontaxables have large shares of their income in
the form of preferences, but when defined by AGI, they both
have smaller shares. To some degree, this is expected since
preferences are fully included in expanded income whereas
they are excluded from AGI. Thus, it is more difficult to
become a high AGI return on the basis of preference items
alone.

It should be pointed out that if a return did have large
amounts of preference income and no ordinary tax liability,
it would be subject to the minimum tax and, therefore, would
no longer be nontaxable. As already noted, in both 1975 and
1976, high expanded income nontaxables had a large share of
their Income in the form of tax preferences. With such large
tax preferences, and no ordinary tax liability, how did these
returns escape the minimum tax? It is probable that the
minimum tax was avoided as a result of the "no tax benefit
rule" which provides that if the preference income does not
reduce ordinary taxes then it is not subject to the minimum
tax. Table 76-2 in Appendix A and Table 75-2 in Appendix B
show that, especially in 1976, these returns had more
itemized deductions than they needed to reduce AGI to zero.
Thus, in many cases including additional preference income in
AGI would not have increased tax liabilities. Also, as
explained in detail in Chapter 6, it is likely that in 1976
many of these returns were subject to the minimum tax but
failed to report their liabilities on their tax returns.

Despite the publicity given to high-income, nontaxable
returns, most taxpayers with income of $200,000 or more
(however that income is measured) pay substantial Federal
income taxes. It has already been mentioned that in 1976
over 90 percent of all high expanded income taxpayers had
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liabilities of at least $50,000. Tables 14 and 15 summarize
the tax status of high-income taxpayers in 1975 and 1976.
For the four income measures, the tables show the average
income, tax, and effective tax rate for all returns,
nontaxables, nearly nontaxables, and all other taxables. In
1976, the average tax for all high expanded income returns
was $145,000 or 35 percent of expanded Income. This
represented an Increase over 1975 of $20,000 per return, or 5
percentage points in the effective tax rate. The average taX
rate for the nearly nontaxables is only about one fifth of
the rate for the all other taxables; their effective tax rate
is much closer to that of the nontaxables than to that of the
all other taxables.

Average income for the nontaxables was about 10 percent
lower than for the group as a whole. Average income for the
nearly nontaxables was about one and one-half times that of
the whole group. There does not appear to be a simple
explanation for the higher average income of the nearly
nontaxable group.

Summary

Although there are some differences between nontaxables
and nearly nontaxable, these differences are relatively small
compared with the major difference between these two groups
on the one hand and all other taxables on the other hand.
The similarities between the two groups and their differences
from other taxables can best be seen by examining the
importance of several items shown in the appendix tables:
tax preferences; investment interest; charitable
contributions; miscellaneous deductions; casualty losses; and
the foreign tax credit.

The similarity of nearly nontaxable high-income returns
to nontaxable high-income returns indicates that the
characteristics of nontaxable returns are not unique. They
only represent extreme cases of returns with low ratios of
taxable income (as adjusted) to expanded income. The
importance of this observation is that tax policies which are
designed to eliminate high-income nontaxable returns may
address only part of the problem of high-income individuals
not paying a fair share of taxes.
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Table 14

Average Income, Average Income Tax, and Average Tax Rate for Tax Returns
with Income of $200,000 and Over Under Alternative Concepts -- 1976

: Average : Effective Tax Rate
Taxpaying Class and Income Concept : Number of : Income : Average : Average : per per

Used to Classify Returns : Returns : (per Income: Expanded : Total : Income : Expanded
: Concept) : Income : Tax : Concept : Income

Expanded Income

All Returna 53,587 $413,617 $413,617 $144,942 35.0% 35.0%
Nontaxable Returns 89 350,427 350,426 0 0 0
Nearly Nontaxable Returns 393 613,842 613,842 43,583 7.1 7.1
All Other Taxable Returns 53,105 412,241 412,241 145,936 35.4 35.4

Adjusted Cross Income
All Returns 41,761 376,712 452,650 167,656 44.5 37.0

Nontaxable Returns 68 342,456 242,765 0 0 0
Nearly Nontaxable Returns 411 530,297 395,679 30,757 5.8 7.8
All Other Taxable Returns 41,282 375,239 453,573 169,296 45.1 37.3

Adjusted Gross Income plus
Preferences
All Returns 56,512 412,873 401.388 139,993 33.9 34.9

Nontaxable Returns 114 370,158 288,790 0 0 0
Nearly Nontaxable Returns 919 605.672 462,172 44,498 7.4 9.6
All Other Taxable Returns 55,479 409,767 400,613 141.863 34.6 35.4

Adjusted Gross Income less
Investment Interest
All Returns 39,346 375,988 466,644 174,066 46.3 37.3

Nontaxable Returns 42 321,595 338,190 0 0 0
Nearly Nontaxable Returns 178 483,478 504,798 21,916 4.5 4.3
All Other Taxable Returns 39,126 375,558 466,608 174,945 46.6 37.5

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analysis

Source: 1976 Statistics of Income.



Table 15

Average Income, Average Income Tax, and Average Tax Rate for Tax Returns
with Income of $200,000 and Over Under Alternative Concepts -- 1975

: : Average : Effective Tax Rate
Taxpaying Class and Income Concept : Number of : Income ; Average : Average : per per

Used to Classify Returns : Returns :(per Income: Expanded : Total : Income Expanded
: Concept) Income : Tax : Concept_: Income

Expanded Income
All Returns 40,884 $412,202 $412,202 $124,412 30.2% 30.2%

Nontaxable Returns 215 377,260 377,260 0 0 0
Nearly Nontaxable Returns 1,409 585,061 585,061 38,505 6.6 6.6
All Other Taxable Returns 39,260 406,190 406,190 146,516 36.1 36.1

Adjusted Gross Income
All Returns 33,606 377,395 439,787 160,356 42.5 36.5

Nontaxable Returns 260 450,385 253,112 0 0 0
Nearly Nontaxable Returns 732 522.967 437,803 15,251 2.9 3.5
All Other Taxable Returns 32,614 373,546 441,320 164,738 44.1 37.3

Adjusted Gross Income plus
Preferences
All Returns 43,344 413,254 398,425 136,322 33.0 34.2

Nontaxable Returns 362 436,122 264,174 0 0 0
Nearly Nontaxable Returns 2,257 551,326 447,293 30,793 5.6 6.9
All Other Taxable Returns 40,725 405,399 396,910 143,382 35.4 36.1

Adjusted Gross Income less
Investment Interest
All Returns 31,391 375,534 454,984 167,922 44.7 36.9

Nontaxable Returns 126 376,738 407,952 0 0 0
Nearly Nontaxable Returns 345 493,962 595,093 22,368 4.5 3.8
All Other Taxable Returns 30,900 374,450 453,906 170,340 45.5 37.5

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model.
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Chapter 5

Avoiding Taxes: Exclusions, Deductions,
Credits, and Other Devices

How did people with expanded income or AGI of $200,000
or more avoid paying any Federal individual income tax?
Since the data indicate basic similarities between nontaxable
and nearly nontaxable returns, an analysis of the reasons why
nontaxable returns are nontaxable should also illuminate the
methods used to reduce taxes on nearly nontaxable returns.

Basically, there are four means by which high-income
persons may substantially reduce or eliminate their income
taxes: (1) tax preference income which is omitted from the
tax base; (2) deductions in calculating taxable income; (3)
special tax computations; and (4) credits against tax. Since
tax preference income is already omitted from AGI,
traditional methods for analyzing reasons for nontaxability
of high AGI returns have tended to understate the importance
of tax preference income.

Attributing Nontaxability: Methodology

There are three approaches to analyzing the reasons for
nontaxability (and near nontaxability). The first shows the
largest single item of deduction or credit on each return.
The second approach again treats each deduction or credit
separately and gives its size relative to income. The third
approach aggregates data for all returns in the group and
shows the total value for each deduction or credit.

In many of the reviews of high-income nontaxable returns
undertaken since the late 1960's, the largest single
deduction or credit item on the return has been given as the
reason for the return's nontaxability. However, it is not
typical for any one deduction or credit to be large enough by
itself to eliminate entirely a person's income tax.
Ordinarily, nontaxability is produced by a combination of
items, none of which taken alone may be extraordinarily
large. Moreover, attributing nontaxability to the single
largest item disregards the size of the largest item both in
absolute terms and in relation to the total income on a
return. If a return has many different deductions and
credits, even the largest one may be relatively small. On
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the other hand, if only a few provisions are used and the
return is nontaxable, even the second or third largest item
may be very significant. The largest item method would count
the largest, but still small item on the first return but
ignore the second largest, but still very large item on the
second return. There are, therefore, deficiencies in this
approach.

For comparability with earlier analyses, Tables 16 and
17 show the number of and percentages of the total number of
returns on which particular a deduction or credit item was
the largest item. Table 16 is for 1976; Table 17 is for
1975. These tables contain significantly more data than
those available or prior years. In addition to showing the
information for nontaxable returns, similar data is also
shown for taxable returns. 1/ The comparable data for
taxable returns permits the Tmportance of various deductions
to be put in perspective. Whether an item is more or less
important on nontaxable than on taxable returns may be of
more significance than its absolute importance. These two
tables also contain data for the high income returns under
all four definitions of income. This is the first time such
information has been presented for other than high AGI
returns.

Another means of determining the importance of various
deductions or credits is to show the value of each deduction
and credit as a percentage of income. If the percentages of
income are made into a few categories, e.g., less than 10
percent of income, 10 percent to 20 percent of income, etc.,
the number and/or the share of deductions falling into these
categories can be determined for a group of returns. This
method has the advantage of providing two pieces of data for
each deduction or credit used: whether or not the provision
was used; and, if used, its importance relative to income.
For nontaxable returns, this method shows the frequency with
which a particular credit or deduction is large enough so
that nontaxability can reasonably be attributed to it alone.
However, this method only illuminates the importance of each
deduction or credit separately; it does not provide
information on how frequently particular combinations of
deductions and/or credits appear on a single tax return.

l/ To avoid unnecessary complexity in the tables, only the
percentage distribution and not the actual count is shown for
taxable returns.
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Table 16

Largest Deduction or Credit on Tax Returns vith Income of $200.000 or Over,
Under Alternative Income Concepts - 1976

Larteet Item lI1 .
Nontaxable Returns :: Zamble Returns Nontaxable Returns :: Taxable Return

:: ftgr : Percentage :: Percentage :N: Nmber * Percentage :: Percentage

- - xnded Income- - ------ AdJuatmd Gross ncm-

Interest Paid Deduction 2/
Taxs Paid Deduction
Contributions Deduction
Medical Expense Deduction
Casualty Loes Deduction
Miscellaneous Deduction,
Foreign Tax Credit
Investment Credit
All Other Preference Credits 2/

TOTAL

Interest Paid Deduction 2/
Texe Paid Deduction
Costributiona DeductioM
Medical Expense Deduction
Casualty LoM Deduction
Wlecelleseoe Deductien
Foreign Tax Credit
Investmuet Credit
All Other Preference Credits 3/

TOTAL

18 20.2 Z
2 2.2

19 21.3

22 24.7
14 15.7
14 15.7

89 100 z

4.2 Z
55.2
23.8
1.0
0.3 6
6.5 11
1.3 14
6.4 -
1.2

100 2 68

--- -AI plus Preferences - l- -- A ls Investment Iteret------

45
1

21

22
11
14

39.5 X
0.9

18.4

19.3
9.6

12.3

114 100 z

16.4 X
47.9
21.5
0.9
0.3
5.3
1.2
5.5
1.1

100 2

Off ice of the Secretary of the Treasury July 'A. 1978
Office of Tax Analysie

Source: 1976 Statistics of Lece.

It On reraums with both large itemized deductions and Large credits, the largest deduction or credit as
determined by omitting the largest deduction, recomuting the tax, and comparing the resulting tax to
the largest credit.

2 Adluated for emy iantret Abich may already have bean deducted in the calculation of income.
I/ lcledes credit for the elderly, child care credit. investment credit, work incentive (VI) credit. foreign

tax credit, credit for contributions to candidates for public office, nov residence credit, and earned Income
credit.

31 45.6 X
1 1.5
5 7.4

8.8
16.2
20.6

100 z

14.6 2
50.4
22.6

0.8
0.3
5.1
1.0
4.6
0.6

100 %

7
1
3

6
11
14

16.7 Z
2.4
7.1

14.3
26.2
33.3

3.9 Z
57.0
24.7
0.9
0.4
6.1
1.0
5.'
0.7

100 242 100 z



Table 17

Largest Deduction or Credit on Tax Returns with Income of $200.000 or over
Under Alternative Income Concepts -- 1975

Largest Item I/

Interest Paid Deduction 2/
Taxes Paid Deduction
Contributions Deduction
Medical Expense Deduction
Casualty Loss Deduction
Miscellaneous Deduction
Foreign Tax Credit
Investment Credit
All Other Preference Credits 3/

TOTAL

Interest Paid Deduction 2/
Taxes Paid Deduction
Contributions Deduction
Medical Expense Deduction
Casualty Loss Deduction
Miscellaneous Dedtcion
Foreign Tax Credit
Investment Credit
All Other Preference Credits 3/

TOTAL

:: Wontaxable Returns : Taxable Raturna Montaxable Returns :: Taxable Returns
Nonxb le - R'erns: Taxbl Returns ::1Nontaxble Rturm: Taxable Returns.Number : Percentae : Percentate :: Nmber : Percentaite :' Percentage

.------ Expanded Incom - --- .------ Adjuted Gross Incoe-----

80
28
3'

37.2 2 3.9 Z
13.0 54.7
15.8 24.2

13 6.1
43 20.0
13 6.1
4 1.9

215 100 z

163
17
24

35
13

1.1
0.3
6.7
0.9
6.8
1.4

100 1

62.7 2
6.5
9.2

3.1
13.5
5.0

260 100 2

15.3 2
48.7
22.8
0.7
0.3
5.1
0.9
5.5
0.8

100 z

... ..ACI plus Preference*------- - AG less Inveatmnt Interest----

232
22
29

15
47
13
4

64.1 %
6.1
8.0

4.1
13.0
3.6
1.1

362 100 z

17.1 %
47.0
21.6

0.9
0.3
5.2
0.9
5.7
1.3

100 2

41
14
24

32.5 2
11.1
19.1

6 4.8
28 22.2
13 10.3

126 100 2

3.7 2
55.6
25.2
0.8
0.3
6.3
1.0
6.3
0.9

100 2

Office~ o.f -h 0 # -'y~.u re uy
Offe of Tx Alys ti suOffice of Tax Analysis Jay 24. 1978

Source: 1975 Internal Revenue Servie Tax model.

1/ On returns vith both large itemized deductions and large credits, the Largest deduction or credit wasdetermined by omitting the largest deduction, recomputing the tax. and comparing the resulting tax tothe largest credit.
2/ Adjusted for any interest which may already have been deducted In the calculation of Income.3/ Includes retirement income credit, investment credit. work incentive OIN) credit, foreign tax credit, credit forcontributions to candidates *or public office, new residence credit, and earned income credit.
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Tables 18 through 25 present itemized deductions as a
whole and each itemized deduction and major tax credit
separately as a percentage of income. Each line of these
tables shows the total number of returns which used the
T articular deduction or credit at all and the relative

portance of each deduction as a percentage of income.
These tables also provide separate distributions for
Investment interest not in excess of investment income and
for investment interes-t in excess of investment income.
Tables 18 through 21 are for 1976; Tables 22 through 25 are
for 1975. For each year, there is a separate table for
high-income nontaxable returns selected by each of the four
definitions of income.

A third method of examining how returns are made nearly
or completely nontaxable is to calculate the average impact
of a particular provision in reducing income or taxes for a
group of taxpayers. This method is simple and straight-
forward. It can also be used to show the effect of
particular provisions on average or aggregate tax
liabilities. However, it does have the disadvantage of
averaging data that may be widely disparate so that
differences among returns are obscured. If 50 returns were
to make extensive use of a provision and 50 others did not
use that provision at all, average or aggregate data would
indicate moderate use even though not a single return in the
group used the provision moderately.

Aggregate income, preferences, deductions, credits, and
taxes for 1976 returns with incomes of $200,000 or more are
shown in the first eight tables In Appendix A. There are two
tables for each of the four income definitions. The first
table contains aggregate data; on the second table, all items
are shown as percentages of income. Each table has data for
all returns, nontaxable returns, nearly nontaxable returns,
and all other taxable returns. The percentage tables
facilitate comparisons among the nontaxable, nearly
nontaxable, and all other taxable columns. Data for 1975 and
for 1974 are contained in analogous tables in Appendices B
and C, respectively.

How to Make a Return Nontaxable

All three of the approaches described in the preceeding
section may be used together to analyze the reasons for
nontaxability. However, because of serious data problems,
only qualified conclusions can be drawn from analysis of the
1976 data. Apparently, at least half of the 1976 high-income
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Table 18

lineed Dedcttoos amd Credits as PercOtae s of tapsoded Ioeme for
"ItoIabte Secures with mcJgW of o20, 000 or Over -- 1916

: ]bmhr of Reurn vitI dlct112 or CreditI' Taael i exdlo er ufet SPe,,oot f umN ta
Deduction or credit of 3 3 101 t 209 "14)"" 0 0 " " & M legI N ! 0

of:es ee: ne 1 der : uner : e ude : sill ude :1665

ataersas 10 a 202 30 )a : 0 : 502q: 442 a 12u1062 'mrph/

All rturts 89

Itmiled deductions, total'... 79 I 32 3?

Medical deduct io ........... 52 31

Taxes paid deductios ........ 71 60 2

Coethibatiose deductio ..... 64 63 2 1

istereat deduction .......... 1? 9 1 4 2

Casualty loss deduction ..... 23 1 18 3

lecehlaoeouae deduct iom ..... 54 33 6 2 1

Deduction Squivslet of:

Foreip ta credit ...... . 16 13

lvestmnt credit ........... 1 2

All other preference credits, I I

lemo: Investment interest In
excess of investment income 2/ 10 6 1 3 2

Office of the Secretary of the Treasury July 26. 1976
Office of Tax Analysis

Source: 1976 Statistics of Income.

1/ Includes returned vith total reported deductions equal to or exceeding expanded Incose.

2/ For each return total interest was divided into two parts: an amount not in excess of Investment income;
and the remainder which represents Investment interest in excess of inveetuent income. Mortgti interest
(which is ordinarily not a large portion of total interest for those returns) uas subtracted from total
interest to determine investment interest. Investment income consists of dividends, interest. and
realized capital gains included In Income.
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ltonIed Mducti" iend Credits a. Feete€Ca el uetd Gone twacm for
meamenble &oteree with "loged .art" Ism ef 6M.0" orDP - 1

Iame of bm aW- ui bat W -cei

I r a e mmUm
Sul I bt"I 

ir,

Ie ae I WA Ii show I WW S "" 1 606 I or

te111ed doductima. total .. 8 2 a a II az

dicel deduct ........... 29 V1

ve1 a PU dedectleem ........ 0 4 g

Coarti 1ons daductie ..... 53 I 2 1 5

latreeti deductlo .......... 54 13 6 3 I I 2 1I

Ce1aaltylr I" aductle . . 4 1 2 3

Nlgellaems dodoctioe ..... 56 13 3

Deduction 1Sqaleet of:

Foreign tea credit .......... 13 1

Invetmt credit ...........

All other prefereece credits. 2 2

Me: Iefveestaet Iterestl 2/

Not is ezceee of iovetmeat
scom .................... 49 14 5 3 1 3 3 0 6

to excese of Investment
it a c .................... 28 6 4 2 4 3 1 6 2

Office of the Secretary of the Treasu" MY 24. 1978
Office of Tax Alysli

Source: 191M Statieics of Iacoe.

I/ Includes returns with total reported deductions equal to or exceeding adjusted gres ocom".
2 For eah return tocel Interest was divided Into two parts: so . eie mot Isaeces of inveateest Lmcoe;

aed the reinder which represent teveetmt interest La excess of Lnhetmat, o lco. Wortgae lateret
(which to ordinarily not a large portion of total interest for thee rotor") wae sutracted from total
Interest to determine loveatmeat Interest. Investent Income comatte of dividend, Ietereet and

realited capital gains Included to income.
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Table 20

lIemi ftdictles SAd Credits s fetreeates of Adjusted Crops trncoe pISt referees for
Fostambl latinrs with AJated Groa fowres 11gpj .1 1200.000 or Over -- 1916

I Tota I ti It i, t
tiedotios or Credit r 8 1 oI n 1 3 a Z41 a M a W a7 I1M
f lsea k i t nid e I umist I ld" I a mis I a I or
alsil tUsa Is I an I ft I I I I i I law* L

All Returs l1

Itlmiled daducisti, tal . 1.. 04 13 2 1 24 SI

Nedical deductfon ........... 64 62

Taxes pai ddectlo ........... 8 11 1

Cotrihutices dductia ..... 8 62 2 2 4 2 1 is

lawtrat dedectie .......... 75 31 6 6 1 2 1 12 14

Casualty lot deduction ..... 26 4 1 18 3

Siacollanecm dduct ..... 76 so 9 6 1 2 1

Deduction squivaleat of:

Foreign tax credit ........... is I 1 11

lavestmat credit ........... 8 5 1 2

All other preference credited 2 2

MO: lovestment interest 1.
excase of Investmnt income Z/ 26 6 4 2 3 6 2

Office of the Secretary of the Treasury Jily 24. 1978
Office of TI "alysla

$oWct 1976 statistics of locom.

j/ include returns vit4 total reported deductions equal to or exceeding adjusted gross income plus
orefereas.

2/ For ech return total interest was divided into two parts: an amunt not in semes of investment Income;
sad the remainder which reprentne lnvateiet interest In encase of Investment incoe. mortgage interest
(which is ordinarily not a large portion of total Interest for theme return) was subtracted from total
interest to determine Investment Interest. investment Income consists of dividends, interest. and
relied capital &IDiS Included in Income,.
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table 21

Icmesed DectLose and Credits a Percentages of Adjusted Gross Income less investment Interest for
Umetamahle Rturn with Adjusted Cross l oaqe ts" Invel€stst Zterest of $200.000 or Over - 1976

8 1uHhr of elturls with Deductlo or Credit
I feta : _ _ ft ___________l ______t __• ___at ! _____ t

Deduction or Credit of 1 .19 1 i 3. /r n / w -a-r IO 10
E Numers Under * widet I mnder a mder I flder * mIdt I Mnder I or

alateras 102 1 20 a 301 a 402 1 .M a 0 a 02 a 1002 snre I

All Returns 42

lteesed dedectioss, total .... 2 i 3 5 23

Medical deduccisot ........... 1? 16 1

Taxes paid deduction ........ 34 26 3 2 2 1

Cotributions deduction 28 22 1 2 1 2

Interest deductioe .......... 16 8 i & 3

Casualty lose deductio. 7 1 2 3

Miscellaneous deduction ..... 34 16 4 2 1 2 8

Deduction iquivelent of:

Foreign tax credit ........... 14 13

Investusnt credit ........... 3 2 1

All other preference credits. 1 1

imao: Invetnent interest in
excess of tevestment incoe 21 10 3 3

Office of the Secretary of the Treasury July 24, 1971
Office of Tax Anslysis

Source: 1976 Statistics of Income.

I Includes returns with total reported deductions equal to or exceeding adjusted gross income less
investment interest.

V/ For each recurs totel interest was divided into two parts: an aount not to excess of investment income;
and the reminder which represents investment interest in excess of investment income. Mortgage interest
(which is ordinarily not a large portion of total interest for these returns) was subtracted from total
interest to determine Investment interest. Investment income consists of dividends. interest, and
realized capital gim included in jncose.
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Itemized Deductions and Credits as percentages of Expanded Income for sootexable
. Returns vith xaned Inc of $200.000 or Over -- 1975

I . hter of Returns with Deduction or Crediti Tote~ I uto l r~fl u m~ee d qttdY uDeduction or Credit I To Dd o0 Ir 20C ft I'501 ' : ' 702 10O

a Number Ti der a under a under t under 2 under a under i under a under i or
atllurnas 102 : 202 a 02 a 402 a 501 M S i 70S 1 1002 aere l/

All Returns 215

Itemied deductions, total ..... 172 19 7 1 5 a 6 9 38 79

Medical deduction ........... 74 68 5 1

Taxes paid deduction ........ 162 95 29 16 7 2 5 2 5 1

Contributions deduction ..... 153 89 8 13 13 12 15 1 2

Interest deduction .......... 94 43 5 1 4 4 5 2 17 13

Casualty losa deduction ..... 26 11 2 2 11

Miscellaneous deduction ..... 143 63 20 10 8 16 8 4 8 6

Deduction Equivelent of: 51 .20 11 7 1 1 11

Foreign tax credit .......... 25 6 3 3 1 1 11

Investment credit ........... 31 19 9 3

All other preference credits. 2 2

Mmoi Investeant interest in
excess of investment Income 2/ 56 10 3 3 4 4 2 17 13

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analyais

Source: 1976 Statistic. of Income.

j/ Includes returns with total reported deductions equal to or exceeding expanded income.

2/ For each return total interest was divided into two parta: an amount not in excess of investment incoe;
and the reainder which repreeeta investment interest in excess of investment income. mortgase interest
(which is ordinarily not a large portion of total interest for these return) was subtracted froe total
interest to determine investment Interest. Investment income consists of dividends, interest, and
realized capital gain. included in income.
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Table 23

Itemized Deductions and Credits as Percentages of Adjusted Gross Income for Nontaxable
Usturns with Ad usted Gross Income of $200,000 or Over -- 1975

Number of Returns with Deduction or Credit
I Total a Deduction or Credit 'a Percenuns of A"lured Cioma To.zom.

Deduction or Credit I of W " 2 02 20233022 402 I 5SO V70 IM0OS
Nh-bera Dads: a under 3 under a under s under under r a under a or

aleturma: 102t a 202 a 302 a 601 a 52 a 602 a 701 t 100 more *1

All Returns 260

Itemined deductions, total .... 256 3 4 1 1 4 70 173

Medical deduct ion ........... 123 117 4 1 1

Taxes paid deduction ........ 253 184 34 13 9 2 2 2 6 1

Contributions deduction ..... 242 146 22 19 29 13 13

Interest deduction .......... 246 41 17 9 12 13 8 19 74 53

Casualty loss deduction 29 20 1 1 2 5

Miscellaneous deduction 226 128 31 21 10 8 7 4 8 9

Deduction Equivalent of: 65 33 10 6 3 1 1 11

Foreign tax credit .......... 35 13 3 3 3 1 1 11

Investment credit ........... 39 30 6 3

All other preference credits. 5 5

Memo: Investment interests 2/

Not in excess of investment
income .................... 238 52 30 21 18 15 14 21 60 7

In excess of investment
income .................... 119 21 11 10 18 14 11 6 18 10

Office of the Secretary of the Treasury July 26. 1978
Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model.

I/ IncluJes returns with total reported deductions equal to or exceeding adjusted gross income.

2' For each return total interest was divided into two parts: an amount not In excess of investment income;
and the remainder which represents investment interest In excess of investment Income. Mortgage interest
(which is ordinarily not a large portion of total interest for these returns) wes subtracted from total
interest to determine investment interest. Investment income consists of dividends. Interest. and
realized capital gains Included in income.
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Table 26

Itemized Deductions and Credits as Percentages of Adjusted Gross Income Plus Preferences for
Nontaxable Returns with Adjusted Gross Income Plus Preferences of $200,000 or Over -- 1975

* Musher of Returns with Deduction or Credit
* TOtal a Ieduction or rrIr ao pr.e" F AG! ylLua Prefsra . I

Deduction or Credit m ofs 210 1201 3 302 '401 st' l O1 MA70 1 1
Imbers Ud a under e under a under I uder I ndar a Under Under a or

,tstare 101.2 1: 301 401 1 2 0M 1 737 1 lOOI Ioa

All Returns 362

Itemized deductions, total .... 319 12 11 8 5 10 6 6 110 151

Medical deduction ........... 143 137 5 1

Taxes paid deduction ........ 309 233 38 16 6 5 2 2 6 1

Contributions deduction 295 196 26 29 19 25

Interest deduction .......... 291 52 27 21 18 12 11 16 63 51

Casualty loss deduction ..... 44 29 1 4 10

Miscellaneous deduction ..... 265 156 33 22 11 17 8 3 8 7

Deduction Equivalent of: 80 45 14 8 1 2 10

Foreign tax credit .......... 35 14 3 5 1 2 10

Investment credit ........... 54 42 9 3

All other preference credits. 5 S

Memo: Ir vestment Interest: 2/

Not in excess of investment
income .................... 233 66 38 26 30 13 16 17 67 10

In excess of Investment
income .................... 116 25 9 9 19 11 11 6 18 8

Office of the Secretary of the Treasury July 24. 1978
Office of Tax Analysis

Source: 1975 Internal Revenue Service tax model.

l/ Includes returns with total reported deductions equal
preferences.

to or exceeding adjusted gross income plus

2/ For each return total interest wa divided into two parts: an amount not in excess of investment Income;
and the remainder wbich represents investment Interest in excess of Lavestent income. Mortgage interest
(which Is ordinarily not a large portion of total interest for thes returns) was subtracted from tots!
interest to determine invetsent interest. Investment income consists of dividends, interest, and
realized capital gains included In income.
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Table 25

Itemised Deductions and Credits as Percentages of Adjusted Cross income less Investment interest for
Nontasble Returns vith Adlusted Gross Income less Invstueset Interest of $200.000 or Over - 1976

Deduction or Credit

All Returns

Itmised deductions, total .

Medical deduction ............

Taxes paid deduction ........

Contributions deduction .....

Interest deduction ..........

Casualty lose deduction .....

Miscellaneous deduction .....

Deduction Squivlent of:

Foreign tax credit ..........

Investment credit ...........

All other preference credits.

I Ifuebr of Returns with Deduction or Credit
1 Totl a Ddion or CtBAit a Percentace of A~l lams Invearnt Interet
a of L al021202 t 3 402a 09902:70 100

a Vbaera Under 9 under i under z under a under I under I wder I Uner I Or
1aturauss 102 S 20, a 301 3 40t S 5 10 $ 70Z 1 1001 snre i/

126

122

59

119

114

78

13

108

39

24

19

2

Mo:ot Investment interest in
excoes of investment income 2/ 55

14

53

65

58

29

6

43

11

5

11

2

10

3

5

25

5

3

1

15

8

2

6

4 31 78

11 7 2 2 2 3

9 11 10 17 2 2

2 2 2 6 2 17

1

11 a 6 7 5 6

4

1

2

2

15

S

1 1 11

1 1 11

2 2 5 16 15

Office of the Secretary of the Treasury July 24, 1978
Office of Tee Analysis

Source: 1976 Statistics of Income.

1, lcludee returns vith total reported deductions equal to or exceeding adjusted gross income less
- nveatment interest.

31 For each return total interest was divided into two parts: an amount not in excess of investment income;
and the remainder whicb represents investment interest in excess of investment income. mortgage interest
(whicb is ordinarily not a large portion of total interest for these returns) vas subtracted from total
interest to determine investment interest. Investment tocome consists of dividends, interest, and
realized capital gains included in income.
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returns which filed as nontaxables actually had large enough
itemized deductions to be subject to the minimum tax and,
therefore, were taxable. Usually, such returns would fall
into the nearly nontaxable category. Because of these data
problems, some of the analysis in this chapter is repeated in
Chapter 6 for the truly nontaxables, but the corrected data
is only available for high AGI returns. The data analyzed in
this chapter are all that is available for the three other
income measures. Despite these problems, analyzing the
available data should shed some light on which tax provisions
are used most commonly to make returns nontaxable or nearly
nontaxable.

As in-prior years, the interest paid deduction was the
largest deduction item most frequently for high AGI returns
(see Table 17). However, the importance of interest as the
largest deduction or credit drops by more than half and falls
to only the third most important item when high expanded
income returns are used (Table 16). More importantly, on
only 10 of the 89 high expanded income nontaxable returns was
there any investment interest in excess of investment income
(Table--%). Interest expense (including mortgage interest)
was almost 17.6 percent of expanded income for nontaxables,
9.6 percent for nearly nontaxables, but only 2.9 percent for
all other taxables. Excess investment was 6.5 percent for
nontaxables, 1.6 percent for nearly nontaxables, and only 0.3
percent for all other taxables (see Table 76-2 in Appendix
A). Clearly, investment interest, both non-excess and
excess, was a less important item for the all other taxables
than for the other groups. However, under the expanded
income concept, non-excess investment interest is reognized
as a legitimate investment expense, and in only six cases was
excess investment interest large enough to play a major role
in making a return nontaxable (Table 16).

The largest item method shows the casualty loss
deduction to be the most frequent reason for making a high
expanded income return nontaxable in 1976; it was among the
least important items for taxable returns (Table 16). The
importance of casualty losses is confirmed by both other
methods, and it likely that it played a major role in the
nontaxability of one quarter of all nontaxable high expanded
income returns (Table 18). This item is vastly more
important for nontaxables than for taxable returns. Although
the absolute number of casualty loss deductions did not
change appreciably between 1975 and 1976, the relative
importance of the casualty losses grew dramatically because
the casualty loss deduction became one of only two itemized

-54-



1285

deductions not included among the excess itemized deductions
subject to the minimum tax (Tables 18 and 22). The casualty
deduction was the largest single item 14 times (out of 89) in
1976 (Table 16) and 13 times (out of 215) in 1975 (Table 17).

The deduction for charitable contributions was cited
second most frequently as the largest item causing
nontaxability. Contributions were the largest item on 21.3
percent of nontaxable expanded income returns, about as
frequently (23.8 percent) as on taxable returns (Table 16).
Also, on over two-thirds (43 out of 64) of the returns which
had any contribution deduction, that deduction was less than
10 percent of expanded income (Table 18). On the the other
hand, there are 17 returns on which this deduction exceeds 70
percent of expanded income, and 15 returns on which it
exceeds 100 percent of expanded income (Table 18). This iS
approximately the same as the 19 cases in which it is the
largest deduction (Table 16). In the aggregate, the
deductions for charitable contributions on nontaxable high
expanded income returns are extremely large (Table 76-2). In
fact, it is one and one half times AGI, which far exceeds the
statutory limit of deductibility. It is likely that the data
are being distorted by a few extremely large deductions which
have not been reduced to their legal limits because the
returns would have been nontaxable anyway. In the aggregate,
the contributions of the nearly nontaxables do not appear as
impossibly large as for the nontaxables. Nevertheless, the
charitable deduction is a three times larger share of
expanded income for nearly nontaxables than for other
taxables (Table 76-2). Thus, although the contributions
deduction may have been a major factor in the nontaxability
of more than one-fifth of the nontaxable returns, for most
nontaxable returns, contributions are no more important than
for taxable returns.

As measured by the largest single item method, the only
two other items of significance are the miscellaneous
deduction and the foreign tax credit (Table 16). Both are
much more important for nontaxables than for taxables. For
high-income returns, the miscellaneous deduction consists
mainly of investment expenses other than interest, employee
expenses, and alimony paid, all of which could arguably be
"above-the-linew deductions which should be taken in
computing income. 2/ As Table 76-2 shows, this deduction is
far more important for nontaxables (22.8 percent of expanded

2/ Beginning in 1977, Alimony payments have been converted
Trom.a miscellaneous deduction for itemizers to a deduction
in the calculation of AGI.
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income) than for nearly nontaxables (10.0 percent of expanded
income) or for all other taxes (1.7 percent of expanded
income). On 11 percent of the high expanded income returns,
the miscellaneous exceeded 70 percent of expanded Income,
(Table 18).

When the foreign tax credit appears on a nontaxable
return, it is usually large enough to account for
nontaxability entirely by itself, even if other deductions
and credits are relatively small. The nontaxability of about
one out of six of the expanded income nontaxables can be
attributed to the foreign tax credit (Table 18). As measured
by aggregate data (Table 76-2), this credit is moderately
important for both nontaxables (equivalent to a deduction of
9.5 percent of expanded income) and for nearly nontaxables
(11.0 percent), but it is of almost no significance for all
other taxables (0.2 percent). The foreign tax credit is the
only credit of any importance for the nontaxables. In fact,
only three nontaxables have any investment credit, and it is
never large (Table 18). The investment credit is not the
largest item on any nontaxable return even though it is the
largest item for 6.4 percent of taxable high expanded income
returns (Table 16). Its value relative to total expanded
income of nontaxables is almost imperceptible (Table 76-2).

The deduction for state and local taxes is most
noticeable for Its lack of importance in causing
nontaxability. In the aggregate, taxes as a percentage of
expanded income are about the same level for all three
categories of returns (Table 76-2). Taxes are the largest
deduction category on only 2.2 percent of nontaxable returns
but are the largest item on over half, (55.2 percent) of all
taxable high expanded income taxable (Table 16). Though
deductions for taxes appeared on most nontaxable expanded
income returns, the deduction was less than 10 percent of
expanded income two-thirds of the time, only exceeded 20
percent of expanded income 6 percent of the time, and only
exceeded 70 percent of expanded income in one percent of the
cases (Table 18).

For the nontaxables, preferences comprised 53.6 percent
of expanded income, about 93 percent of which was due to the
excluded portion of long-term capital gains. For the nearly
nontaxables, preferences were substantially smaller (38.7
percent of expanded income) with about 79 percent of them
from excluded capital gains. For all other taxable returns,
preferences were 23.8 percent of expanded income, with about
74 percent of them for excluded capital gains (Table 76-2).
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Tho tax savings from the alternative tax, from the
maximum tax on earned income, and from income averaging are
not significant for either nontaxables or nearly nontaxables.
Taken together, they are much less important for these groups
than for the remainder of taxable returns (Table 76-2).

Nontaxables are not affected by the minimum tax.
For nearly nontaxables, the minimum tax is equivalent to
losing a deduction of 10.0 percent of expanded income, but it
does represent 79 percent of that group's tax bill. Thus,
eliminating the minimum tax would reduce the tax liabilities
to an insignificant level of 1.5 percent of expanded income.
For all the other taxable returns, the minimum tax represents
a loss of deductions of 3.7 percent of expanded income, but
it represents less than 7 percent of the group's total tax
bill (Table 76-2).

In terms of aggregates for the entire group of fully and
nearly nontaxables, the significance of itemized deductions
in reducing taxes appears to diminish. Of course, the
aggregates do tend to show averages and thereby hide some of
the differences that make individual returns unique.
Nonetheless, this methodology indicates that the omission of
tax preference income from the tax base is the most important
means by which taxes are reduced or eliminated (Table 76-2).

Findings

This chapter has provided the data and the methods for
analyzing the relative importance of various items in
reducing taxes or in making a return nontaxable. Three
different methods have been employed: the largest single
deduction or credit; deductions and credits on a particular
return as percentages of income shown on that return; and
data showing the average shares of preferences, deductions,
and credits for all returns in a particular class. The data
indicate that nontaxability often is due to a combination of
causes. Even in those cases where a very large single item
does appear, no one particular item is of overwhelming
importance. In terms of expanded income, several items play
major rolls in nontaxability: preference income,
predominantly capital gains; itemized deductions for
interest, for miscellaneous expenses, for charitable
contributions, and for casualty losses; and the foreign tax
credit.
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In order to verify the indications that many high-income
individuals who reported that they had no tax liabilities
were actually subject to the minimum tax, an individual
inspection of the 60 supposedly nontaxable high AGI returns
was undertaken. As a result of this case by case analysis,
it was determined that there were only 22 high AGI
nontaxables in 1976. An analysis of these 22 returns
including the reasons for their nontaxability is contained in
Chapter 6.
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Chapter 
6

22 High Adjusted Gross Income
Nontaxable Returns in 1976

Fewer Nontaxable Returns

All of the data presented so far in this report have
been derived from the Internal Revenue Service Statistics of
Income (SOI) for individual income tax returns. For each
year, the SOI consists of a weighted sample of all individual
tax returns which have been filed. Except for certain
corrections of obvious arithmetic errors, the SOI data are
exactly as reported by taxpayers on their tax returns. Not
only are the data before audit by the IRS, but also the data
do not reflect errors in tax computations, etc. which are
apparent from the income, deduction, and credit items shown
by the taxpayers on their returns -- even if the tax shown is
inconsistent with other items on the return.

For purposes of classifying tax returns far this report,
the most important problem in using tax as reported on the
return has been the failure of taxpayers to calculate
properly the minimum tax on items of tax preference. In the
first year or two after the introduction of the minimum tax
in 1970, a substantial proportion of high income, supposedly
nontaxable tax returns contained this error and were actually
taxable. By 1973, the error rate had fallen to about 5
percent; and, in 1975, this error had virtually disappeared.
However, this error has reoccurred on 1976 tax returns to
such an extent that the 1976 SOI data vastly overstate the
frequency of high-income, nontaxable returns. An examination
of all 68 of the supposedly nontaxable high AGI returns
showed that there are actually only 22 nontaxable returns
with AGI of $200,000 or over.

After all of the 1976 tabulations shown elsewhere in
this report were completed, it became apparent that there
were internal inconsistencies in the tabulations that could
only be a result of taxpayers' errors in the computation of
the minimum tax on items of tax preference, particularly the
new preference for excess itemized deductions. Under the Tax
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Reform Act of 197*, itemized deductions (other than casualty
losses or medical expenses) to the extent that they exceed 60
percent of AGI were made a tax preference item for minimum
tax purposes.l/ Beginning in 1976, the exclusion from the
minimum tax is the larger of $10,000 ($5,000 on the return of
a married person filing separately) or one-half of ordinary
tax liabilities. For returns with no regular tax liability,
a minimum tax would be due on any return where a particular
itemized deduction or the sum of all itemized deductions
(other than casualty and medical deductions) exceeded 60
percent of AGI by at least $10,000 (or $5,000 on the separate
return of a married person). An examination of Table 19
shows that 54 and of the 68 supposedly nontaxable returns
with AGI of $200,000 and over have total itemized deductions
exceeding 60 percent of AGI and 53 have total deductions
exceeding 70 percent of AGI. Even after excluding the
returns with large casualty losses or large medical expenses,
the table shows that 46 of the high-income returns as defined
by AGI are likely to be subject to the minimum tax simply
from their excess itemized deductions. 2/ Thus, instead of
68 high-income, nontaxable returns, Table 19 suggests that
there are only about 22.

Examination of the 68 supposedly nontaxable high AGI
returns for 1976 (which had already been asembled), verified
the conclusions drawn from the data in Table 19. Based
solely on the excess itemized deduction tax preference item,
45 of the returns were actually subject to the minimum
tax. 3/

1/ Under the "no tax benefit rule," if itemized deductions
exceed 100 percent of AGI, only the amount between 60 and 100
percent of AGI is a preference item. Otherwise, itemized
deductions that did not reduce tax liabilities would produce
an increase in the minimum tax.

2/ The exact number of returns subject to the minimum tax
cannot be determined exactly from Table 19 because it cannot
be determined which of the returns have the large casualty
and medical deductions; hence, the table does not show the
exact distribution of total itemized deductions excluding
medical and casualty expenses.

3/ During this examination it was found that one return
should not have been included in the high AGI group; it was
included only because of the incorrect placement on the
return of certain income and deduction items.
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Thus, there are only 22 high AGI nontaxables for 1976.
Only five one-hundredths of one percent of all high AGI tax
returns filed in 1976 were nontaxable. These 22 nontaxable
returns represent a reduction of over 90 percent in the
number of nontaxable high income returns as compared to 1974
and 1975. With only 22 nontaxable returns, all of which were
examined, it is possible to describe these returns, their
characteristics, and the reasons for their nontaxability in
more detail and with greater certainty than was possible for
the far larger groups of nontaxable returns in prior years.
The characteristics of these 22 returns are described in the
second section of this chapter.

Since AGI plus preferences is always larger than AGI,
any return with itemized deductions (other than medical
expenses or casualty losses) in excess of 60 percent of AGI
plus preferences will be subject to the minimum tax, and,
therefore, will be taxable. Using this methodology for
returns with at least $200,000 of AGI plus preferences, it
appears as if at least 63 of the 114 returns, or 55 percent,
which did not report any tax liabilities are actually
taxable (See Table 20). This method of determining tax
status is not quite as reliable for returns selected by
expanded income or by AGI less investment interest. However,
because of the substantial overlap of the same tax returns
within all four groups, the results of a similar calculation
for these two other groups cannot be too far off. Table 18
indicates that 36, or 40 percent, of the 89 returns with
expanded income of $200,000 or over are taxable. Similarly,
21, or 50 percent, of the 42 returns with high AGI less
investment interest are taxable (Table 21).

Unfortunately, it was not possible to verify fully these
indications about the substantially reduced numbers of
nontaxable returns as selected by expanded income, AGI plus
preferences, and AGI less investment interest. The actual
tax returns for the high income nontaxables under these three
income definitions were not readily available. Since
obtaining either the actual returns or additional tabulations
from the 1976 SO file would have delayed completion of this
report inordinately, corrected tabulations and detailed
analysis based on them will be included in the next high
income report.
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For purposes of this report, it will be assumed that the
indications from Tables 18 through 22 are accurate and that
in 1976 there are:

--53 high-income nontaxables as defined by expanded
income;

--22 high-income nontax,.bles as defined by AGI;

--41 high-income nontaxa~les as defined by AGI plus
preferences; and

--21 high-income nontaxables as defined by AGI less
investment interest.

While the additional analyses of the 1976 high-AGI
nontaxables do show a significant change from the SOI data,
they do not eliminate the usefulness of SOI data, especially
for the nearly nontaxable and all other taxable categories.
Applying the minimum tax to these returns only shifts the
returns from the nontaxables to the nearly nontaxables.
Since these two groups generally exhibit similar
characteristics, the shift of returns will not significantly
affect the conclusions about these returns that can be drawn
from the SO! data. The only significant change is a decrease
in the number of nontaxables and an equivalent increase in
the number of nearly nontaxables.

The 22 High-AGI Nontaxables in 1976

The examination of the 22 high-AGI nontaxable returns
for 1976 indicated that all except two were nontaxable for
one of two reasons: a foreign tax credit or a casualty loss
deduction. Fourteen of the returns were clearly nontaxable
because of foreign tax credits; six returns were nontaxable
because of casualty loss deductions; nontaxability on the
last two returns was due to a combination of factors.

As the upper portion of Table 26 indicates, on every one
of the 14 returns which were nontaxable due to the forecign
tax credit, the foreign tax credit was equivalent to a
deduction of at least 70 percent of AGI. On four of these
returns, either the standard deduction was used, or the
taxpayers did not bother to take either the standard
deduction or to itemize their deductions. On the ten returns
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Table 26

Itemized Deductions and Credits as Percentages of Adjusted Gross Income for the 22 Nontaxable Returns
with Adjusted Gross Income of $200,000 or Over in 1976

Sisuber of Returns With Deduction or Credit
:: Total :s Deduction or Credit as Percentage of Adjusted Gross Income

Itemized Deduction s: Number ::- : 10 : 20% : 30 -40% : 50% : 60% 70% 100
or Credit o: Of :z Under : under : under : under u under : under : under under : or

:: Returns:: 10% : 20t 301 : 40% ! 50% 601 : 70t 100% : More 1/

------------------------------------ Returns Nontaxable due to the Foreign Tax Credit -------------------------------------

Number of Returns 14

Itemized deductions, total .......... 10 7 2 1

Medical deduction .................. 4 4
Taxes paid deduction ............... 9 9
Interest deduction ............... 6 5 1
Contributions deduction .......... a 8
Casualty loss deduction ..........
Miscellaneous deduction .......... 7 6 1

Deduction Equivalent of:

Foreign tax credit ................ 14 14
Investment credit ................

---------------------------------- Returns Nontaxable due All Other Causes --------------------------------------------

Number of Returns S

Itemized deductions, total ........... a 1 2 5

medical deduction ................ 3 2 1
Taxes paid deduction ............. 8 7 1
Interest deduction .................. 8 4 2 1 1
Contributions deduction .......... a 6 1
Casualty loss deduction .......... 6 2 3
Miscellaneous deduction .......... 6 3 2 1

Deduction Euuivalent of%

Foreign tax credit .................. 1 1
Investment credit ................... 1 1

July 14, 1975Office of Tax Analysis

Y Includes returns vith total reported deductions equal to or exceeding adjusted gross income.

Office ¥4 'V-A
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that had itemized deductions, seven of the returns had
deductions of less than 10 percent of AGI, and the remaining
three had itemized deductions of between 10 and 30 percent of
AGI. On no return were itemized deductions greater than 30
percent of AGI. Table 27 shows the relationship between the
largest and the second largest items of deduction or credit
on each of these returns. It indicates that on returns that
were nontaxable because of the foreign tax credit there was
no uniformly important second largest item of deduction or
credit. On five of the returns, taxes were the next largest
item; on three of the returns, the interest deduction was the
next largest deduction; and on two returns various
miscellaneous deductions were the next largest item. On four
returns, there was no other credit or deduction item (except
for the standard deduction). Moreover, in only two cases was
the second largest deduction item greater than 10 percent of
AGI.

Six of the eight remaining returns were nontaxable
because of large casualty losses. These losses were about
evenly divided between losses to income-producing property
and casualty losses to non-income-producing property such as
a personal residence. As indicated on the lower portion of
Table 26, these casualty losses were very large. All six of
them exceeded 60 percent of AGI; two of them were between 70
and 100 percent of AGI; and three exceeded the entire amount
of AGI. The fraction of other itemized deductions on these
returns was not nearly so uniform as on the returns that were
nontaxable because of the foreign tax credit; however,
itemized deductions were never very large. In no case did
itemized deductions other than the reported casualty loss
exceed 50 percent of AGI. As indicated on Table 27, there
was no uniformly second most important deduction or credit
item on these six returns. In one case it was interest; in
another, taxes; in two cases, charitable contributions; and
in two cases, the miscellaneous deduction. It is interesting
to note that none of these six returns used the foreign tax
credit or the investment credit.

The returns that had large casualty losses are likely to
be nontaxable in two or more successive years because they
have large carryover losses. However, because of
peculiarities of the loss carryover computation and its
placement on the tax return, these returns are not likely to
appear as high-income nontaxable returns in the carryover
years. The carryover of a casualty loss becomes part of a
net operating loss. It reduces AGI; it is not a deduction
from AGI, as is true for the year in which the casualty
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Table 27

Largest and Secemd Largest Deduction or Credit on the 22 Nontaxable Returns with
Adjusted Gross Income of $200,000 or Over in 1976

: : Second-Largest Deduction or Credit

Largest Deduction :: : Interest: Taxes : Contrib-: Medical : Casualty: Miscel- :Foreign:Invest-:
or Credit :: Total : Paid : Paid : utions : Expense : Loss : laneous : Tax : meant :None

:Deduction:Deduction:Deduction:Deduction:Deduction:Deduction: Credit: Credit:

Interest Paid Deduction 1

Taxes Paid Deduction

Contributions Deduction 1 1

Medical Expense Deduction

Casualty Loss Deduction 6 1 1 2 2

Miscellaneous Deduction

Foreign Tax Credit 14 3 5 2 4

Investment Credit

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analysis
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actually occurred. Because the large casualty loss carryover
losses reduce AGI, these returns are not likely to have AGI
of $200,000 or over in the carryover years, and, therefore,
they are not likely to be classified as high-income returns
in those years.

The two remaining returns were nontaxable for
combinations of reasons. One of the returns was nontaxable
because of very large medical and interest deductions. This
was the only return of the 22 in which the interest-paid
deduction exceeded 30 percent of AGI. Even on this return,
the interest deduction was only between 50 and 60 percent of
AGI. On the last return, itemized deductions just slightly
exceeded 60 percent of AGI; however, they did not exceed 60
percent by th( $10,000 necessary to produce minimum tax
liability. While itemized deductions reduced AGI by slightly
more than 60 percent, the remainder was eliminated by a
substantial investment credit and a rather insignificant
foreign tax credit. It may be of some interest to note that
of the 22 nontaxable returns, this is the only one which used
the investment credit at all. 4/

Table 28 summarizes the sources of income, the
deductions, and the credits for the 22 nontaxable returns.
The data are presented separately for the 14 returns made
nontaxable by the foreign tax credit, for those made not
taxable for any other reason, and for all 22 returns
together. These returns were noticeably different from
nontaxables in the recent past. Aside from the one or two
items which made them nontaxable, these returns did not
appear unusual. Their income sources were typical of
high-income taxpayers, they did not appear to be attempting
to shelter income from taxes, and their itemized deductions
were not unusually large.

Table 29 summarizes some characteristics of these 22
nontaxable returns. Again, the data are separated by the
source of nontaxability: either the foreign tax credit or
all other reasons. Only one of the 22 returns had AGI of
over $1 million. None of the 8 returns whose nontaxability

4/ Some of the 14 returns which were made nontaxable by
large foreign tax credits did have investment credits
available. However, because the foreign tax credits
completely wiped out tax liability, the investment credits
were not used they were carried forward to future tax years
or back to prior years.
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Tble 20

0.e, Deductions, ad Credits for the 21Nontaxable Return@ wit o0(000 cro. ino of $200,000 or O'er in 1.7

sue '.t~n t:t~al %g txal toun 1 AlNn"b !un. oll 044 0.41. 0.1o.

Roltuma I on t P tee : 0R02e tnge ItAtmnn o AMOU t . 41= 1

M os e o
Interest
Capital g4s i/
P netona
Z ts 4n4 re ities, snerh p [ mw
rram imm

0tt46 1,6(0. tax r41n44
Othe r Incon

Tots t

Mjus.o at t0 oto" /

Ojustod GOss Incom

stan~hrd deductionm

CA .. lty R.doot Los
Je c, 1s.ee1 dodction

toal deductions

Taxable lmossi

For4I1o tax Credit
1"na veo nt credit

Doduction equiovalnt or,

Ftretvn taxecreditPo o 1; to €owdlt

umber of sto.rn

22 $22,lot 40.0

0 024,142 10.40 2,020,411 24.3

141,7l: 1.2
S 2,'4 0.1

2 (20.000 00.27

0 4,02.07 3.41

2 .(04,0321 0514

2 0,924 0.2

5,247040t 100

4 20.162 0.0

0,274,177 2040

20 62,704 1.2

0 17,14 0.2

7 , 04,)00 1.1

14 0,662,002 04.0

1

1t

4,742,964 60.6

0 776,040 24.3 02 24,070 7.4
0 1.01507 40.20 220,702 20.2

0 4.075 0.1

{S,41 ) ,)
A (1,040 002

212S4,345 100.2

I 3,S27 2.

2150,013 20o 0

3 210,103 4.0

0 2427402 0.3 222,306 0.46 ,600,0544 244.0

07,007 2.3

1 242 02 I0,730 0.3

"'.44 2.4

0(111000 164 000160041 01 tOO. 0(000427

off 1.41f Tao A"0y 2T.
sourc.1 174 1.oon tax 40t044

el* 0 thn 0.,05 percent.

n ot of 010 dividend excluio.
got of the deduction of oe4-half of the excess of not loog-teo iodine over short-tet1 Losi4./ include 1nom free mall basin*** corporations an from astaloo and trusts.
P00edooostly, .44144 expenses.

-4,-

20 270.040
O 10,214

12 227,720

2 1. 40

0 - 242

3.5L4,712

4 ,0,400
0 112.042

20 ,226,046
*! 2.600.104

2) 124?65

23.2 6

0?.0Ise

0.1

1.0

0.4

2.1

07.4

39.$

C34

4,742,406 10.402,013 0.7

July 20, 1076

$ Ji



1298

Table 29

Characteristics of the 22 Nontaxable Returns with
Adjusted Gross Inmome of $200,000 or Over in 1976

* Nontaxable Due to : All
:Foreign Tax: All Other : Returns
* Credit : Reasons : Nontaxable

Adjusted Gross Income

$ 200,000 - $ 500,000
$ 500,000 - $1,000,000
$1,000,000 and over

ALL

Under 65
65 or over

ALL

Tax Filing Status

Single
Married, Filing Joint Return 2
Married, Filing Separate Return
Unmarried, Head of Household

ALL

11
2
1

131

1
8
2
3

IT

8
0
0

7
1

0
7
1
0
U

19
2
1

20
2

1

15
3
3

Orrice o the Secretary of the Treasury
Office of Tax Analysis

_/ Indicates that on a joint return at least
claims the extra exemption for age.

2/ Includes qualifying widow or widower with
dependent child.

July 24, 1978

one of the taxpayers

at least one
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was not attributable to the foreign tax credit had AGI in
excess of $500,000. The distribution of the returns by
filing status was somewhat unusual. Of the 22 returns only
one filed as a single taxpayer, but 3 filed as heads of
households, and 3 filed as ,married persons filing separately.
Fourteen of the returns, or 64 percent, were joint returns of
married couples. The age distribution on the returns was
also noteworthy. On only 2 of the 22 returns were extra
exemptions claimed because the tax filers were over 65 years
of age.

Foreign Taxes and the Foreign Tax Credit

Because each of these returns was examined individually,
it was possible to determine the nature of the foreign taxes
for each return. Twelve of the fourteen taxpayers whose
liabilities were eliminated by the foreign tax credit paid
foreign taxes of more than 50 percent of their AGI. In the
thirteenth case, the foreign tax was almost 40 percent of
AGI. In the last case, the foreign tax paid during 1976 was
just over 10 percent of AGI but because of a large foreign
tax credit carryover the allowable foreign tax credit
exceeded 40 percent of AGI. By comparison, in 1976, only
24.6 percent of all persons with AGI of $200,000 or over paid
an effective tax rate of 50 percent or more (see Table 5).

One reason why the foreign tax crdit has been considered
a tax preferences by many tax reformers is that foreign
taxes, especially those associated with oil and gas
exploration, may actually be royalty payments to foreign
governments disguised as taxes. For the fourteen high-income
nontaxables who were made nontaxable by use of the foreign
tax credit, there is only one instance where the foreign
taxes may have been disguised royalties to a foreign
government. On the thirteen other returns, the foreign taxes
represent legitimate tax payments to foreign governments
based on income generated in foreign countries. In several
of these cases, the tax filers were residents of foreign'
countries and either worked abroad, owned and operated
businesses abroad, or had substantial income-producing
properties abroad. To the extent that foreign accounting
methods coincide with U.S. practices and do not "hide"
income, these taxpayers, though not paying any U.S. tax, have
actually paid very substantial income taxes on their
worldwide income. It is not at all clear that these persons
should be considered high-income nontaxables.
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Conclusion

While one can deduce the reasons by which a high-income
tax return can become nontaxable under present law, such
theoretical analyses are not as nearly as persuasive to many
people as is the evidence from actual tax returns. The
actual evidence from 1976 returns indicates that the problems
of high-AGI, completely nontaxable returns has been virtually
eliminated. The 22 nontaxable returns represent only five
one-hundredths of one percent of all high-income returns.
Moreover almost two-thirds of these returns, the ones
nontaxable in the United States because of large foreign tax
credits, are not really nontaxable.

Thus, in 1976 there were only eight high-AGI individuals
who paid no income tax. Six of these are nontaxable because
of casualty losses. One return was nontaxable in large part
because of extraordinarily large medical expenses. The final
nontaxable return used a combination of provisions in the tax
law each of which was provided for a seemingly good and
equitable reason. None of the provisions were used
extensively. It would be of particular interest to know
whether this same taxpayer will be able to perform this feat
frequently or perennially.
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Chapter 7

Tax Policy Considerations

The most important conclusions reached in this year's
high-income report are outlined in Chapte- 2, Highlights.
This chapter discusses some possible tax policy implications
which may be drawn from the conclusions.

Nontaxables

Now that the number of high-income nontaxables has been
reduced to a virtual handful, is it worth devoting further
legislative attention to completely eliminating such tax
returns? The answer to that question depends (1) on whether
our data indicating virtual elimination are, indeed, correct
and (2) upon the ease or difficulty in further reducing the
number of high-income nontaxables.

As discussed in Chapter 3, even the broader expanded
income measure used in this report is not as comprehensive as
economic income because expanded income omits all sources of
income which cannot be identified from tax returns. Tax
returns simply do not provide information about several
sources of income which are of importance to high-income
taxpayers such as tax-exempt state and local bond interest
and the income sheltered by straight-line depreciation of
real estate in excess of economic depreciation. In order to
get a better measure of tax rates of high-income individuals
and the true number of high-income nontaxables, more data on
the amounts of, and distributions of, these income sources
are needed.

It would be relatively simple to reduce further the
number of nontaxables as measured by expanded income.
Complete elimination could be accomplished by including
casualty losses and medical expenses in the excess itemized
deduction preference subject to the minimum tax and by
setting some limit on the share or amount of United States
income taxes which could be offset by the credit for foreign
tax payments. Both of these changes raise serious question
of equity. Is it appropriate to disallow foreign taxes as a
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credit against U.S. taxes? Should people whose extraordinary
and unavoidable expenses have effectively reduced their
taxable incomes to zero be made subject to tax?

Nearly Nontaxables

The minimum tax has been extremely important in
substantially reducing the number of high-income nontaxables.
However, its effect has been to create an equivalent number
of nearly nontaxables. In this manner, the minimum tax
obscures the numbers of, and the problems of, individuals
with very large incomes who do not pay their "fair share" of
tax liabilities. For those who worry about high-income
individuals bearing an appropriate share of the tax burden,
the focus of attention now must move from the nontaxables,
who have almost disappeared, to the nearly nontaxables whose
numbers are still substantial.

When the attention of the Treasury Department and the
Congress first focused on high-income nontaxables late in the
1960's, there were fewer than 300 nontaxables with adjusted
gross income of $200,000 or over. In 1976, even with the
virtual elimination of high-income nontaxables, there are
approximately 500 nontaxables and nearly nontaxables with
income, however defined, of $200,000 or over. These 500
people did not carry a fair share of the tax burden. The
effective tax rates paid in 1976 by the high-income
nontaxables and nearly nontaxables together was 6.3 percent.
For the similar high AGI group, the effective tax rate was
only 5.2 percent. Zn the same year, 1976, Statistics of
Income data show that the effective tax rate for taxpayers
with AGI between $6,000 and $8,000 was 6.2 percent. Between
$8,000 and $10,000 of AGI, the effective rate was 8.2
percent. In 1976, a four-person family only had to have had
an AGI of $11,500 or more (which was below median family
income) to have had an effective tax rate of 8.2 percent.
Thus, the nearly nontaxables had lower effective tax rates
than typical, middle-income and lower middle-income
taxpayers. Again, this suggests that attention must be
focused on the high-income nearly nontaxables, who have so
far escaped serious scrutiny.

Foreign tax credits

Should individuals who are nontaxable because of the
foreign tax credit and who actually paid substantial foreign
taxes be considered nontaxable for purposes of these
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analyses? If the U.S. tax return of a U.S. resident or
citizen must include worldwide income of that individual, it
seems only proper to give that person credit for his
worldwide income tax payments, whether made to the U.S. or to
a foreign government. Eliminating such returns from the
analyses would considerably reduce the remaining number of
high-income nontaxables. It would also focus attention more
sharply on those remaining high-income nontaxables who do not
pay any income tax.

Perennial Tax Avoiders

A final item of significance concerns the level of taxes
for the nontaxables and nearly nontaxables over periods of
several years. Are these people taxable or nearly nontaxable
for a single year that is preceeded and followed by years in
which they pay substantial taxes, or are the same people
nontaxable and nearly nontaxable, year in and year out? The
existence of perennial rontaxables or nearly nontaxables
would be much more indicative of a fundamental problem in the
tax system than would the existence of a few high-income
individuals who pay little or no tax in one year because of
unusual circumstances but who pay substantial taxes in most
other years. This is a fruitful subject for future analysis.
The Treasury Department will begin a project to examine the
returns of high-income nontaxables and nearly nontaxables for
a period of several years.
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AppenO ix A

1576 Data

List of Tables in Appendix A

Table
Number Title Page

76-1 Income, Deductions, Credits and Taxes
for Tax Returns with Expanded Income
of $200,000 or Over -- 1976: Aggregate
Data 80

76-2 Income, Deductions, Credits and Taxes
for Tax Returns with Expanded Income
of $200,000 or Over -- 1976: As
Percentages of Expanded Income 81

76-3 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or Over -- 19767
Aggregate Data 82

76-4 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or Over--1
As Percentages of Adjusted Gross Income 83

76-5 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences of '$20 --
or Over -- 1976: Aggregate Data 84

76-6 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences of $2000
or Over -- 1976: As Percentages of
Adjusted Gross Income plus Preferences 85

76-7 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest of
$200,00 or Over -- 976: ggregate
Data 86

76-8 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest of
$200,000-or Over -- 1976: As
Percentages of Adjusted Gross Income
minus Investment Interest 87
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76-9 Cross-Classification of Numbers of Tax
Returns by Income Class by Alternative
Income Concepts -- All Returns, 1976 90

76-10 Cross-Classification of Numbers of Tax
Returns by Income Class by Alternative
Income Concepts -- Nontaxable Returns,
1976 91
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Table 76-1

Income, Deductions, Credits. and Taxes for Tax Returns
with Uxpanded Income of $200,000 or Over -- 1975

Ageregate Data
($ in thousands)

All
Returns

IN8OG, PE CONcV? $ 22,164,488

EPAMED INOE 22,164.488
ACT PLUS RIU. ICES 22,674,237
ACT MINUS IRVMSTHT INTI8ZST C IMYE.SIHE24? INCG(E 16,844,148

Investment Interest < Investment Income 1/ 509,749
Tax Preferences 5,330,679

Excluded Lona-Trm Capital Gains 3,930,427
Dividend Exclulio 7.721
Other Tax Preferences 2/ 1,392,532

A*.SrI GSs ICROS S 17.373.180
Deficits - 29,623
Act of Returns wrtb ACT > 0 17.343,557

Rxmpt tons 142,169
Standard Dedectioua 3.182
ZImelmd Deductions 3,718.477

Charitable Cotributions 1,317,871
Interest: Total 657,830

Rome Mortgage 92,967
Inveat. Interest 4 Inveet. Income 3/ 499,410
Invest. Interest reveal. I[towe 4/ 65,453

medical 43,887
casualty 29, 368
Tea Expen e 1,272,625
Niece1 laesus Deduct(one 396.896

Excess of t mtions & Deuctioes over ACl 56.175

Taxable Income 13,565,528

Ter at Normal Ratea 8,066,288
Savior froe Alternative Tax 4 48.161
Saving from Haximom Tax 5 472,160
Sarte from Income AveretIs 145.030

Tax Before Credits 7,431,261
Te Credits 201,963
foreign Tax Credit 74,646
Imvetment Credit 126,693
£1OTher edts 61 624
Tax Alter Credite 7,229,28
Ninisn Tax 537.737
Total Iam Tax 7,767.036

Deduct ioe quivalont of Tor Credit$ 1/ 313.927

Taxable [ncow wbich would yields / 12,600,806
Income Tax before Credits 12.286.879
Income Tan after Credits 13,133,143
Total Income Tax

IAmber of Ta Returns Represented to the tabulatlos 53.587

Rotxsl
!
!

I
|

89 393 53.105

write e.g tan secretary at tM Treasury
officeof the Secretary of the eumry

Office of Ten £ealyae

See Uldflr footnotes fol levien Table 76-8 i Append i A.

Souc eo 1976 Statistics of Income.

-s0-

July Z4. 1971

Nontaxable
Returns

$ 31,188

31,188
34,529
14,720
3,341

16,712
15,546

10
1.156

20,967
-3.149
17,817

217
2

51,739
30,478
5,488

369
3,097
2,022

163
7,040
1,458
7,113

)5.987

4.995

3.1s8
0

176
10

2,973
2,974
2,954

20
0
0
0
7

4,726

4,726
0
0

Uesrly
Nontaxable

Returns

6 241,240

241,240
259.279
148,199
18,039
93,411
73,519

47
19.845

165.868
1,076

16
110.560
37,656
23,093
1.683

17,669
3,741
1.914
2,856

20,786
24,255
3,256

64,060

M,211
138

2,006
1.621

34.465
30.849
28,378
2.456

15
3.613

13. 513
17.128

48,750

58,099
9.349

33.524

Taxable

Returns

$ 21,892,060

21,892.060
22,380,429
16,681,229

488,368
5,220.557
3,841,361

7,664
1.371,$31
17,179,358
- 19,885
17,159,872

140.876
3,164

3.556.178
1,249,737

629.249
90,915

478,644
59,680
41,811
19,472

1,250,382
365.528
16,932

13.496,472

8,044,899
46,022

469,978
143.399

7,393,823
168,140
43,314

124,217

7,225,!3

260,450

12,537,861
12,277,531
13,099,619
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Table 76-2

Income, Deductions. Credits. and Taxes for Tax Returns
with Rapanded Income of $200.000 or Over -- 1976

Am Percent e* of Expanded Income

t Nearly r All Othee
All Nontaxable : Nontaxable : Taxable

Returns Returns Returns I Returns

INCGO, PE CONCEPT 100.0 1 100.0 2 100.0 z 100.0 2

1ANDEDI INCOE 100.0 100.0 100.0 100.0
ACT PLUS PUIPINCIS 102.3 110.7 107.5 102.2
ACT MINIS INVtST1eI! INTEREST < I*VSSTMKDN ITNCOE 76.0 47.2 61.4 76.2

Invstment interest < lavaatsnt Incose 1/ 2.3 10.7 7.5 2.2
Tax lreferences 24.0 53.6 38.7 23.6

Excluded Los-Term Capital Gains 17.7 49.8 30.5 17.6
Dividend EXclusion a a a
Other Tax Preferences 2/ 6.3 3.7 8.2 6.3

ADJUSTES GROSS t1SMU 78.4 67.2 71.5 78.5
Daeficts - 0.1 -10.1 - 2.7 - 0.1
ACl of Returns vith AGI o 0 72.3 57.1 68.8 78.4

Exemptions 0.6 0.7 0.4 0.6
Standard Dductioes a 5 It
Itemized Deductions 16.8 165.9 45.8 16.2

Charitable Coetuibutions 6.0 97.7 15.6 5.7
interest: Total 3.0 17.6 9.6 2.9

nes" Mortgage 0.4 1.2 0.7 0.4
Invest. Interest - Invest. Income 3/ 2.2 9.9 7.3 2.2
Invest. Interest > Invest. Income 41/ 0.3 6.5 1.6 0.3

Medical 0.2 0.5 0.8 0.2
Casualty 0.1 22.6 1.2 0.1
Tax Expens 3.7 4.7 8.6 5.7
Miscellaneous Deductions 1.8 22.8 10.0 1.7

Excess of Mewition 6 Deductions over AI 0.2 115.4 1.4 0.1

Taxable Income 61.2 16.0 26.6 61.6

Tax at Normal Ratese S. 10.1 35.8 W.9
Savia& from Alternative Tax 15 0.2 0 0.1 0.2
Saving from Naximm Tax VI 2.1 0.6 0.8 2.2
Baviva from lnom Averatnta 0.6 a 0.1 0.7

Tax Defore Credits 33.5 9.5 14.3 33.8
Tax Credits 0.9 9.5 12.8 0.8
Peista Tax Credit 0.3 9.5 11.8 0.2
lmesetmtmi Credit 0.6 0.1 1.0 0.6
All O r Credits 6/ a 0 0 a
Tax After Credits 32.6 0 1.5 33.0
inxia. Tax 2.4 0 5.6 2.4

Total lcomm tax 35.0 0 7.1 35.4

Dedrcfoa 1quivalent of Tax Credits 7/ 1.4 15.2 20.2 1.2

Taxabls Incon u bch would yield: 12
Income Tax before Credits 568 15.2 24.1 5?.3
twom Tax after Credits 55.4 0 3.9 56.1
Total l€cose Tax 59.2 0 13.9 59.8

Number of Tax Returns Represented 53,587 89 393 53,105
in the tabulation

Office of the Secretary of the Treasury July 24. 191"
Office of Tax Analysis

Se Uniform footnotes following Table 76-8 in Appendix A.

S3urcs: 1976 Statistics of Income

a Less than 0.05 percent.

-81-
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Table 76-'

Income, Deductions, 6redite, end Taxes for Tax Returns
vith Adjusted, Gros Ioeof $200,000 or Over -- 1976

Agr~ete Data
($ in thousande)

8 B I
* All
I Retrns

I rCCSI 1PI CONCWT S 15,731,871

IXPAND&O 1NDIC 16,903,111
Act PLUS PUPrW&ICS 19,440,638
AGT HIOS IVRITS2NT 5TWR I NVE6TZW INWR 15,206,969

Investment Interest 4 Investment Zncome j/ 524,882
Tax Preferemces 3.706.767

Included Loes-Torm Capital Gains 2,784,160
Dividend exclusion 6,134
Other Tax ?references 2/ .9.19L473

ADJUSTED GROSS INCIG 15,731,871

AGo Returns vith AG! > 0 15,731,871
gamptioes 111,354
Standard Deductions 1,410
ltmeised Deductions 3,428,127

Charitable contribuations 1,205,943
interests Total 671,146
Hoe Nortgage 74,096
Invest. Interest • Invest. income I 524,882
Invest. Interest > lvest. income 4/ 72,168

lledical 37,243
Casualty 22,489
Tax axpens" 1,138,616
Miecllaneoue Deductions 352,691

aress of SKmilona 6 Deductions over AI. 22,501

Taxable Income 12,213,4681

Tax at Normal Rates 7,414,525
Saving from Alternative Tax 2/ 39,311
Saving fro Maxitum Tax 1/ 467,235
Seviom frm Income Averallun 100,073

Tax efor Credit 61
Tax Credits 170,890
foreign Tax Credit 66,856
Inve tmet Credit 103,517
Al Other Credits 6/ 517
Ta Afler Cqredits ", ,
Kiatmam T ax 356 145
Totel ee0 Ta00496

Deductio o utvalent. of Tax Credits 7_ 253,958

Taxable income which would yields S/
Income Tax before Credits 11,341,035
Income Tax alter Credits 11,067,077
Total Income Ta 11,615,200

Number of Tax Returns Represented Is the tabulation 41,761

)

!

4,847
0
0

68

I
!

Office of the Secretary of thu Treexury
Office of tbe Secretary Of the Threasury

Office of Tax Analysis

See Uniform footnotes £o1Lovnt8 Table 76-8 in Appendix A.

sources 1976 Statistics of incoe.
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July z4. i7S

N8ontaxable
Returns

$ 23,287

16,508
25,321
14,854
8,433
2,034
1,964

a
63

23.287

23.287
179

0
27,159

1,689
13,222

So6
8,433
4.280

226
3,695
1,444
6,884

9,202

5,151

3,217
0

176
28

3.015

2,954
61
0

0

4.847

Nearly All Other
Nontaxable g Taxable

tur s I Return$

$ 217,952 $13.490,632

162,213 18,724,390
234,143 19,181,175
148,175 15,043,959
69,777 446,673
16,191 3,690,543
11,047 21771,150

56 6,070
5.08 913.323

217,932 15,490,632

217,932 15,490,632
1,115 110,060

3 1,407
173.425 3.227,542
44.584 1,159,670
82,915 575,009
1,867 71,720
69,777 446,673
11,272 56,616
2,497 34,519
1,103 17,692

19,178 1,117,994
23.148 322,659
6,865 6,434

50,274 12,158,036

29,499 7,381,809
63 39,248

1,975 465,083
790 99 254-f9" 6,786.549

22,774 145,100
21,301 42,601
1,471 101,985

2 514
3,902 1,8

739 347406
12,641

35,573 213,538

45,901 11,290,267
10,328 11,076,749
27,703 11,587,497

411 41.282
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Table 76-4 -

Income, Deductions, Credits. and Taxes for Tax Retufl~e

with Ad u rted Grove I.nc of $200,000 or Over -- 1876

Als Percentage@ of Adjusted Gross Income

I Nearly I All Other
I All I Nontaxable I Kontaxable I Taxable
I Returns I atUrnl $ Ilt~nnl

IUICG, FIR CONCIP 100.0

RANDE 180056 120.2
Acl PLUS PUFI1RCIS 123.6
AclKl IMSNVKSMZNT INTERST < DISTKNWT [OOK 96.7

lsvestm t Interest < Iavastment lncom 1/ 3.3
Tan Preferencee 23.6

Excluded Long-Term Capital Gains 17.7
Divldend Exclusion a
Other Tax Preferences 2/ 5,8

ADJUST O SS ISIOI 100.0
DefiWits 0
AI of Witurna vith I 'll 0 100.0

Exemptions 0.7
Standard Deductions a
Itmized Deductions 21.8

Charitable Contributions 7.7
Interest: Total 4.3

some Mortgage 0.5
Invest. Interest - Invest. Income / 3.3
Invest. Interest .Invest. Income/ 0.5

Medical 0.2
Casualty 0.1
Tax Expense 7.2
NIscellaneous Deductions 2.2

Excess of Mgxtions & Deductions over AG0 0.1

Taxable Income 77.6

Tax at normal Rates 47.1
Savieg from Alternative Tax 1/ 0.2
Saving from Maximm Tax J/ 3.0
SavIm fRon aooms Averainal 0.6

tax Umora Credits 43.3
Tax Credits 1.1
Foreign Tax Credit 0.4
leveetment Credit 0.7
All Othe Credit 6s a
Tea Alter Credits 42.2
Msime Tax 2.3
Total become Tax 44.5

Deduction Equivalent of Tax Credits 7/ 1.6

Taxable Income thich would yield: 8/
lacome Tax before Credits 72.1
Income Tax after Credits 70.5
Total Income Tax 73.8

Number of Tax Rturns Represented 41,761
in the tahlation

Office of the Secretary of the Treasury

Office of Tax Analysis

Sea Uniform footnotes following Table 76-8 in Appendix A.

Sources 1976 Statistics of Income.

* Leas than 0.05 percent.

I 100.0 2

70.9
108.7

63.8
36.2
8.7
8.4

0.3

0
100.0

0.8
0

116.6
7.2

56.8
2.2

36.2
18.4
1.0

15.9
6.2

29.6
39.5

22.1

13.8
0

0.8
0.1

13.0
13.0
12.7
0.3

0
0
0

20.8

100.02

74.4
107.4
68.0
32.0
7.4
5.1

2.3
100.0

0
100.0

0.5

79.6
20.5
38.0

0.9
32.0
5.2
1.2
0.5
8.8

10.6
3.2

23.1

13.5

0.9
0.4

12.2
10.4

9.8
0.7

1.8
4.0
5.8

16.3

20.8 21.1
0 4.7
0 12.7

68 411

July 24. 1976
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100.0 1

120.9
123.8
97.1
2.9

23.8
17.9
a

5.9

0
100.0

0.7

20.8
7.5
3.7
0.5
2.9
0.4
0.2
0.1
7.2
2.1

78.5

47.6
0.2
3.0
0.6

43.8
0.9
0.3
0.7

42.9
2.2

45.2

1.4

72.9
71.5
74.8

41,282
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Table 76, 5

Income, Deductions, Credits, and Taxes for Tax Returns
vith Adjust Gross Income Plus Fr*fexences of $200-000 or Over -- 1976

Aggregate Data
($ in thousands)

S~ Ni arly "All L hrdt

* All Nontaxable j sontaxable Taxable
I Returns Returns I Rat uras Return$

. .. ... ... . .. ... . ... ...)0,51 1 L4 "'i "l"
INCOME, PER CQNCV7t

ACT PLUS PRErUCKLS
AGI MINUS INVESTMENT INTEREST < INVESTEifT 1*NCME
Investment Znterest ( Investment Income jI
Tax Preferences
Excluded Long-Tsrm Capital Gains
Dividend Exclusion
Otear Tax Preferences 2/

ADJUITED GROSS INCOME
Deficits .
ACT of Returns vith AG? , 0

Exemptions
Standard Deductions
Itemixad Deductions
Charitable Contributions
Interest Total

Home Mortage
Invest. Interest < Invest. Income 3/
Invest. Interest 3 Invest. Income /

medical
Casualty
Tax Expease
Miscellaneous Deductions

xcoes of Exintions & Deductions over AGl

Taxable Incosm

Tax at Normal Rates
Saving from Alternative Tax j/
Saving from Maximum Tax I/
SevieA from Iff€me AversAina

Tax Irare Crdits
Tax Credits
Foreign Tax Credit
Investamt Credit
All oter Creits 61
Tax f et Crdits
ITWIneM Tax

Deductitoo Equivalent of Tax Credits 7/

Taxable Iscowe which would yield.,6
Income Tax before Credits
income Tax after Credits
Total Incom Tax

22,683,261
23,332,268
17.252,819

649.007
5,445.035
4.021,577

8.167
1,415,291

17,916,857
- 29.623

17,667,33

150.599
3.182

3.968,676
1,351.366
814,716
100,504
634,415
79,798
46,255
30.268

1,311,517
414,554

67,754

32,922
42.1%8
16,051
9,276

17.251
16.019

14
1,210

28,097
-3 149
24,947

291

61,323
30.904
13,699

522
8,896
4.280

289
7,041
1,911
7,479

38,671

424.736
556.613
251 .902
131.877
177.251
139,046

124
38.00

385,950
- 6. 56
379,362

2,486
16

310,792
72,732

149,383
4,512

127.460
17.411
3.225
3,442

40,353
41,657
16.239

2:.225.603
22.733.057
16.94,6

507,154

3.960,510

3,029

1.2 699

3,3 96,541
1,247,730

651,635
95,470

498,059
-1,106
42. 71
19.765

1,269,253

95S.418

54164
14.844

13,862,153 5,151 86.895 13,770,107

8..2P,784 1.217
49.859 0
476.442 176
148,358 28

7.565.917 3,015
206,853 3,015
75,802 2.954
130.371 61

680 0
7,359,064 0
552.240 0

7,911,305

48.116
175

2,052
3,452

42.447
34.437
29,510
4,907

20
8,011

32. 83
40,694

323,376 4,847 56.669

12.882,439
12,559.063
13,437,036

Number of Tax Returns Represented in the tabulation 56,512

5,.175,.451
49.684

474,214
144,778

7,520,456
169.402
43.339

125.403
660

7,351,054
519.337

7,670,411

261,860

4,847 77,456 12.800,136
0 20,787 12,538,276
0 81,874 13.355,162

114 919 55,479

Office of the Secratary of the Treasury inup en, £115
office of the Secretary of the Treasury

Office of Tax Analysis

Sea Uniform footnotes following Table 76-8 in Appendix A.

Source 1976 Statistics of Income.

-84-
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Teble 76-6

Income, Deductions. Credits. and Taxes for Tax Returns
with Adluefd Cross Lcome pj3-n Erefefteca of $200.000 or Over -- 1976

As Percentagee of Adjusted Gross Income Plus preferences

A
Ratu

INCOME, ?a CONCEPT 100.

WANDuD INCOM 97.
A01 FM FUCIUU KS 100.
MI MODS IUMI INTIrIST A WvESTKUT INCOME 73.

lavestment lntret 4 Investment Incoe j/ 2.
Tax preferences 23.

Included Long-Term Cpital Cain' 17.
Divided Itcluesion 6
Otker Tx$ tPgferemces 2/

ADJUSTED INCIS 76.
tficit 0.

£01 of It wi ith ,a1 > 0 76.
ameept1es 0.
Standard Deduct ions
Itelsnsd Deductions 17.

Ceriteble Contributions 5.
Iterestt Total 3.

fole Mortgage a
Invest. Interest C Invest. Income .l 2.
Invest. Interest ) Invest. Income 6/

MedicalC..vel ty

tax axpana S..
Miecellaneous Deductions 1.1

Excess of Zbmtions 6 Deductions over AI 0..

Taxable Income 59.

Tax at Normal Rates is,
Savieg from Alternative Tax .- 0.
'Uayig from Maximm Tax .-I 2.Se from~ in me o* Aerax- 0.4Ta aeor. Credit. - 3.

Tax Credits 0.1
Foreign Tax Credit 0.
Lavuemt credit 0.4
A 1Otter C2edits 61
Tx After Credits 31.

Minim Tax2.4
Teasi laeme Tax 33.1

Deduction Iquivalent of tax Credits . 1.4

taxable [scom which would yields 8/
Income Tax before Credits 55.2
Income Tax after Credits 53.8
Total Income Tax 57.i

Number of Tax Returns Represented 56.512
in the tabulation

Office of the Secreery of Obe Treasury
Office of Tax Analysis

See Uniform footnote. fol loving Table 76-6 in Appendix A.

Souces 1976 Statistics of Income.

* Lees than 0.05 percent.

I t
-411

rne

.0 2

2
0
9

2

6

06

0

5

6
8
3

4

9

I|

11.5 1.9
0 3.7
0 14.7

114 919

July 24. 197

-85-

Nontexable

100.0 2

76.0
100.0

38.0
22.0
40.9
38.0
a

2.9
66.6

59.1
0.7
a

145.3
73.2
32.5
1.2

21.1
10.1
0.7

16.7
4.5

17.7
91.6
12.2

7.6
0

0.4
0.1
7.1
7.1
7.0
0.1

00
0
0

11.5

76

29
6

Nearly
Nontaxable

Retturns

100.0 1

76.3
100.0
45.3
23.7
31.6
25.0

a

6.8
69.3 .,

-1.2

0.4
a

$5.0 1
13.1
26.6.
0.8

22.9
3.1
0.6
0.6
7.2
7.5
2.6

15.6

R.6
a
0.4

736
6.2
5.3
0.9
a
1.4

7.4

10.2

All Other
3 TaxableI RaturAL

100.0 9

97.8
100.0
74.7

2.2
23.1
17.0
a
6.0

-0.1

0.6

15.8
5.5
2.9
0.4
2.2
0.3
0.2
0.1
5.6
1.6
0.1

60.6

36.0
, 0.2

2.1

0.6

0.2
0.6

56.3
55.2
56.6

55. 479
50.



[um008, 13 CONEPT

AGI ?S FLU$ FIR IS
AGI IIU$ MINUSM T INTZST < INVESTMENrT NCOM

Investment Interest < investment Income j/
Tax Preferences

luded Iong-Term Capital ains
Dividend Excluslon
J tM r Tax iPrferances 2/

ADJT 00$ INCOMDeficits
ABI of Returns with Art 3 0

Exempt ions
Standard Deductions
Itamised Deductions

Charitable Contributions
Interests Total

Hose mortgage
Invest. Interest < Invest. Income J/
lowest. Interest > Invest. Income 4/

medical
Casl1ty
Tax Impens
Miscellaneous Deductiona

jtxces of Iomiona G Dedctions over AGI

Taxable Income

Tax at Normal Rates
Seuieg from Alternative Tax _/
Savia from Maximum Tax I/
1vLv..from IcMe Averatnia

Tax efore Credits
Tax Credits
foreign Tax Credit
I mVeet CreditAll Oher Credits 6/

Tax After Credits

LAMiniM TaxT'oal Icom Tax

Vedaution Equivalent of Tax Credits V

Taxable Income which would yields P/
Income Tax before Credits
Income Tax after Credits
Total Tacoma Tax

* 14,793,632

.8,360566
18,752,424
14,793,632

382,212
3,576,680
2,682,455

5,753
888.372

15,175,844
1$,173,84

104,624
1,410

3,163,075
1,167.757

510,244
68,301

383,212
59,731
35,036
20,144

1,097,504
332,389
12,910

11,918,947

* 13,507

14,204
16, 32
13,507
1,965
860
857

3

0
15.492

98
0

16,837
1,261
4,282

355
1,985
1,942

100
3,693

983
6,518

4,995

7,2 ",74N 3,158
37,723 0

461,810 176
96.852 10

6,676,197 2,973
165,023 2,974
65,009 2,954
99,554 20

460 0
6,511,173 0
337,624 0

6,848,797 0

* 86,059

89,854
96,302
66,059
6,122
4,121
2,403

21
1.697

92,181

- 0

475

53,622
18,8668
9,468

448
6,122
2,898
1,543
1,016
9,012

13,716

38,911

24, M3
33

1,900
216

2156
20,537
19,938

599
0

1,619
2,283
3,901

243,415 4,726 31,324

11,062,050
10,818,635
11,312,105

Number of Tax Returns Represented in the tabulation 39,346

1312

Table 76-7

Income, Deductions, Credits, and Taxes for Tax Returns
vith AdjustodGross I ncomefALM Joaotm.mL interest of $200,000 or Over -- 1976

Aggregate Date
($ in thousands)

I I I early I
9 All 3 Nontaxeble I Nontaxable I
* eturs Ul I Returns I Meturns I

4,726 35,725 11,021,600
0 4,401 10,814,232
0 9,120 11,302,965

42 178 39,126

_fieo the Sertr or t -- Tr.. .a.aury I
office of the secretary at the Treaury

Office of Tax Analyei

5ee Uniform footootes following Table 76-8 In Appendix A.

sources 1976 Statistics of Income.

-96-

All Other
Taxable
Returns

* 14.694,044

18,26,04
18,69,770
14,694,04

374,106
3,571,15"
2,679.194

5,729

104,051
1,407

3,092,616
1,147,628

496,494
67.498

374,106
54,891
33,393
15,436

1,067,509
312,155

4.943

11,875,041

7,217,304
37,690

459,733
96. 626

6,651,067
141,513
42,118
98,933

460
6,509,555

207.368

July ads. 1,/!
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Table 76-8

Income, Deductions, Credits, and Taxe for Tax Returns
with Adjusted Gross Income i US 1Iestment Interest of $200,000 or Over -- 1976

As Percentages of Adjusted Gross Income sinus InvestmnMt Interest

3 2 2 Nearly I All Other
S All : nontaxable i Sotexable I Taxable
I Reruns I lturS r eturns r Returns

INCOie, PER CONCT 100.0 1 100.0 1 100.0 1 100.0 X

WVAN10 16000 124.1 105.2 104.4 124.2
AGI PLUS PUPEUCBS 126.8 121.1 111.9 126.8
AG! XIMUS INVESTl 3T INTUST < INVESTIMEIIT [NOOKS 100.0 100.0 100.0 100.0
Investment Interest ' Investment Incom. e.I 2.6 14.7 7.1 2.6
Tax Preferences 24.2 6.4 4. 24.3

Excluded Long-Ter. Capital Gains 18.1 6.3 2.8 18.2
Dividend Exclusion a i a f
Other Tax Preferences 2/ 0 2.0 6.0

ADJUSTED GROSS INOME 102.6 114.7 107.1 102.6
Def Its 0 0 0 0
AG[ of Returns with AGl > 0 102.6 14. 7 UI.12

Exemptions 0.7 0.7 0.6 0.7
Standard Deductions a 0 a f
Itenised Deductions 21.4 124.6 62.3 21.0
Charitable Contributions 7.9 9.3 21.9 7.8
Interest: Total 3.4 31.7 11.0 3.4

nname mortgage 0.5 2.6 0.5 0.5
Invest. Interest < Invest. Income 3/ 2.6 14.7 7.1 2.6
Invest. Interest ) Invest. Income 4/ 0.4 14.4 3.4 0.4

Medical 0.2 0.7 1.8 0.2
Casualty 0.1 27.3 1.2 0.1
Tax Fxpense 7.4 7.3 10.5 7.4
miscellaneous Deductions 2.2 48.3 15.9 2.1

Excess of RUm til8e 6 Deductions over AGi 0.1 47.7 1.0 a

Taxable Income 80.6 37.0 45.2 50.8

Tax at Normal Ratee 4.1 21.4 28.2 49.2
Seviag from Alternative Tax 5/ 0.2 0 * 0.3
Saving from Maximum Tax 1/ 3.1 1.3 2.2 3.1
Savima from Income Avreatna 0.6 0.1 0.2 0.7

Tax before Credits 45.1 22.0 25.8 45.3
Tax Credits 1.1 22.0 23.9 1.0
Foreign Tax Credit 0.4 21.9 23.2 0.3
Investment Credit 0.7 0.2 0.7 0.7
All Other Creits 6/ a 0 0 C
T&x After Credits 44.0 1.9 44.3
Maniajtex 2.3 0 2.6 2.3
Totel ZIce. e Tax 46.3 0 4.5 46.6

Deduction Equivalent of Tax Credits 7/ 1.6 35.0 36.4 1.4

Taxeble Incoe which would yield: I/
Income Tax before Credits 74.8 35.0 41.5 75.0
Income Tax after Credits 73.1 0 5.1 73.6
Total Income Tax 76.5 0 10.6 76.9

Number of Tax Returns Represented 39,346 42 178 39,126
in the tabulation

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Aalysts

Sea Uniform footnotes following Table 76-S in Appendix A.

Source: 1976 Statistics of Income.

a Loss thn 0.05 percent.

-87-
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Uniform Footnotes for Tables in Appendices A, B, and C

1. Investment interest not in excess of investment income.
Investment interest is defined as total interest paid
less mortgage interest. Investment income consists of
dividends (before the $100 exclusion), interest, and
realized capital gains (including the exceeded portion
of long-term capital gains).

2. The amount of percentage depletion in excess of the
adjusted basis of the property. The excess of
accelerated over straight-line dpereciation on low
income rental housing, on other real property, and on
personal property subject to a net lease. Rapid
amortization deductions in excess of otherwise allowable
depreciation for certified pollution control 'acilities,
railroad rolling stock, and on-the-job training and
child care facilities.

3. Investment interest not in excess of investment income.,
Investment interest is defined as total interest paid
less mortgage interest. Investment income consists of
dividends (net of the $100 exclusion), interest, and
realized capital gains after deducting the excluded
ortion of long-term capital gains. This definition
offers from the definition in footnote 1 because the

excluded portion of long-term capital gains and the
dividend exclusion are omitted from AGI whereas they are
included in expanded income.

4. Investment interest in excess of investment income.
Investment interest (as defined in footnote 3) in excess
of the the amount allowed as investment interest not in
excess of investment income.

5. Savings from the alternative tax or the minimum
tax on earned income are included on the appropriate
line even if the taxpayer foregoes them in order to
calculate his tax liablllty under the income averaging
procedure.

6. All other credits include the child care credit, the
credit for contributions to candidates for public
offices, the retirement income credit or the credit for
the elderly (depending on the year), the work incentive
(WIN) credit, the credit for purchase of a new
residence, and the earned income credit. The general
tax credit not included.

-88-
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7. The deduction equivalpst of tax credits is caluclated in
order to allow tha relative importance of deductions and
credits to be compared. The deductionequivalent'is
defined es the difference between the taxable income
which would yield tax before credits and the taxable
income which would yield tax after credits.

8. The amount of income which taxed under the appropriate
ordinary tax rate schedule would yield tax after credits
plus the minimum tax. For purposes of this computation,
the general tax credits available in 1975 and 1976 have
been ignored.

Office of the Secretary of the Treasury August 25, 1915
Office of Tax Analysis

-89-
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Table 76-9

Croes-ClsiflestIoe of lumbers of Tax Returns by Income Class by Alternative lncome Coacepts
--All Returns. 1976

Ssase Tiem s $50.000 to s $100,000 to 3 $200,000
. Total 3 $0000 I 8100.000 3 6200.000 1 end over

tall"
Loss tban $ 50,000
4 50,000 to $100.000
$100,000 to $200.000
$200,000 and over

lianded locome
Total

Le8 than- $ 50,000
$ 50,000 to $100.000
$100.000 to $200,000
$200,000 and over

lx~nded Income
Total

Lass than $ 50,000
$ 50,000 to 6100.000
$100,000 to $200.000
$200,000 end over

Adjusted Gross Iocose
Total-

Laes then $ 50.000
$ 50,000 to 6100,000
1100.000 to $200,000
$200,000 en over

Adjusted Cross [ncow
Total

Less tun $ 50.000
$ 50.000 to $100.000
$100,000 to $200,000
$200.000 and over

Adjusted Gross Income
pluE Prferesees

Total
Less than $ 50,000
$ 50,000 to $100.000
$100,000 to $200.000
$200,000 and over

...................-- -- Adjusted Cross Income -- --------- .........---- --------
84,670,389 83,495,452 948,034 185.142 41,761
83,408,673 83,389,317 19,149 193 14
1,003.051 103,478 894,752 "5,597 24

204,278 2,058 33,287 167,743 1,188
53.587 599 846 11.607 40,535

--................-Adjusted
84,670o389 83,379.625
83,408,673 83,379,625
1,003,851

204,278
53,587

Cross Income plus Prefere s -----
1,021,791 212,461 56,512

28,822 195 31
992,969 10,858 24

201,408 2,870
53,587

-.------------- Adjusted Gross Income sinus Investment Interest ------...------
84,670,389 83,528,276 925.033 176,934 39,346
83,408,673 83.400,673

1,003,851 116,367 887,484
204,278 2,529 37,337 164,412
53,587 707 1,012 12,522 39,346

----------.--------------- Adjusted Cross Income plus
84.670,389 83,379,623 1,021,791
83,495,452 113,100

948,034 908,691
185,142
41,761

-------------- Adjusted Gross
84,670,389 83,528,276
83.495,452 83,495,452

948,034 32,460
185,142 326
41,761 38

Preferences -----.......
212,461 56,512

2,120 607
38,338 1,005

172.003 13.139
41,761

Income minus Investment Interest ---------------
925,833 176,934 39,346

915,574
10,160

99
174,656

2,278 39,346

----------------- Adjusted Cross Income minus Investment Interest -..---------
84,670,389 83, 528,276 925,833 176.934 39,346
83,379,625 83,379,625
1,021,791 144,262 877,529
212,461 3,560 46,828 162,073
56,512 829 1,476 14,861 39,346

Office of Lbs Secretary of the Treasury
office of the Secretary of the Treasury
Office of Tea Analysis

Source: 1976 Statistics of Income.

July 12. 1978

-90-
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Table 76-10

Cross-Claesificstion of Numbers of Tax Returns by Income Class by Alternative Income Concepts
-- Nontaxable Returns, 1976

SI Less Than : $50,000 to 9 s100,000 to I 9000,0QQ
I Total J 150,000 $100.000 t 1200.000 and over

Ixnsnded InoeTotal
Lees than $ 50,000
8$50,000 to $100.000
$100.000 to $200.000
$200,000 end over

epsneAd Inom2e
Total

Less then $ 50.000
$ 50,000 to $100,000
$100,000 to $200.000
$200.000 end over

Eggeded Ioame
Total

Lees tham 1 50,000
$ 50,000 to $100,000
$100,000 to 1200.000
$200,000 and over

adjusted ross IncomeTote 1
les than $ 50,000
$ 50,000 to $100,000
$100,000 to $200,000
$200.000 &nd over

Adjusted Cros# local"
Total

Less than $ 50.000
4 50,000 to $100,000
$100.000 to $200,000
$200,000 and over

Adjusted Gross Income
/cluE Preferences

Total
Less than $ 50,000
$ 50,000 to $100.000
$100.000 to $200,000
$200,000 and over

----------------------------- Adjusted Crowi
20,24,022 20,245,282 3,180
20,244,296 20,243,890 393

4,104 1,271 2,765
533 109 7

89 12 15

GAdjusted Cross Income
20,249.022 20.243,726 4,480
20,244.296 20,243,728 554

4,104 3,926
533
89

I Income - .---------------- - -.....
492 68

3 10
64 4

406 11
19 43

plus Preference
700 114

4 10
174 4
522 11

89

-.------------- Adjusted Gross Income minus Investment interest---
20.249,022 20.245.824 2,721 435 42
20,244,296 20,244,296

4,104 1,405 2,699
533 110 7 416

89 13 15 19 42

------.--------.----- Adjusted Gross Income plus Prefernce
20,249,022 20.243,728 4.480 700 114
20,245,282 20,243,728 1,432 110 12

3,180 3,048 117 15
492 473 19

68 68

---------------. Adjusted Gross Income minus
20,2J9,022 20,245,824 2,721
20,245,282 20,245,282

1,140 504 2,676
492 27 40

68 11 5

------------- Adjusted Cross Income Minus
20,249,022 20.245,824 2,721
20,243,728 20.243,728

4,480 1,825 2,655
700 248 66
114 23 20

Investment interest ---------------
435 42

425
10 42

investmet Interest--
435 42

406
29 42

Offices of the Secrstsry of the Treasury July 10, ~Ie
Office of the Secretory o0f th Treasury
Office of Tax Analysis

Source: 1976 Statietics of Income

-91-

July 12, 197.



1318

Appendix 8

1975 Data

List of Tables in Appendix B

Table
Number Title Pa

75-1 Income, Deductions, Credits and Taxes
for Tax Returns with Expanded Income
of $200,000 or Over -- 1975: Aggregate
Data 98

75-2 Income, Deductions, Credits and Taxes
for Tax Returns with Expanded Income
of $200,000 or Over -- 1975: As
Percentages of Expanded Income 99

75-3 Income, Deductions, Credits and Taxes
for Tax Returns with Ad;justed Gross
Income of $200,000 or Over -- 19757
Aggreegate Data 100

75-4 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or over -- T737:
As Percentages of Adjusted Gross Income 101

75-5 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences of $20T'0M
or Over -- 1975: Aggregate Data 102

75-6 Income,-Deductions, Credits and Taxes
for Tax Returns with Adiusted Gross
Income plus Preferences of 20W0DU
or Over -- 1975: As Percentages of
Adjusted Gross Income plus Preferences 103

75-7 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest of
$200,000 or Over -- 1975: Aggregate
Data 104

75-8 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest of
$200,00 or-Over -- 1975: As
Percentages of Adjusted Gross Income
minus Investment Interest 105

-93-95--
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75-9 Cross-Classification of Numbers of Tax
Returns by Income Class'by Alternative
Income Concepts -- All Returns, 1975 106

75-10 Cross-Classification of Numbers of Tax
Returns by Income Class by Alternative
Income Concepts -- Nontaxable Returns,
1975 107

-97-
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Table 75-L

Income. Deductions, Credits, and Taxes for Tax ReturLs
vith -a of $200.000 or Over -- 1975

Aggregate Deta
($ in thousands)

130006, Fix 008CR?
Act FM t MYRI

AOl NTI180 IIX U1'Mt6T INTUITr (C IMYZ89T IM00MX
Inveetmet Interest -Investment Icos a1
Tax Preferences

Excluded 14-Term Capital Goane
Dividend Wleion
Oe Tea Psefeece 2/

Deltte

Al of Returs with A ! 1 0
RoPt ions
Standard Deductions
litmsed Deduction$

Charitable Cotributions
Interest[ Total
Nome Moutgage
Invest. Interest 4 Invest. Income 3/
Invest. Interest ) Invest. Income 4/

Medical
Casualty
Tax Expense

o isellaneous Deductions
Saces of Rxemtions A Deductions over AGI

Taxable Incose

Tax at Normel Rates
Solving from Alternative Tax I/
Saving from, Miaum Tax )1
kleva from Incom Averasina

Tax Bfore Credits
Tao Credits
Foreign Tax Credit
levatamet Credit
All Other Credits 61
Tax After Credits
Minma.~ Tax

Total Iscoes Tax

Dod uctioa Squivalent of Tax Credits 7/

Taxable Income vhich vould yields /
tncome Tex before Credits
Income Tax after Credits
Total Income Tax

Number of Tax Returns Represented in the tabulation

I I
All

Returns

16,852.472

16,852,472
17,318,131
13.161.611

465.659
3.700.821
3.097,209

5,913

- 26,442
13,617,309

107,622
2,580

2,975,329
1,016,809

594,532
61,658
455,699
77.175
31,147
24,052

969.228
339,561
31,897

10,590,121

6,340,213
31,149

334,153
123,664

5,853,658
157,176
56,069
99,451
1.656

5.696.482
109,981

5.806.462

240,178

9,878,904
9o638.726
9.826.656

40.884

!1
Nontaxble

Returns

81,111

81,111
97,916
44,316
16.605
37,348
34,850

26
2.471

67,705
-7.134
60, 569

602
7

74,894
11,127
31.292

664
16,253
14,375

401
7,772
8,228

16.074
15.102

7,305

4,117
12

180
198

3,926
3,926
3i681

241
4

0
0
0

6,728

|
!

6,728 101,285
0 43,128
0 113,030

215 1,409

Office Or t~e netretery or tile Treacury
Ocfucs of te Secretary of the tresury

Office of Tax Analysis

SaeUeiform footnotes following Table 768 in Appendix A.

Sources 1975 Internal Revenue Service tax model.

-98-

$I
!

July 24. 198

..... • ' ":.. '.._.

Nearly
Nontaxable
Returns

824,351

824.351
948.605
356,026
124,254
473,920
389.016

207
84. 695
482,361
- 7,676
474,685
3.887

54
383.05
96,624
148,522
6,583

118,659
23,278
2,997
3,530

54,813
76,599

109.602

57.188
164

1,050
3,777

52.194
34.570
24,894
9.662

14
17,62136,632
54,254

58.157

All utner
Taxable
Returns

15,947,009

15.947.009
16.271,609
12,761.269

324,601
3.189.555
2,673,342

5.681

13.093.81
- 11,631
13.062.057

103,133
2,520

2.517.350
909,050
414,717
54,406

320.787
39.523
27,750-
12,750

906,186
246,889
2.530

10.473.215

6,278,708
30,973

332,923
119.689

5.797.538
118.677
27,494
89,547
1636

5.678,860
73 348

5,752, 09

175,292

9.770.891
9.595.599
9,713.628

39.260
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Table - 75-2

Income, Deductions, Credits. and Taxes for Tax Returns
with Expended Income of $200.000 or Over -- 1975

As Percentagne of Expanded Income

All
tetuR

ICOM, FU CO'iCDT 100. 0

KXGPAVD INOM 100.0€

AG! flAIS ?tF.UCtS 102.9
AGI KNh IVuISUIT INTtUT 4 INVES EIT INOtMM 78.1

Investment Interest < lvestmnt income 1/ 2.6
Tax Preferencee 22.0

Excluded lon n-Tem Capital Canl 18.4
Divided Exclusion
Ocher Tax Prefereaces 2/ .. 3.__1

AWJU6rD 0oo5s INCZ 81.0Defictts - 0.2

A01 of Reetun vith AG ) 0 60.8
Zsesptionse 0.6
standard beductfose t
Itmisd Deductione 17.7

Charteble Contributions 6.0
Interests Total 3.5

Voe hortgage 0.4
Invest. Interest 4 Invest. Income 3/ 2.7
Invest. Interest 3 Invest. Income 4/ 0.5

medical 0.2
Casualty 0.1
Tax Expens 5.8
Nicellaneoua Deductions 2.0
cese of Exsmtions & Deductions over AG 0.2

Taxable Income 62.8

Tax at Normal Rates 37.6
Saving from Alternative Tax / 0.2
Saving from Keximum Tax 1/ 2.0
RAvin ne ro lcno Avoreuing 0.7

Ta bore CreditS 34.7
Tex Credits 0.9
Foreign Tax Credit 0.)
laveetmeat Credit 0.6
All Oher Credits 61 5

te ter Credits 33.8
Hislam Tex 0.6
Total Income Tax .4

Deduction Squivaleat of Tax Credits 71 1.4

Taxable Income which would yields I/
Income Tax before Credits 58.6
Income Tax after Credite 57.2
Total Income Tax 58.3

Number of Tax Returns Represented 40,884
in the teulation

Office of the Secretary of the Treasury

Office of Tax Analyeie

See Uniform footnotes following Table 76-S In Appendix A.

Sources 1975 Internal Revenue Service tax model.

G Loes than 0.05 percent.

I I
s
F

!

6.3 12.3
0 5.2
0 13.7

215 1.409

July 24. 198

-99-

34-369 0 - 78 " S

!s
I

61.3
60.2
60.9

39.260

*os

It

Notaxable
Returns

100.0 I

100.0
120.7
54.6
20.7
46.0
43.0

3.0
63.5

-6.6
74.7
0.7

92.3
13.7
38.6
0.8

20.0
17.7
0.5
9.6

10.1
19.8
18.6

9.0

5.3

0.2
O.2
4.8
4.8
4.5
0.3

0
0

8.3

eerLy
Nont exable
Ret urns

100.0 I

100 0
115.1

43.2
15.1
57.5
47.2
a

10.3

-0.9
57.6

46.5
11.7

18.0
0.8
14.4
2.0
0.4
0.4
6.6
9.3

1.?

13.3

6.9

0.1

6.3
4.2
3.0
1.2

2.1
4.4
6.6

7.0

All other
Taxable
Returns

100.0 1

100.0
102.0
60.0
2.0

20.0
16.6

82.1
-0.1

0.6

15.6
5.7
2.6
0.3
20
0.2
0.2
0.1
5.7
1.6

65.7

39.4
0.2
2.1
0.6

36.4
0.7
0.2
0.6

35.6

36.1

1.1
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Table 75-3

Income, Deductions. Credits and Taxes for Tax ?*turns
with Adjusted Gross Income of $200.000 or over -- 1975

Aggregate Det
($ in thousands)

lNCG, ?a CONCEPT

WAID IU02I

AGI PUll PmFIZrtncS
AGI MIl IIVESTMIN INTEREST I INVESTKNT IN0CEMl

Investment Interest < Investment Income 1/
Tax Preferences

Zxcluded LonS-Term Capital Gains
Dividend Exclueion
Other Tax Preferences 2/

ADJUSTED CROSS IaDWZ
Dficite

A6 of Returns with AGI > 0
Exempt ions
Standard Deductions
Itemined Deduct ions

Charitable Contributions
Interest: Total
Home Mortgage
Invest. Interest < Invest. Income 3/
Invest. Interest > invest. Income 4/

Medical
Casualty
Tax Expense
Miscellaneous Deductions

Excess of Exemptions 4 Deductions over A.I

Taxpble Income

Tax at Normal Rates
loving from Alternative Tax 5/
Saving from Maximum Tax 5/
Saving from I oe Aversiins

Tax Before Credit.
Tax Credits
Foreign Tax Credit
investment Credit
All Oter Credits 6/
Tax After Credits
Minlaum Tax
Total Income Tax

Deduction Squivalent of Tax Credits 7/

Taxable income which vould yield: S/
Income Tax before Credits
Income Tax after Credits
Total Income Tax

VU,.ber of Tax Rturns Represented in the tabulation

All
Returns

12,682,728

14,779,494
15,326,302
12,149,648

534,039
2,643,575
2,191.266

4,960
447.349

12,682,728
0

12,682,728
89,711

1,484
2,901,840

968,519
681,502
54,248

534,03;
93,2.6
25,238
18,848

891,128
316,404
31.026

9,720,721

5,903,344
25,541

333,701
88,003

5.457,908
141,285

54,100
85,859
1,326

5,316,625
72.317

5,388,942

209,927

9,074,719
8,864,792
8,975,907

33,606

t
3 Nontexable

S Returns

117,100

65.809
124,283
60,027
57.073
7,183
6,212

38
932

117,100
0

117,100
701

7

127,044
13,661
80,416

1,155
57,073
22,187

537
3,967
10,015
18,448
18.228

7.576

4.404
12
180
199

4,012
4,011
3,763
243

5
0
0
0

6,984

t Nearly
t Nontaxable
,t Re turns

382,812

330,472
467.749
242,992
139,819
84,938
65,815

115
19.007

382,812
0

382,812
2,004

13
315,771
64,160
172,118
4,961

139,819
27,340
1,469
2,709
32,305
47,011
8.011

69,036

37,81L
119

1,010
1.485
35,202
24,706
22,049
2,650

7
10,493

5.670
16,164

38,244

6,984 64,758 9,002,978
0 26,514 8,838,278
0 38,126 8,937,781

260 732 32,614

Office at the Secretary of the Treacury
Office of the Secretary of the Treasury

Office of Tax Analysie

See Uniform foototos foUowing Table 76-8 in Appendix A.

Source 1975 Internal Revenue Service tax model.

-100-

July 24, 1970

I All Other
I Taxab le

12,182,017

14,393,214
14,734,271
11,845,670

337,147
2,551,454
2,119,238

4,807
427.409

U3,182,817
0

12,182,817
87,007
1,465

2,455,025
890,698
428,969
48,133

337,147
43,690
23.232
12,172

849,008
250,945

4,787

9,644,106

5,861,123
25,410

332,512
86.319

5,418 694
112,563
28,286
82,963

1,314k
5,306,132

66.647
5,372,779

164,700

I
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Table 75-4

Income. Deductions. Credits, and Taxes for Tux Returns
with Adlujt Gross Income of $200.000 or over -- 1975

As Percentages of Adjusted Gross Income

All
Return

fICos*, PER CONCEPT 100.0
EXPANDED 1IND0 116.5
AGI PLUS PRZrERENCES 120.8
ACT MINUS INVESTMENT INrERST < INVESTKENT INCOME 95.8

Investment Interest < Investment Income 1/ 4.2
Tax Preference& 20.8

Excluded Lon-Term Capital Gains 17.3
Dividend Exclusion
Other Tax Preferences 2/ 3.5

ADJUSTED GROSS INCOME 100.0
Deficits 0
AGI of Returns with AGI > 0 100.0

Exemptions 0.7
Standard Deductions 5

Itemized Deductions 22.9
Charitable Contributions 7.6
Interest: Total 5.4

HoMe Mortgage 0.4
Invest. Interest < Invest. Income 3/ 4.2
invest. Interest ) Invest. Income 4/0.7

Medical 0.2
Casualty 0.2
Tax Expense 7.0
Miscellaneous Deductions 2.5

Excess of Exemtions & Deductions over ACT 0.2

Taxable Income 76.6

Tax at Normal Rates 645.6
Saving from Alternative Tax S/ 0.2
Saving from Maximum Tax 5/ 2.6
Savinl from Income Averaging 0.7

Tax Before Credits 43.0
Tax Credits 1.1
Foreign Tax Credit 0.4
lavestment Credit 0.7
All Oter Credits 61 .
Tax After Credits 41.9
Ninimam Tax 0.6
Total Iacoma Tax 42.5

Deduction Equivalent of Tax Credits 71/ 1.7

Taxable Income which would yield: 8/
Income Tax before Credit. 71.6
Income Tax after Credit. 69.9
Total Income Tax 70.8

Number of Tax Returns Represented 33,606
In the tabulation

Office of the Secretary of the Treasury
Office of Tax Analysis

See Uniform footnotes fol loving Table 76-8 in Appendix A.

Source: 1975 Internal Revenue Service tax model.

Nontax.able

6.0 16.9
0 6.9
0 10.0

260 732

i Less than 0.05 percent.

-101-

t
I

73.9
72.6
73.4

32,614

July 24. 1978

Ii

Notaxable
Returns

100.0 2

56.2
106.1
51.3
48.7
6.1
5.3

0.8
100.0

0
100.0

0.6
a

108.5
11.7
68.7
1.0

48.7
19.0
0.5
3.4
8.6
15.8
15.6

6.5

3.8

0.2
0.2
3.4
3.4
3.2
0.2

0

0

6.0

Nearly
Nontaxable

Returns

100.0 z

83.7
122.2
63.5
36.5
22.2
17.2

5.0
100.0

0
100.0
0.5

83.5
16.8
45.0
1.3
36.5
7.1
0.4
0.7
8.4
12.3
2.1

18.0

9.9

0.3
0.4
9.2
6.4
5.8
0.7
h
2.7
1.5
4.2

10.0

All Other
Taxable
Returns

100.0 1

118.1
120.9
97.2
2.8

20.9
17.4

3.5
100.0

0
100.0

0.7

20.2
7.3
3.5
0.4
2.8
0.4
0.2
0.1
7.0
2.1

79.2

48.1
0.2
2.7
0.7

44.5
0.9
0.2
0.7

43.6
0.6

44.1

1.4
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Table 75-5

Income, Deductiona, Credits, and Taxes for Tax Returna
vith Adjusted Crs Income plu Preferences of $200,000 or Over -- 1975

INC". PER Cl CNCP

ZXPAMIDs [INOO12

AG! PLUS PRIFTIURzs
AGt KIWJS INVISlSUT INrVRKST < IIISTpIZNT IMX8

Inveatmeunt Interest < Investment Income 1/
Tax Preoereacee

Included Lon-Term Capital Gains
Dividend Exciusion
Other Tax Preference 21

AOJmSTa CR088 180086
D f~ii

AGl of Returna with AGT 3 0
axemptioas
Standard Deductions
Itmized Deductions

Charitable Contribuc tons
Interest: Totel

Sam Mrtgae
Ivest. lotorset < Invest. Incom 31/
Invest. Interest 3 Invest. Income 41

Medical
Ceaselty
Tax Expense
Miscellaeous Deductiones

ExceaM of Ixmption & Deduct ions over AGI

Taxable Income

Tax at Normal Retes
Saving from Alternative Tax SI
Savil from Naximum Tax )/
Savifm from Income Averatina

Tax Before Credits
Tea Credits

oArig Tax Cred~t
laveetment Credit
All Other Clredite 6,

Tax After Credite
Nmimam Te
Total Imcom Tax

Deduction Equivelent of Tax Credits 7/

Taxable Income which would yield: 8/
Income Tax before Credits
Income Tax efter Credits
Total Income Tax

All Nontaxable
All

Ret urns

17,912,101

17, 269,318
17.912,101
13,495,332

642,783
3.788,730
3,171,700

6,289
610.742

14.149,815
- 26.442
14.123.370

114,493
2,580

3,262,745
1,049,761
793,069
67.649
628,038
97.383
33.007
25,526

1,002,517
358,785
47,765

10.817,759

6,450,171
32,163
337,674
125.692

5,957,059
160,997
57.658
101.621
1.718

5,796,062
112.677

5.908.739

248.051

10,095,744
9,847,693

10,043,925

lmber of Tax Returne Represented in the tabulation 43,344

7.241 132,697
0 68,228
0 152,685

362 2,257

orcice or the macracery of the Traaaur~.
Sfiflorft O tlerotary or toe Treasury

Office of Tax AnalysEs

See Unierm footnotes following Table 76-8 in Appendix A.

Source: 1975 Internal Revenue Service tax model.

-102--

J

July 24, 1978

Nontaxable
Returns

157.876

95,631
157,876
55.208
62,244
41.891
38.764

50
3.077

123,119
- 7,134
115,985
1,045

7

138,332
14,177
84.462
1,341
60,777
22,344

556
8,121

11,228
19,788
24.107

7,844

4.468
12

180

4,076
4.075
3.763

307
0

0
0

7,241

Nearly
: Nontaxable

Returns

1,244,343

1.009,540
1,244.343
451,660
234.603
566,594
463.354

327
102.'912
685,426

--- 2 .67 6
677.750
6,272

54
558,265
121.390
268,185

9.932
226,089
32,164
3,569
4.151

70.508
90,162
22. 265

143.100

70,786
219

1,078

64.741
37.60!
26.222
11.361

27.140
42. 360
69.500

64,469

All Other
Taxable
Returns

16,509,882

16,164,146
16.509.882
12,988,464

345.735
3,180,245
2,669,580

5,913
504,753

13,341.267
-11.631

3.32963
107,178

2,520
2,566,148

914,194
-%40,422

56,376
341.173
42.875
28.662
13,254

920,781
248,836

1.393

10.666,815

6.374.917
31.932

336,416
120.748

5.88,242
119,319
27.674
89,951

1.694
5,768.923

70.318
5,839,240

176.342

9,955.807
9.779,465
9,891,241

40.725
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Table 75-6

Income, Deductions. Credits, and Taxes for Tax
vith Adjusted Gross Income Plus Preferences of $200,000 or Over -- 1975

As Percentages of Adjusted Gross Income Plus Preferences

1 2 t Nearly I All OCher
t All : Nontaxable & Nontaxable Taxable
I Returns : Returns : Return@ : Returns

INCOME, PER CONE' 100.4

EXPANDED INONM 96.i
AGE PLUS PREFERENCES 100.4
AGE MINUS INVESTMENT INTMST C INVESTENT INCOME 75.
Investent Interest < Investment Income 1/ 3.(
Tax Preferences 21.

Excluded Long-Terv Capital Gains 17.7
Dividend Exclusion 5

Other Tax Preferences2/ 3.4
ADJUSTED GROSS INCOME 79.0
Deficits - 0.2
AGE of Returns with AGE ) 0 78.8

Exemptions O.
Standard Deductions 5

liised Dedoctions 18.2
Charitable Contributions 5.9
Interest: Total 4.4

mose Mortgage 0.4
Invest. Interest < Invest. Income 3/ 35
Invest. Interest • Invest. Income/ 0.5

Medical 0.2
Casualty 0.1
Tax Expense 5.6
Miscellaneous Deductions 2.0
txce~s of Ugntions 6 Deductions over AGE 0.3

Taxable Income 60.4

Tax at Normal Rates 36.0
Saving from Alternative Tax 5/ 0.2
Saving from Maximum Tax S/ 1.9
Sevin& fromIncome Averatna 0.7

Tax before Credits 33.3
Tax Credits 0.9
Porsign Tax Credit 0.3
Investment Credit 0.6
All Other Creits / ,
Tax After Crdits 32.4
Himium Tex 0.6
Total Income Tax 33.0

Deduction Equivalent of Tax Credits 7/ 1.3

Taxable Income uhicbvould yield: 8/
Income Tax before Credits 56.4
Income Tax after Credits 55.0
Total Income Tax 56.1

Number of Tax Raturns Represented 43,344
in the tabulsion

Office of the Secretary of the Treasury
Office of Tax Analysis

See Uniform footnotes following Table 76-7 in Appendix A.

Source: 1975 Internal Revenue Service tax model.

a Less than 0.05 percent.

0O2

4
0
3
6
2

100.0 I

60.6
100.0

35.0
39.4
26.5
24.6

2.0
78.0

- 4.5
73.5

0.7

87.6
9.0

53.5
0.8

38.5
14.2
0.4
5.1
7.1

12.5
15.3

5.0

2.8
0
0.1
0.6
2.6
2.6
2.4
0.2

0
0
0

4.6

100.0

61.1
Ido.o
36.3
18.9
45.5
37.2

8.3
55.1

-0.6
54.5
0.5

44.9
9.8

21.6
0.8

18.2
2.6
0.3
0.3
5.7
7.2
1.8

11.5

5.7

0.1
0.4
5.2
3.0
2.1
0.9

2.2
3.4
5.6

5.2

4.6 10.7
0 5.5
0 12.3

362 2,257

July 24, 1976
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100.0 1

97.9
100.0
78.7
2.1

19.3
16.2

a
3.1

80.8
-0.1

60.7
0.6
1

15.5
5.5
2.7
0.3
2.1
0.3
0.2
0.1
5.6
1.5

64.6

38.6
0.2
2.0
0.7

35.7
0.7
0.2
0.5

34.9
0.4

35.4

1.1

60.3
59.2
59.9

40.725
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Table 75-7

Income. Deductions, Credits. and Taxes for Tax Returns
with AdJusted Gross Income minus Investment Interest of $200,000 or Over -- 1975

Aggregate Data
($ in thousands)

All
Returns

Nontaxable
Returns

Nearly
Nontaxable

Returns

All Other
Taxable
RrLrnL

I8C013, PE CONCEPT 11,788,400 47.469 170,417 11,570,514

WANDED INCOME 14.282,404 51,402 205,307 14,025,695
AGI PLUS PREPERENCES 14,629.433 65,669 247,897 14.315.866
AGI MINUS INV MNT INTEREST < INVESTMENT IN0ME 11,788,400 47.469 170,417 11.570.514

Investment Interest C Investment Income 3 358.213 13.853 38,294 286.066
Tax Preferences 2,502,820 4.349 39.184 2,659.287
Excluded Lons-Term Capital Gains 2.073,083 3,803 29.256 2,040.023
Diuldend Exclusion 4,602 16 52 4,533
Other Tax Preference 2/ 425,135 530 9.875 414,729

ADIUSTID GROSS INCOMW 12,126,613 61.321 208,712 11,856,580
Deficits 0 0 0 0
AGO of Returns vith AGI 3 0 12.126,613 61.321 208.712 11,856,580

Exemptions 83,477 326 919 82,234
Standard Deductions 1,484 7 13 1,465
Itmeased Deductions 2,582,521 63,325 162,271 2,356,925

Charitable Contributions 931,624 10,209 43,090 878,324
Interest: Total 461,584 28,631 61,393 371.560
Noe mortgage 49,360 602 3,644 45,113
Invest. Interest < Invest. Income 3/ 338,213 13.853 38,294 286.066
Invest. Interest > Invest. Income / 74,011 14,176 19,453 40.382

medical 23,644 387 813 22.444
Casualty 17,690 3.585 2.610 11.495
Tax "npe"e 854,672 6,762 20.523 827,388
Miscellaneous Deductions 293,306 13,750 33,844 245,711

9xces# of Exmptions 6 Deductions over AG 16,545 9,22 3,253 3,.970
Taxable Income 9,475.676 6.986 48,765 9.419.927

Tax at Normal Rates 5.780.41'7 4,223 28,842 5,747.410
Saving from Alternative Tax S/ 24.373 12 88 24,274
Saving from K1axlmw Tax V/ 330.005 180 934 328,891
Savln from income Aversaing 84.827 198 734 83,895

Tax Before Credits 5,343,035 3,838 27,086 5.312,111
Tax Credits 137,006 3,837 22.300 110,869
Foreign Tax Credit 52,906 3.676 20,844 28,387
Investment Credit 82,816 157 1,454 81,205
All Other Credits 6/ 1,284 4 2 1,277
Tax After Credits 5,206.027 0 4,787 5,201,241
NInTaxm tee 65,210 0 2.930 62,275
Total Income Tax 5,271,237 0 7,717 5,263,520

Deduction Equivelent of Tax Credits 7/ 201,786 6,415 33,696 161.675

Taxable income which vould yield: 8/
Income Tax before Credits 8,842,379 6,415 46.010 8,789.954
Income Tax after redits 8,640,593 0 12,314 8.628,279
Total Incom Tax 8.737,761 0 18,121 8,719,640

Number of Tax Returns Represented in the tabulation 31,391 126 345 30,920

Office of the Secretary of the Treasury July 24. 1978

Office of Tax Analysis

See Uniform footnotes following Table 76-8 in Appendix A.

Source: 1975 Internal Revenue Service tax model.
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Table 75-8

Income. Deductions. CradLts. and Taxes for Tan Returna
with Adjusted Gross Income minus Investment Interest of $200,000 or Over -- 1975

As Percentages of Adjusted Cross Income luaus )nveament Interest

, Nearly i All Other
a All I Nontaxable I INontaxable : Taxable
I Returns Returns I Returns t Returns

INCOM, PER CONCEPT 100.0 1 100.0 1 100.0 1 100.0 l

WI9NIDED INOMec 121.2 106.3 120.5 121.2
Ac! PLUS PREFICES 124.1 138.3 145.5 123.7
AGI sINJS INVYSMNT INTR EST < INVESTI3DOT INC04E 100.0 100.0 103.0 100.0

Investment Interest c Investment Income 1/ 2.9 29.2 22.5 2.5
Tax Preferences 21.2 9.2 23.G 21.2
Excluded Long-Term Capital Gains 17.6 8.0 17.2 17.6
Dividend Exc lsioa C •
Other Tax Prefere cis 2/ 3.6 1. 5.8 3.6

ADJUSTED GAOSS awlU 102.9 129.2 122.5 102.5
Deficits 0 0 0 0
AC! of Returns with Act 3 0 102.9 129.2 122.5 102.5

Exemptions 0.7 0.7 0.5 0.7
Standard Deductions ,
Itmited Deductions 21.9 133.4 95.2 20.4
Charitable Contributions 7.9 21.5 25.3 7.6
Interest: Total 3.9 60.3 36.0 3.2

Home mortgage 0.4 1.3 2.1 0.4
Invest. Interest < Invest. Income 3/ 2.9 29.2 22.5 2.5
Invest. Interest ) Invest. Income 4/ 0.6 29.9 11.4 0.4

Medical 0.2 0.8 0.5 0.2
Casualty 0.2 7.6 1.5 0.1
Tax Expense 7.2 14.2 12.0 7.2
Nlscellaneous Deductions 2.5 29.0 19.9 2.1

Excess of s tiions 6 Deductions over AGI 0.1 19.6 1.9 a

Taxable Income 80.4 14.7 28.6 81.4

Ta at Normal Rates £9.0 8.9 16.9 49.7
Saving from Alternative Tax S/ 0.2 0.1 0.2
Saving from XazLmum Tax S/ 2.8 0.4 0.6 2.8
S avin from Income Averaging 0.7 0.4 0.4 0.7

Tax Defore Credits 45.3 8.1 15.9 45.9
Tax Credits 1.2 8.1 13.1 1.0
Foreign Tax Credit 0.4 7.7 12.2 0.2
Invesmnt Credit 0.7 0.3 0.8 0.7
All Oaer Credits 61 C 5 *
Tax Altar Credts 44.2 0 2.8 45.0
Miansm Tax 0.6 0 1.7 0.5
Total Iscome Tax 44.7 0 4.5 45.5

Deduction Equivalent of Tax Credits 7/ 1.2 13.5 19.8 1.4

Taxable Income which vould yield: S/
Income Tax before Credits 75.0 13.5 27.0 76.0
Income Tax after Credits 73.3 0 7.2 74.6
Total Income Tax 74.1 0 10.6 75.4

Number of Tax Returns Represented 31,391 126 345 30,920
in the tabulation

Office of the Secretary of the Treasury July 24, 1978
Office of Tax Analysis

See Viaform footnotes fol loving Table 76-8 in Appendix A.

Source: 1975 Internal Revenue Service tax model.

* Less than 0.05 percent.
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Table 75-9

Cross-Clasificstion of Numbers of Tax Returns by Income Class by Alternative locos Concepts
-- All Returns, 1975

I I Less Than 1 $50,000 to : $100,000 to
i Tatal I 50.000 1 2100.000 9 8200.000

Expanded [acose
Total

Less than $ 50,000
$ 50,000 to $100,000
$100,000 to $200,000
$200,000 and over

Expnded Income
Total

Lees than $ 50,000
$ 50,000 to $100.000
$100,000 to $200,000
$200,000 end over

Expanded Income
Total

Les than $ 50,000
$ 50,000 to $100,000
$100,000 to $200,000
$200,000 and over

Adjuted Grase Income
Total

Less than $ 50,000
* 50.000 to $100,000
$100,000 to $200,000
$200,000 and over

Adjusted Grae Incgme
Total

Lees than $ 50.000
$ 50,000 to $100.000
$100,000 to $200,000
$200,000 sad over

Adjusted Grosa Income
plus Preferences

Totel
Less than 1 50,000
* 50,000 to $100.000
$100,000 to $200,000
$200,000 and over

------------.-----------Adjusted Gross Income -- . ..---------------------------
82,229,182 81,262,674 780,470 152,432 33,606
81,215.630 81,197,893 17,524 160 33

807,399 63,103 738,376 5,825 95
165.269 1,307 24,156 138,670 1,136
40,884 371 414 7,757 32,342

..................- Adjusted Gross Income plus
82,229,182 81,190,697 821,253
61,215,630 81,190,697 24,477

807,399 796,776
165,269
40,684

Preferences----- -----------
173,888 43,344

418 38
10,481 142
162,969 2,280

40,884

--------------- Adjusted Gross Income Minus Investmet lntereast--.---
82,229,182 61,289,752 762,709 145,330 31,391
81,213,630 81,215,630

807,399 71,746 735,653
165,269 1,890 26,480 136.899
40,884 486 576 8,431 31,391

-------------------------- Adjusted Gross Income plus
82,229,182
81,262,674

780,470
152,432
33,606

61,190,697
81,190,697

-----... ousted Gross
82,229,162 81,289,752
81,262,674 81,262,674

751,479 26,582
152,432 410
33,606 86

821,253
70,022

751,231

Preferencess---...........
173,888 43,344
1,569 386
28,747 492

143,572 8,860
33,606

Income sinus Inveatment Interest -. .---.------
762,709 145,330 31,391

751,915
8,678

143

--- Adjusted Gross Income minus
82,229,182 81,289,752 762,709
81,190,697 81,190,697

821,253 94,959 726,294
173,888 3,412 35,42
43,344 684 973

Office of cbs Secratery of the Treasury
Office of the Secretary of the Tresury
Office of Tax Analysis

Sourcet 1975 Internal Revenue Service Tax Model.

143,344
1,986 31,391

Investment Intsrest--
145,330 31,391

135,034
10,296 31,391

July 12, 1911
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Table 75-10

Crosa-Classiflcatlon of Numbers of Tax Returns by lncoe Class by Alternative Income Concepts
-- Nontaxable Returns, 1975

t SS Los Than t $50,000 to J $100.000 to 1 $2000000
1 Total 1 850,000 1 810,000 I 1200.0M0 a and over

Less than 8 50.000
$ 50,000 to 800,000
$100,000 to $200.000
$200,000 and over

expendd Income
Total

Loe than $ 50,000
$ 50.000 to $100.000
$100.000 to $200.000
$200.000 sad over

Expanded tncoe
Total

Loe than 8 50.000
$ 50.000 to $100,000
$100,000 to $200,000
$200,000 and over

Adiueted Gross Income
Total

LUs than $ 50,000
$ 50,000 to $100,000
$100.000 to $200,000
0200,000 ad over

Adjuste ross Inccm
Total

Lass than $ 50,000
$ 50,000 to 6100,000
$100,000 to $200.000
$200.000 and over

Adjusted Croom Income
plue Preforeacos

Total
Lass than $ 50.000
$ 50.000 to $100.000
$100.000 to 0200.000
$200.100 and over

---------------------------- Adjusted Gross
20.822,251 20,616.533 4,749
20,816.696 20,815,601 958

4.654 779 3,617
686 107 152
215 46 22

--------------- Adjusted Cross Income
20,822,251 20.813.859 6,607
20,816,696 20,813,859 2,467

4,654 4,140
686
215

709 260
115 22
219 39
366 61

9 138

plus Prafrqnces
1,423 362

343 27
471 43
609 77

215

-----------. Adjusted Cross Income sinus Investment Interest-----
20,822,251 20.817.839 3,879 407 126
20,816,696 20,816,696

4,654 876 3,778
686 212 87 387
215 - 55 14 20 126

-----------.- .------- Adjusted Gross Income
20,822,251 20,813.859 6,607
20,816,533 20,813,859 2,498

4.749 4,109
709
260

GAdjuted ross
20,832,251 20,817,839
20,816.533 20,516.533

4,749 1,135
709 141
260 30

--Adjusted Gross
20.822,251 20,817,839
20,813,859 20.813,859

6,607 3,279
1,423 596

362 105

orrlce or the Sscretary of the Treasury
Office o. thue Secretary of the treasury

Office of Tax Analysis

Source: 1975 Internal Revenue Service Tax Model.

plus Preference
1,423 362

123 53
618 22
682 27

260

locoe minus Investmeat Interest----------
3,879 407 126

3,614
229
36

339
68 126

Income minue investment lntrast-
3,879 407 126

3.328
501

50
326
81 126

July 12, 1978

-107-
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Appendix C

1974 Data

The eight tables in this appendix contain aggregate data
and percentage distributions of the income, preference,
deduction, credit, and tax items from 1974 returns. They are
the counterparts to Tables 76-1 through 76-8 for 1976 and
Tables 75-1 through 75-8 for 1975. They are similar to the
Tables 15 through 22 in last year's high-income report, with
two major exceptions. The first change is that the nearly
nontaxable group has been redefined to be consistent with the
definition for 1975 and 1976 used throughout this report.
Nearly nontaxable returns are those returns which show some
tax liability but which have a ratio of taxable income to
income of less than 20 percent. 1/ The redefinition of
nearly nontaxable returns also required a revision of the
data for all other taxable returns. Again consistent with
the data for 1975 and 1976, the second change is that in the
percentage tables the income concept used as the classifier
is considered to be 100 percent in 1974-1975 report,
expanded income was 100 percent on all tables, regardless of
the classifier.

The data in this appendix, along with all other 1974
data in this report and all 1974 data in last year's
high-income report, are derived from the 1974 Internal
Revenue Service tax model. It has just been discovered that
there is a systematic error in the 1974 IRS tax model and
that all of the 1974 data in both last year's and this year's
high-income report are subject to revision. The weights
assigned to some of the specific tax returns in the model
were incorrect. As a result, some of the population
estimates from the 1974 IRS tax model are too large. The
incorrectly weighted tax model indicates that there are
36,015 returns with adjusted gross income of $200,000 or more
as compared to 31,132 in the correctly weighted 1974

1/ The denominator in the taxable income to income ratio is
whichever income concept is used for selection and
classification for that particular table.

-109-
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statistics of Income file from which the tax model itself was
derived. This represents a 16 percent overstatement in the
number of high-income returns. However, since the number of
nontaxable returns appears to be correct, only the numbers of
nearly nontaxables and of all other taxables are inflated.
It is believed that the overestimates of the numbers of
high-income returns for the three other income concepts are
of the same order of magnitude.

While these errors are disturbing, we do not believe
that they make the 1974 data published so far useless. The
dollar aggregates of income, deductions, credits, and taxes
attributable to these high-income returns are incorzIect, but
the distributions are correct. Thus, the shares representing
the relative importance of each deduction, etc., which are
shown on the even numbered tables are essentially correct.

-110-
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List of Tables in Appendix C

Table
Number Title Eae

74-1 Income, Deductions, Credits and Taxes
for Tax Returns with Expanded Income
of $200,000 or Over -- 1974s Aggregate
Data 112

74-2 Income, Deductions, Credits and Taxes
for Tax Returns with Expanded Income
of $200,000 or Over -- 13974 Xs
Percentages of Exprnded Income 113

74-3 Income, Deductions, Crdits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or Over -- T7T
Aggregate Data 114

74-4 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income of $200,000 or Over-- 197:
As Percentages of Adjusted Gross Income 115

74-5 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences of :M0,00
or Over -- 1974: Aggregate Data 116

74-6 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income plus Preferences of 20,-O'
or Over -- 1974: As Percentages of
Adjusted Gross Income plus Preferences 117

74-7 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest of
$200,000 or Over -- 1974: Aggregate
Data 118

74-8 Income, Deductions, Credits and Taxes
for Tax Returns with Adjusted Gross
Income minus Investment Interest of
M20,00- or Over -- 1974: As
Percentages of Adjusted Gross Income
minus Investment Interest 119

-111-
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Table 74-1

Income, Deductions, Credits, Ad Taxes for Tax Rotaua
vith SInnded Income of 6200.000 or Over - 1974

Aggregate Data
(i n thousands)

I l I
I All
I Stturn.

IuCOiin, ?a COPCIw 17.087,358

WVANDD 1000WO 17.067,358
AcI LUS M SU 17.603,969
AOl NIS unarT r < T T ns aT a 13,439,765

Investment interest ( Investment income 1/ 516,610
Tax Preferecee 3,657,128

Nuloded Long-Term Capital Gains 3,381,524
Dividend gxclusaom 6,022
Ocher2/ Tn f26c,58

13,966,792
Deficits - 21.950
Al of Rewurns vith ACl ' 0 13,946.840

Exemptions 113,375
Standard Deductions 2.255
Itoilsed Doedctio" 2,907,140
Charitable Contributions 970,901
Interests Total 636,691

None Mortgage 41,364
Invest. interest < Invest. lncome 3/ 507,077
Invest. Interest > lovest. lncoma 4/ 68,250

medical 29,180
Casualty 18,180
Tax Ixpese 919.220
Miscellaneous Deductions 332,967

Icess of RSmmtlons 6 Deductions over A61 25.639

Table I be 10,972,110

Tax at Normal Sates 6.567,115
Saving from Alternative Tax j 40,141
Saving from Maxim Tax )j 290.768
Savin, fro Tacoma Averiia 203 136

Ta SBore Credits 5.0315I9
Tax Credits 111,218
Torsiga Tax Credit 47,933
investment Credit 62,650
All Other Credits 6/ 635
Tax After Credits 5,921,951
Minmm Tax 114.594
Tetl"Zacems Tax 6,036,542

Deduction Squivalent of Tax Credits L/ 170,339

Taxable Tacoma which would yields 8_
Income Tax before Credits 10,196,555
Tacoma Tax after Credits 10,026,016
Total Income Tax 10,220,917

Number of Tax Wturn Represented in the tabulation 42,67

t1Nontaxable

58,190

58,190
78.076
33,673
195.87
24,754
24,732

21
0

56,302
-2.978
53,323

724
11

61,799
8,333

31,715
182

19,651
11,983

141
2,721
5,583

13.306
10. 239

4,075

2,248
0

66

90
2,094
2.094
1.916

178

0
0
0
0

3.854

3,854
0
0

167

I I1
Nearly

Nontaxable

697,474

697,474
624,151
285,814
126,677
416,207
338,785

179

- 7 643

3,569
41

344,380
81,222

148,395
1,669

122,129
24,598
2,560
3,601

46,906
61.693
11,170
78,856

39,816
42

978
2.79-0

36,007
22.092
16,400
5,688

4
13,916

37,865

72,687 10,120,014
34,822 9,991,194
96,990 10,123,927

1,275 41,245

.. 1cc . .h Se s.. ..f..e.rea.r
Office of the Secretary of the Treaury

Office of Tax Analysis

Se Uniform footuote fo010vIAS Table 76-8 In Appoodt A.

Sources 1974 Internal Revnue Service tax model.

July go, 197$

All Other
Taxable
16,i33,9

16.331,694

16,331,694

16,701,742
13,120,278

370,046
3,216,167
3,019,007

5,822

109,062
2,203

2,500,961
881,346
456,581
39,515

365,297
51,769
26,479
11,858

866,731
257,968

.4,210

10.889,179

6,525,051
40,099

289.722
200. 256

5,995.068
87,032
29,617
56.784

5,90.035

5,989,926

128,820
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Table 74-2

Income, Deductions, Credits, and Ta.s for Tax Returns

with Ended Income of $200,000 or Over - 1974

As Percentage. of Expanded Income

All
letur

INUX , PER CONCEPT 100.0

WXAMDRD IMOONm 100.0
Act PIMS ?U1U=I&t 103.0
MA01 INYUUSUT INTRIST 4 IYISTM34T INCOI 78.7

layestmest Instreet < Investment Incom 1/ 3.0
Tax treforsnoc 21.4

Emxluded Lon-Term Capital Gains 19.8
Dividend xcluiom *
Oter Tax ?roferee 2/ 1.6ADW l mO8 DI S 81.7

De5icit. - 0.1
Aif of Daturn vith AG! > 0 81.6

Exemptions 0.7
Standard Deductton a
Itmied Deductioo 17.0

Charitable Contributions 3.7
letereet: Total 3.7
Nm. mortgage 0.2
Invest. Interest < Ivoest. Iu.zome 3/ 3.0
Inwest. laterest ) Invest. income 4/ 0.5

Medical 0.2
Casualty 0.1
Tax Expensm 5.4
Niscellaneous Deductions .1.9

aeee of 8xmtioms & DedctLon. 1yer AG 0.2

Taxable Income 64.2

Tea at Kormal Rates 34.4
Bevin& from Alternative Tax x/ 0.2
Savis from Maximum Tax / 1.7
Saving from Income Averatink 1.2

Tax Before Credits 35.3
Tax Credits 0.7
Foreign Tax Credit 0.3
lnva aot Credit 0.4
Al1 Other Credit. 6i *
H After Credit. 34.7
MIAMM TaX 0.7
Total become Tax 35.4

Deduction Equivalent of Tax Credlts 7 1.0

Taxable Income which would yield: 8I
Income Tax before Credits 59.7
Income Tax after Credits 58.7
Total Income Tax 59.8

umber of Tax Raturns Represented 42,687
in the tabulation

Office of the secretary of the Treasury

Office of Tax Analysis

Sa Usiform footnotes following Table 76-8 in Appendix A.

Source: 1974 Internal Revenue Service tax model.

& Leee than 0.05 percent.

|

9 1

6.6 10.4
0 5.0
0 13.9

167 1,275

July 24, 1978
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|

62.0
61.2
62.0

41,245

$
t

II

Nontaxable

100.0 1

100.0
134.2
57.9
34.2
42.5
42.5

0

96.8
- 5.1
91.6
1.2

106.2
14.3
54.5

0.3
33.8
20.4

0.2
4.7
9.6

22.9

7.0

3.9
0

0.1
0.2
3.6
3.6
3.3
0.3

0
0
0
0

6.6

Nearly
Noataxable

100.0 1

100.0
118.2
41.0
18.2
59.7
48.6

a-

11.1
59.6

01.1
38.5

0.5

49.4
11.6
21.3
0.2

17.5
3.5
0.4
0.5
6.7
8.8
1._6

11.3

5.7

0.1
0.4
5.2
3.2
2.4
0.8

2.0

6.7

5.4

All Other
Taxable
10 u1ns

100.0 X

100.0

102.3
80.3
2.3

19.7
18.5
a

-iHN
- 0.1

0.7

15.3
5.4
2.8
0.2
2.2
0.3
0.2
0.1
5.3
1.6

66.7

40.0
0.2
1.8
1.2

X6.7
0.5
0.2
0.4

36.2
0.5

36.7

0.8
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Table 76-3

Income, Deductisms, Credits, and Taes for Tx totern
with AdM !te Was lssm I o $20.000 or Over - 1974

I I
.1

lIoc , Pn COSSW

WVANDID INCOME

01 MNIMS ISNWZSUST ITIRUST < DrWaSrO INOWO
Investment Interst - Investment Iscome 1/
Tax Prefere ce

Included Lon-TsrM Capitel Gains
Dividend xclusio
Other Tan ?references 21

Dsf~its
MI-of turns with AGI > 0

InUG long
Standard Deductions
Itmalsed Deductions
Charitable Contributions
Interests Total
Hme Mortgage
Invest. Interest 4 Invest. Incoe l/
Invest. Interest > Invest. Income 4/

Medical
Casualty
Tax txpee
Hiscellneous Deduct lones

Excess of Isamwtonms 6 Deductions over AGI

Taxable Incoe

Tax at Normal Rates
Savie from Alternative Ten ax
Sving from Nazism Tn j/
le4ies from Incoma Avraina

Taxn Credits
Foreign Tax credit
Instment Credit

TAftear Creditso

TMl MUMM Tens

Deduction Iqulvelsot of Tax Credits J/

Table Incoee which vould yield: Vj
Income Ten before Credits
Income Tax after Credits
Totl Income Ten

num"r of Tan Returns Rapresented ia the tabulation

.. ... . ... "ecetar'of te Trasur
Office of the Secretary of the TmosWr7

Office of Tax Analysis

See Uniform esootnoes following Table 76-8 in ApFendix A.

Sources 1974 Internal Revenue Service tax model.

-114-

All N ontaxable i
Returns R Returns I

13,111,58 109,806

15,097,684 45.979
15,741,891 114,595
12,551,430 42,148

630,168 67,660
2,560,293 4,787
2,404,443 4,752

5,242 36
150,609 0

13,181,598 10,6
0 0

13,181,598 109,804
96,396 972
1,286 4

2,938,358 127,958
934,795 11,254
781,040 88,920
35,140 317

630,16 67,660
115,734 20,944
27,042 401
17,743 2,785
860,934 8,814
316,802 15,782
36.30 23.013

10,181,889 3,887

6,170,348 2,206
35,243 0
291,366 66
155,228 93

3,".'5" 2.051
101,942 2,051
45,837 1,965
55,414 85

692 0
5.586,624 0

70,710 0
5,657,334 0

152,181 3,659

9,488,324 3,659
9,336,143 0
9,444,781 0

36,015 244

S All Otler
8 Nearly

oetastable
Returns

412,479

313,614
498,492
235,265
177,215
86,012
74,777

134
11. 103

412,479
0

412,479
2,538

0
362,875
64,331

213,599
1,281

177,215
35,104
1,912
3,391

33,225
46,415
11,975

59,040

30,271
67
986
676

28,539
17,852
15,815
1,949

90
10,688
$.028

16,516

28,490

56,299
27,809
40,107

896

July a , AVl

I All MTur
I Taxable
p Returno

12,659,311

14,738,091
15,1286,804
12,274,017

385,293
2,469.494
2,324,914

5,072
129.50

32,659,311
0

12,659,311
92,886

1,282
2,447,525

859,210
479,521
33,542

385,293
59,686
24,729
11,567

818,895
254,605

1.342

10,118,962

6,137,869
35,176

290,314
154.457

5,657,976
82,039
28,057
53,380

5,575,936

120,032

9,428,36"
9,308,334
9,404,674

34,875
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Table 74-4

Income, Daductious, Credit. and Taxes for Tax Returna
with Adjusted Gross Income of $200,000 or Over - 1974

As percentqes of Adjuated Groas Income

: . t Nearly i All Other
All Nontaxable t Nlontaxable t Taxable

Returns : Returns Returns i Returns

INCOW, PER CONCEPT 100.0 X 100.0 9 100.0 1 100.0 2

EXPANDED INI01 114.5 41.9 76.0 116.4
Act PLUS rIXlUxMS 119.4 104.4 120.8 119.5
AGI MINUS INVSMTMNT ITrUtST < INVESTrNWT INCOE 95.2 38.4 57.0 97.0

1.veetment Intereset< Investment Icome 1/ 4.8 61.6 43.0 3.0
Tax ireferencee 19.4 4.4 20.8 19.5

ecluded Lou-Term Capital Gains 18.2 4.3 18.1 18.4
Dividend Exclusion * * 5

Other Tax Preference$ 2/ 1.1 0 2.7 1.1
ADJUSTD GROSS INOIS 100.0 100.0 100.0 100.0
Deficits 0 0 0 0
AGI of Returns vItb AGI ) 0 100.0 100.0 100.0 100.0

Enamptione 0.7 0.9 0.6 0.7
Standard Deductiones a 0 91
Itemized Deductions 22.3 116.5 88.0 19.3

Charitable Contributiona 7.1 10.2 15.6 6.8
Interest: Total 5.9 81.0 51.8 3.8

No. mortgage 0.3 0.3 0.3 0.3
Invest. Interest < Invest. Income 3/ 4.8 61.6 43.0 3.0
Invest. Interest b Invest. Income 4/ 0.9 19.1 8.5 0.5

Medical 0.2 0.4 0.5 0.2
Casualty 0.1 2.5 0.8 0.1
Tax Expense 6.5 8.0 8.0 6.5
Miscellaneous Deductions 2.4 14.4 11.2 2.0

Excess of txmtioa 6 Deductions over AGI 0.3 21.0 2.9 i

Taxable Income 77.2 3.5 14.3 79.9

Tax at Normal Rates L6.8 2.) 7.3 48.5
Saving from Alternative Tax 5/ 0.3 0 a 0.3
Saving from Naxiom Tax 1/ 2.2 0.1 0.2 2.3

avnn from Income Averatint 1.2 0.1 0.2 1.2
Tait before Credits 43.2 1.9 6.9 44.7
Tax Credits 0.8 1.9 4.3 0.6
Foreign Tax Credit 0.4 1.8 3.8 0.2
Investment Credit 0.4 0.1 0.5 0.4
All Other Creits 6/ a 0 5 a
Tex After Credits 42.4 0 2.
iiu.- Tax 0.5 0 1.4 0.5
Total income Tax 42.9 0 4.0 44.6

Deductioo Equivalent of Tax Credit 7/ 1.2 3.3 6.9 1.0

Taxable Income which would yield: S/
Income Tax before Credits 72.0 3.5 13.6 74.5
I"om Tax after Credits 70.8 0 6.7 73.5
Total Income Tax 71.6 0 9.7 74.3

Number of Tax Returns Represented 36,015 244 896 34,875

in the tabulation

Office of the Secretary of the Treasury July 24. 1978

Office of Tax Analysis

See Uniform footootes folloving Table 76-8 in Appendix A.

Source: 1974 Internal Revenue Service tax model.

a Less then 0.05 percent.

-115-



1337

Table 74-5

Income, Deductions, Credits, and Taxes for Tax Returns
with Adlusted Gross Income lus Pceferences of $25.000 or Over -- 1974

Aggregate Data
($ in thousands)

: : Nearly 9 All Other
All Nontaxable : Nontaxable : Taxable

I Returns Returns : Returns Returns

INCOS, PER CONCEPT

WANDED ICOME
Act PLUS PREFERENCES
AG MINUS INVESTMENT INTE.E ST < INVESTMENT INCOME

Investment Interest < Investment Income 1/
Tax Preferences
Excluded Long-Term Capital Gains
Dividend Exclusion
Other Tax Preferences 2/ -

ADJUSTED GROSS INCOME
Deficits
AG! of Returns with AGI ") 0

Exemptions
Standard Deductions
Itemized Deductions

Charitable Contributions
Interest: Total
Rome Mortgage
Invest. Interest 4 Invest. Income 3/
Invest. Interest ) Invest. Income 4/

Medical
Casualty
Tax Expense
Miscellaneous Deductions

Excess of Exnltions & Deductions over AGI

Taxable Income

Tax at Normal Rates
Saving from Alternative Tax 5/
Saving from Maximum Tax S/
Savina from Income Averasinit

Tax Before Credits
Tax Credits
Foreign Tax Credit
Investment Credit
All Other Credits 6/
Tax After Credits
Minimum Tax
Total Income Tax

Deduction Equivalent of Tax Credits 7/

Taxable Income which would yield: 8/
Income Tax before Credits
Income Tax after Credits
Total Income Tax

18,335,322 148,012 1,168,928 17.018.382

17,572,387
18,335.322
13,839.140

762,934
3,753.498
3,469,828

6.494
277,177

14,603,775
- 21.950
14.581.823

122,073
2,255

3,294.290
1,006,520

918,086
45,561

742,682
129.842
30,960
19,460

963,294
355,971
55.380

70,995
148,012
43,463
77,018
29,377
29,329

49

0

- 2,978
118,635
1,253

11
144,638
12,415

101,574
450

75.172
25,951

422
2,785

10,126
17,315
28j,768

893,327
1,168,928
386,851
275,599
519,373
429,079

329

657,198
- 7,643

649.553
6,404

41
563,150
105,104
309,592

3,137
262,743
43,752
3,395
4,367

65,463
75.232
24,666

16,608,065
17,018,382
13,408.826

410,317
3,204,748
3,011.420

6,116
187,212

13.824,964
- 11.329
13,813,635

114,336
2,203

2,586,502
889,0)1
506,920
41,974
404,807
60,139
27,143
12,308
887,705
263,424

1,946

11,240,983 4,528 112,274 11.124,181

6,696,412 2,396 52,635 6.641,378
41,184 0 74 41,110
294,535 66 986 293,483
206,673 93 3,769 202,811

6,154,104 2,23 47,809 6,104,057
114.757 2,238 24,154 88,365
49,225 1,970 17.138 30,117
64,804 268 6,925 57,611

729 0 92 637
6,039,347 0 23.653 6,015,694
117.372 0 39.404 77,968

6,156,719 0 63,057 6,093,662

177,590 4,300 42,425 130,865

10,452,087
10,274,497
10,477,920

number of Tax Returns Represented in the tabulation 45,704

4,300 104,213 10,343,574
0 61,788 10,212,709
0 140,452 10,337,467

355 2,285 43,064

Office of the Secretary of the Treasury July 05, Ills
office of the Secretary of the Treasury

Office of Tax Analysis

See Ujiform footnotes following Table 76-8 in Appendix A

Source: 1974 Internal Revenue Service tax model.
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Table 74-6

Income, Deductions, Credits, and Taxes for Tax Returns
with Adjusted Cros Income plus Preferences of $200,000 or Over -- 1974

As Percentages of Adjuated Gross Income Plus Preferences

* . . Nearly All Other
All zNontaxable Nontaxable taxable

I Returns Returns Returns Returns

INCOME, PI CONCEPT 100.0 1 100.0 % 100.0 1 100.0 2

EXADED INOOU 95.8 48.0 76.4 97.6
A£I PLUS PlUrIMCES 100.0 100.0 100.0 100.0
AI MINUS INVESTMENT INTEJST < INVESTMENT INCOME 75.5 29.4 33.1 78.8

Investment Interest < Investment Income 1/ 4.2 52.0 23.6 2.4
Tax Preferences 20.5 19.8 44.4 18.8
Excluded Long-Term Capital Gotns 18.9 19.8 36.7 17.7
Dividend Exclusion 5 , , ,
Other Tax Preferences 2/ 1.5 0 7.7 1.1

ADJUSTW GROSS INCOME 79.6 82.2 56.2 81.2
Deficits - 0.1 - 2.0 - 0.6 - 0.1
AGI of Returns with AGI ) 0 79.5 80.2 55.6 81.2

Eixmptios 0.7 0.8 0.6 0.7
Standard Deductions a I , ,
Itmeixed Deductions 18.0 97.7 48.2 15.2
Charitable Contributions 5.5 8.4 9.0 5.2
Interest: Total 5.0 68.6 26.5 3.0
Home Mortgage 0.2 0.3 0.3 0.2
Invest. Interest < Invest. Income 3/ 4.0 50.8 22.5 2.4
Invest. Interest > Invest. Income 4/ 0.7 17.5 3.7 0.4

Medical 0.2 0.3 0.3 0.2
Casualty 0.1 1.9 0.4 0.1
Tax Expense 5.2 6.8 5.6 5.2
Miscellaneous Deductions 1.9 11.7 6.4 1.6

Excess of Eametions 6 Deductions over ACl 0.3 19.4 2.1
Taxable Income 61.3 3.1 9.6 65.4

Tax at Normal Rates 16.5 1.6 4.5 39.0
Saving from Alternative Tax 1/ 0.2 0 f 0.2
Saving from Maximum Tax 5/ 1.6 0.1 1.7
Saving from Income Averaging 1.1 0.1 0.3 1.2Tax Before Credits 33.6 1.5 4.1 35.9

Tax Credits 0.6 1.5 2.1 0.5
Foreign Tax Credit 0.3 1.3 1.5 0.2
Investment Credit 0.4 0.2 0.6 0.3
All Other Credits 6/ 0 C C
Tax After Credits 12.9 0 2.0 35.4
Minimsu Tax 0.6 0 3.4 0.5
Total Incom Tax 33.6 0 5.4 35.8

Deduction Equivaleant of Tax Credits 7/ L.0 2.9 3.6 0.8

Taxable Income which would yield: 8/
Income Tax before Credits 57.0 2.9 8.9 60.8
Income Tax after Credits 55.9 0 5.3 60.0
Total Income Tax 57.2 0 12.0 60.7

Number of Tax Returns Represented 45,704 355 2,285 43,064
in the tabulation

Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

See Uniform footnotes following Toble 76-8 in Appendix A.

Source: 1974 Internal Revenue Service tax model.

* Less than 0.05 percent.
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Table 74-7

Income, Deductions, Credits, and Taxes for Tax Return

with AdJusted Gross Income minus Inves n T. tr..gs of $200,000 or Over -- 1974

Aggregate Data
($ in thousands)

1. , PER CONCEPT

EXPANDED INCOME
AGI PLUS PREFERENCES
ACI MINUS INVESTMENT INTEREST < INVESTMENT INCOME
Investment Interest 4 Investment Income I/
Tax Preferences

Excluded Long-Term Capital Gains
Dividend Exclusion
Other Tax Preferences 2/

ADJUSTED GROSS INCOME
Deficits
AGI of Returns with AGI > 0

Exemptions
Standard Deductions
Itemized Deductions

Charitable Contributions
Interest: Total

Nome Mortgage
Invest. Interest < Invest. Income 3/
Invest. Interest ) Invest. Income /

Medical
Casualty
Tax Expense
Miscellaneous Deductions

Excess, of Exemtiona 9 Deductions over AGI

Taxable Income

Tax at Normal Rates
Saving from Alternative Tax 5/
Saving from Maximum Tax I/
Saving from Income Averauing

Tax Before Credit.
Tax Credits
Foreign Tax Credit
Investment Credit
All Other Credits 6/
Tax Aftar Credits
Minimum Tax
Total Income Tax

Deduction Equivalent of Tax Credits 7/

Taxable Income which vould yield: 8/
Income Tax before Credits
Income Tax after'Credits
Total Income Tax

Number of Tax Returns Represented in the tabulation

All
Returns

12,097,231

14,506,370
14,889,783
12,097,231

375,242
2,417,307
2,271,746

4,789
140,774

12,472,476
0

12,472,476
88,234
1,286

2,531,637
895,503
492,795
31,687
375,242
85,867
25,306
15,562
812,789
289,682

14 .459

9,865,778

6,011,449
33,611
286,647
150.694

5,540,560
97,705
44,494
52,611

598
5,442,855

64.152
5,507,007

144.306

9,188,943
9,044,637
9,139,904

33,142

Nontsxable g

3,144 28,761 9,157,038
0 11,995 9,032,642
0 14,467 9.125,437

89 366 32,687

Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

Sea Uniform footnotes following Table 76-8 in Appendix A.

Source: 1974 Internal Revenue Service tax model.
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Nontaxable
Returns

32,719

34,437
50,985
32,719
16,323
1,943
1,932

11
0

49,041
0

49,G41
535

4
54,807
7,461
28,303

110
16,323
11,871

115
2,719
4,370
11,839

9,669

3,365

2,034
0

66
90

1,880
1,880
1,873

6
0
0
0
0

3,144

Nearly
Nontaxable

Returns

146.957

162,358
202,360
146,957
37,735
17,664
12,479

51
5,136

184,696
0

184,696
996

0
157,163
41,439
59,447

517
37,735
21,195
1,176
1,806
19,743
33,552
4.149

30,684

16,252
36

977
259

14,977
10,415
9,893
516

3
4,560
964

5,524

16.766

All Other
Taxable
Returns

11.917,555

14,309,575
14,636,438
11,917.555

321,184
2,397,700
2,257,335

6,727
135,638

12,238,739
0

12,238,739
86,703

1,282
2,39,667

846,603
405,045
31,060

321,184
52,801
24,015
11,037

788,676
244,291

641

9,831,729

5,993,163
33,575

285,604
150,345

5,523,703
85,410
32,726
52.089

595
5,438,295

63.188
5,501.483

114,396
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Table 74-8
Income, Dedoctions. Credits. and Taxes for Tax Returns

vlth Adjusted Gross Income minus Investment Interest of $200.000 or Over -- 1974

As Percentage of Adjusted Gross Income less Investment Interest

All
I Returns

Nontsable
-Returns

Nearly
Nontaxable

ltturnm

All Other
Taxable
Returns

INCOS, PER CONCEPT 100.0 X 100.0 Z 100.0 1 100.0 1

IVANDD INOME 119.9 105.2 110.5 120.1
AGE PLUS PlEFEILINCES 123.1 155.8 137.7 122.8
AGE MINS INVESlMET INTEREST < INVESTMENT INCOME 100.0 100.0 100.0 100.0
Investment Interest < Investment Income 1/ 3.1 49.9 25.7 2.7
Tax .lreferencea 20.0 5.9 12.0 20.1
Excluded Long-Term Capital Gains 18.8 5.9 8.5 18.9
Dividend Exclusion A a
Other Tax Preference$ 2/ 1.2 0 3.5 1.1

ADJUSTE GROSS INCOME 103.1 149.9 125.7 102.7
Deficits 0 0 0 0
AGE of Returns with AGE ) 0 103.1 149.9 125.7 102.7

Iumptiong 0.7 1.6 0.7 0.7
Standard Deductions * 0
Itemised Deductions 20.9 167.5 106.9 19.5

Charitable Contributions 7.4 22.8 i2.2 7.1
Interest: Totsl 4.1 86.5 40.4 3.4

Noe mortgae 0.3 0.3 0.4 0.3
lovest. Interest < Invest. Income 3/ 3.1 49.9 25.7 2.7
Invest. Interest ) Invest. Income 4/ 0.7 36.3 14.4 0.4

Medical 0.2 0.4 0.8 0.2
Casualty O.l 8.3 1.2 0.1
Ta Expense 6.7 13.4 13.4 6.6
Miscellaneous Deductions 2.4 36.2 22.8 2.0

Excess of 9xptiono & Deductions over AGE 0.1 29.6 2.8 a

Taxable Income 81.6 10.3 20.9 82.5

Tax at Normal Rates A9.7 6.2 11.1 50.3
Saving from Alternative Tax 5/ 0.3 0 f 0.3
Saving fromt Maximan Tax VI 2.4 0.2 0.7 2.4
Savina from Income Aversan 1.2 0.3 0.2

Tax Before Credits 45.8 5.8 10.2 46.4
Tax Credits 0.8 5.8 7.1 0.7
Foreis Tax Credit 0.4 5.7 6.7 0.3
Investment Credit 0.4 0.4 0.4
All Other Credits 6/ 0 *
Tax After Credits 45.0 0 3.1 45.6
Minimum Tax 0.5 0 0.7 0.5
Total Income Tax 45.5 0 3.8 46.2

Deduction Equivalent of Tax Credits 7/ 1.2 9.6 11.4 1.0

Taxable Income which would yield: 81
Incose Tax before Credits 76.0 9.6 19.6 76.8
Income Ta after Credits 74.8 0 8.2 75.8
Total Income Tax 75.6 0 9.8 76.6

Number of Tax Returns Represented 33,142 89 366 32,687
in the tabulation

Office of the Secretary of the Treasury July 24, 1978

Office of Tax Analysis

See Uniform footnotes following Table 76-8 in Appendix A.

Source: 1974 Internal Revenue Service tsx model.

* Lees than 0.05 percent.
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Appendix D

Comparing Deductions, Credits, and
Special Tax Computations

In order to be able to compare tax credits and special
tax computations such as the minimum tax, the alternative
tax, the maximum tax, and income averaging to deductions and
exclusions, a deduction equivalent for each of these
provisions must be calculated. The deduction equivalent of a
credit or of a special tax computation is computed by
determining the difference between the taxable income which,
using normal tax rate schedules, would yield the actual tax
before the provision and the actual tax after the provision.
For example, "deduction equivalent of tax credits" is equal
to the difference between "taxable income which would yield
tax before credits" and "taxable income which would yield tax
after credits." l/

It should be noted that under this method of computing
deductions and credits, the order in which the various
deductions, credits, and special tax provisions are
calculated affects the value of deduction equivalents.
Because the tax rate schedule is progressive and successive
increments to income are taxed at successively higher rates,
the deduction of equivalent of the items which are last
converted to a deduction equivalent will be larger (for the
same amount of a credit) than the items converted first.

For purposes of computing the deduction equivalent of
the credits for the tables in Appendices A, B, and C, credits
were taken after deductions, so that the deduction equivalent
of credits is biased upwards. In order to simplify
computation, the general tax credits available to taxpayers
in 1975 and 1976 were ignored. In 1975, the credit was $30

l/ An alternative would have been to compute the value of
the tax saving provided by deductions and exclusions. That
saving would be comparable to the value of a special tax
computation and of a tax credit. Neither method is superior
analytically.
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for each exemption claimed, other than exemptions for age and
blindness. In 1976, the general tax credit was the larger of
$35 per exemption (other than those for age or blindness) or
two percent of the first $9,000 of tax ($4,500 on a separate
return of a married person). Omitting consideration of these
credits is not significant for high-income returns. It also
facilitates accurate comparisons between the deduction
equivalents of nontaxable and taxable returns.

For Tables 16 and 17, credits and deductions were
compared in a slightly different manner which tends to
over-value credits as compared with the deduction equivalent
method. Whether the largest credit or the largest deduction
yielded a larger tax saving was determined by comparing the
tax saving yielded by the largest deduction with the value of
the largest credit.

-122-



1343

SAYLOND yINFL90. WIN., C"AIMAN

CHO AI J. MC IkCYWr , P.R LOWILL P. WOIKC 4. AO.. NHS.
SAM MOM. SA. Cw P. MARTLr CLA.
WLAJAM . HATHAWAY, MAINE sOB PACOWS. onCe.
PlOYS g. KASIODL, CCLS. U ie
MISIN C. CIILWSR. KIOO

WILMI M " L. IMPRASY. CO€ SE SELECT COMMITTEE ON SMALL BUSINESS

INISOIPI? J. 00 MI.J rIo,, STAFF CWASHINGTOW. D.C. 20510 57J

August 24, 1978

The Honorable
Russell B. Long
Chairman
Committee on Finance
U.S. Senate
Washington, D.C. 20510

Dear Senator Long:

The Senate Committee on Finance held a
hearing on August 17, 1978 on the Tax Reform Act
of 1978 during which Secretar of Treasury Blumenthal
testified. While I was p sen the hearing, I
was not able to ask the ttached estion in the
time frame allowed. I uld theref e appreciate
your submitting the que n to Secr tary Blumenthal's
office and inserting the question an answer in the
body of the record of th hearing.

Since ly,

LO N $S

air an

GN:jw

Enclosure
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Less than a month ago, Secretary of Commerce Kreps

announced the first federal program to address the serious

economic problems facing thousands of small businesses that have

had great difficulty in obtaining affordable product liability

insurance. Many of these firms have had their product liability

coverage escalate from 100 to as much as 1,000 percent or more,

and face the prospects of closing their doors or going bare,

thereby exposing themselves to great financial losses.

Consumers also face the danger that when injuries do

occur, product manufacturers or distributors may not have the

financial resources for compensating them sufficiently.

Additionally, as pointed out by Secretary Kreps, "The

problem has also affected consumers because insurance costs

have been passed on to them in terms of higher prices."

As part of its program, the Administration has endorsed

a change in the tax code to afford a measure of immediate

financial relief to small business hard-pressed by product

liability costs. The need for such relief had also been

highlighted in hearings by the Small Business Committee as well

as an Interagency Task Force after an 18-month study of the

problem.

In light of the Administration's acknowledgement that

thousands of small businesses have great difficulty in obtaining

this kind of insurance coverage and that the tax code offers an

appropriate short-term remedy, do you think it useful to include

such a provision in this tax bill?



1345

September 15, 1978

Dear Mr. Chapman:

This is in reply to the question that
Senator Nelson intended to pose to Secretary
BlUMnthal at the hearing on August 171 1978,
concerning product liability as set forth in
his letter to you dated August 24, 1978. The
Administration proposal to which Senator Nelson
refers is to alloy a special 10-year carryback
for net operating losses attributable to product
liability. We believe the proposal is the appro-
priate relief for the problem referred to by
Senator Nelson.

The Auinistration would have no objection
to the inclusion of its proposal in the tax bill
presently before the Senate Finance Comnittee.

Please let me know if there is any further
information I can furnish to you.

Sincerely,

/s/ Donald C. Lubick

Donald C. Lubick
Assistant Secretary

(Tax Policy)

The Honorable cc: Senator Gaylord Nelson
Russell B. Long
Chairman
Comrittoe on Finance
United States Senate
Washington, D. C. 20510



APPENDIX B

COMMUNICATIONS RECEIvED BY THE COMMITEE ExPRssING AN INTER-
EST IN THESE HEARINGS

STATEMENT OF GEORGE S. KOCH, CHAIRMAN OF THE FEDERAL FINANCE COMMITTEE,
COUNCIL OF STATE CHAMBERS OF COMMERCE

The Federal Finance Comnittee of the Council of State Chambers of Com-
merce appreciates this opportunity to submit to the Committee on Finance Its
views on 1I.R. 13511. the House-approved tax reduction bill. Because of the rela-
tively brief public hearings planned by the Committee, this statement is sub-
mitted in lieu of our usual presentation of oral testimony in order to save the
time of the Committee.

In our presentations over the last ten years to the tax-writing committees of
Congress we have repeatedly emphasized the need for increasing capital forma-
tion by reducing the bias against capital inherent in our income tax system.
During the last few years there has been a growing recognition of this need
both in the Congress and in the Executive Branch. But, until recently, there has
been too much timidity in dealing with the problem. In passing H.R. 13511, the
House has taken several significant forward steps; however, In their total im-
pact they do not go far enough in light of the capitol investment needs now
and In the period ahead. This appears to have been due in part, at least, to a deci-
sion to limit the first year's static revenue loss several billions under the level
that the President and the Senate appear willing to accept. We do not sub-
scribe to the position taken by the House in his regard.

To better meet urgent capital formation and investment needs, two amend-
ments to the House bill are strongly recommended. One would reduce the top
corporate income tax rate'in 1979 to 45% Instead of 46% as in H.R. 13511. The
other would extend the investment credit to structures. These and other sug-
gested changes In the bill are discussed in the paragraphs that follow.

BUSINESS TAXES
Corporate rate reduction

In our testimony before the House Committee on Ways and Means last March
we supported the President's proposal to reduce the top rate of the corporate
income tax from 48% to 45% In a first step, with a further reduction of 44% in
1980. The House bill, however, provides for a reduction of only two percentage
points of 46% effective for taxable years beginning after December 31, 1978. We
urge that the provision be amended to increase the reduction to three percentage
points for a top rate of 45%.

We also supported the President's proposal to lower the corporate normal
tax from 20% to 18% on the first $25,000 of income and from 22% to 20% on
the second $25,000. The House bill would repeal the present normal tax and sur-
tax and impose a new five-step structure of graduated rates on corporations.
While we believe small business should be given significant tax relief, we do not
support the method adopted by the House. That method seems to be based on
the ability-to-pay concept of progressivity which is not applicable to corporations
as a matter of equity. As Secretary Blumenthal pointed out In his presentation
on August 17, a steeply graduated corporate rate schedule, such as in H.R.
13511, is actually regressive. In support he cited a Treasury study which showed
that average incomes of all Individual shareholders receiving corporate divi-
dends is only half that of shareholders in closely-held corporations typical
of those that would benefit from the graduation.

(1346)
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We recommend instead either adoption of the President's proposal or an in-
crease in the surtax exemption to a level above $50,000 which would provide
about the same overall tax reduction for small business as does the House
provision.
Investment credit modifications

The President proposed several changes with respect to the investment credit
which would materially improve present law. One would make the present 10
percent temporary rate permanent. Another would extend the credit to new
industrial structures and rehabilitation of existing structures. A third would
permit the credit to be claimed against 90 percent of tax liability instead of the
present $25,000 plus 50 percent of tax liability. We supported these changes
which would increase capital formation and encourage investment, and we urged
their enactment.

The House bill makes the present 10 percent investment credit permanent but
it modified the other two proposals significantly. Instead of providing for im-
mediate use of the credit against 90 percent of tax liability, the bill would phase
in the increase from 50 percent to 90 percent over four years by an additional
ten percentage points per year. The House report on the bill recognizes that
situations exist when inability to take the credit in full because of the present
limitation becomes a disincentive to investment. We submit that the phase-in
provision would only gradually alleviate this situation and, accordingly, we
recommend the single-step increase to 90 percent as originally proposed by the
President.

Extension of the Investment credit to new structures, as originally proposed
by the President, is not included in 1I.R. 13511. Instead, the bill only extends the
credit to rehabilitation of existing buildings. This provision would do very little
to solve the problem of inadequate facilities described by the Treasury in its
January 30 supporting analysis for time President's 1978 tax program. Accord-
ingly, we urge extension of the credit to all capital expenditures for structures,
including rehabilitation expenditures.

Industrial development bonds
In recognition of the considerable reduction in the purchasing power of the

dollar since 1968 when Congress approved tax-exempt status of interest on small
issues of local industrial development bonds, the House increased the limitation
from $5 million issues over a six-year period to $10 million. This is a desirable
change and should be enacted.
Small business provisions

The House bill includes three special provisions designed to help small busi-
ness. One would simplify and liberalize Subchapter S rules that treat certain
small corporations as partnerships. A second would encourage investments in
small corporations by doubling from $500,000 to $1,000,000 the amount of a small
corporation's stock that can qualify under Sec. 1244 of the Code for special ordi-
nary loss treatment and by simplifying the requirements for use of the pro-
vision. The third provision would increase from $2,000 to $5,000 the maximum
deduction for additional first-year depreciation on depreciable property. The
present additional first-year depreciation provision applies to any taxpayer but
the House provision would limit it to taxpayers with less than $1 million of
depreciable assets.

We support enactment of these small business provisions except for the $1
million assets limitation for use of additional first-year depreciation. This limi-
tation would discriminate against many small businesses which are capital in-
tensive and have depreciable assets considerably above $1 million. Asset depre-
ciation provisions should be applicable in the same manner to all businesses
regardless of size.

CAPITAL GAINS

The House has made a major reform in taxation of capital gains bj- removing
such gains from the list of tax preferences under both the minimum and maxi-
mum taxes, thus reducing the maximum rate on capital gains to 35 percent from
near 50 percent. Significantly offsetting this improvement for many taxpayers,
however, is a provision repealing the present 25 percent alternative rate on the
first $50,000 of long-term gains. Other capital gains provisions adopted by the
House include:
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An alternative minimum tax on capital gains which would be imposed at a rate
of 10% on the excluded one-half o! an individual's long-term gains less a $10,000
exemption. This alternative minimum tax would be imposed only to the extent
that it exceeds the taxpayer's regular tax liability, and it would not include gain
on sale of the taxpayer's principal residence.

An inflation adjustment would be applicable to the basis of assets sold after
December 31, 1979 which would reflect inflation measured by the consumer price
index for the holding period beginning after December 31, 1979. Assets eligible
for the adjustment would include corporate stock, real estate, and tangible per-
sonal property.

Provision Is made for exclusion from gross income of up to $100,000 of gain
realized on sale of a taxpayer's principal residence which he has occupied for
two years immediately preceding the sale. The exclusion could be elected by any
individual regardless of age but only once in a taxpayer's lifetime, and only if
present non-recognition treatment of rollovers is not elected.

The House decisions on capital gains reflect extended analysis and discussion
of the adverse impact of present law on capital formation. Thus, we urge Senate
approval of no less capital gains relief than that adopted by the House. One
desirable modification would be retention of the present 25% alternative tax rate
on the first $50,000 of long-term gains.

INDIVIDUAL INCOME TAXES

We commend the House for its statesmanship in dealing with individual in-
come tax reductions. As stated in the House report on the bill, the Intent was to
direct a significant portion of the tax reduction to middle and upper-middle In-
come taxpayers who have been hardest hit both by recent legislated social se-
curity tax increases and by automatic inflation-induced income tax increases.
The report also noted that tax cuts in recent years have been directed primarily
to lower-income taxpayers and that it is now appropriate to give relief pre-
dominantly to middle-income taxpayers.

The principal means adopted by the House for effecting the net tax reduction
of $10 billion for Individuals are an Increase from $750 to $1,000 in the personal
exemption, a widening of the individual tax brackets by 6%, and rate cuts in
certain brackets. We fully support these decisions by the House.

FOREIGN SOURCE INCOME

As Secretary Blumenthal noted in his August 17 statement, neither of the
President's proposals dealing with foreign source income are contained in H.R.
13511. These proposals would have phased out over three years the so-called tax
deferral of unrepatriated income of foreign subsidiaries and the DISC provision.
We commend the House for excluding these matters from the bill.

In his testimony before the Committee on Ways and Means, January 30, 1978,
Secretary Blumenthal asserted that there is no sound reason to continue deferral
of tax on retained earnings of foreign subsidiaries. But the fact is that there are
very good reasons for continuing the present practice.

First, it is the practice followed by other industrial countries which compete
with us in world markets. Elimination of deferral would make U.S. multinatlonhls
significantly less competitive with foreign companies in any host country where
taxes are lower than the U.S. tax. It would also work to the disadvantage of
U.S. companies in countries with tax rates equal to ours where the host country
allows more rapid depreciation than U.S. law permits. In the early years
of a project U.S. tax liability would be greater than tax liability in the host
country and thus would adversely affect cash flow. The effects of terminating
deferral would be to give up American production to foreign companies in coun-
tries with low taxes and thus reduce U.S. parent company .obs related to exports
to foreign subsidiaries. Even in high tax host countries with advantageous
depreciation provisions the effect could be to relinquish future investment to
foreign competitors.

Second, the net result to the U.S. Treasury would be minimal. If the U.S.
Treasury should tax retained earnings of foreign subsidiaries as deemed divi-
dends, tlhe host countries could. ard very likely would impose their dividend
withholding tax on such deemed dividends. The benefit to the Treasury would
be nil with respect to sbsidlary company earnings in countries with tax rates
approaching the U.S. tax. The only revenue benefit would be to the host country.
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In countries with low tax rates or other special tax inducements for investment,
U.S. companies would have little recourse but to sell their investments to foreign
competitors. Again the benefit would accrue to our foreign competitors, not to
the United States. Some would argue that the proceeds would be invested at
home but that would not necessarily follow. The likelihood Is that they would
be used for portfolio investments abroad that would be more profitable than
project investments at home.

In view of the foregoing and for other reasons not stated here, we cannot
see any valid tax or economic reasons for repeal of deferral.

With respect to the proposed phaseout of DISC it should not be overlooked
that the major purpose of its enactment was to make U.S. exports more com-
petitive with exports of other countries which provide special tax inducements,
such as refund of value added taxes, to encourage exports. We know of no
material change that has been made In the export policies of our competitors
for overseas markets and, with the U.S. trade balance at its worst in history,
we believe it would be a serious mistake to eliminate this export encouragement
provision. Instead, it should be improved.

CONCLUSION

The House bill represents a good approach to alleviating the tax burdens on
individuals and business. It moves in the direction of removing the tax bias
against investment in present law. There are improvements that can be made
in the bill, several of which we have suggested. We hope that the Senate accepts
this conclusion.

Because of the time factor, it was impractical on this occasion to submit our
committee's recommendations to the 33 member state organizations in the
Council of State Chambers of Commerce for their endorsement. Had we been
able to do so, we are confident that a great majority, if not all, would have
endorsed this statement.

STATEMENT OF SENATOR THOMAS F. EAGLETON

Mr. Chairman, I appreciate the opportunity to present for the consideration of
the Finance Committee a specific situation created by the Internal Revenue
Service's efforts to clarify regulations on the refinancing of tax-exempt bond
issues.

On September 24, 1976, Treasury news release WS 1097 was issued, outlining
some new "Do's and Don'ts" for municipal bond refundings. My concern is not
with the substance of these new rules, although I realize that some of my
colleagues have questioned them, but with the efforts of the Internal Revenue
Service to apply their new interpretation retroactively. In doing so, the IRS
has changed the rules in the middle of the ball game for the seven jurisdictions
which would be helped by a bill I have introduced, S. 3338. These jurisdictions
all completed advance refundings prior to September 24, 1976, and planned to
give the resulting "windfall profits" to charities.

In a municipal bond refunding, the issuers purchase United States government
obligations which are deposited in escrow until the initial bond issue is refunded.
Under arbitrage restrictions enacted in 1969, the government obligations must
bear a limited yield rather than a market yield. Prior to the Septentb: 94, 1976
news release, issuers could purchase these obligations in either of two ways. One
way was to buy them from a private party at a price greater than market price
thereby generating a "windfall profit" which was held in escrow. The other way
was to buy special low-yielding obligations issued by the U.S. Treasury, thereby
generating a "windfall profit" for the federal government.

Jackson County, Mo., was one local government which had chosen to go the
first route. In May of 1976, Jackson County refinanced $65 million worth of
general obligation bonds, and in the process generated a windfall profit of about
$4 million. The refunding was undertaken to lower property taxes by taking
advantage of the more favorable interest rate available in 1976. In order to dis-
pose of the profit generated by the refunding in accordance with IRS rules, the
County devised a plan to distribute the money to over 200 local charitable and
civic organizations.

It should be noted, Mr. Chairman, that there Is no statute currently on the
books which would prohibit charitable distribution of this type of profit, nor
were there any regulations in effect to prohibit this at the time Jackson County
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and the six other governments refunded their bonds. In 1973 Congress had an
opportunity to enact legislation very similar to the current IRS policy, and
Congress chose not to act on this issue. In May of 1974 the City of Carbondale,
Ill., distributed a windfall profit to several charities, and this allocation of the
profit has never been challenged by the IRS.

This was the situation when on September 24, 1976, the IRS threw a wrench
into the works with its press release. The release Indicated that under new
rules "windfall profits" would no longer be generated. Furthermore, the IRS

since has Indicated that such profits accumulated prior to the September 24th
release should be allowed to be distributed only to the U.S. Treasury, or to the
investment bankers involved in the refundings. It appears that the IRS intends
to regard the bonds issued as arbitrage bonds, which will lose their tax-exempt
status if the windfall is distributed to charity.

1 do not quarrel with the Internal Revenue Service's right and duty to intr-
pret regulations. I do quarrel with the manner in which these regulations art
being applied arbitrarily to seven Jurisdictions which had completed their bond
refundings, and had done so in good faith and in accordance with existing rules.
I find it somewhat Ironic that while the IRS will not allow the profit to be given
to tax-exempt charities, they will allow the profit to go to the investment bankers
who consulted on the refundings.

Mr. Chairman, I have summarized the situation in Jackson County, Mo., as
that is the case wAlth which I am most familiar. However, I would like to briefly
outline the facts of the six other cases for inclusion with my statement.

The City of Wichita, Kans., refunded approximately $32.3 million in water
revenue bonds in August of 1976. A windfall profit of around $1.25 million
resulted, which is currently being held in escrow in the Fourth National Bank of
Wichita pending a decision on the legality of distributing the profit to charities.

The Rhode Island Housing and Mortgage Finance Corporation refunded a
total of $67 million of Mortgage Finance Bonds in July of 1976, and the profit
is being held in escrow by the Industrial National Bank of Rhode Island. The
escrow agreement includes an order of preference for the disposition of the profit
to various tax-exempt charitable organizations, depending on the IRS' interpre-
tation of the rules governing advance refundings.

The Sayre Borough Hospital Authority of Sayre, Pa. refunded around $23
million in bonds in August of 1976 with an approximate $480.000 resulting wind-
fall profit, currently being held in escrow in the Girard Bank, Philadelphia.
The Hospital Authority designated a list of 25 charities, in order of preference.
to which they intended to distribute the proceeds after receiving a revenue ruling
on the matter from the Internal Revenue Service.

In Mobile, Ala., the Board of Water and Sewer Commissioners refunded its
January, 1975, bond issue of $11.5 million on September 2, 1976. Provisions were
made for the windfall profit to be given voluntarily by the fiscal advisors to
Mobile charities designated by an advisory group of three prominent Mobile
citizens. The windfall profit has been taken Into the income of one of the fiscal
advisors and tax has been paid on the profit: the remainder will be distributed
to charities designated in an October 18th letter from the fiscal advisor to the
tax counsel of the Board if sufficient legal clarification can be obtained. Around
$260,000 of the profit would be available for distribution to the Mobile charities.

The City of LaCrosse, Wis. refunded $19.8 million in general obligation bonds
with a $21.4 million issue on September 1, 1976. A net windfall profit of around
$1 million is being held in escrow at the Northern Trust Company of Chicago,
Ill. Local charlites have been selected to receive the windfall profit under the
escrow agreement if a favorable legal opinion or revenue ruling is obtained.

In Wierton, W. Va., the Wierton Municipal Hospital Building Commission
refunded $23,375,000 of first mortgage gross revenue bonds on July 16, 1976. This
generated a windfall profit of $419.659. Since an adverse revenue ruling was
issued by the Internal Revenue Service on December 21. 1976, the profit has been
turned over to the Treasury through special obligations issue by the Bureau of
Public Debt rather than the designated charities.

I appreciate being able to bring this matter before the Finance Committee,
as I consider this to be well worth the Senate's consideration. I feel strongly
that legislation allowing these seven jurisdictions to proceed with the distribution
of their windfall profits is necessary to correct this Injustice.
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TESTIMONY OF MIKE WHITE, COUNTY EXECUTIVE, JACKSON COUNTY, Mo.

Mr. Chairman, I appreciate your inclusion of Jackson County's situation in
the hearing record on this tax bill.

Almost two and a half years ago, the Jackson County government did some-
thing they thought was right. They did something they thought made sense. They
did something in the best interest of their community.

In May, 1976, the county refinanced $65 million of its outstanding general obli-
gation bonds. They borrowed new dollars to pay off the old bonds. They did that
to take advantage of the lower interest rate available In the bond market and to
save taxpayers about $4 million on their tax bills for debt service.

In that same transaction, the county earned about $3 and a half million net
after expenses which Is called the treasury profit or windfall profit. Many cities
and counties have given the treasury or windfall profit to their bond advisors,
but Jackson County had a better idea. They thought they would keep those dollars
in the community and make the money work for the betterment of the community.

Upon deciding to give the windfall profit to charity, the bond and tax counsel
for Jackson County structured the escrow of the proceeds so that this could be
accomplished. A few other cities and counties in the United States are in the
midst of trying to do the same.

Two years ago in September, the IRS published a statement saying there would
be no more windfall profits and that distributing windfall profits from past re-
funding issues could mean revocation of the tax-free status of the county bonds.
Furthermore, this new policy would be enforced retroactively.

I can understand the concern of the IRS that there be some control to prohibit
local governments from excessive wheeling and dealing in their own securities
and from using the tax-exempt privilege, to pile up profits at the expense of the
federal government, but I cannot understand the logic of the IRS when they say
we can give this money to a bond advisor as personal profit but not to a charity
to work for the public good.

I appreciate the Finance Committee's efforts in reviewing this situation, and I
hole that the Congress will allow Jackson County and other units of government
in the s;ame situation to proceed with their plans to distribute this windfall to
charity.

U.S. SENATE,
COMMITTEE ON FINANCE,

Washington, D.C., July 14, 1978.
Hon. W.MICHAEL. BLUMENTHAI.,
Secretary, Department of the Treasury,
Washington, D.C.

DEAR SECRETARY BLUMENTHAL: It is our understanding that, for municipal
bond issues closed prior to Siptember 24. 1976, the Internal Revenue Service
proposes to apply a Treasury news release (WS 1097, dated September 24, 1976)
to interpret the "arbitrage" regulations (as in effect prior to September 24,
1976) In such a way as to effectively prohibit the distribution of profits, earned
on the purchase and sale of government securities, to charitable and civic organi-
zations. However, the IRS proposal would allow profits generated in precisely
the same manner to he retained by investment bankers and others. We believe
It is patently unfair to allow private investment bankers to receive these profits
and, at the same time, prohibit public charitable and civic organizations from
doing so.

In municipal bond refundings. municipal issuers purchase United States gov-
ernment obligations for deposit in escrow pending their application to discharge
the bonds being refunded. As a result of the arbitrage restrictions enacted in
1969, the government obligations purchased are required to bear a limited
yield rather than a market yield. In order to acquire government obligations with
such a limited yield, municipal issuers were required either to purchase them from
a private party at a price in excess of the market price, thus generating a
"windfall" profit, or to purchase special low yielding obligations from the United
States Treasury, thus, in effect, disposing of the "windfall" to the United States.
Prior to September 24, 1976, it was clearly established that either method was
acceptable. Indeed, in 1973 the Treasury Department proposed to Congress
changes in the law which would have made disposition of the windfall to the
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Treasury attractive, although not mandatory. However, the Congress did not
act on this proposal (Proposals for Tax Change, April 30, 1973).

In certain refundings which took place In 1976 prior to the September 24 news
release, arrangements were made under which the windfall profits would go to
various charitable and civic organizations rather than to the underwriter or
investment bankers involved in tIhe transaction. In some cases, trusts acting on
behalf of charities purchased the government obligations on the market and sold
them to the issuer at a higher price, just as an investment banker would have
done. In other cases, the investment banker himself purchased and sold the
securities but agreed to give the profits to charities. In still others the profits
were simply set aside in escrow for distribution to such organizations pending
receipt of a ruling or opinion of counsel that such distribution would not cause
the issuer's bonds to be classified as arbitrage bonds.

. Favorable rulings were sought from the Internal Revenue Service that dis-
tribution of the windfall profit to the charities would not have adverse tax
consequences to the issuers or the bondholders. However, the Service proposes
to rule that the windfall profit can only be distributed to the Treasury or re-
tained by the investment bankers. The Service's position appears to be that the
bonds issued become arbitrage bonds and lose their tax exempt status if the
windfall profit is distributed to charity. As indicated in Proposals for Tax Change,
the only requirement was that the municipalities could not retain the arbitrage
profits. Nothing in the Statute, or the Regulations in effect prior to September 24,
1976, mandated where the profits must be directed. Specifically, nothing in the
Regulations forbade their distribution to 501 (c) organizations.

The arbitrage regulations permit investment bankers to retain the profits gen-
erated from municipal bond refundings. We believe it would he sound public
policy to also permit charitable institutions to receive the profits arising from
municipal bond refunding transactions entered into before the date of the
Treasury news release.

We would very much appreciate your personal attention to this matter.
Sincerely,

Gaylord Nelson, U.S. Senator; Thomas F. Eagleton, U.S. Senator;
William Proxmire, U.S. Senator; Maryon Allen, U.S. Senator;
Claiborne Pell, U.S. Senator; John Sparkman, U.S. Senator;
John C. Danforth, U.S. Senator; H. John Heinz III, U.S. Senator;
Robert Dole, U.S. Senator.

DEPARTMENT OF THE TREASURY,
Washington, D.C., August 16, 1978.

Hon. THOMAS F. EAOLETON,
U.S. Senate,
Washington, D.C.

DEAR SENATOR EAOLUON: This is in response to your letter of July 14, to
Secretary Blumenthal, co-signed by eight of your colleagues.

Certain issuers have unsuccessfully sought rulings from the Internal Reve-
nue Service that would permit them to transfer windfall arbitrage profits
that arose prior to September 24, 1976, to various charities. You have expressed
concern about possible discrimination against these charities and note that
underwriters have been permitted to retain windfall profits already in their
possession.

Requests for rulings are an administrative matter primarily within the Juris-
diction of the Internal Revenue Serviee. In general, Treasury does not intercede
in such proceedings unless policy questions of overriding importance are raised.
For such reasons outlined below, we do not believe this is such an instance.

It is true that the Service has not initiated audit proceedings in cases where
arbitrage profits have actually been received by third parties. There were a
number of such recipients, including both underwriters and charities. Thus, both
types of entity--charities and underwriters-have been allowed to retain wind-
fall profits already in their possession. However, the Service has taken the
position that because these amounts are windfall arbitrage profits, It is im-
proper under the Internal Revenue Code for either underwriters or charities
to receive additional amounts. For this reason, the Service has declined to issue
favorable rulings regarding future receipts. This position applies to charities
and underwriters alike.
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Thus, the Service has not discriminated against charities. Both charities and
underwriters have been permitted to retain windfall profits already in their
possession; neither will be permitted to receive additional amounts.

Thank you for your interest in this matter.
Sincerely,

DONALD C. LumOK,
Assistant Secretary (tax policy).

STATEMENT OF ROBERT P. GRIFFIN, A U.S. SENATOR

I am very pleased to have an opportunity to put my views on record as the
Senate Finance Committee considers the Revenue Act of 1978 (H.R. 13511).

I will be brief and to the point. I have come to urge the Committee-as I
urged the Subcommittee on Taxation and Debt Management four months ago-
to report to the Senate not just a tax-cut bill but a real tax reform bill.

And the only way real tax reform can be accomplished is by combining a tax
cut with tax indexation. Because unless tax rates are adjusted automatically
to reflect future increases in the cost of living, the effect of any tax cut granted
this year will be quickly eroded and made meaningless.

Last year, during consideration of the Tax Reduction and Simplification Act,
I offered a tax indexation amendment on the floor. Unfortunately. that amend-
ment failed by a vote of 64 to 24. The very next day-April 29, 1977-I intro-
duced the same language as a bill, S. 1431, to index personal income tax rate
schedules, deductions, and exemptions to compensate for increases in the cost
of living.

Since then. a number of similar bills have been introduced, including S. 2738.
which I am pleased to cosponsor with Senators Dole and McClure.

I remain steadfastly convinced that enactment of tax indexation is the single
most valuable and important step that this Congress could take to grant tax-
payers genuine relief from the squeeze of raging inflation and ever-higher taxes
that economists are now calling "taxflation."

And the ony way to do that is through indexation. This is no longer an
esoteric economic concept. The people all over the country understand it and
want it. I know that first-hand from traveling around my State of Michigan,
where at every stop, people are talking about indexation as the ultimate relief
from taxflation.

But that's true not only in Michigan. A Roper poll released last month-
which surveyed nationwide attitudes toward taxation-showed that 60 per cent
of American taxpayers would prefer having income tax rates adjusted for
inflation to having periodic tax cuts!

Let me cite that figure again. Six out of every ten taxpaying Americans want
tax indexation-not just a tax cut- as the means for real relief from the scourge
of taxfilation.

We all know the symptoms of taxflation. Unbridled inflation forces wages to
rise so that taxpayers can keep up with the cost of living. As their wages rise,
the taxpayers find that they are pushed up into higher tax brackets-and greater
tax liability. So, although the taxpayers have realized no gain in terms of real
income-their dollars have only been inflated-they must pay higher taxes. To
compound the problem, our progressive tax system takes a steadily increasing
percentage of a taxpayer's earnings as the taxpayer gets moved into higher tax
brackets. As the well-known advertisement says: '"There's no living with in-
flation"-and, I would add, there's no living with taxes!

Given this unhappy interplay between taxes and inflation, it's no wonder that
workers today feel like the man trying to climb, a ladder in a bog: for each rung
the taxpayer climbs on the economic ladder, he settles the ladder that much
deeper into the financial mire.

But, as in almost every arena of life, there's a winner and a loser. In this
particular arena, the real winner-as you might have guessed-is the Federal
government. Because the taxpayers' loss is the government's gain.

As Nobel prize-winning economist Milton Friedman computes it, when the
cost of living goes up 10 per cent, the Federal treasury's take goes up-not
10 per cent-but 16 per cent. This work out to a windfall profit on inflation
for the Federal government of about $6 billion a year.

34-369 0 - 78 - 10
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I must say that it's no surprise that some of the big spenders here in Wash-
ington take a very dim view indeed of a proposal that would eliminate this
insidious but subtle revenue rake-off. Without even having to take a vote, taxes
and tax revenues are Increased-all Washington has to do to keep the tax
dollars flowing In is continue to pursue inflationary policies.

But what does all this mean to the Individual wage earner? Let me give
you a few illustrations.

Consider the plight of the wage earner with a wife and two children who In
1977 made $15,000. If we are conservative (perhaps optimistic is a better term)
and assume an inflation rate of 8 per cent for this year, our wage earners will
have to earn $1,200 niore-or $16,200-just to break even in 1978. But, while
his income has increased by 8 percent his income taxes will go up by about 19
percent-because he's thrown Into a higher tax bracket-which is a tax increase
of $260. The government's hidden profit on this, by the way, is $150.

And, the situation worsens with each year if the tax rates are not adjusted.
Next year-in 1979--if inflation stays at 8 percent and the family's wages man-
age to keep up, their taxes will increase by another 17 percent, and the govern-
ment's windfall will be about $306-for a whopping two-year total of $455 taken
by stealth from this one modest-income family.

The effects of taxflation become even harsher and more pronounced as workers
climb the income ladder. A family with a $30,000 yearly income in 1977 will have
to earn $32,400 in 1978 to keep pace with our projected inflation rate. However,
at $32,400, the family's tax bill will rise about $857. The government's profit on
that is $423.

But personal income is not the only area where taxpayers are hit by the impact
of inflation. Let's take another typical situation.

A couple bought a home back in 1952 for $25,000. Twenty-five years later, their
children have grown. up and have gone off on their own, and the couple is able
to sell their home for $60,000 and move into a small apartment. In that 25-year
period, inflation has pushed the cost of living up 144 percent. The $25,000 that
the couple paid in 1952 is actually equal to about $61,000 today. 25 years later.
So, by selling the house for $60,000, the couple actually received less than they
paid for It!

But, under our current tax system, the government says the couple has realized
a $35.000 "gain" and must pay tax on it. For the average taxpayer, that's a tax
b)i of about $7,000.

r. for one, do not believe the government should impose a tax in such a case
where the taxpayer has not realized a gain in actual purchasing power. And, I
am very pleased to see that our colleagues in the House of Representatives have
agreed. The House-passed version of the Revenue Act of 1978 would-for the
first time--index most capital assets (such as homes) to reflect increases in the
cost of living.

This is a very significant and important first step. But. we should not stop with
capital assets. As I have shown, the harsh impact of taxflation is felt with equally
devastating effects in a taxpayer's personal Income. Congress should take the bull
by the horns and-at the very least-adjust tax brackets, tax rates, the personal
exemption and the standard deduction to reflect increases in the cost of iving.
Let's neutralize the tax impact of inflation.

I would like to make one final point. The Finance Committee-soon to be joined
by the full Senate-is In the process of determining the size and shape of this
year's tax cut. I want to emphasize that I wholeheartedly support efforts to cut
taxes-but tax cuts are simply not the whole answer.

Too often--and this year Is a perfect example--tax cuts are determined by
prevailing political winds and do not entirely make taxpayers whole for past
losses suffered through taxflation. Even if tax cuts help in the year they are
enacted, the benefits are lost in the following years as the inflation spiral starts
anew.

The traditional approach to trying to keep taxpayers even with the cost of
living through sporadic and intermittent tax cuts is ineffective and dishonest.
Because of inflation, these tax cuts aren't really tax cuts at all-they are merely
a patchwork attempt to stem the tide of taxflation for one year.

I urge this Committee in the strongest terms to restore integrity to our tax
system and give American taxpayers a reason to have confidence in It. In view
of the citizen tax revolt that is sweeping the country today, this year provides
us with an excellent opportunity to enact national tax limitation through tax
indexation.
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Let's have a tax cut this year that will put us back on an even keel-but let's
also enact a tax indexation system to keep us on a steady course in the future
without requiring constant adjustment and tampering.

If we move now to do this, the next tax cut Congress considers will he a real
tax cut. But that will never happen without real reform. We can enact that
reform now by enacting tax indexation.

STATEMENT OF THOMAS H. Bocos, JR., ON BEHALF OF AD Hoc CoMmiTTEE'n ON
SECTION 274 (h)

This statement is submitted on behalf of the Ad Hoc Committee on Section
274(h), which consists of six major U.S. hotel chains (Hilton International,
Hyatt International, Marriott Hotels, Sheraton Hotel Corp., Holiday Inns, Inc.,
and Western International Hotels) and -the American Society of Association
Executives. At issue are the limitations, enacted as part of the Tax Reform
Act of 1976, on the deductibility of expenses incurred in attending foreign
conventions. These appear as section 274(h) of the Internal Revenue Code.

The Ad Hoc Committee believes that section 274(h) as now drafted is hope-
lessly complex, burdensome, and unwise, and that it is preventing legitimate
activity. The Committee therefore strongly recommends that the revisions
described below be made an amendment to H.R. 13511. These revisions would
prevent the abuses to which section 274(h) was directed, but would do so in
a reasonable and workable manner.

To put these revisions into context, it first is necessary to summarize how
section 274 (h) now operates.

A "foreign convention" is defined as "any convention, seminar, or similar
meeting held outside the United States, its possessions, and the Trust Territory
of 'the Pacific." Transportation expenses to and from such convention are de-
ductible only to the extent they do not exceed coach or economy fare, and
only if more than half the days of the trip are spent in activities related to
business. If less than half the days are so spent, only the allocable fraction
of the transportation expense is deductible. Subsistence expenses while at-
tending such a convention, for meals, lodging, local transportation and the
like, cannot exceed the corresponding Government per diem rate; and whether
this amount can be deducted in full, in part, or not at all depends on ad-
herence to certain prescribed rules of attendance at meetings. Attendance
must be verified not only by the individual, but also by an officer of the group
sponsoring the convention. In addition, if an individual goes to more than two
such conventions In a taxable year, only the expenses related to two of them
may be deducted. All these limitations apply whether the person claiming
the deduction is the traveler or another person, such as the traveler's employer.

The Treasury Department has yet to propose regulations under section
274(h), perhaps because it believes that the statute will be amended. Of course,
the absence of such regulations makes the interpretation of the statute that
much harder. Yet, even If regulations were Issued, a series of basic problems
inherent in the statute itself must inevitably frustrate its administration.

The first pair of problems with this structure relates to the definition of
foreign convention. The legislative history of section 274(h) indicates that
Congress had in mind vacation-like group gatherings which were short on busi-
ness and long on sightseeing and recreation. However, the language of section
274 (h) goes far beyond that concept. The phrase "convention, seminar, or similar
meeting" could be interpreted to include all sorts of traditional, legitimate,
nonrecreational business activities: one or a group of salesmen meeting with
several employees of an actual or prospective customer: one or a group of lawyers
conferring with the officials of a foreign client; one or a group of the executives
of a company holding discussions with the officers of the company's foreign
being brought together by the company for instruction on various items of
subsidiary: or a group of the employees of a single multinational corporation
common interest. These activities, which may be characterized by their nonpublic
nature, obviously do not represent conduct which Congress found fault with and
intended to discourage.

Furthermore, the definition of "foreign" should be confined :o only those
meetings held outside North America (including the Caribbean). The new provi-
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slons are having a very significant impact-and in some instances a disastrous
impact---on the economies of our close neighbors. This even has adverse effects
on segments of some U.S. industries. For example, more than 70 percent of the
GNP of the Bahamas comes from tourism, and most of the food products and
transportation services connected with this industry are purchased from the
United States. Canada is a net exporter of tourist dollars to the U.S., and the
long-term impact of section 274(h) will be a severe dislocation in the Canadian
travel industry. The situation in Mexico is comparable.

Moreover, it should be noted that the use of the North American area as the
geographical demarcation was adopted by the Committee on Ways and Means
during its early consideration of the reform legislation which ultimately become
the Tax Reform Act of 1976. The North American area was likewise utilized in
1976 when the Senate passed its version of the foreign convention provision.
It is understood that it was only by reason of an oversight on the part of the
members of the House-Senate Conference Committee that the definition of "for-
eign" ultimately adopted was more inclusive.

A second problem involves the existing substantiation requirements. Under
section 274(h) (7), the taxpayer attending the convention must secure from the
sponsoring organization a written statement, signed by an officer of the organi-
zation. This statement must, among other things, describe the schedule of the
business activities and state the number of hours during which the taxpayer
attended these scheduled activities. Larger organizations may have dozens of
sessions conducted concurrently. For example, the American Psychological Asso-
ciation held its annual meeting in (anada lsst year with approximately 11,400
persons in attendance. The schedule included 19 major and 12 minor sessions
conducted simultaneously each morning and evening, along with 35 panel discus-
sions. In this type of situation, organizations finds it extraordinarily difficult
to keep track of the whereabouts of every participant at every point in time.
It is very expensive for them to hire enough additional officers to attempt to
monitor all participants; it cost the APA an addidtional $35,000 to satisfy
the verification requirements for this one convention. Even then, it is not easy
to prevent a dishonest participant from falsifying the records relating to attend-
ance at any given session.

The third area of difficulty relstes to the uqe of Government per diem rates
as a reference guide for the deductibility of subsistence expenses. Government
per diem rates frequently are fixed on the basis that, at the location in question,
meals and/or lodging are available to Government employees either at reduced
rates from private commercial establishments or for free at Government installa-
tions, It is thus irrational to make such rates the basis for limitations on the
expenses of private individuals, to whom Government discounts or facilities are
not available. The inappropriateness of this approach can easily be demonstrated
by examining various per diem rates: the per diem in Israel and Ireland is $48;
in Tokyo, $67; in Jidda, Saudi Arabia, $172; Trinidad is $98. compared to $46 in
Montreal and $49 in London; Guadeloupe is $82 and Austria $81. but Rome is
$54 and Southern Rhodesia only $18. Clearly, to the private traveler, these rates
bear no relationship to reality-to the expenses be would actually incur in these
cJties. In fact, these rates are so far afield that they are not even imposed on a
variety of Government employees in travel status.

The difficulties with section 274(h) have been widely recognized. Especially
Instructive are the comments of Representative Barber B. Conable, Jr., on
March 17, 1978, during a Ways and Mean, Committee hearing on section 274(h)
in connection with the 1978 tax cut legislation:

"I think Mr. Duncan and I probably started this more than anyone else
and it has gotten out of control to some degree in terms of complexity and in
terms of some of the substantive decisions that are made. Quite frankly, we
realize that what we have now is not workable and not fair.

"Let me say that there has never been any intention of trying to---at least
on the part of this member---of trying to suppress legitimate business activities
overseas. If it has that effect, then clearly that is a subversion of the intent
of the measure.

"I suspect the Chairman is right when he says we are not going to back off
completely on it, but major amendments are needed, and the suggestions that
have been made here today in part I think suggest the directions in which we
ought to go.

"I don't like all this business of-personally, Mr. Chairman, I don't like all
of this business of trying to decide that specific type of activity are going to
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be prescribed first-class as opposed to coach travel. In don't like limitations
on per diem. I think these are things that have to be considered by the IRS
with respect to the purpose back of the deduction.

"It does seem to me that we can improve this. I hope we can generate some
momentum for improvement, Mr. Chairman. I hope that we can do something
in this bill on it and I appreciate the suggestions of the panel."

The Treasury Department, too, in the President's 1978 tax proposals, as
much as conceded the inadequacy of section 274 (h). While the Department's
proposal for substitute legislation was, in our view and in the opinion of the
Ways and Means Committee, no better, the proposal makes obvious that sec-
tion 274(h) in its present form does not recommend itself even to the Treasury.

On the other hand, there have admittedly been abuses in the foreign con.
vention area. As we analyze it, the real abuse situations have involved either
or both of two factors: the failure to conduct meaningful business activities
at the foreign conventions, and the incurring of costs at the foreign site which
grossly exceeded what would have been incurred at a comparable U.S. site.
A workable revision of section 274(h) must take these factors into account.

Accordingly, we recommend that section 274(h) be revised along the follow-
ing lines.

First, the definition of convention should be amended to exclude private
meetings relating to doing business directly or indirectly within a foreign
country or with the government, a company, or a national of a foreign coun-
try. Private meetings of this nature, such as salesmen meeting customers or
multinational corporations instructing employees, are clearly business-oriented,
and the appropriateness of holding them outside the United States is obvious.
Consequently, they present little potential for abuse. They should not be bur-
dened with any limitations beyond the general requirements for business ex-
penses. At the same time, the definition of foreign should be changed so as not
to apply to countries in the North American area.

Second, the requirement in section 274(h) (7) (B) (ii), that the sponsoring
organization precisely monitor the session-by-session attendance record of each
individual attendee, should be deleted. The attestation of attendance in the
written statement already required of the attendee by section 274(h) (7) (A)
will be sufficient to permit the Service to enforce the requirements of section
274(h) (3) and (4) regarding the conduct of business-related activities at the
foreign convention. Thus, without any significant cost to enforcement, spon-
soring organizations will be relieved of an unconscionable burden.

Finally, the government per diem limitation on subsistence expenses in sec-
tion 274(h) (5) should be abandoned. Instead, the rule should be that amounts
cannot be deducted in excess of what would have been incurred had the con-
vention been held within the United States. Such a rule is admittedly not
precise. However, because sponsoring organizations hold conventions at regu-
lar intervals (typically once a year), and because the bulk of such conven-
tions are held in the United States, it would not be particularly difficult for
the Service to develop factual information sufficient to enforce such a rule.
The gross situations would be easy to deal with and, furthermore, the in ter-
rorem effect of such a rule would cause most organizations to be cautious
about planning a convention at sites more expensive than their usual U.S.
locations.

Statutory language which would give effect to these changes is set forth in
the attached amendment to H.R. 13511. This amendment would convert sec-
tion 274(h) from a virtually blanket prohibition on foreign conventions to an
administerable restriction on abuse situations.

[H.R. 13511, 95th Cong., 2d sess.]
AMENDMENT Intended to be proposed by Mr. to H.R. 13511, an Act "To

amend the Internal Revenue Code of 1954 to reduce income taxes, and for other
purposes.", viz:
On page , line ,insert the following:

SEC. . REVISION OF FOREIGN CONVENTION RULES.

(a) REFINEMENT OF DEFINITION OF FOREIGN CONVENTION.-Section 274(h) (6)
(A) (relating to definition of foreign convention) is amended to read as follows:

"(A) FOREIGN CONVENTION DErINE.-The term 'foreign convention' means
any convention, seminar, or similar meeting not held within the United
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States, its possessions, the Trust Territory of the Pacific, or the area lying
west of the thirtieth meridian west of Greenwich, east of the international
dateline, and north of the equator, but not including any country of South
America. The term shall not include any private meeting which relates to
doing business directly or Indirectly within a foreign country or with the
government, a company, or a national of a foreign country."

(b) IMPOSITION OF REASONABLE SUBSTANTIATION REQuIRENIMNTS.-Section 274
(h) (3) (relating to reporting requirements) is amended by amending (B) (ii)
there! to read "a statement that the individual attended such convention, and".

(C) IMPOSITION OF REASONABLE LIMIT ON SUBSISTENCE ExPENsES.-SectIon 274
(h) (5) (relating to deductible subsistence costs) is amended to read as follows:

"(5) LIMIT ON DEDUCTIBLE SUBSISTENCE COSTS.-In the case of any foreign
convention, no deduction for subsistence expenses while at such convention
or traveling to or from such convention shall be allowed in excess of the
amount of subsistence expenses which would have been held within the
United States."

(d) EFFECTIVE DATE.-The amendments made by this section shall apply to
conventions held after the date of enactment.

STATEMENT OF THlE AIR TRANSPORT ASSOCIATION OF AMERICA

The Air Transport Association of America represents virtually all of the
scheduled airlines of the United States. These privately-owned airline companies
make up the highly essential U.S. domestic and international air transportation
system. The airline industry is a high growth industry playing a vital role in the
American economy. It has a deep interest in tax policies designed to encourage
economic expansion through increased private sector investment, employment
and productivity.

The airline industry has very heavy capital investment needs. There is serious
concern about its ability to meet those needs in the absence of special efforts to
increase capital formation and to spur economic activity.

STATE OF THE AIRLINE INDUSTRY

Airline passenger traffic in 1977 Increased 8 percent over the previous record
year of 1976. Some 240 million passengers relied on the airlines for business and
personal travel last year, accounting for more than 80 percent of public inter-city
passenger miles and over 90 percent of travel abroad. Nine out of every ten inter-
city first-class letters were transported by air, and the airlines produced a record
5.3 billion ton miles of air freight service. They employ over 300,000 workers and
operate 2,300 aircraft which, together with supporting facilities and ground
equipment, represent an investment of about $21 billion.

Total airline industry operating revenues in 1977 were approximately $20 bil-
lion. Industry reported earnings were $754 million, or $190 million higher than
the previous record year of 1976. However, while airline financial performaire
has been impoving, low profit margins and huge investment needs present sig-
nificant airline capital formation problems.

The recent record airline profit performance does not compare favorably with
the rest of U.S. industry-namely, the other Industries with which the airlines
have to compete for capital. Although 1976 and 1977 were the highest profit years
in absolute dollars in the industry's hi-tory, with 1978 earnings expected to ex-
ceed the 1977 level, airline financial performance has been substantially lower
than the average for U.S. industry. The airline industry profit margin (net
profit as percent of sales) was only 3.8 percent in 1977 and 2.6 percent in 1976
compared with 5.2 percent and 5.3 percent respectively for all U.S. industry.

In fact, in terms of profit margin, the "record earnings" of the airlines do not
represent historical improvements. In 1966. the year of highest net income for the
airlines prior to 1976, the airlines earned $428 million, representing a 7.4 percent
profit margin. To attain a 7.4 percent profit margin today, airline earnings would
have to amount to $1.7 billion. In appraising future earnings of the airline liours-
try, investors and lenders will not ignore the poor earnings record which have
characterized the industry for nearly a decade.

The airlines have made strenuous efforts to improve earnings by expanding
the air transportation market, by reducing costs, and by increasing productivity.
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For example, the average annual rate of growth of output per employee during
the 1973-1977 period was 3.1 percent in the airline industry compared with only
1.0 percent for the rest of the business sector of the economy. This high level of
airline industry productivity improvement has been attained in a large part be-
cause of aircraft technological developments, and future gains are dependent upon
similar advancements.

Aircraft technology advances until now have occurred at a very rapid pace.
Consumers have benefited from the almost constant introduction of new, more
productive equipment enabling the airlines to keep fare increases lower than the
price increases of other goods and services. These technological advances have
also created and maintained many thousands of additional jobs in the aircraft
manufacturing industry as well as the airlines themselves. But the cost of this
technology to the airlines has been high, requiring an airline investment of $9
billion during the 1960's and $15 billion during the 1970's.

The large airline investments of the past two decades, however, pale in signifi-
cance to those required during the 1980's. Because of continuing inflation, the
large number of aircraft involved, and the anticipated increased public demand
for air transportation, the airlines will require $60 billion in capital for new air-
craft acquisitions during the ten year period 1980-1989. This is a conservative
estimate since more than 75 percent of the current airline industry fleet will need
to be replaced before 1990. Moreover, it assumes that the average aircraft life
can be extended to 18 years, that airline traffic will grow at a modest rate of 5
percent per year, that the cost of aircraft will increase only 6 percent annually.
and that annual airline load factors will average 60 percent even with the higher
density seating configurations now being introduced. So, while the $60 billion fig-
ure may seem inordinately high, it was developed upon the basis of generally
conservative assumptions.

Significantly improved airline earnings obviously will be necessary to compete
with other industries for capital and to attract investors. Also needed are tax
policies which will stimulate increased business activity, including the demand for
air transportation, and encourage greater investment by the private sector to
achieve higher levels of employment and productivity. This need is recognized
in the tax reduction and investment tax credit improvement contained in the
House passed tax bill H.R. 13511, as well as other proposals before the Committee.

CORPORATE TAX RATE REDUCTIONS

Corporate tax reductions represent a major part of the special effort necessary
to spur the economy and, together with appropriate individual tax reductions to
offset recent personal income losses, will help stimulate the increased business
activity which is essential for economic recovery and growth. Because the de-
mand for air transportation is closely related to business and consumer spending
patterns, the airline industry urges favorable consideration of the corporate tax
reductions contained in H.R. 13511, as well as individual tax reductions which
are designed to restore and enhance general consumer purchasing power.

INVESTMENT TAX CREDIT IMPROVEMENT

The airline industry strongly supports improvements in the investment credit
and believes improvement proposals contained in H.R. 13511 are a meaningful step
in this direction.

The industry endorses the proposals contained in S. 2814 to increase the in-
vestment credit to 12 percent and to allow 100 percent offset and partial refund-
ability. As a minimum, the airlines and railroads should be allowed to continue the
present 90 percent utilization until all other taxpayers reach that level as pro-
vided for in H.R. 13511.

The purpose of the investment tax credit is to serve public policy by promot-
ing productive investment by all companies, large and small, not just those with
high levels of profitability. Unfortunately, the fact that the investment tax
credit can only be offset against tax liability limits its use by marginally profit-
able companies. The partial investment tax credit refundability proposal con-
tained in S. 2814 recoe'nizes the problem faced by marginally profitable com-
panies with large investment needs, with little opportunity for utilizing earned
investment tax credits. Many companies, including airlines, have lost, and may
in the future lose, expiring credits duie to financial reverses or relatively low
profits due, at least in part, to the heavy cost of new investments.
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Increased investment by U.S. industry is necessary to increase productivity
and offset the effects of inflation. By improving the investment credit program
and thus accelerating the recovery of capital, the U.S. government will encour-
age the capital investment necessary for strong economic growth and increased
employment.

The industry also suggests that consideration be given to another possible
improvement of considerable importance to smaller companies involving the cur-
rent $100,000 limitation on used equipment which qualifies for investment tax
credits. Smaller airlines have bought, and will wish to continue buying, used
aircraft from the larger airlines who In turn purchase new aircraft from the
manufacturers. This makes good economic sense because used, but otherwise
efficient and productive, aircraft can be acquired at lower cost and their purchase
helps finance other new investments.

Used aircraft, however, have a value significantly higher than the current
used equipment limitation. This limitation provides little investment tax credit
benefit to the smaller airlines, and little incentive to participate in the aircraft
investment cycle. The airlines suggest, therefore, that the used equipment limita-
tion be eliminated or, as a first step, be increased to at least $250,000 in order
to improve the investment tax credit program in a more meaningful and equi-
table way to smaller companies.

ASSET DEPRECIATION RANGE

The airline industry urges the Committee to adopt the proposal contained in
S. 2814 to modify the ADR system for the purpose of stimulating business In-
vestment. This proposal would increase the range of allowable class life in the
ADR system from 20 to 40 percent. This is necessary because the present 20
percent range requires substantially longer capital recovery periods than are
appropriate or desirable with the current inadequate level of business invest-
ment. Moreover, present low levels of national productivity stem as much from
capital recovery problems of this kind as from the availability of new capital.
Broadening the depreciable life range would speed capital recovery significantly
thereby effectively stimulating business investment.

FOREIGN CONVENTION TRAVEL

The airlines believe that the restrictions imposed on foreign convention de-
ductibility in the 1976 Act should be repealed. The 1976 restrictions have proven
to be extremely complex and burdensome. Taxpayer abuses should be dealt with
through available administrative actions, instead of restricting foreign travel.

FIRST CLASS AIR TRAVEL

Some members of the Senate and the Administration have suggested the dis-
allowance of the business expense deduction on the amount paid for first class
air travel in excess of the "lowest priced, generally available fare". This sugges-
tion is advanced by its proponents on the ground that first class travel is a
"luxury" subsidized by other taxpayers, and on estimates that limiting the
first class deduction will increase tax revenues substantially.

The U.S. airlines oppose this suggestion because it is discriminatory and
prejudicial. Moreover estimates of the potential revenue impact are overstated.
The Committee is urged to reject this suggestion.

The disallowance of first class air fares would be discriminatory because it
would single out one particular "ordinary and necessary business expense" for
special attention and legislative action. No suggestion is made that it is either
necessary or desirable, for example, to limit deduction. for ground transporta-
tion from the airport to "generally available" bus fares instead of taxi fares. Nor
is any similar suggestion made about the class or price of other travel accom-
modations. No mention at all is made of competing forms of transportation in-
cluding rail, limousine, car rental, and private automobile. To single out first
class air travel would be to sanction discrimination in a way never before
adopted as a matter of national tax policy-namely, influencing competitive buy-
ing decisions of individual taxpayers.

The disallowance of first class air fares would be prejudicial because it would
lie directed against a single industry, the airlines. The proponents ackniwledge
that if such a suggestion were enacted it would result In a loss of revenue to the
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airlines. The airline industry estimates that these losses would have totaled $300
million if this had been in effect last year. In addition to being prejudicial,
such a disallowance would be highly inconsistent with initiatives to increase
business activity and investments.

The business decision to use first class air travel is to different than any other
"ordinary and necessary business expense" decision. No question has been raised
about the need for differing tax treatment of other necessary business expendi-
tures with differing cost, size, style, volume or quality of characteristics. The
decision to use first class air travel Is made on the same basis as decisions con-
cerning, for example, office space and furniture, industrial supplies and services,
or the range of other numerous purchases made by commercial enterprises in the
conduct of their day-to-day business. The decision to use first class air travel
is made because the person making the decision considers it a necessary expendi-
ture for the conduct of business. The decision making should not be influenced by
tax treatment to any greater extent than other business expenditure decisions.

CONCLUSION

There is general agreement on the need for tax policies designed to encourage
Increased private sector investment, employment and productivity. The recom-
mendations of the airline industry addresses these concerns and we urge that
they be given favorable consideration by the Committee.

AMERICAN ASSOCIATION OF EQUIPMENT LESSORS,
Hartford, Conn., September 1, 1978.

Attention: Michael Stern, staff director, Senate Finance Committee.
Re H.R. 13511: A bill to amend the Internal Revenue Code of 1954.
Hon. RUSSELL B. LONG,
Chairman, Committee on Finance,
U.S. Senate, Wa8hington, D.C.

DEAR SENATOR LONG: This will express the concern of the American Association
of Equipment Lessors (AAEL)I about the "at risk" provisions In sections 201-204
of H.R. 13511. These provisions affect some closely-held leasing corporations that
are members of the AAEL.

H.R. 13511 proposes, In section 202, to extend the "at risk" provisions of the
Tax Reform Act of 1976 to closely-held corporations (those in which five or
fewer stockholders own 50% or more of the corporation's stock) to prevent close
corporations from using "tax shelter deductions to avoid the accumulated earn-
ings tax or to shelter income on which owner-employees would otherwise pay
tax at the individual level." H.R.Rept. No. 85-1445, 95th Cong., 2d Sess. 68
(1978). The most basic purpose of this extension is tO limit tax deductions by
passive investors, who engage in highly unusual transactions without economic
substance, for tax purposes rather than for ordinary commercial reasons. See
id. at 70 [describing "tax shelter characteristics"].

We are advised that Congressman Al Ullman and the other members of the
House Ways and Means Committee stressed in the House markup sessions that
the extension of the "at risk" rules to close corporations would not injure legiti-
mate busine8smen. Yet the current language and coverage of H.R. 13511 would
penalize legitimate closely-held corporations that actively engage in equipment
leasing activities with definite economic substance on a regular basis.

The major problems with the current bill are: (1) Section 202 of H.R. 13511
extends the "at risk" rules indiscriminately to all closely-held corporations,
without regard to whether the close corporation is a legitimate commercial
enterprise, or merely an "incorporated pocketbook" created for tax purposes or
an occasional passive Investor. This overbroad coverage unfairly penalizes many
legitimate closely-held leasing corporations engaged in bona fide leasing activi-
ties on a regular basis. Moreover, it places such legitimate close corporations at
a competitive disadvantage with respect to widely-held corporations engaged in

' The AAEL is the principal trade association for the leasing Industry; it consists of
over 50O companies engaged in all aspects of equipment leasing In the United States.
Membership ranges from large and small hanks or bank subsidiaries (over 200). inde-
pendently owned IesIors, Insurance companies, major flnance companies. and finance
subsidiaries of manufacturing companies, to Investment banks and lease brokers.
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the same legitimate activities. (2) There is nothing in H.R. 13511 that permits
closely-held corporations (those which are to be covered by the "at risk" provi-
sions for the first time) to aggregate the amounts "at risk" in the original four
activities (motion picture production, farming, leasing depreciable property,
and oil hnd gas exploration) covered by the "at risk" rules in § 465(c) (1) of the
Internal Revenue Code of 1954. This is a "gap" in the coverage of the aggrega-
tion rules In section 201 of H.R. 13511. (3) Through what appears to be an
oversight, H.R. 13511 fails to Include the Treasury Department's suggested pro-
vision that the new "at risk" rules will not apply to existing leasing transactions.

1. SECTION 202: COVERAGE OF THE NEW "AT RISK" RULES

Our basic submission is that closely-held leasing companies engaged in bona
fide leasing activities on a regular basis should not be penalized by tax provi-
sions aimed at eliminating the potential for "tax abuse" by totally different,
passive investors. Our views are spelled out in detail in the attached comments
which we earlier sent to the House Ways and Means Committee.

We suggest that the coverage provisions of the "at risk" rules (in section
202 of 11.R. 13511) should be amended to totally exclude closely-held leasing cor-
porations engaged in bona fide equipment leasing activities. The coverage provi-
sions-in- section 202 can and should be amended to exclude those activities,
involving the use of non-recourse financing, which a close corporation engages
In as part of a legitimate commercial trade or business:

"(a) LIMITATIONS TO AMOUNT AT RISK.-
"(1) IN GENEAL.-In the case of-

"(A) an individual,
"(B) an electing small business corporation (as defined in section

1371 (b)), and
"(C) a corporation with respect to which the stock ownership requir-

ment of paragraph (2) of section 542(a) is met, except where the
corporation is regularly engaged in the activity as a trade or business,

"engaged In an activity to which this section applies, * * ." [New language
in Italics].

This suggested amendment would make the "at risk" rules inapplicable to
those activities, involving the use of non-recourse financing, which a closely-held
corporation regularly engages in as a trade -r business. It would also make the
"at risk" rules inapplicable to those activities which a closely-held corporation
had Just embarked upon as a "new entrant" in beginning a regular course of
business activity, and we recommend that the legislative history and the Treas-
ury Department regulations should specifically so state. On the other hand,
under the suggested amendment, the "at risk" rules imuld apply -to any activities
which were not part of a closely-held corporation's regular commercial trade
or business.

This kind of amendment would make the coverage of the "at risk" rules in
H.R. 13511 accord more closely with sound policy.3 The current coverage pro-
visions are overbroad and impose an unfair burden on small businesses engaged
in bona fide trades or businesses. There is, therefore, a clear need to narrow -the
coverage provisions of section 202 as they apply to close corporations.

2. SECTION 201: AGGREGATION OF THE AMOUNTS "AT RISK" IN DIFFERENT
ACTIVITIES WITHIN THE SAME TRADE OR BUSINESS

Whether the Committee decides to include all or (as we suggest) only some
closely-held corporations within the "at risk" rules of Ht.R. 13511, there is
another problem with the bill: The "at risk" aggregation rules in section
201 of H.R. 13511 do not cover all the activities they should with respect to
close corporations.

The Tax Reform Act af 1976 contains aggregation rules allowing partnerships
and subehapter "S" corporations to aggregate the amountq "at risk" in dif-
ferent activities within the same trade or business. [See § 465(c) (1), (2) of the
Internal Revenue Code of 1954]. For example, in the case of a subchapter "S"
corporation, it may treat all of its leases as a single "activity" for purposes

sAlternatively. the coverage provisions in section 202 could be amended to apply only
to closely-held corporations that do not "actively particinate In the managempnt of the
activity for which losses are soiht to be dediicted." Anotl'er alternative wo'Ild be slmnly
to amend the accumulated earnings tax provisions to restrict investments In tax shelter
activities. What is clear, however. is *hrt there Is an imperative need to amend the current
coverage provisions of the "at risk" rules in H.R. 13511.
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of the "at risk" rules. I.R. 13511 extends the "at risk" rules to other activities,
and to close corporations, and the aggregation rules in section 201(a) of
H.R. 13511 state:

"(B) AGGREGATION OF ACTIVITIES WnERE TAXPAYER ACTIVITY PARTICIPATES IN
MANAGEMENT OF TRADE OR BusxisEss.-Except as provided in subparagraph (C),
for purposes of this section, activities described in subparagraph (A) [i.e., all
activities other than motion picture production, farming, leasing depreciable
property, and oil and gas exploration] which constitute a trade or business
shall be treated as I activity if-

"(I) the taxpayer actively participates in the management of such trade
or business, or

"(ii) such trade or business is carried on by a partnership or electing
small business corporation (as defined in section 1371(b)) and 65 percent
or more of the losses for the taxable year is allocable to persons who actively
participate in the management of the trade or business." [Emphasis added]

This language in F.R. 13511 does not clearly allow closely-held corporations
that "actively participate in the management of the trade or business" to ag-
gregate the amounts "at risk" in the activities of motion picture production,
farming, leasing depreciable property, and oil and gas exploration. The Tax
Reform Act of 1976 says nothing about closely-held corporations. There is thus
a "gap" in the aggregation rules of section 201 of II.R. 13511.

We suggest that the aggregation rules in § 465(c) (2) of the Internal Revenue
Code of 1954 should be amended to add the following sentence:

"The activities of a corporation with respect to which the stock ownership
requirement of paragraph (2) of section 542(c) is met, and with respect to
which the corporation actively participates in management, shall be treated as
a single activity to the extent that the activities are described in any subpara-
graph of this paragraph, and section 465(a) applies to such activities of the
corporation."

This suggested language would mean, and the legislative history should con-
firm, that closely-held corporations could aggregate the amounts "at risk" in all
of their activities within the same trade or business.

3. SECTION 204: "GRANDFATJIERINO" EXISTING EQUIPMENT LEASES

The Tax Reform Act of 1976 contained a "grandfather" clause generally
exempting pre-existing leases (leases entered into before January 1, 1976) from
the 1976 "at risk" rules. (Pub. L. 94-455, § 204(c)). The same sort of "grand-
father" clause should be inserted in section 204 of I.R. 13511 to exempt existing
leases by close corporations from the "at risk" rules in IH.R. 13511. Section 204
of H.R. 13511 might be amended to add a new subsection (c) :

"(C) SPECIAL TRANSITIONAL RULES FOR LrAsINr ACTIVITIES.---In the case of
any activity described in section 465(c) (1) (C) of the Internal Revenue Code
of 1954 which Is engaged in by a corporation described in section 465(a) (1) (C)
of the Internal Revenue Code of 1954, the amendments made by this subtitle
shall not apply with respect to:

(i) leases entered into before January 1, 1979, and
(ii) leases where the property was ordered by the lessor or lessee before

January 1, 1979.
"This subparagraph shall apply only to taxpayers who held their Interests in

the property on December 31, 1978."
This sort of "grandfather" provision only seems fair, since close corporations,

which have not been subject to the "at risk" rules to date, have entered into
existing leases in reliance on current tax law. Indeed, some of these leases are
long term leases that were entered into before the enactment of the Tax Reforn
Act of 1976. Thus the Treasury I)epartment's Jlanuary 30, 1978 analysis of the
President's 1978 Tax Program suggested that "Itlie proposed changes will apply
to transactions entered Into after December 31, 1978" (p. 113, emphasis added).

Thank you for considering our cormenls and giving u's this opportunity to
submit our views to the Senate Committee.

Sincerely yours, BACON COLLAMORE, Jr.,
President, American Asso-
ciation of Equipment Lessors.

'These four actlvltlei are enumerated in § 465(c) (1) of the Internal Revenue Code of
1954; they are not "activities described In subparagraph (A)"; and thus they are not
explicitly covered by the above-quoted aggregation rules in section 201 of H.R. 13511.
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AMERICAN BANKERS ASSOCIATION,
Washington, D.C., September 6, 1978.

lon. RUSSELL B. LONG,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAR MR. CHAIRMAN: The American Bankers Association would like to thank
the committee for this opportunity to present the views of our members on the
proposed tax cut bill. As a trade association whose membership includes more
than 92% of the nation's full service banks, the ABA is vitally concerned with
the economic impact of the proposed realignment of individual, corporate and
capital gains taxes. On June 29, 1978, we testified on the subject of capital gains
tax reform before the subcommittee on Taxation and Debt Management. Rather
than repeating our comments, we request that our June 29th statement be made
a part of the record of the hearings on H.R. 13511. This letter will address only
those areas of the capital gains section of H.R. 13511 which will directly affect
bank trust operations. Before turning to these specific remarks, we would like
to offer some general observations on the overall impact of the bill.

The American Bankers Association supports H.R. 13511. Rapid inflation in
conjunction with the progressive income tax structure has built automatic tax
increases into the system. Rising nominal incomes push taxpayers into higher
brackets, even though real incomes may not be rising. Projections based on
current levels of inflation make it obvious that without some tax relief, the tax
burden will become unbearable. The built-in increases in tax revenues also shift
a rising percentage of total GNP to the government sector; this facilitates the
expansion of government programs, and makes the reduction of government
spending seemingly impossible.

Inflation has taken a heavy toll on corporate profits and business confidence,
which are two of the major ingredients in capital inveRtment. The apparent
inability to come to grips with the double economic malady of unemployment
and inflation has bred a dangerous "short-run" bias into business planning, and
has inhibited the investment In plant and equipment which is the key to improv-
ing the standard of living in a capitalist economy. The short run business view-
point has been reinforced by the temporary nature of several of the tax changes
enacted over the past decade, which have been designed to have a short run
countercyclical impact on the economy. Tie ABA feels that the change in
Pmphasls toward the achievement of long-term economic objectives which under-
lies H.R. 13511 is perhaps more Important than the actual dollar volume of
the proposed tax cuts. Recognition by Congress that the increased productive
capacity resulting from capital investment is ibeneficlal to the economy at large
will certainly have a positive impact on the willingness of businesses to commit
themselves to long range investment plans.

While we are in general agreement with the size and direction of H.R. 13511.
we believe that tax cuts should he accompanied by cuts in government spending.
California's proposition 13. along with similar movements in other states. is a
clear Indication that American taxpayers will no longer tolerate continuously
rising government expenditures which must be financed by ever higher taxes. The
current trend In government expenditures clearly threatens to outpace our
ability to pay. A tax policy designed to enhance the ability and willingness of
the business sector to expand the potential GNP cannot by itself be expected
to restore the basic health of the economy. The government must accompany the
tax reduction with a meaningful reduction in expenditures.

In addition to these general observations, we would like to address certain
specific areas of H.R. 13511 which Impact directly on bank trust operations.

CASH OR DEFERRED PROFIT-SHARING PLANS

The American Bankers Association strongly supports Section 125 of the bill
to the extent It provides that qualified cash or deferred profit-sharing plans
shall be treated the same as they were prior to 1972. Under current law. employers
have been foreclosed from providing their employees this type of plan. This
loss of flexibility in providing retirement benefits has been Just one more negative
influence of ERISA on the expansion or improvement of pension plan coverage.
Therefore. we urge adoption of the language of this section which will restore
pre-1972 administration of these plans.
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CAPITAL GAINS INDEXING AND CARRYOVER BASIS

The ABA seeks repeal of the carryover basis provisions of the Tax Reform Act
of 1976 for a number of reasons including its extreme complexity. The current
complexity would be magnified substantially by indexing. A substantial part of
this additional complexity would be due to the apparent requirement that any
basis adjustments under Section 1023 would be treated as a substantial improve-
ment. Thus, it becomes more essential that carryover basis be repealed.

CAPITAL GAINS INDEXING AND COMMON TRUST FUNDS

The sections of the hill which provide indexing for capital gains and a one-time
exclusion of gain from the sale of a taxpayer's principal residence raise problems
for some trusts.

It is unclear whether a participation in a common trust fund is an "Indexed
asset". In fact, in view of the specific exclusion of other flow-through entities
one is almost forced to conclude that common trust fund participations would
not be included.

Such treatment of common trust funds would for all intents and purposes
foreclose the use of common trust funds for investment in common stock. A
trustee would probably find it difficult to justify as prudent the investment of
trust assets in a common trust fund holding equity securities. This would severely
handicap the beneficiaries of smaller trusts that need the availability of common
trust funds to enhance diversification and reduce operation costs. The Congress
has consistently recognized the value of collective trust funds for this purpose
(see Sections 408(e) (6) and 584 of the Internal Revenue Code of 1954).

The elimination of common trust funds or a significant curtailment in their
use for investment in common stocks could also have a substantial adverse im-
pact on our nation's equity markets which haie already been suffering for a num-
ber of years. What our country needs is more equity capital, not less. We believe
that the indexing provision should be changed to avoid its deterrent effect on
common trust funds.

In discussing the mutual fund exclusion, the House Report states that share-
holders will receive the benefits of the Inflation adjustment on the indexed assets
sold by the entities when the gain is distributed to shareholders. In the case of
common trust funds, this is accurate only with respect to current tax liability.
However, the amount of appreciation in an asset which is indexed out in com-
puting the current taxable gain remains in the value of the common trust fund
participation. The basis adjustment which is allowed a participation on the pay-
ment of a capital gains tax is limited to the amount of the taxable gain. Thus,
when a participating trust withdraws from a common trust fund, it recognizes n
gain or loss which includes the value of the amounts which have been indexed
out. Therefore, unless participations in common trust funds are included as in-
dexed assets, Congress wlil have seriously hampered the use of common trust
funds, particularly by the smaller trust department.

We recognize including common trust funds and other flow-through entities as
indexed assets will cause complexite, but the complexities will be dealt with
by financial professionals. We normally opt for simplicity but when simplicity
means the virtual elimination of common trust funds we must endorse complex-
ity.

Specifically. the ABA urges the adoption of an amendment which would define
a common trust fund participation as an indexed asset to the same extent that the
fund is invested in common stock or stock which possesses most of the attributes
of common stock, provided that if at the end of each quarter of the taxable year
the portion of the participation which is an indexed asset is at least 80 percent,
then all of such participation shall be considered an indexed Psset. The provision
would provide more simplicity for those common trust funds that remain sub-
stantially invested In Indexed assets. The same type of rule should also be
adopted for regulated investment companies.

SECTION 267

Another problem of the proposed indexing language for trusts Is that it would
exacerbate the current impact of Section 267. Currently. Section 267 prevents the
use of losses due to sales or exchanges between certain related persons including
trusts and their beneficiaries. The section, however, does not apply to property
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included in a decedent's probate estate. Such a distinction weighs unnecessarily
against the use of a revocable trust as a method of making testamentary dis-
positions.'The tax code should be neutral between testamentary instruments. The
application of Section 267 to property otherwise entitled to indexing would make
the distinction even more significant. The Inequity of Section 267 in terms of
revocable trust property could be cured by adding the following sentence to sub-
section 267(b) :

"Nothwithstanding the preceding provisions of this subsection, the word 'trust'
shall not, except as provided in paragraph (6), he deemed to refer to any trust
to the extent that the same has been included in the gross estate of the grantor
or of any other person pursuant to Chapter 11 of subtitle B or has been subjected
to tax pursuant to Chapter 13 of said subtitle".

The reference to inclusion in the gross estate of any other person is intended
to cover a marital deduction trust after the death of the surviving spouse.

The House Report states that the reason for not permitting the indexing basis
adjustment in the case of transfers between related persons is "to prevent re-
lated persons from selling assets among themselves in order to increase basis
while at the same time reducing tax on the sale because of the inflation ad-
justment". This reasoning is puzzling. Clearly game playing with losses should
not be permitted, but Section 267 would accomplish this purpose without any ref-
erence being made in Section 1024 to Section 267. This reference has the effect of
disallowing the indexing basis adjustment when gain is realized and a tax is
payable. Why should a distinction be made in such a case depending upon whether
the purchaser of stock is a family member or a non-family member. If the seller
sold to a non-family member at a gain for the same price, the adjustment would
le available. The quoted language from the House Report does not give a sound
reason for the distinction that is made. Unless we are missing something, the ref-
ence in proposed Section 1024 to Section 256 should be stricken.

ONE-TIME EXCLUSION OF GAIN FROM SALE OF PRINCIPAL RESIDENCE

The $100,000 lifetime residence exclusion provision should be amended to allow
a marital trust or an estate to claim the exclusion. Under the bill. if a residence
is devised outright to a surviving spouse, the spouse would be able to tlect the ex-
clusion. However, if the residence is held in a marital deduction trust it appears
doubtful that the exclusion is available.

Normally in a marital deduction trust the spouse has the right to income, a
trustee can distribute principal to the spouse for needs during lifetime, and the
spouse has the power of disposition at death. It seems to us that these rights arg.
sufficiently close to ownership for the election of tlbe $100.000 exclusion to apply.
The marital deduction trust is often used to provide professional financial aid
investment assistance to a surviving spouse and the residence may be placed in
the trust so that the trustee will make the mortgage payments and handle other
details for the surviving spouse. Denying a spouse in such case the exclusion
would surely be discriminating against the wrong person.

Policy considerations also suggest that the $100.000 residence exclusion should
be carried over to an estate. In the case of a "death lied" sale, the exclusion as it
is now written in the bill could be available. To avoid the confusion and unde-
corous scramble at the moment before death, we urge that the exclusion be made
available to an estate. The purpose of the exclusion would in no way be changed
by permitting this.

Therefore, we urge that the $100.000 lifetime residence exclusion be extended
to a residence held in a marital deduction trust of an estate.

Sincerely,
GERALD M. LoWRIE,

Executive Director. Government Relations.

AMERICAN' BAR ASSOCIATION,
SECTION OF TAXATION,

August 7, 1978.
Mr. MICHAEL STERN,
Staff Director, Senate Committee nn Finance,
Dirksen Senate Offce Building, Washington, D.C.

DEAR MR. STERN : As stated in the letter of August 4. 1978 from my predecessor,
John S. Pennell, the Section of Taxation of the American Bar Association pro-



1367

posed to express its views on the tax provisions of S. 2266, the Bankruptcy
Reform Act of 1978. We have had the opportunity as of this time, however, to
study the bill only very briefly and will limit this submission to three points;
we will continue our study and plan to submit further comments to the Joint
Committee Staff by way of supplement to Mr. Pennell's testimony of Febru-
ary 21, 1978 before the Ways and Means Committee of the House of Representa-
tives on the substantive tax provisions of H.R. 9973.

TAX COURT JURISDICTION

Under present law, the Tax Court may retain jurisdiction over a case if a
petition has been timely filed prior to an adjudication of bankruptcy. However,
there is no opportunity to file a petition if the Internal Revenue Service makes
an assessment under IRC § 6871 and files a claim in the bankruptcy court. This
places an individual debtor at a severe disadvantage. His income tax liability
is not dischargeable in bankruptcy and he may have assets subject to collection
which are not within the jurisdiction of the bankruptcy court. If the Service's
claims are not satisfied in the bankruptcy proceeding, it has one year to proceed
against the debtor with respect to the unsatisfied portion of its claim. In many
cases where there Is a bona fide dispute as to liability, the debtor may be satis-
fied to join the Trustee in contesting liability in the bankruptcy court. However,
the pre-assessment forum provided to solvent taxpayers in the Tax Court is
denied him.

A proposed Joint Committee staff amendment to § 505 of S. 2266 would enable
the taxpayer to either (1) petition the bankruptcy court for a determination of
his personal liability or (2) proceed in the Tax Court. The Section of Taxation
agrees with this approach. We see no reason why a distressed debtor, in addi-
tion to his other disabilities, should be deprived of remedies available to other
taxpayers.

The bill makes one other significant change. Under present law, the trustee
may intervene in a Tax Court litigation already in progress, but has no right
to initiate a petition in the Tax Court (i.e., in a situation where a notice of de-
ficiencv has been mailed and the time to file a petition has not yet expired). A pro-
posed Joint Committee staff amendment to § 346 of S. 2266 would enable the
trustee to proceed in the Tax Court in this situation too. The Section supports
this change. The Tax Court serves an Important function in he administration
of our income, estate and gift tax laws. Its expertise and body of precedents
are a vital factor in the resolution of many tax disputes. There is nothing in
bankruptcy policy which requires that the trustee be deprived of this expertise.
It may be argued that the Tax Court's procedures are not as expeditious as those
of the bankruptcy court, and it may take longer for a case to be reached for
trial in the Tax Court. However, delay is a problem principally for the general
creditors, and if the trustee, as their representative, opts for a Tax Court
forum. this objection would seem to be obviated.

In those cases under current law where there is already concurrent jurisdic-
tion. there may be some advantage to the debtor in remaining aloof from the
bankruptcy court proceedings. There is some authority for the proposition
that if he does, he may take advantage of a disallowvance of a tax claim but be
unaffected by its allowance. A proposed Joint Committee staff amendment to
§ 505 of S. 2266 would end this inconsistent treatment by providing that the
Service may contest the debtor's petition in the Tax Court where it has lost
in the bankruptcy court and the debtor has not intervened. The Section of Taxa-
tion supports this proposal.

DECLARATORY JUDGMENTS

S. 2266 originally contained a proposal in § 1146(d) that a bankruptcy judge
could "declare" the tax effects of a plan of reorganization on motion of a pro-
ponent when the Service failed to respond to a request for an advance ruling
within 279 days or issued an unfavorable ruling. H.R. 9973 contained a similar
proposal. as did the Bankruptcy Commission's proposed bill. A proposed Joint
Committee staff amendment would delete this provision.

Although our initial reactions to this proposal gave rise to some disagreement
within the Section. at this time we favor § 1146(d) as originally proposed and
we oppose its deletion. The uncertainty over tax consequences could have an
adverse effect on the structuring of a plan of reorganization. Should the Service
take an adverse position, its views would have undue finality since proponents
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of a plan might not want to risk subsequent tax litigation even where they
believe their position properly expresses the applicable law. In this situation,
declaratory relief seems appropriate.

The choice between the Tax Court and the bankruptcy court as the appro-
priate forum is difficult. On the one hand, the bankruptcy court has the parties
before it and is familiar with the facts, and the injection of the Tax Court could
give rise to delay. On the other hand, the bankruptcy court may not be a com-
pletely disinterested party in developing a reorganization plan and is less likely
than the Tax Court to reach results which would be uniform and consistent on a
national basis. But this is no different than in other tax cases and is correctable
by appeal. Accordingly, we favor Section 1146(d) with the declaratory judgment
power in the bankruptcy court.

QUICKIE" REFUNDS

Finally, we note an apparent omission from the Joint Committee staff's amend-
ments. § 117 of H.R. 9973 would have enabled the Service to withhold a refund
arising from an application for a tentative carryback adjustment from a tax-
payer in a bankruptcy proceeding. We would have opposed this provision without
some guarantee of a prompt audit. Proposed § 507 of S. 2260 does give special
priority status to an erroneous refund from a tentative carryback adjustment
actually paid to the taxpayer prior to the commencement of a bankruptcy case.
We have no problem with this but wish to be sure that if the situation covered
by 1 117 of H.R. 9973 is re-inserted, we have the opportunity for review and
comment, at least to insure a provision for prompt audit.

The Section is continuing to review the proposed legislation and may submit
further comments on its other provisions. We appreciate the opportunity to com-
ment, and we offer our assistance in further developing sound legislation in an
area which is not widely understood and where clarification of the law is sorely
needed.

Very truly yours,
LIP'JAN REDMAN,

Chairman. 8eclion oI Taxation,
American Bar Association.

STATEMENT OF DR. CHIARLS E. WALKER, CHAIRMAN, AMERICAN COUNCIL
FOR CAPITAL FORMATION

H..R 13511-The Revenue Act of 1978--provides a highly constructive start
toward removing the bias In the tax system that favors consumption but works
against savings and productive investment. The tax bill that passed the House
of Representatives on August 10 is pro-capital formation; and, atlhough it is
on balance very good legislation as it stands, it can be improved eevn further.
We urge the Committee and the Senate to make those improvements.

Although the American Council has focused primarily on the direct taxation
of corporate profits and capital gains, it would be a mistake to assume that the
shape of the $10.5 billion reduction in individual taxes is not related to capital
formation. Individual taxpayers, particularly those in the middle and upper
brackets, provide a substantial portion of the national saving that supports pro-
ductive investment. Therefore, the reductions in the tax burden on those tax-
payers promote capital formation. We urge the Committee to retain those
reductions.

CORPORATE TAXES

Taken as a whole, the corporate tax reductions in H.R. 13511 would provide
a long overdue boost to our lagging rate of capital formation. However, the favor-
able impact of these cuts could be increased significantly if the excessively high
corporate rate were reduced below the 46 percent level proposed in the legis-
lation. One approach would be that recommended by the Business Roundtable-
a reduction to 45 percent on January 1, 1979. and 1-point reductions each year
thereafter, to 42 percent by 1982. An alternative approach that would conserve
revenue for the coming fiscal year would be to schedule additional 2-point reduc-
tions in 1980 and 1981, thereby reaching the 42 percent maximum a year earlier.
The large positive feedback effect on Treasury revenues would minimize the
impact of the reductions on the Federal deficit.
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The American Council strongly endorses the House provisions relating to the
investment tax credit. The provision for a permanent credit at 10 percent should
at long last convince the business and financial community that the credit will
not be varied for contracyclical purposes--a misuse which disrupts business
planning and, by past experience, can be counterproductive. In addition, the
liberalization of the ITO to provide for "90 percent utilization" is also construc-
tive, although we favor an immediate increase rather than the four-year phase-in
approved by the House. Moreover, a strong case can be made that the ITO should
be fully refundable, thereby eliminating a discriminatory feature which also
impairs the effectiveness of the credit.

We also support a reduction in the corporate capital gains rate by an amount
equal to the cut in the top corporate.

The House recognizes the special problems that small businesses face by
including a provision for a four-step corporate tax rate beginning with a 17
percent rate on the first $25.000 of taxable income and rising to the new 46
percent maximum rate for income above $100,000. We believe that both small
business and the public interest would be better served by a simple two-step
arrangement: 17 percent up to $75,000, with a maximum rate applicable above
that level.

CAPITAL GAINS

Events of the past few months demonstrate that there is strong support both
in Congress and among the public for a substantial cut in taxes on capital gains.
The American Council has consistently voiced its strong support of such action,
including testimony at the hearings before your Subcommittee on Debt Manage-
ment on June 28. We shall not repeat the arguments then presented. The question
now before this Committee is which of several approaches to cutting capital
gains taxes will best meet the goal of simplicity, equity and broader and faster
capital formation.

We submit that the evidence strongly favors the proposal advanced by the
Chairman of this Committee, Senator Russell Long, in a speech before the National
Press Club on July 26. In those remarks, the Chairman proposed an increase in
the "excludable" portion of capital gains from the current 50 percent to 70
percent; elimination of the "poisoning" of the "MaxiTax" that results from
1976 amendments relating to "preference income"; and conversion of the "add-on"
minimum income tax to an "alternative" approach designed to prevent recipients
of large capital gains from paying little or no Federal income taxes.

Our comments on the proposal for an alternative tax will have to wait a
description of how it will work. But the proposal for increasing the excludable
portion of gains to 70 percent is clearly of great merit. Inasmuch as the 30 per-
cent of gains would be taxed at ordinary rates, alternative calculations would
be eliminated and preparation of returns would be simplified. Equity would be
served because the reductions would apply to taxpayers in the low brackets as
well as those in middle and upper brackets (for example, marginal rates on
capital gains would range from a minimum of 4.2 percent in the lowest bracket
to 21 percent at the top, assuming there is no reduction in the top bracket rate).
And since the cuts would be deeper and more widely spread than would be
the case with other proposals, capital formation would be more strongly stimu-
lated. A new econometric study by Merrill Lynch Economics suggests that the
Long proposal would have about three times the positive impact (e.g. real GNP
growth, additional jobs, increase in investment, a reduction in the Federal budget
deficit) of the House legislation, and 50 percent more than the so-called Steiger-
Hansen bill. It would also stimulate Federal revenues significantly.

A sharp reversal in the decade-long upward trend in capital gains taxation
is, quite clearly, an idea whose time has come. Chairman Long's proposal-
especially if coupled with the House provisions to adjust capital gains for
inflation after 1980, and to relieve Fellers of residences through a once-in-a-life-
time exemption-will best serve the ends of simplicity, equity, and capital
formation.

We urge its adoption.
OTHER PROPOSALS

The American Council for Capital Formation is pleased to add its endorse-
ment of S. 3288 and its House counterpart. This legislation would allow a retire-
ment savings deduction equal to the lesser of 10 percent of compensation or
$1,000 for persons covered by certain pension plans. It is our belief that enact-
ment of this legislation would be a positive step toward increasing the pension

34-369 0 - 78 - 11
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coverage in the private sector which is alarmingly low. This should have the
added effect of increasing the aggregate level of savings in society. An increase
in private saving will help finance the capital formation so necessary for the
attainment of a higher level of economic growth and job creation. In addition
to filling a real need for adequate pension coverage for private sector employees,
particularly those employed by smaller firms, we believe this legislation will
help reduce the pressure for social security increases.

Another proposal that deserves serious consideration would defer taxes on divi-
dends reinvested in corporate stock. The temporary loss in Federal revenues
would be small relative to the positive impact on capital formation.

CONCLUSION

The Committee is "marking up" major tax legislation at a highly propitious
time. The public now supports the type of pro-capital formation tax legislation
that has long been needed but, for a variety of reasons, could not be enacted.
Efforts on the part of many people have helped convince the typical voter that
reduction of the tax burden on savers, investors and business is not, in fact,
tax relief for the rich. In the final analysis, it is the best and only lasting way
to create the jobs and economic growth so essential to our national well-being.

STATEMENT OF THE AMERICAN COUNCIL OF LIFE INSURANCE

We appreciate this opportunity to present the views of the American Council
of Life Insurance on H.R. 13511, the Revenue bill of 1978. The Council has a
membership of 479 life insurance companies which, in the aggregate, have 93
percent of the life insurance in force in the United States and hold 99 percent
of the reserves for insured pension plans.

INTRODUCTION AND SUMMARY

Our comments are directed primarily to issues which relate to insurance and
pension matters. We are pleased that the bill does not include a number of
Administration proposals that would have adversely affected millions of policy-
holders and their beneficiaries of the life insurance business. These undesirable
proposals would revise the income tax treatment of holders of nonoualifled
deferred annuities, change the social security integration rules under the Internal
Revenue Code for peniion plans, require group life insurance and health insur-
ance plans to meet non-discrimination rules, and repeal the $5,000 exclusion
for death benefits paid under qualified pension plans. The rejection of these
proposals by the Houso was wise since they would have impaired the essential
financial protection and security that the insurance and annuity products con-
cerned provide to many millions of Individuals. We urge the Finance Committee
similarly to reject these proposals and exclude them from the tax legislation
that it approves.

We also urge deletion of the provision in H.R. 13511 which eliminates the pres-
ent separate income tax deduction (outside the medical deduction floor) for
one-half of the premiums paid by an Individual for accident and health insurance.
As indicated in detail below, this provision discriminates against individuals who
purchase health insurance. It would have the practical effect of depriving large
numbers of such Individuals of deductions for their medical expenses under such
insurance. This would discourage Individuals from insuring against future medi-
cal bills at a time when it is particularly important to encourage such insurance
In view of rapidly rising health costs.

In addition, we support the thrst of the provisions in the bill dealing with non-
qualified deferred compensation arrangements of $tate and local governments
and private employers and with qualified cash or deferred profit-sharing plans.
We believe that these provisions represent a desirable solution which provides
much needed certainty and equity in the tax treatment of these deferred compen-
sation arrangements.

We support reduction In the tax on capital gains in order to increase productive
capacity, create more jobs and fight inflation. Finally, we urge that a provision be
added to the tax legislation to permit life insurance companies to fund state and
local retirement systems and eligible state deferred compensation plans on the
same basis as other financial intermediaries.
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SPECIFO (MMENTs

1. Deduction for accident and health insurance premiums
We join with the Health Insurance Association of America in opposing secuo

112 of HI.R 13511 which eliminates the present separate income tax deduction for
premiums paid by an individual for accident and health insurance. Under present
law, a taxpayer may deduct, outside of any floor, one-half of these premiums up
to a maximum deduction of $150. The remainder may be aggregated with his
other medical expenses and deducted to the extent the sum exceeds 3 percent of
his adjusted gross income.

The present deduction (outside the medical deduction floor) for one-half of a
taxpayer's health insurance premiums was added in 1965 in order to equalize to
some degree the tax treatment of individuals who purchase health insurance
and those who choose to self-insure. Without this deduction, It Is likely that the
taxpayer who purchases health insurance would never qualify for a medical ex-
pense deduction since, unlike the self-insurer, his medical expenses are essentially
averaged but over a period of years and will usually fall below the medical ex-
pense deduction floor. It was believed by the Ways and Means Committee that a
disparity in tax treatment between those that purchase health Insurance and
those who choose to self-insure "may have the effect of discouraging the provision
of insurance protection against future medical bills". (See Ways and Means
Committee Report on H.R. 6675, 89th Congress. page 137.) We believe this reason
for continuing the separate deduction for premiums paid for accident and health
Insurance is equally valid today.

Moreover, national health insurance proposals are being actively debated
and the need for upgrading and broadening health insurance coverage Is univer-
sally recognized. To destroy the present incentives in the tax law for the purchase
of health insurance while, at the same time, considering ways to improve health
insurance coverage is contradictory.

Elimination of the separate deduction for health insurance premiums has
been supported on the grounds that it would simplify the tax return. However,
the net effect would not be simplification. Millions of taxpayers take the health
insurance premium deduction without taking a deduction for their other medical
and dental expenses. For many of these, repeal of the separate health insurance
premium deduction will eliminate one line of the tax form (a minimal simplifica-
tion at best), but at the possible price of higher taxes. For others, adding health
insurance premiums to their other medical deductions will bring them over the
"floor". Then, to claim the deduction, they will have to justify not only their
health insurance premium payments but all their other varied medical and dental
expenses which bring them up to the "floor". Thus, the tax return of some tax-
payers would be minimally simplified at a price of higher taxes, but for others
it would be made much more complicated.

These considerations clearly indicate that the proposed elimination of the
separate income tax deduction for premiums paid for individual accident and
health insurance would be highly inequitable and would complicate rather than
simplify the individual income tax return. We therefore urge that this proposal
not be adopted by the Finance Committee.
2. Deferred compensation plans

We support the thrust of Section 121 of the bill which provides that employees
and indeepndent contractors who provide services for State and local govern-
ments that maintain 'eligible deferred compensation plans" will be able to defer
compensation as long as such deferral does not exceed prescribed annual limita-
tions. In addition, this section provides a limited "catch-up" provision, Integra-
tion with Section 403(b) arrangements, and rules as to wheri a deferred com-
pensation arrangement may be entered Into and when benefits may be made
available to participants. It also permits participants to select among optional
methods available for investing the deferred amounts but precludes them from
having any ownership interest in the assets of the plan during the deferral period.

We also support Section 122 of the bill which provides that the taxable year
for including compensation deferred under a nonqualified deferred compensation
plan maintained by a taxable entity Is to be governed by the principles set forth
in rulings, regulations and Judicial decisions in effect on February 1, 1978. This
establishes clearly that a cash basis taxpayer is not in constructive receipt of
income merely because he elects, before the compensation Is earned, to defer the
receipt of the compensation.
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Finally, we support Section 125 of the bill which provides that employees cov-
ered by a qualified cash or deferred profit-sharing plan can defer tax on employer
contributions to the plan, if the plan complies with the law as it was administered
before January 1, 1972.

These provisions establish an equitable and practicable approach to the tax
treatment of deferred compensation under State and local government plans, pri-
vate nonqualified plans and qualified cash or deferred profit-sharing plans. The
provisions clearly and correctly reverse the erroneous concept embodied in the
proposed Internal Revenue Service regulations of February 3, 1978, dealing with
nonqualified deferred compensation contracts and December 6, 1972, dealing with
contributions to qualified plans, including cash or deferred profit-sharing plans,
made pursuant to salary reduction agreements. We firmly believe that these regu-
lations are contrary to the long-standing position of the courts and the Internal
Revenue Service, itself, that a cash basis taxpayer is not in constructive receipt of
income merely because he elects, before the compensation is earned, to defer the
receipt of such compensation until a later time.

The tax treatment of deferred compensation arrangements provided by the bill
will have the beneficial effect of encouraging more adequate provision for em-
ployees' retirement needs. The proposed regulations have created substantial
uncertainty among taxpayers as to whether there Is a proper deferral of income
under deferred compensation arrangements. This uncertainty is severely curtail-
Ing the implementation by State and local governments and private employers of
a wide variety of deferred compensation plans which would be beneficial to em-
ployees. The different tax rules that now apply to cash or deferred profit-sharing
plans, depending on whether the plans were established before or after June 27,
1974, are also impeding the establishment of such plans. The provisions that we
support eliminate these obstacles to the adoption of beneficial deferred compensa-
tion arrangements by establishing certain, uniform and equitable tax treatment
for such arrangements.

However, we would like to call the Committee's attention to the fact that the
bill does not deal with the status of deferred compensation arrangements of tax
exempt organizations. We urge that the status of these plans be clarified in the
pending legislation.
8. Capital gains

We support a reduction in the tax on capital gains. We take this action despite
our usual policy of concentrating attention on issues particularly applicable to
life insurance companies and their products and policyholders because we believe
that the economic results of such tax reduction would be beneficial to the econ-
omy. Tax reduction for capital gains would encourage the flow of investment capi-
tal available to increase productive capacity through the creation of new plant
and equipment and the modernization of existing facilities. It would also lead to
an increased supply of goods and services as well as increased Jobs. These are
important elements if efforts to fight inflation are to succeed in the context of a
growing economy with jobs for all our citizens. In this regard, we strongly believe
that the fight against inflation should be the number one priority for this country.

Any adverse impact on government revenues of such a tax reduction on capital
gains will be significantly offset by revenue increases resulting from the sale of
assets which up to now have been "locked in" because of the steep capital gains
taxes that would be payable.
4. Proposal to facilitate ft4nding of public employee plans by life insurance

companies
We urge that a provision be added to the tax legislation being considered by the

Finance Committee to permit life insurance companies to fund State and local
retirement systems and eligible state deferred compensation plans (new section
457 of the Code) on the same basis as other financial intermediaries. Currently, a
limitation in the life Insurance company tax provisions precludes State and local
governments from accumulating funds invested with life insurance companies on
an equivalent basis as funds invested with banks or mutual funds. In order to
correct this inequity, we urge that section 805(d) and related provisions of the
Code be amended to add a new category of pension plan reserves for contracts
entered into with the retirement system of a State or local government or with an
eligible state deferred compensation plan as described in proposed new Code sec-
tion 457. Attached hereto Is a memorandum which addresses this area in much
greater detail.
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We apreciate this opportunity to present our views on the pending tax legis-
lation and would be glad to answer any questions the Committee may have.

Enclosure.

ATTACHMENT TO STATEMENT OF THE AMERICAN COUNCIL OF LIFE INSURANCE

Proposal to Facilitate Funding of Publio Employee Plans by Life Insurance
Oompaniep

Legislation is proposed to permit life insurance companies to fund state and
local retirement systems and eligible state deferred compensation plans (new
Code section 457) on the same basis as other financial intermediaries.

PUBLIC EMPLOYEE RETIREMENT SYSTEMS

Public Employee Retirement Systems (PERS) have come under close scru-
tiny in recent years by committees of the Congress and in the press. As required
by ERISA, the House Pension Task Force published a comprehensive study of
PERS during March of this year which catalogs and discusses the serious prob-
lems that those systems face.'

A major problem discussed in detail in the Pension Task Force report involves
the funding of PERS. Historically, those systems have been poorly funded with
many systems being funded on a pay-as-you-go basis. There has been a trend
toward more adequate funding in recent years, which is attributable, at least
in part, to more widespread recognition of the long-term costs of ]prior pension
commitments. Despite this trend, the Pension Task Force report concludes
that efforts still need to be made to discourage use of inappropriate financing
methods and to encourage the accumulation of pension reserves through the
use of actuarial funding methods.!

A closely related area of concern involves the investment policies and pro-
cedures of public employee plans. While investment performance is of no
importance in a pay-as-you-go system, a small increase in Investment yield can
have a substantial impact on the funding of the plan. An increase on investment
yield of 1 percentage point, for example, may reduce funding requirements by
15 to 20 percent.

Due to many statutory and historic limitations, PERS have not been man-
aged in accordance with the best investment policies and procedures. In recog-
nition of this fact, there has been a treind toward professional management of
public employee funds. Because of the increasing attention being given to PERS
generally, it is expected that trend toward professional investment management
will be increasingly emphasized in the public sphere.

Another phenomenon documented by the Pension Task Force report is that the
vast majority of PERS do not go through the process, which private plans almost
always do, of obtaining letters from the Internil Revenue Service determining
that their plans are qualified under section 401 of the Code. There are a number
of reasons why this is so. In some cases, the retirement system may not meet fed-
eral standards. In other cases, the system may not wish to incur the expense and
effort necessary to establish qualification or to comply with federally man-
dated reporting requirements. Also, state and local governments, unlike private
employers, are not concerned with the deductibility of contributions. In other
cases, state and local officials feel quite strongly that federal qualification of
state and local plans is a fundamental infringement of state rights and is
unconstitutional.

Recently the Internal Revenue Service tried to enforce the qualification
requirements on state and local plans in a variety of ways. As a result of strong
resistance by state and local units to these efforts, the Service has issued three
releases (IR-1P9 dated August 10. 1977, IR-1875 dated August 18, 1977, and
IR-1923 dated December 28, 1977) which, pending a Treasury review of public

plans. resolve the questions of discrimination and taxability of the income of
such plans in favor of the taxpayer; eliminate the financial reporting questions
required by ERISA Form 5500; and extend the due date for filing such forms to
July 31, 1978.

2 Fone Pension Task Force. 95th Cong, 2d sess., "Report on Public Employee Retire.
ment 5vsterns" (cornmittep Print 197P.).

I,"Pension Task Force Report," aupra at 4.
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Additionally, legislation has been introduced by a number of House and
Senate Members which, if enacted, would make it clear that state and local
pension plans are exempt from taxation and reporting requirements.

It is not at all clear what action, If any, will be taken by the Internal Revenue
Service or Congress. Nor is it clear when such action might be taken. However,
federal taxation and regulation of state and local plans does clearly involve
diffeult substantive issues and political questions, and it would not be sur-
prising if a resolution of these issues were delayed indefinitely. In any event,
no resolution of this problem currently under consideration deals with the
problem of life insurance company taxation described below.

ELIGIBLE STATE DEFERRED COMPENSATION PLANS

As a means of providing limits on unfunded deferred compensation arrange-
ments for state and local government employees, section 121 of the House-passed
Revenue Act of 1978 would provide for establishment of eligible state deferred
compensation plans.

To qualify, such plans must contain certain limitations and conditions which
are similar to limitations and conditions Imposed under other forms of retirement
arrangements recognized in the Internal Revenue Code, such as section 403(b)
annuities, individual retirement accounts and H.R. 10 plans. For example, the
amount of compensation that may be deferred under such arrangements I, lim-ited to the lesser of i7.500 or 33% percent of compensation. This limitallon isto be reduced on a dollar-for-dollar basis to reflect amounts contributed undersection 403(b) tax deferred annuities. Also, an eligible plan Is not permitted tomake benefits available to participants before the earlier of (1) retirement,
(2) separation from service, (3) death, or (4) an occurrence of an unforesee-
able emergency. Participants are precluded from having any ownership interest
in the assets of the plan during the federal period, although they are pprmittedto select among any optional methods available for investing amounts deferred.

Similar to the rules for qualified retirement plans or qualified annuity arrange-ments, a participant in an eligible state deferred compensation plan would not
be taxable on any amounts deferred, including any income earned on deferred
amounts, until such amounts are paid or otherwise made available.

IAfe Insurance Companies Should Be Able To Fund Public Employee Plans on the
Same Basis as Other Financial Intermediaries

Income earned by state and local governments is not subject to the Federal
income tax. This means that under an eligible state deferred compensation plan,state and local governments may make direct investment, investments through
bank trusts or investments in mutual funds and pay no tax. Similar tax-free
accumulations may be made in connection with public employee retirement
systems. A limitation in the life insurance company tax provisions precludes
state and local governments from accumulating funds with life insurance com-panies on an equivalent basis. This limitation may be explained as follows:

The federal income tax structure for life insurance companies is designed,
generally, so that amounts held for retirement plans will not be subject to federalincome tax. The purpose of these provisions is to permit life insurance com-
panies, like banks and other financial intermediaries, to accumulate investment
income held for retirement purposes free of tax.

The Code provisions that prescribe this treatment in the case of life insurancecompanies are only applicable, however, if the life insurance company's contractis issued to a plan which is qualified under one of the various Code provisions
enumerated in section 805(d).

The above-described limitation, in light of the reluctance of public plans toseek qualified status under the Code, explains why life insurance companies
currently face great difficulties in soliciting or accepting funds from publicretirement systems. In the case of private plans, life insurance companies cover
approximately one-third of participants and fund approximately the sameproportion of total private pension plan assets. While there are no comyulete
statistics on the extent of professional management of public plans, the August
1978 issue of Institutional Investor reports that of the 53 largest state publicemployee funds, all or a portion of the assets of only 3 funds are held by lifeinsurance companies. In contrast, 48 of the systems manage all or part of their
funds internally. Similarly, a recent survey of seven major life Insurance com-
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panes, which hold $45 billion or 12 percent of the assets held for all plans,
hold only $1.2 billion of 1 percent of the amounts held for public employee plans.
Since state systems can invest funds directly or through a properly drafted
bank trust on a tax-free basis, they would be ill advised to place those funds
with life insurance companies, and, in effect, have investment results credited
on an after-tax basis.

The full range of investment management alternatives should be available
to public employee plans. While life insurance companies are not the only
source for funding such plans, their relative prominence in the private sector
suggests at least that their contracts and facilities should be available to the
prudent administrator of a public plan on the same basis as other funding media.

The Code Should Be Amended To Clatify the Ability of Life Insurance Companies
To Fund State and Local Retirement Systems

For the reasons stated above, the Internal Revenue Code should be amended
to clarify the ability of life insurance companies to fund state and local retire-
ment systems and eligible state deferred compensation plans on a tax-free basis.

Such an amendment would involve no revenue loss to the Federal Government.
To the extent that the amendment permits state and local plans to obtain better
investment performance, the cost of state and local retirement plans, and the
burden they place on the taxpaying public, will be reduced. Of course, to the
extent that investment results improve the funding of a public employee plan,
it Is easier also to make benefit improvements for participants in appropriate
cases.

The proposed amendment would add a new category of pension plan reserves
to section 805(d) of the Code for contracts entered into with the retirement
systems, trusts or funds of a state, a political subdivision of a state or an agency
of instrumentality of either or with eligible state deferred compensation plans
as described in section 457. Additionally, a conforming cross-reference to this
new paragraph would be added to section 801(g) (1) (B) (it) and section 801
(g) (7) of the Code, involving pension plan contracts based on separate accounts.

A copy of the proposed amendment is attached.

Proposed Amendments Relating to Public Employee Plans

SECTION 1. PENsIO,,; PLAN RESERVES.-Section 805(d) of the Internal Revenue
Code of 1954 is amended by adding the following new paragraph:

"(6) purchased under contracts entered into with plans which (as of the
time the contracts were entered into) were (A) retirement systems, trusts, or
funds of a State, a political sulivision of a State, or an agency or instru-
mentality of any one or more of the foregoing which do not provide an option
to defer compensation or (b) eligible state deferred compensation plans as
described in section 457 of the Code and, in the case of taxable years begin-
ning before January 1, 1982, plans described in sections 121(c) (2) of the
Revenue Act of 1978."

SEC. 2. CONTRACTS WITH RESERVES BASED ON SEGREGATED ASSET AccouNTS.-
(a) DEFINITION OF CONTRACT WITH RESERVES BASED UPON SEGREGATED ASSET

Accov'NT.-Section 801(g) (1) (h) (ii) of the Internal Revenue Code of 1954 is
amended as follows:

"(ii) which is described in paragraph (1), (2), (3), (4), (5) and (6)
of section 805 (d) 0 * 0"

(b) BASIS OF ASSETS HELD FOR PENSION PLAN CONTRACTS.-Section 801(g) (7)
of the Internal Revenue Code of 1954 is amended as follows:

"(7) BASIS OF ASSETS HELD FOR QUALIFIED PENSION PLAN CONTRAcTS.-In
the case of contracts described in paragraph (1), (2), (3), (4), or (5) or
(6) of section 805 (d) the basic of each asset *

STATEMENT OF THE AMERICAN ELECTRONICS ASSOCIATION

On behalf of the American Electronics Association's high-technology exporters,
we urge the Senate Finance Committee to oppose any effort to eliminate or
modify the Domestic Internal Sales Corporation, or DISC.

* The proposed amendments assume that current erroneous crossreferences to section
801(d) will be corrected by sec. 4(J)(4) of the Technical Corrections Act (H.R. 6715).
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AEA (formerly WEMA) Is a trade association representing more than 1,000
high-technology companies in 39 states. Over two-thirds of our member companies
are small businesses employing fewer than 200 people. Exports and international
trade are vital to our high-technology Industries. In a recent AEA survey, the
325 responding companies reported generating over $16.4 billion in export and
foreign operation revenues in 1976.

Mr. Chairman, our members are greatly disturbed by the Administration's
proposals to modify or phase out DISC. We believe these suggestions are mis-
guided and could prove damaging to the nation's economy. Right now our nation
is struggling with high domestic unemployment, inflation and an enormous trade
deficit. Increased exports could alleviate these problems. Our exporters are
competing with foreign firms that are greatly assisted by their governments.
Furthermore, it seems to us that U.S. negotiators in Geneva should be able to
use DISC as an important bargaining chip in the export subsidy talks now
underway.

This is just not the time for Congress to be considering eliminating or reducing
the only export incentive the U.S. affords its exporters. Rather, Congress and
the Administration should be focusing their energies on developing a national
policy to put U.S. exports and the U.S. economy on much stronger footing.
Export incentives should be expanded, regulatory obstacles to exports should be
reduced, and a healthier domestic economic environment should be encouraged
by reducing taxes, especially those on capital gains, and by stimulating industrial
investment, research and development.

International competitiveness, especially in the technology-intensive industries,
will continue to become ever more vital to the overall well being of the U.S.
economy. As a trade, rather than a tax matter, the U.S. cannot afford to neglect
the competitive strength of its exporters.

Since their creation in 1971 and despite their modification in 1976, the DISC
provisions have done exactly what the Congress intended them to do. They have
improved the competitiveness of U.S. firms in world markets by offsetting some
of the advantages other countries give their exporters via direct and Indirect
tax subsidies. According to a study by the Special Committee for U.S. Exports,
between 1973 and 1975 DISC increased exports by about $8.7 billion, GNP by
$21.7 billion, export-related employment by 343,000 and overall employment by
1,070,300 (man-years), and federal revenues by $3.61 billion.

The DISC has greatly assisted the international competitiveness of AEA mem-
ber companies and contributed considerably more to the U.S. economy than its
"cost" In deferred tax revenues.

In 1975 one of our member companies, San Fernando Electric Manufacturing
Company, told members of the House Ways and Means Committee how the DISC
tax provisions gave it the incentive to enter and succeed in export markets.
Mr. Alan Rubendall, San Fernando's executive vice president, pointed out that
the greater cost of marketing abroad made it difficult, if not impossible, for a
smaller company to comeptitively market its products abroad. In January of
1973, San Fernando Electric formed a DISC and began to export. By September
1975, they had sold nearly $4 million worth of products abroad. This additional
volume created more than 96 U.S. jobs which otherwise would not have existed.
The added sales export volume created by the DISC provided higher corporate
income taxes for San Fernando Electric.

A 1975 AEA survey of its membership supported San Fernando Electric's ex-
perience. Two-thirds of the companies responding were small, with total sales of
less than $15 million in 1974. They reported that from 1972 to 1974, DISC had
helped them increase their total exports by $67 million a year and their U.S.
employment by 6,388. The respondents estimated an aggregate loss of $44.5
million in sales in 1976 and an immediate net loss of 1.800 jobs if DISC were
repealed. The AEA survey, like Mr. Rubendall's comments, clearly indicate that
DISC has been particularly helpful to medium-to-small sized firms entering the
export market or seeking to expand their sales of U.S. products abroad.

That was back in 1975. But given today's trade deficit, the ongoing trade nego-
tiations, high unemployment and inflation, It is even clearer to us that there is a
much greater need in 1978 for DISC and for a national trade policy explicitly
recognizing the importance of exports to the U.S. economy.

We urge the Senate to follow the House of Representatives' lead and join
with the National Governors' Conference and U.S. industry in opposing any
changes to DISC this year. We applaud your efforts to reduce federal taxes,
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especially those on capital gains. These kind of constructive reforms will prove
extremely beneficial to the U.S. economy and its trading power. ABA's 1,000
member companies fully support this approach.

STATEMENT OF THE AMERIOAN FARM BUREAU IEDERATION

The American Farm Bureau Federation is a voluntary, nongovernmental
organization repersenting nearly 3 million member families whose major goal
is to promote the Interests of farmers and ranchers as well as the strength of the
total economy.

Tax policy has a significant effet upon the economic well being of the agricul-
tural community, and Farm Bureau has taken a stand on various tax issues af-
fecting agriculture both directly and indirectly. We are pleased to submit this
statement on the tax reduction and reform proposals contained in H.R. 13511.

In general Farm Bureau supports the provisions of the bill. At the 59th annual
meeting of the American Farm Bureau Federation, the official voting delegates
of the member State Farm Bureaus adopted a number of resolutions consistent
with the tax policy embodied in this legislation.

I. Capital Ga4ns Provisions
Farm Bureau policy maintains that "the tax treatment of capital gains should

encourage investment without creating tax loopholes or discouraging the sale of
property." The restructuring of capital gains taxes provided in H.R. 18511 ad-
vances this principle. Among other things, it allows farmers who desire to sell
farmland an opportunity to do so without an onerous tax burden. Just as import-
antly, the reform and reduction of capital gains taxes can provide incentives to
both individual and corporate investors and spark new economic growth by
encouraging increased investment.

The proposal In H.R 13511 to index capital gains also squares with "gains"
which reflect, in part, a decline in the value of the dollar. A partial answer to this
inequity Is the indexing of such gains.

If. Business Tax Reductions and Extensions

A. CORPORATE RATE REDUCTIONS
Farm Bureau policy states that "tax policy should be designed to encourage

private initiative, help stabilize the dollar, promote employment and economic
growth, and distribute the tax burden equitably." The proposed reduction in the
corporate tax rate is in accord with this policy. Small agricultural businesses, as
well as many farms, will benefit from the enactment of this provision.

B. INVESTMENT TAX CREDIT

Farm Bureau supports the permanent extension of the 10-percent investment
tax credit contained in H.R. 13511 and encourages this Committee to go further
in revising the credit. Specifically, we urge the Committee to amend H.R. 13511
to include the provision of S. 3433, a bill introduced by Senator Herman Talmadge
(D., Ga.) to clarify application of the credit to include structures designed and
used solely for the production of poultry, eggs, beef, pork, or plants.

C. TAX ACCOUNTING

Farm Bureau is concerned that recent efforts by the Internal Revenue Service
to institute a system of capitalizing inventories, including growing crops in the
field. would have detrimental effects on many farmers. We support Section 342
of H.R. 13511, which permits a farmer, nurseryman or florist, who uses the ac-
crual method of accounting and is not required by Section 447 of the Code to
capitalize preproductive period expenses, to be exempt from the requirement of
Rev. Rul. 76-242 that growing crops be inventoried.
Federal estate taxes

It is Farm Bureau policy to "initiate efforts to repeal or to make major modi-
fications in the, inequitable capital gains carryover basis provisions of the Tax
Reform Act of 1976." These rules are an administrative and financial hardship
on farmers, ranchers, and their families, and should be repealed.
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Although H.R. 6715, which provides for a three-year moratorium on applica-
tions of the carryover basis rules, is on the Senate calendar and is supported by
Farm Bureau, we urge that a complete repeal of the carryover basis provisions
be included in the Committee's amendments to H.R. 13511.
Other considerations

In addition to Farm Bureau's general support of H.R. 13511 and specific
endorsement of the items mentioned in this statement, we call to your attention
these additional Farm Bureau policies:

"We believe that an amendment to the U.S. Constitution should be adopted
to require that the Congress operate on a balanced budget each year, and that
only in extreme emergencies could this requirement be waived with concurrence
of the House of Representatives, the Senate, and the Executive Branch of the
government.

"We support a Constitutional amendment to restrict the tax authority of the
federal government to a realistic percentage of the gross national product.

"We recommend that any tax cut be accompanied by a comparable cut In gov-
ernment spending."

Adequate consideration of any revenue bill must take into consideration the
concepts of a balanced budget and limitations on federal spending and taxation.
These concerns are foremost in the minds of farmers and ranchers who daily
contend with inflated costs of production caused to a great extent by the federal
government's failure to live within its means.

We believe that the modest reductions proposed in this bill are justified by
their potential contribution to economic growth; however, there remains an
urgent need to bring Federal spending into balance vith Federal revenues at
tax rates the public can afford to pay.

We, therefore. urge the Senate Committee on Finance to explore various means
of limiting both Federal spending and taxes at its earliest opportunity.

STATEMENT OF THE AMERICAN HOSPITAL ASSOCIATION

The American Hospital Association, representing some 6,400 hospitals and
other health care institutions, as well as over 27,000 personal members, appre-
ciates this opportunity to present to the Committee our comments and recom-
mendations regarding tax reform and the threat certain proposals pose to char-
itable nonprofit health care institutions. The majority of our members are non-
profit hospitals that to varying degrees depend on philanthropic contributions to
help provide quality health care in their communities. Accordingly, the AHA
and its members are deeply interested in any legislation affecting tax incentives
for charitable giving.

Specifically, we are concerned about the Administration's proposals for decreas-
ing or eliminating certain deductions which would increase the number of tax-
payers who elect to use the standard deductions and could decrease charitable
contributions to not-for-profit hospitals and other health care institutions.

THE NEED TO PRESERVE TAX INCENTIVES FOR PHILANTHROPY

During the early history of health and hospital care in this country. private
contributions comprised a substantial proportion of funds for building and opera-
ting hospitals. While other sources, including the government, now provide a
greater share of funds for these activities, not-for-profit health care institutions,
which represent the greatest portion of our health care resources, continue to rely
on charitable contributions for a variety of purposes. Some of these include
helping to meet outstanding mortgage obligations and replace outdated facilities
and equipment; helping to meet unavoidable operating deficits that result from
payment limitations imposed by some third-party payers; support for health
research and education programs; helping to maintain and Improve community
health care through, for example, subsidization of care for indigent patients;
and helping to finance experimental and innovative approaches to the delivery
of health care.

These worthy activities ar , clearly in the public interest and philanthropic sup-
port for them diminishes a burden on government. They also help reduce the cost
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of services to all patients. Moreover, private philanthropy reflects and fosters a
highly desirable participatory attitude by individuals toward the needs of their
communities. Governmental and private philanthropic activities in the health care
field, though often addressing different needs and problems, are complementary
expressions of support for better health for the people of the nation, and we
feel America can ill afford to forego this valuable source of venture capital.

THE TAX SYSTEM AND PHILANTHROPY

Our society is based on the belief that diversity, free choice, and competition are
necessary elements of the public well-being. A pluralistic social structure confers
many benefits on its citizenry. It fosters experimentation and standard setting.
It supports endeavors which sometimes go beyond the expertise and obligation of
government. Most importantly, it encourages citizen participation in identifying
and attacking social problems.

Recognition of the many benefits of private giving for public purposes and the
absence of any personal financial gain by donors led the Congress after enact-
ment of the Federal income tax to establish tax Incentives for charitable giving.
This has for years encouraged the traditional volunteer spirit that has well served
our society. However, charitable giving in America is in trouble and has not
kept pace with economic growth. The Filer Commission's studies and report
(1975) show that, when adjusted for inflation, the level of charitable giving is
declining. A shift has also occurred in the source of charitable gifts. Whereas
the bulk of such gifts once came from lower- and middle-income groups, today,
as more and more taxpayers take the standard deduction, a smaller group of
individuals with higher incomes contributes the largest proportion of charitable
gifts. Tax proposals that would reduce the number of taxpayers who itemize their
deductions would surely accelerate this trend.

We believe that participation by individuals in meeting health needs In their
own communities should not be left solely to the affluent. When low and moderate
income families have little incentive to give, their voice in community life is
less, and they are less likely to become involved in community activities. Both
the present tax system and proposed tax changes that would increase the use
of the standard deduction would, unfortunately, abet this undesirable trend.

Further, reductions in the role of philanthropy would place additional burdens
on government. The services that hospitals provide are essential functions that
must be discharged, if not by the voluntary sector, then by the government. As
we all know, governmental support for health care has greatly increased under
Medicare and Medicaid and no one can doubt that additional tax revenues would
be required should the government become the sole source of funds for hospital
services. In such circumstances the government would in effect control and de-
termine what health programs and what institutions would be funded.

The AHA favors encouraging broader citizen participation in voluntarism by
allowing all taxpayers a deduction for charitable gifts. This is a proven, efficient
and easily administered way to encourage private philanthropy. According to a
study by Professor Martin Feldstein, for each dollar of government revenue
lost by allowing the deduction of charitable contributions of persons whose in-
comes are $30,000 or less, charitable organizations will receive $2.40 in increased
contributions. Clearly, the relationship between our tax laws and charitable
giving is direct and highly significant.

In referring to this relationship and potential decreases in philanthropy for
health activities in the United States, former Assistant Secretary for Health
of the Department of HEW, Theodore Cooper, M.D., said:

"Such a loss might be calculated in dollars, but it would be reflected in re-
search not carried out, service not provided, and Innovations not exploited. In
short, the loss of philanthropy would hit hard at the very places where our
health care system is in most need of creativity and freedom, in the places
where new ideas and new approaches to old problems can lead to needed
change."

THE CHARITABLE DEDUCTION

The charitable deduction is not a tax loophole. Unlike other deductions, it Is
not an expenditure that is of personal benefit to the taxpayer. Individuals never
gain financially from making charitable donations, since the tax savings are al-
ways less than the contribution. The Internal Revenue Code presently allows de-
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duction of charitable contributions only by those taxpayers who itemize their
deductions. There is no similar tax incentive to charitable giving for those who
take the standard deduction. Changes in the tax laws that would increase the
percentage of taxpayers who do not itemize deductions would inevitably bring
a decline in both the number and size of philanthropic gifts to charitable insti-
tutions such as hospitals. The American Hospital Association strozagly believes
this Committee and the Congress should act to prevent such a result and should
act, instead, to preserve tax incentives for charitable giving.

The AHA does not oppose tax simplification. Rather, we urge approval of leg-
islation that would offset the adverse and, we trust, unintended effect of any
changes in our tax laws that would reduce private giving for public purposes.
Senators Moynihan and Packwood have offered such a legislative measure that
would accomplish this goal. Their bill, S. 3111, would permit all taxpayers to
deduct the amount of their charitable contributions in calculating taxable in-
come, whether they itemize other deductions or use the standard deduction. We
commend Senators Moynihan and Packwood for their leadership in introducing
this legislation in the Senate and wholeheartedly support its enactment.

RECOMMENDATION

The American Hospital Association urges the Senate Finance Committee to
approve the substance of S. 3111 as an amendment to H.R. 13511, the Revenue
Act of 1978.

We appreciate the opportunity to present these views and recommendations.

AMERICAN INDUSTRIAL DEVELOPMENT COUNCIL, INC.,
Kansas City, Mo., August 28, 1978.

Hon. RUSSELL B. LONo,
U.S. Senator, Russell Senate Offlce Building,
Washington, D.C.

DEAR SENATOR LONG: As I promised during my testimony to the Senate Finance
Committee on August 24, I am sending, enclosed, a copy of a study done by our
organization which proves conclusively that industrial development reveune bond
Issues do not cause a revenue lsos to the U.S. Treasury, but in fact, produce a
gain for the Treasury.

At the hearings there was a lot of discussion about computer projections on
future tax revenues. This booklet demonstrates that revenues do increase when
economic activity is stimulated. The problem with most of the Treasury estimates
is that they assume economic activity will remain static. In this way, they claim
that tax revenue is lost through the exemption on the Interest of the bond. We
contend that the new jobs and new return on corporate Investment results In new
tax income from which most taxes accrue to the Treasury.

I am also sending one of these books along with a copy of this letter to Ber-
nard M. Shapiro, Chief of Staff of the Joint Committee. I am sure that he will find
this information to be of interest to other members of his staff.

Thank you again for the privilege of appearing before your Committee. We
hope that the Committee will be able to give earnest consdieration to our position
during the coming busy weeks when they will be charged with composing an ade-
quate tax bill.

Best personal regards.
Yours truly,

THOMAS E. BUNDY,
Director of

Industrial Development.
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SUMMARY REPORT

Debt issues with tax-exempt interest income have been
criticized based on the argument that the cost to the Treasury is
the foregone tax revenues associated with the tax-exempt income
to the holder of the note. Preliminary research indicates that it
would be difficult to agree with this premise for several reasons.
Among them: I) the attendant cash revenues to the Treasury as
a result of activity generated from use of the proceeds of an
issue. Included would be FICA payments by employee and
employer, withholding of federal income taxes, and tax revenues
generated by the increase in corporate income associated with
issuance of a lower coupon issue. 2) A substantial amount of
conventional corporate debt issues are purchased by institutions
and individuals for tax-qualified portfolios. Ownership in this
form reduces the immediate cash generation difference due to
issuance of tax-exempt issues.

The use of qualified Industrial Revenue Bonds (IRB) permits
the corporate user of the proceeds to acquire or improve depre-
ciable assets at a lower cost due to the lower borrowing rate
caused by the tax-exempt feature of the issue. In addition, the
user is effectively able to tap a source of funds not previously
available to him. All of this is done at no appreciable trade-off
in tax-deductible expenses to the corporation, and effectively
lowers the rate of discount used in evaluating projects, thus
encouraging investment. Such investment adds jobs in the
econorny,

IRB's are an example of fiscal policy stimulation. The
effect of the use on Treasury revenue requires the application of
a cost/budget approach in order to assess the real cost of the
issue. The treatment of measuring immediate foregone tax
revenues as the net cost is perhaps applicable to municipal
issues, but not to IRB's.

To compute the net benefit or cost to the federal government
via use of the IRB vs. conventional debt, the analyst must first
measure potential immediate loss of Treasury revenue via IRB's
as opposed to conventional debt. Next, the additional or incre-
mental tax revenues associated with the use of the IRB form of
financing, through such well-known sources as federal withhold-
ing and FICA payments, must be deducted from the gross cost
determined in the first step. Naturally most of the amount of
any "off-set" against Treasury revenue losses depends on the
net number of jobs created as a result of the IRB financing.
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INTRODUCTION

Industrial development bonds, perhaps more appropriately
called industrial revenue bonds (IRB's) by investors, are issued
in compliance with Section 103(b) of the Internal Revenue Code
of 1954, as amended. This section of the code and the regula-
tions promulgated thereunder permit interest income from such
qualified issues of IRB's to be exempt from Federal income
taxation, as are all municipal issues.

The Federal tax exemption for the interest income makes
this form of financing attractive to corporate users for a variety
of reasons. Undoubtedly the most important reason for their
use is the resulting direct decrease in the cost of funds to the
issuer since tax-exempt issues naturally sell at a dollar
premium. The user does not give up the ability to expense fully
the payments made to service the issue. This effectively lowers
the firm's cost of capital but does not affect the amount of tax
expense claimed by the firm. In addition to the cost savings
factor, the use of the IRB's permits the firm to tap a source of
investment capital not available to it previously. Investors seek-
ing a tax-exempt income in their investment portfolio are
usually not the same as those seeking high-coupon current
income. Also, the fact that most issues are sponsored by a
development authority that actually issues the debt and services
it, tends to give the issue a wider acceptance in the new issue
market. That is, the name of the issuing authority is attached
to the issue as well as the user of the property. It is assumed
by many investors that the issuing authority has "invited" the
user to the area and not only approves, but encourages the user
to acquire or improve depreciable property in its area. It is
interesting to notice that the default rate on these issues is
second only to U.S. Government issues.

The issuer is not the only party that benefits from the issue
of the securities. Since the primary use of the funds is to
acquire or improve depreciable property, there will be an
economic benefit to the related trades that support the depreci-
able property in the form of wages, salaries and so on. Beyond
this initial stimulus, there is a long term benefit to the immedi-
ate area in the form of creation of jobs, resulting in wages,
salaries and commissions that in turn create additional activity.
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Over the course of the past several years there have been
an increasing number of criticisms aimed at the tax-exempt
status of interest paid on these issues. These criticisms have
included charges of inequity and inefficiency, as well as claim-
ing substantial revenue losses for the Treasury. It is our
contention, however, that in light of the above discussion, IRB's
are substantially different from other municipal issues, and must
be analyzed as such. Far from being a cost to the Treasury,
such issues may in fact provide net revenues.

This paper is intended to be suggestive rather than definitive,
but it seeks to indicate the direction future research might
follow. It uses very limited data to make a preliminary state-
ment about the costs to the Treasury of IRB's. We do not
attempt to discuss the other sizable benefits to industry of these
bonds, nor their impact on the horizontal equity or progressivity
of the tax system.

THE NATURE OF THE PROBLEM

In the course of the past several years the United States tax
regulations have been altered with the objective of increasing
the level of investment activity. The stimulation provided by
these alterations have taken the form of investment tax credits,
which are in effect a subsidy for purchasing new equipment;
accelerated rates of depreciation on investment projects, which
lower the present value of future tax liabilities; and various
alterations of corporate and business tax rates. In addition to
these policies, Industrial Development bonds as a source of
long-term financing have been used in essentially their present
form since 1968. Since the interest on such bonds is tax free,
they have been subject to criticism on the grounds that the
Treasury is being deprived of revenue that it would otherwise
receive.

Industrial Development bonds have in general been analyzed
in the same manner as any other Municipal bond issue, but it is
our contention that they differ substantially, both in the use to
which such funds are put and in their net impact on the Treasury.
The usual style of analysis ignores completely the benefits to
the Treasury, while concentrating on the costs.' We feel,

'For an example of the usual style of analysis, see U.S.
Treasury Department, "Comparison of the Interest Cost Savings

2
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however, that a cost-benefit study would be a much more valid
approach in attempting to assess the real cost of this type of
financing.

If the analysis is merely to compute foregone immediate
Federal tax revenue on a taxable vs. tax-exempt issue, it can be
clearly seen that there is a net cost in the use of this type of
financing to the Federal government. In Figure 1 we present a
simple supply and demand apparatus to aid in understanding the
nature of the costs to the Treasury of tax-exempt interest pay-
ments. Let it denote the interest rate payable on a fully taxable
instrument of similar risk and maturity as a representative tax-
exempt instrument, while ie is the tax-exempt rate. The supply
curve of funds to the exempt market will be a function of the
difference between these two rates, and the marginal tax rate
paid by the prospective purchaser, and will be given by:

ie = (i - t) it

where t is the highest marginal tax rate. As a purchaser moves
into higher marginal tax brackets, he will be willing to accept
lower ie, which accounts for the positive slope of the supply
curve.

it

e

0

S

a Quantity of Funds

Figure I

and Revenue Lose on Tax-exempt Securities, It State and Local
Public Facility Needs and Financing, Vol. Z, U.S. Congress,
Joint Economics Committee, 89th Congress, 2nd Session, 1966.
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A first approximation of the costs to the Treasury may be
estimated from Figure 1. The rectangle ieitcb represents the
interest subsidy to the firm using IRB's, while the area iobie
represents a subsidy to saving of the purchaser of these bonds.
The total potential cost to the Treasury would then be the sum of
these two areas, ioitcb.

The preceding style of analysis is probably adequate to
analyze an ordinary municipal bond issue, but not for industrial
development bonds. One reason is immediately apparent. If the
subsidy ieitcb represents actual reduced expenses to the firm,
they will appear as gross profit, and be taxed at the corporate
income tax rate. If we assume a corporate rate of 48%, almost
one-half of this subsidy is immediately paid to the Treasury.
This would reduce the cost to the Treasury to the outlined area
of Figure Z, from the outlined area of Figure I.

S

it

a Quantity of Funds

Figure Z

In addition to the above considerations, since it is generally
assumed that new jobs are created as a result of the issue of an
IRB, the wage-earner and his employer will both remit to the
federal government a prescribed amount based on the payments
to the employee for services performed. These remittances to
the Treasury will offset some or all of the remaining cost, and
could well represent a net benefit to the Treasury.

4



1387

The remainder of this report will be concerned with a
straightforward attempt to analyze the net cost or benefit to the
federal government of the IRB form of industrial financing. The
system of analysis used will be to compute:

1. Annual U.S. Treasury tax revenue loss via issuance of
IRB's rather than straight corporate debt.

Z. Determination of annual tax revenues remitted to the
Treasury as a result of the economic activity created
via the use of IRB's.

3. Determination of the net benefit :r cost to the Treasury
under alternative assumptions.

COMPUTATION OF TREASURY NET BENEFIT OR LOSS

In order to be able to complete the analysis, certain basic
data and assumptions are necessary. State agencies have pro-
vided data on the dollar amounts of these issues, excluding
pollution control issues, and the number of jobs created as a
result of the IRB issue. Federal data were used to determine
the average hourly payroll rates for the area affected by the
issue of IRB's, as well as the average work week in the area,
and the annual payroll tax rates for federal income tax and FICA
contributions.

Table 1 provides a summary of the computations for the
seven states for which data are available. Consider the data
given for Arkansas. The State provided data for the period
1959-1977 (June), reporting the total value of IRB's issued over
the period to be $703,564,850 and the number of jobs created as
a result of these bonds to be 53,339. The potential cost to the
Treasury owing to the fact that the interest payable on such
bonds is tax-exempt, is computed assuming that the average
rate of interest on taxable issues is 8.5% and that the applicable
marginal tax rate is fifty percent. It is clear that if the interest
rate were actually higher or lower for a particular period, the
applicable rate should be used. We feel that 8.5% will represent
a reasonable rate for taxable issues for the recent past.

In computing the potential loss, it is assumed that the prin-
cipal amount will earn the 8.5% and all of this will be taxable at

5
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the marginal rate of 50%. In fact, this rate is probably high
owing to the fact that the high coupon corporate bond is a favorite
holding for such tax-qualified investors as pension and profit-
sharing plans. For example, in 1974 it was established by
Soloman Brothers that approximately 40% of corporate debt
issues were purchased by private and state and local pension
plans, which would indicate that the appropriate marginal tax
rate should be 30%. For the purposes of illustration in Table I,
however, we use the 50% rate.

Offsetting the Treasury loss as computed above is the pay-
ment of Federal income tax and FICA contributions to the
Treasury, which, using the current appropriate rates amount to
$1,450 per worker per year. In addition, if the firm earns any
accounting profits, the amount of the subsidy received due to
lower interest costs will go to increase gross before tax profit,
and will be subject to the 48% corporate income tax. This cor-
porate income tax on the subsidy alone, will amount to $5,065,667.
It is clear that a profitable firm will earn additional taxable
income, and to the extent that the firm would not have come into
existence without IRB financing, this would be an additional
offset. We do not, however, include this tax.

The last column of Table I shows that the net anriual benefit

to the U. S. Treasury is $47,440,638. That is, if economic

activity is undertaken which would not have been initiated in the

absence of IRB financing, the Treasury not only would not suffer

a loss in revenue, 'but would in fact gain 47.4 million dollars of

additional tax revenue. Based on the data which we have

examined, the average net tax revenue gained by the Treasury

is $1,143.71 per job created per year.

It may be argued that the number of jobs reported as having
been created in the short run due to IRB financing is excessive,
since some of the investment spending which created the jobs
would have taken place even in the absence of IRB's. In addition,
some of the jobs reported would not be net increases since, for
example, a firm relocating from one state to another may add
few additional workers, and the gain reported for one state
would be offset by the loss suffered in another. Table II shows
the net benefit to the Treasury if we assume that the same
dollar volume of IRB's were issued, but only one-half of the
reported number of jobs are net additions. Table III makes the

6



ANNUAL BENEFIT OR LOSS TO THE TREASURE IF ALL JOBS
REPORTED ARE NET ADDITIONS

STATE

Arkansas

Connecticut

Georgia

Illinois

New Hampshire

New York

Oklahoma

DOLLAR
VALUE

OF IRB'S
ISSUED

703,564,850

100,037,984

30,Z50,000

32,140,000

34,040,000

206,251,000

POTENTIAL2

TREASURY
LOSS

29,901,506

4,Z51,615

1,285,625

1,365,950

1,446.700

8,765,667

Sr

10,

3,

58,000,000 2,465.000

JBSIDY 3  CORP.
TO I.T. ON

FIRM SUBSIDY

.553,472 5,065,667

,500,569 720,273

453,750 217,800

482,100 231,408

510,600 245,088

093,765 1,485,007

870,000 417,600

JOBS
CREATED

53,339

5,152

1,636

2,236

4,435

13,164

TOTAL
4

TAXES
PER

WORKER

1,450

2,343

1,699

2,774

1.601

2,325

NET
COST
OR

BENEFIT

47,440,638

7,821,606

1,493,939

4,836,652

5,654,350

21,838,107

5,979 1,968 9,304,567

The periods for which data are available differ from state to state. See Appendix.

2 Assuming that the average interest rate on taxable issues is 8.5%, the marginal tax rate is 50%,
and all bonds are term bonds.

3 Assuming that the average interest rate of IRB's is 1.5% below the rate on taxable issues.

4 Assuming a family comprised of the wage earner, spouse, and two children.

0
0

1t1

lxi

CA~
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TABLE II

ANNUAL BENEFIT TO THE TREASURY IF ONE-HALF
OF THE JOBS REPORTED ARE NET ADDITIONS

NET JOBS TOTAL TAXES NET COST OR
STATE CREATED PER WORKER BENEFIT

Arkansas 26,670 1,450 8,769,269
Connecticut 2,576 2,343 1,732,433
Georgia 818 1,699 104,157
Illinois 1.118 2,774 1,735,382
New Hampshire 2,218 1,601 2,103,517
New York 6,582 Z,325 6,537,483
Oklahoma 2,990 1,968 3,418,336

TABLE III

NUMBER OF JOBS WHICH MUST BE CREATED FOR
THE TREASURY TO BREAK EVEN

(2)
(1) NET JOBS COL. (2) AS A%

STATE CREATED OF JOBS REPORTED

Arkansas 20,622 39%
Connecticut 1,814 35%
Georgia 757 46%
Illinois 492 22%
New Hampshire 903 20%
New York 3,770 29%
Oklahoma I,252 21%

same assumptions concerning the dollar value of bonds issued,
but computes the number of jobs which must be created for there
to be neither a gain nor a loss to the Treasury.

It is clear from a perusal of Table III that if tie actual
number of net jobs created ranges between 20% to a high of 46%,
there will be no direct cost to the treasury as a result of IRB
financing.

8
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SUMMARY AND CONCLUSIONS

In analyzing the effect of federal revenues due to the use of
the IRB as opposed to conventional corporate debt instruments to
fund the acquisition of depreciable assets, the analyst must go
beyond the shallow treatment that merely measures the loss of
gross revenues to the Treasury by comparing estimated tax
flows from the interest income on corporates against the tax-
exempt status of the IRB interest income. Admittedly, there is
a time difference to the Treasury relating to the taxability of
both streams of interest income, although two points must be
recognized even with this simple approach. One is that it is
assumed that the corporate issues will be purchased and held by
a current tax-paying entity. Such is obviously not the case. As
tax-qualified institutions abound to fund private (fully fund under
ERISA) and public pension plans, the revenue to be derived from
immediate remittance of taxes are deferred for extended periods
of time. Secondly, it is assumed that if the IRB is not available
as a source of funds to the user, he will instead opt for the use
of conventional corporate debt sources and proceed with the
investment project. Such may not be the case for several
reasons.

The use of IRB financing typically lowers the cost of capital
for specific projects approximately 1.5% to 2.0%, and this factor
then will in most cases cause the firm to raise its discount rate
(present value factor) by the same amount. This will mean an
increase of approximately 23% if a 6.5% tax-exempt IRB is com-
pared to a fully taxable 8% issue.

In addition to the explicit cost factors mentioned, there is
the fact that many small to medium-sized companies find it
difficult to sell their bond offerings in the money market.
Reasons for this include a lack of knowledge that the market has
about such small firms, their lower capitalization, and the
relatively small size of their issues which make secondary
market sales difficult.

On the buying side of the market, it is at least implicitly
assumed that all investors would buy the same volume of taxable
bonds in the absence of tax-exempt issues. This would not be
the case in the absence of very substantial increases in the
coupon rate. Rather. it would be reasonable to assume that at

9
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least some such investors would seek alternative " stments
which provide a tax shelter, and thus reduce the supply of funds
to the capital market.

Going beyond the cursory look at gross revenue stream
differentials to the Treasury, it is necessary to examine the
effect of the use of the IRB on other revenue sources to the
Treasury. Immediately two such sources are evident. The first
relates to the cost savings associated with the use of the IRB to
the using corporation. The 1.5% referred to earlier normally
results in an increase in taxable income by the amount of the
savings since there is no direct cost to the corporation for this
amount of subsidy. This increase in taxable income will result
in immediate remittance at the firm's federal marginal tax rate.

The second, and undoubtedly more important factor, is
related to the number of jobs created by the use of IRB financing.
Each net new position created by IRB's, including both the direct
and indirect effects, results in federal withholding and employee/
employer FICA contributions. Naturally the amount of contri-
bution per job will depend upon wage levels, working time and
tax status of the individual. Data are available to estimate the
potential impact of such contributions, and we have shown in this
study such estimates. The key to this part of the off-set to the
Treasury of the cost of the use of IRB's is the number of jobs
thus created. Since we lack suitable data on the short-run net
job creation, we have presented evidence using several alterna-
tive assumptions.

It is clear from the foregoing analysis that previous studies
have seriously overstated the net costs to the Treasury because
of the tax-exempt interest payable on IRB's. It is very difficult
to argue for the removal of the tax exemption on IRB's on the
grounds of the costs to the Treasury in terms of foregone tax
revenues.

t0



PAYROLL TAX DATA

CT OK NY NH GA IL AR

$10,655.00 $9,832.00 $10,735.00 $8,590.00 $8.762.00 $1Z,025.00 $7,845.00

956.80 748.80

623.40 574.92

956.20 540.80 540.80 1,Z63.60 436.80

627.60 502.54 512.52

623.40 574.92 627.60 502.54 51Z.52

703.44 459.12

703.44 459.12

Annual Wage based on state's average gross earnings for production workers June, 1976.
Source: Employment and Earnings, June 1976, Vol. ZZ, No. 12, Bureau of Labor Statistics,

U.S. Department of Labor.
Federal Withholding Taxes computed from applicable tables assuming four (4) dependents.
FICA computed based on current applicable rates.
FICA Per Year Employer same as Per Year Employee for annual salaries up to $16,000.00.

Annual
Wage

Federal
Withholding
Per Year

FICA
Per Year
Employee

FICA
Per Year
Employer

NOTES:

0"
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ARKANSAS

Statistics available for period 1959 - 1977 (June) with some
issues eliminated because of incorr.plete data.

Total issues identified = $703,564,850.

Jobs created by issues = 53,339

Average interest rate = Not known

Assumed interest rate
if taxable bonds = 8.5%

Computed annual U.S. Treasury
Revenue loss = $703,564,850 x .085 x .5 = $29,901,506/Year.

Computed annual payroll
created by issues = 53,339 x 3.80/Hour x 39.7 Hours/Week x

52 Weeks/Year = $418,4Z9,510/Year.

Computed annual payroll taxes:

Federal Income Tax - $23,298,475
FICA (Employee) - 24,489,001
FICA (Employer) - 24,489,001

TOTAL $72,276,477/Year
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CONNECTICUT

Statistics available for period July 1973 - June 1977

Total issues identified $100,037,984.

Jobs created by issues 5,152

Average interest rate Not known

Assumed interest rate
if taxable bonds - 8.5%

Computed annual U.S. Treasury
Revenue loss = $100,037,984 x .085 x .5 = $4,251,615/Year.

Computed annual payroll
created by issues = 5,152 x $5.01/Hour x 40.9 Hours/Week x

52 Weeks/Year = $54,895,937/Year.

Computed annual payroll taxes:

Federal Income Tax - $4,929,434
FICA (Employee) - 3,211,757
FICA (Employer) - 3,211,757

TO TAL $11,352,948/Yar

13
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GEORGIA

Statistics available cover year 1975

Total issues identified $30,250,000.

Jobs created by issues 1,636

Average interest rate Not known

Assumed interest rate
if taxable bonds = 8.5%

Computed annual U.S. Treasury
Revenue loss = $30,250,000 x .085 x .5 = $1,285,625/Year.

Computed annual payroll
created by issues = 1,636 x $4.13/Hour x 40.8 Hour,,/Week x

52 Weeks/Year = $14,334,972/Year.

Computed annual payroll taxes:

Federal Income Tax - $884,749
FICA (Employee) - 838.482
FICA (Employer) - 838.482

TOTAL $2,561,713/Year

14
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ILLINOIS

Statistics available for 1972 - 1977 (July)

Total issues identified = $32,140,000

Jobs created by issues = 2,236

Average interest rate = Not known

Assumed interest rate
if taxable bonds = 8.5%

Computed annual U.S. Treasury
Revenue loss = $32,140,000 x .085 x .5 = $1,365,950/Year.

Computed annual payroll
created by issues = 2,236 x $5.71/Hour x 40.5 Hours/Week x

52 Weeks/Year = $2 6 ,888,481/Year

Computed annual payroll taxes:

Federal Income Tax - $2,825,410
FICA (Employee) - 1,572,892
FICA (Employer) - 1,572,892

TOTAL $5,971,194/Year

15
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NEW HAMPSHIRE

Statistics available for 1972 - 1977 (July)

Total issues identified = $34,040,000

Jobs created by issues = 4,435

Average interest rate = Not known

Assumed interest rate
if taxable bonds = 8.5%

Computed annual U.S. Treasury
Revenue loss = $34,040,000 x .085 x .5 = $1,446,700/Year.

Computed annual payroll
created by issues = 4,435 x $4.13/Hour x 40.0 Hours/Week x

52 Weeks/Year = $38,098,424/Year

Computed annual payroll taxes:

Federal Income Tax - $2,398,448
FICA (Employee) - 2,228,757
FICA (Employer) - 2,228,757

TOTAL $6,855,962/Year

16
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NEW YORK STATE

Statistics available cover period 1970 - 1976

Total issues identified $Z06,251,000

Jobs created by issues 13,164

Average interest rate 7.09%

Assumed interest rate
if taxable bonds = 8.5%

Computed annual U.S. Treasury
Revenue loss = $206,251,000 x .085 x .5 = $8,765,667/Year.

Computed annual payroll
created by issues = 13,164 x $5.20/Hour x 39.7 Hours/Week x

52 Weeks/Year = $141,315,540/Year

Computed annual payroll taxes:

Federal Income Tax - $12,595,315
FICA (Employee) - 8,261,726
FICA (Employer) - 8,?61,726

TOTAL $29,118,767/Year

17
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OKLAHOMA

Statistics available are baied on sample of 27 projects

Total issues identified = $58,000,000

Jobs created by issues 5,979

Average interest rate Not known

Assumed interest rate
if taxable bonds = 8.5%

Computed annual U.S. Treasury
Revenue loss = $58,000,000 x .085 x .5 = $2,465,000/Year

Computed annual payroll
created by issues = 5,979 x $4.68/Hour x 40.4 Hours/Week x

5Z Weeks/Year = $58,783,992/Year

Computed payroll taxes:

Federal Income Tax - $4,477,075
FICA (Employee) - 3,437,446
FICA (Employer) - 3,437,446

TOTAL $11,351,967/Year

18
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STATEMENT OF THE FEDERAL TAX DivISloN OF THE AMERIcAN INSTITUTE OF
CERTIFIED PuBLIc ACCOUNTANTS

Introductory Statement

The American Institute of Certified Public Accountants is the sole national
organizat )n of professional CPAs. It was established in 1887 and currently
has over 140,000 members.

On April 7, 1978, the AICPA submitted comments to the House Ways and
Means Committee on many of the President's 1978 tax proposal s. Most of the
recommendations we opposed are not included in H.R. 13511. Some amend-
ments we favored are also omitted. With a few exceptions, we believe that
H.R. 13511 is generally consistent with the positions we adopted and presented
to the Ways and Means Committee. Our accompanying comments on Ht.R.
13511 are, therefore, limited to some general observations that we think are
particularly pertinent, and a few specific provisions with respect to which we
have previously expressed our disagreement. We have also previously com-
mented to the Senate Finance Committee on a number of the provisions of
H.R. 6715 and on various proposals to modify carryover basis (see attach-
ment 1).

As intimate observers of the effects of our tax system on taxpayers In gen-
eral and on the business community In particular, the AICPA is seriously
concerned about what seems to be an accelerating pace of tax law changes.
A list of all the major and miscellaneous additions to the amendments of the
Internal Revenue Code enacted since June 30, 1969 (a period of nine years)
Is attached to this statement (attachment 2). That list runs almost seven
pages. Most of the amending acts are minor, but a growing number are quite
significant-and even the minor changes can be Important to a significant group
of taxpayers. As a result, CPAs are observing a serious phenomenon. Even our
most sophisticated clients are beginning to despair understanding the system
and how it affects them or their businesses. The constant changes, actual,
proposed or suggested, make It very difficult to plan ahead and may very well
be Impeding business expansion and development. Cliche or not, it is true that
business has difficulty with uncertainty. Constant changes in tax rules have
become an important element of uncertainty. The Institute urges that the
interim between major tax legislation be extended so that taxpayers can plan
their affairs under a stable set of rules. The interim could then be used to
study, discuss and refine proposed change. Then, at the appropriate time,
major revisions could be made with greater consensus and fewer imperfections.
The AICPA would suggest that such a procedure would be, in and of itself,
a major contribution to the professed goal of tax simplification.

TITLE I, SUBTITLE A--TAX REMUOTIONS AND EXTENSIONS

While the Institute supports a substantial reduction in personal Income
taxes because of the effects of Inflation and Increase in social security taxes,
It does not have a position on the allocation of the reduction among income
groups. These difficult decisions are appropriately made by Congress, as the
people's representatives. Nevertheless, In making such decisions, the AICPA is
sure that Congress will wish to consider the manner In which the burden of
income taxes Is presently borne.

It was pointed out recently, for example, that taxpayers with "expanded
Income" of $50,000 or more (using 1976 levels of Income-see attachment 3)
received 31.2 percent of the benefits of all "tax expenditures". It should also
be noted, however, that this group, which made up 1.4 percent of taxpayers,
received 10.7 percent of the total expanded income and was liable for 23 per-
cent of the total individual Income taxes. Thus, this small group of taxpayers
owed more than twice their share of taxes as compared with their share of
income. A more detailed comparison of the share of tax liabilities and tax
expenditures at some levels of expanded Income Is even more enlightening.
Taxpayers in the $30,000-W,000 expanded income range owed 16.2 percent
of the total taxes and received 167 percent of the tax expenditures. In the
$50,000-$100,000 range, the shares are 12.2 percent and 13.6 percent respec-
tively and from $100,000-$200,000 the equivalent shares are 6.0 percent and
7.8 percent. Only at the very highest brackets of taxpayers with expanded
Income of $200,000 or more do you get as high a disparity as 4.8 percent of tax

34-369 0 - 78 - 13
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and 9.8 percent of tax expenditures. The AICPA would surmise that these fig-
ures will, if anything, skew further against higher income taxpayers in 1977.

The thrust of these statistics is to suggest that our often maligned income
tax system, though far from perfect, works better than commonly perceived.
The Insltute thinks, therefore, that the fairness and the effects of continually
allocating a greater percentage of the burden to relatively higher income groups
(who, incidentally, are often working men and women) should be seriously
questioned. To the extent that H.R. 13511 distributes its reduction in regular
income taxes in proportion to the present distribution of the tax burden among
the various income groups, it is responsive to this concern.
Section 202-Extension of at risk provisions to closely held corporations

The AICPA does not agree with extending the "At Risk" rules to closely-held
corporations (corporations that have five or fewer shareholders owning more
than 50 percent of their stock). While non-recourse financing has been a problem
at the individual level, there is no real evidence that corporations, other than
Subchapter S corporations and personal holding companies, have used the Crane
case rule other than in the ordinary course of their businesses. There is also
no reason to distinguish between closely-held corporations and widely-held
ones. Until such evidence is found, remedial legislation should continue to exclude
corporations other than Subchapter S or personal holding companies.
Section 211-Penalty for failure to file partnership return

Section 211 provides a penalty of $50 per partner per month for up to five
months for failure to timely file a complete partnership Information return.
This penalty is in addition to the criminal penalties imposed by Code section
7203 for, willful failure to file a return, supply information, or pay a tax. There
are also penalties applicable to the same income at the individual taxpayer level.
The AICPA believes that the penalty provided by Section 211 should be con-
sistent with the penalties that are currently assessed for failure to file other
information documents, such as Forms 1086 and 1090.

TITLE lIT, SUBTITLE D, PART I-PROVISISONS RELATING TO SUBCHAPTER 8

The AICPA generally agrees with the tax proposals that would liberalize the
Subchapter S rules. However, the AICPA has submitted, under separate cover,
a comprehensive Proposal for Complcte Revision of Subchapter S Provisions,
dated February, 1978. This AICPA proposal goes far beyond the House-passed
provisions, and expresses the AICPA's definitive views on needed Subchapter S
reform. Certain of the AICPA proposals-those related to areas covered in the
House-passed bill-are included in the discussion that follows.
Section 331-Subchapter C corporations allowed 15 shareholders and section

332-permitted shareholders of subchapter 6 corporations
The ATCPA agrees in principle with the expansion of ownership requirements

to, embrace more shareholders, i.e., the increase in allowable shareholders from
10 to 15, the addition of the grantor of a grantor trust as an allowable share-
holder, and the treatment in all cases of a husband and wife as a single share-
holder.

However, the expansion of eligible shareholders should not stop here. The
AICPA advocates the complete elimination of any numeric limitation on the
number of shareholders of an electing small business corporation, as long as
all shareholders consent to Subchapter S treatment. Furthermore, the AICPA
recommends that ineligible shareholders be restricted only to foreign persons
and public corporations. For example. eligible shareholders should, at least. in-
clude Small Rus~ness Investment Companies (SBICs). Employee Stock Owner-
ship Plans (ESOPs), and Tax Reduction Act ESOPs (TRASOPs).

The ATCPA believes that further liberalization of Subchapter S ownership
requirements will provide additional capital resources to small businesses and
will reduce the incidence of double taxation.
Section 338-Bxtension of period for making subohapter S elections

The provision in the House-passed bill to expand the period of time to make
the Subchapter S election to include the entire preceding taxable year of the cor-
poration and the first 75 days of the taxable year for which the election is effec-
tive is a desirable improvement over the present law.
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The AICPA, however, believes the election privilege should be further extended
to allow the election and consents to be made up to the filing date of the corporate
tax return. This procedure would be consistent with other corporate elections,
such as the election to file consolidated returns and the adoption of the LIFO
inventory method. This procedure would also be analogous to the provision
which permits amendment of a partnership agreement any time prior to the un-
extended due date of the partnership return. An extended election period will
also provide greater certainty of a proper election, particularly with respect to
the first year of corporate existence where the exact date of the beginning of
the taxable year is questionable.

As stated in the introduction to this section, the AICP has issued its con-
prehensive recommendations for revising the Subchapter S provisions. The AICPA
asks Congress to give full consideration to these recommendations in connection
with the specific comments on this legislation.

TITLE IV--CAPITAL GAINS

In general, the AICPA opposes any further increase in the Federal income tax
burden on long-term capital gains. There is, we believe, general recognition of
the importance of increasing the pool of investors in this country. The tax incen-
tives for that purpose should, if anything. be increased rather than diminished.
Our detailed views are set forth in the AICPA's Statement of Tax Policy Number
1, Taxation of Capital Gains, copies of which we would be pleased to make avail-
able.
Section 401-Repeal of alternative tar or capital gains of individuals

The AICPA opposes the repeal of the existing alternative tax on capital gains.
Retention of the alternative tax on the first $50,000 of annual long-term capital
gains serves a particularly useful purpose. It must be remembered that the alter-
native computation provides a "ceiling" on the tax. The actual liability may, of
course, be lower-it can't be higher. In our Judgment, this tax relief provides
a meaningful incentive for taxpayers with some Investable funds to make the
decision to invest.

It should be noted that while the proposed legislation would generally decrease
the tax on long-term capital gains, the repeal of the alternative tax would increase
the tax on such gains for many investors. For example, a widow with $75,000 In
net taxable income, realized from dividends and interest who realizes a long-term
capital gains of $50,000, wou!d pay over $3,000 more in taxes under the proposed
bill than she would under existing law This is demonstrated by the following
computations. (Note that the proposed reductions in the tax rates and the pro-
posed changes in the minimum tax on capital gains do not offset the effect of
the proposed change in the alternative tax.)

1978 tax
Tax on $75,000:

Tax on $72,200 ------------------------------------------------ $32, 790
Plus 66 percent times $2,800 --------------------------------- 1,848

34,638
Alternative Tax on Capital Gains ---------------------------- 12, 500

47,138

Minimum Tax:
Total Tax Preferences ----------------------------------- $25, 000
Less one-half of income tax reduced by general tax credit (47,138

minus 180 divided by 2) -------------------------------- 23,479

1,521
X. 15

228

4'7, 866
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1979 tao under H.R. 13511 as passed by the House

Tax on $97,700 ----------------------------------------------------- $48, 813
Plus 69 percent times 2,300 ---------------------------------------- 1,587

50, 400

Proposed law ----------------------------------------------------- 50, 400
Existing law ------------------------------------------------------ 47, 366

Difference --------------------------------------------------- ---- 3,034

We believe that a tax increase, as illustrated above, is an undesirable result,
and Is contrary to the goals Intended to be achieved by the over-all reduction In
long-term capital gains taxes contained in H.R. 13511.

ATTACHMENT 1.--COMMENTS ON VARIOUS PROPOSALS TO MODIFY CARRYOVER
OF BASIS ON H.R. 6715

Introduction

In letters dated March 1, 1978, addressed to Senator Russell B. Long, Chair-
man, Senate Committee on Finance, and to Representative Al Ullman, Chairman,
House Committee on Ways and Means, we stated that the Executive Committee
of the Tax Division had determined that the AICPA should withdraw Its oppo-
sition to carryover of basis.

The letters expressed the belief that the provisions of S. 2461, introduced by
Senator Hathaway on January 31, 1978, if amended by certain other proposals
which have been made by the Department of the Treasury, and others which
the AICPA would proffer, would change our previously expressed conclusion
that the current law is unworkable. Accordingly, we recommended that the
effective date of carryover be deferred-as has been passed upon by the Senate
Finance Committee-and that S. 2461, as appropriately amended, be enacted
to become effective at the end of the deferral period. We also urged that further
hearings be held in the near future so that the merits of further proposals to
amend carryover could be weighed.

The AICPA has been pleased to see that sincere criticisms of the carryover
basis rules have been met by responsible and constructive proposals, of expanding
scope and perception, by the Department of the Treasury (in the form of a
memorandum dated January 9, 1978, and addressed to the Joint Committee on
Taxation) arid those embodied in bills introduced by Senator William D. Hath-
away (S. 2461), and Representative William A. Steiger (H.R. 10617), There are
some differences among the proposals to change and Improve the carryover basis
rules, and there are matters as yet untouched by the proposals. In the comments
which follow, the AICPA expresses its support for various proposals, its prefer-
ences where differences exist, and offers suggestions for further improvement in
the rules.

In addition to the Hathaway and Steiger bills cited above, reference will be
made to the bill Introduced by Senators Harry F. Byrd, Jr. and Robert Dole
(S. 2'228).

PART I-PROPOSAL FOR MODIFICATION OF CARRYOVMR BASIS WHICH ARE SUPPORTED
THE AICPA

1. Exclusion from oarrjovcr
Under the Tax Reform Act of 1976, the carryover basis rules apply to estates

containing $60,000 of carryover basis property. Consequently, although the
executor may not be obliged to file a Federal estate tax return, he may nonethe-
less be obligated to perform the search of the decedent's recorda,-for purchase
dates and prices of assets-make the extensive computations, and maintain
records and issue information called for under the carryover rules. The process
Is time-consuming, expensive, and unproductive of sufficient revenues to make
the rigors of compliance Justifiable In the case of estates of modest size.

The ATCPA strongly urges adoption of the immediate outright exception from
carryover provided for estates consisting of $175.000 or less of carryover basis
property granted by both the Hathaway (S. 2461) and Steiger (H.R. 10617)
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bills. The $175,000 figure corresponds to the exemption equivalent of the estate
and gift tax unified credit when it is fully phased-in by 1981. This approach, as
opposed to a phase-in of the exception would lie particularly appropriate and
would result in little revenue loss if the effective date of carryover is deferred
until 1979, as contemplated by the Senate Finance Committee and as we have
recommended.
2,. Exemption from carryover for personal and household effects

Under current law, an executor can elect to exclude $10,000 in personal and
household effects from carryover. This provision purports to solve the problems
which would beset executors who must ascertain the bases for multitudes of as-
sets which were in the possession of most decedents.

The AICPA supports the position In the forewords to the Hathaway and
Steiger bills, that the exemption Is inadequate to accomplish its purpose and
should be increased to $25,000. It would be appropriate for the terms "personal
and household effects" to be broadly defined so that the intended relief would
apply to widely-held non-business tangible assets.
3. Minimum basis adjustment

Consistent with our recommendation for the exclusion of estates with less
than $175,000 of carryover basis property from the carryover rules, the AICPA
believes that the minimum basis adjustment should be increased from the figure
of $60,000 under the Tax Reform Act of 1976 to $175,000 without phasp-Iln, as
proposed by the Ilataway and Steiger bills.
4. Adjusted basis of personal residence

Determination of the decedent's basis for his personal residence is a particular
problem for the Executor under current law. An accurate determination requires
identification of every payment for improvements over what might be decades of
residency. The Treasury proposals and the Hathaway and Steiger bills each offer
resolutions of the problem, but vary In their details. The approach is an assump-
tion of a dollar amount of improvements for each year the property was held. The
Treasury's figure is $750 with a limitation of $30,000.

The AICPA recommends adoption of the Treasury's position. The figure must
stand the test of time. and thus should take cognizance of future inflation. We
believe that, in the long term, $750 will be reasonably proximate to the improve-
ments made by the typical homeowner subject to carryover of basis.
5. Fresh start adjustment

(a) Determining both gain and loss8-The fresh start adjustment increases the
bases of the decedent's assets to their values at December 31, 1976 only when
gains are being recognized. The adjustment is not applicable for the purpose of
determining a loss. Consequently, under present law, two sets of basis figures,
each changing by reason of the death tax adjustment, etc. must be maintained.

The Hathaway and Steiger bills provide that fresh start would apply in com-
puting both gain and loss. The AICPA recommends adoption of this solution
to a particularly burdensome aspect of the current law.

(b) Exrtension of the marketable security rule to other property.-Securites
whici. are listed on a stock exchaDge, in an over-the-counter market, and the like,
are given valuations based upon their quoted prices. All other assets are valued
in accordance with a formula which embodies the assumption that appreciation
takes place evenly over the entire holding period. The assumption is patently
false when the asset has an established price, or readily determinable value.

The AICPA supports the adoption of the provisions of the Hathaway and
Steiger bills which would extend the method of valuing marketable securities at
December 31, 1976 to non-convertible, fixed dividend preferred stock, and to other
property subject to buy-sell, redemption or other agreements which establish
relatively fixed values. (See "11-4", below re Section 306 stock.)

(c) Estate tax value to calculate fresh start adjustment.-The fresh start
adjustment Is calculated with reference to the excess of the date of death values
over the decedent's adjusted basis for the property. The Treasury Department's
Proposals contain the following recommendation. '"he fresh start adjustment
would be calculated on the basis of estate tax value rather than date of death
value."

The AICPA agrees with the Treasury's recommendation. Where the estate tax
return contains the election for alternate values for estate tax purposes, those
values are finally determined as a result of the ensuing tax examination; the
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date of death values for nonmarketable securities may receive little attention. We
believe tait the formula method eould have reference to estate tax values, and
Ihe holding period factor could be modified accordingly.

(d) Discount alternative to formula method for determining the value of prop.
ertly other then marketable acurltic.-The formula method for valuing assets
other than listed securities at December 31, 1976 employs the date of acquisition
and cost of every item of property other than marketable securities. I)etermina-
tion of these facts from a decedent's records will often be time-consuming and
expensive, if not wholly Impossible. The Technical Corrections Bill (H.R. 6715)
passed by the House of Representatives and reported out by the Senate Com-
mittee on Finance on April 19, 1978, recognized the difficulties of proving basis
npd holding period In the case of tangible personal property such as items of
art, antiques, and collections of stamps and coins. The solution provided in H.R.
6715 Is to permit the valuation of such property at December 31, 1978 to be
established by discounting the date of death valuation at the annual rate of 8
percent.

The Hathaway and Steiger Bills provide the executor with an election to adopt
the discount method of establishing a minimum basis for non-business tangible
personal property (i.e. such property which was a capital asset in the hands of
the decedent), and for certain personal, principal residences; fur hermore, they
reduce the discount rate to 6 percent. The bill differ to some extent: The Steiger
version would not reduce the minimum basis below 50 percent of the date of death
valuation; the Hathaway bill sets the floor at 25 percent.

The AICPA supports the Hathaway and Stelger concept of extending the op-
portunities to use the discount methvd-of valuation; their adoption of a 0 per-
cent discount rate; and establishment of minimums below which bases deter-
mined by the discount rate would not fall. We believe that a 6 percent assumed
rate of appreciation of assets over a prolonged period is more reflective of eco-
nomic realities than the 8 percent rate appearing in H.R. 6715. We also believe
that the floor under the valuation determined by the discount method is appro-
priate recognition of the fact that market prices generally do not rise indefinitely
without abatement. Accordingly, we support the 25 percent floor as a minimum
basis provided by the Hathaway bill.

We note that the Treasury proposals afforded greater scope to the elective
discount rate than the bills. According to the Proposals, "The elective discount
rule of the Technical Corrections Act would b applied to determine a minimum
'fresh start' basis for all property held on December 31, 1976 other than market-
able bonds and securities." We believe that carryover basis raises so nany valua-
tion issues that -It has the potential of clogging court calendars far into the
future. We believe that executors will need a fair and reasonable alternative to
specific proof of decedent's basis for all varieties of assets so that they can pro-
test the estate's interest without engaging in litigation. Accordingly, we urge that
serious consideration be given to broadening the coverage of the elective discount
rule in line wih the Treasury's recommendation.

(e) Basis information furnished by executors.-Carryover presents a challenge
to those who must compute and then alter the computations of the bases of nszes.
Because of the need in most cases to resort to imperfect records to establish te
fresh start adjustment under the formula method; because of the likely Imper-
manency of the initial determination of death taxes allocable to the appreciation
of each asset (discussed in "1-6", below) ; in general, because of the potentially
innumerable variations which would alter basis assigned to an estate's assets, an
executor's responsibility-to report to both the Internal Revenue Service and
beneficiaries under threat of severe and automatic'penalties for Inadvertant er-
rors of omisson-is a heavy responsibility indeed.

The AIOPA supports the provision in the Hathaway and Steiger bills which
require submission of information on basis only If the estate contains more than
$175,000 of carryover basis property, and then only to the beneficiary receiving
such property. Furthermore, the penalty would be imposed only if the failure to
furnish information is due to negligent or Intentional disregard of rules and
regulations. We believe that the present law constitutes an ill-advised barrier to
service as executors by individuals, Those who are aware of the severity of the
penalties for purely Inadvertant, even trivial transgressions, especially In small
estates where the assessment would outweigh commissions, are Justified In de-
clining appointment as executors. The tax law should not operate to deny the
testator his choice of a representative.
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6. Death tam adjustment
The Federal and state death and succession taxes attributable to the unrealized

appreciation of each asset are added to basis. The adjustment is made asset-by-
asset; and the tax rates employed in the computation are the average rates to
which the estate is subject. The prescribed method requires recomputation of the
bases of all assets whenever a tax examination or amended estate tax return
revises the value of any single asset or the amount of any deduction. The Treas-
ury proposals and the several bills take cognizance of the unusual burden im-
posed by this method of determining the death tax adjustment. In order to sim-
plify the original computations and reduce the probability of an examination
causing a multiplicity of re-computations, they propose that the adjusments be
determined by reference to the highest Federal estate tax rates reached by the
estate before being reduced by credits.

The AICPA recognizes the critical need to simplify the computations required
under the present method of computing the death tax adjustment. In our testi-
mony on carryover basis we protested against a formulation which in the normal
course of an estate's administration obligates fiduciaries and beneficiaries to file,
and the Internal Revenue Service to process innumerable amended income tax
returns. The method proposed by the bills is a vast improvement over present law,
and we support the proposed modification. It does not-as does present law-take
account of state taxes which exceed the amount of the Federal credit granted for
such taxes; and in some states the excess can 1e substantial. However, since the
adjustment is based upon the highest rate of Federal estate tax to which the
estate is subject, the impact of the resort to a 'ingle table of rates will be
tempered.
7. Decedent's capital loss carryover

The advocates of carryover embraced the concept of equal ity of tax treatment.
A mainstay of their side of the long debate has been a comparison of the tax
treatment accorded a taxpayer who sells appreciated property before his death,
in contrast to one who holds such assets throughout his lifetime. However, at this
Juncture, inequality of tax treatment is a by-product of carryover since present
law prescribes that a decedent's unused losses expire as conclusively as he does.
This fact leads to a correlative illustration of inconstant tax treatment: the
estate and heirs of a decedent who had capital loss carryovers, and who sold his
appreciated assets before he died are greatly favored over the estate and heirs
of a decedent who neglected to take advantage of his carryovers.

Every proposal referred to in this commentary-that of Treasury, and the
various bills-recognizes that this anamoly should not exist. The Treasury
phrased its proposal as follows: "The unused capital loss of a decedent will carry-
over to the decedent's estate and to the distrbutee of the decedent's estate."
(Underscoring added). The Hathaway and Steiger bills authorized the allowance
of a carryover, "for the estate's first taxable year."

The Institute recommends adoption of a carryover of a decedent's unused capi-
tal losses, where the carryover of basis rules apply, to the estate and to its
distributees.
8. Depreciation recapture on funding of pecuniary bequests

If appreciated property is transferred in satisfaction of a pecuniary bequest
the estate must recognize gain to the extent of the appreciation occurring be-
tween the valuation date for estate tax purposes and the date of distribution.
The Treasury proposed, the Hathaway and Steiger bills provide, and the AICPA
supports a conforming provision: if the property has had basis adjustments sub-
Ject to recapture, the ordinary income recognized will be limited to the post-
death appreciation.
9. Installment obligations distributed by executor

If property Is sold by an estate and the Installment method of reporting gain
is adopted, the transfer by the estate of the installment obligation to a legatee
will cause the gain to be recognized. Carryover has made the problem especially
acute, although it existed under prior law, since the gains on sales of carryover
basis property may be substantial. Treasury proposed not to treat the transfer
of an installment obligation to beneficiaries of the estate which sold the property
as a disposition accelerating the gain. The Hathaway and Steiger bills adopt this
position.
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The AICPA believes that the current rule unduly impinges upon the executor's
fulfillment of his duties. The installment method of reporting gain reflects the
financial realities attending deferred payments. Yet, as executor should ter-
minate his period of administration promptly. If distributions in termination ac-
celerate the gain the tax law has created a quandry and snare for no perceptible
reason. Accordingly, the Institute supports the provision which removes trans-
fers of installment obligations to beneficiaries from dispositions accelerating
gains.
10. Limitation on section 803 redemptions

In testimony before the House Ways and Means Committee on October 6, 1977,
we addressed the problem of the estate of the owner of a closely-held family busi-
ness. We pointed out that carryover piles income taxes upon estate taxes when
the obligation to pay the latter necessitates the sale of assets and that the prob-
lem was especially acute in the case of such a business. It was in this context
that we expressed concern that Section 303 fails to shelter from dividend income
treatment the proceeds of a redemption to pay the income taxes, and, that the
overall tax burden resulting from a shareholder's death can force the sale of
family businesses.

The AICPA is pleased that the bills introduced by Senators Byrd and Dole,
and by Representative Steiger would extend the limits upon a redemption
qualifying under Section 303 to cover the amount of income taxes generated by
the redemption. We enthusiastically endorse these proposals.
11. Conforming the qualification tests under the relief provisions

In order for an estate to avail Itself of the installment payment privilege under
Sections 6166 or 6168A, the decedent must have held an "interest in a closely-
held business." The definition of such an interest is different for purposes of each
section. Under Section 6166, the partners or stockholders may number as many
as 15. Under Section 6166A, the figure is limited to 10. The AICPA urged that
Section 6166A's definitional standard be conformed to that of Section 6166 in its
Recommendations for Technical Amendments to the Estate and Gift Tax Provi-
sions of the Tax Reform Act of 1976, submitted to the Ways and Means Commit-
tee on February 18, 1977. We are pleased that the Byrd-Dole, Hathaway and
Steiger bills embrace the proposition, and we re-affirm our support of its
adoption.
12. Capital gain treatment of inherited creative works

Adoption of carryover of basis had the effect of denying capital gain treatment
to the estate and heirs of artists, composers and writers upon sale of the in-
herited creative work. The combination and sequence of estate taxes followed by
income taxes at ordinary rates on sales of Inherently low basis assets causes the
tnx burden to reach conflcatory levels.

All of the proposals discussed herein-except for the Hathaway bill-would
extend capital gain treatment to inherited created works. The AICPA enthusias-
tically supports the adoption of such a provision.

PART Ul-ADDONAL PROPOSALS BY THE AW0PA FOR MODUIOATION OF oA0YovEa BASIS

1. Decedent's-loss and deduction orrover8
We have endorsed the carryforward of a decedent's capital losses to his estate

and distributees. As noted above (at "1-7") this relief provision appears in the
Treasury proposals and the various bills. However, other items of loss and deduc-
tion which are allowed to be carried over during the decedent's lifetime expire
upon his death. This expiration results in an unfair distinction between tax-
payers, as we mentioned in the earlier section cited above.

The ATOPA proposes that, during the period of deferral of the carryover of
basis rules, the subject of loss and deduction carryovers be studied. The study
should determine which items are suitable for allowance from decedent to his
estate and its distributees in order to equitably counterbalance the Impact of
carryover of basis on income producing activities continued to be conducted after
the taxpayer's death.
2. Removal of the taint on section 806 stock

Prior to the Tax Reform Act of 1976, the "taint" (in general, the application
of ordinary income treatment in the event of sale of certain preferred stock) was
removed upon the death of the stockholder. This rule was present in the Code
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since the adoption of Section 306 In 1954. The carryover of basis rule had the tech-
nical consequence of leaving Section 306 stock with its taint after the death of its
owner. As a result, the combination of estate taxes and ordinary income taxes on
dividend income could reach confiscatory levels.

The Technical Corrections Bill (H.R. 6175), to a limited extent addresses the
effects of carryover on Section 306 stock. It extends the fresh start adjustment
to such stock; and permits redemptions to pay death taxes and funeral and ad-
ministration expenses to qualify for capital gain treatment under Section 303.
However, the AICPA in its testimony before the House Ways and Means Com-
mittee on September 8, 1977, and in earlier written comments, declared that the
amendment applying the fresh start adjustment would fail in its avowed pur-
pose. We pointed out the fresh start adjustment is computed under the special
valuation method which presupposes that appreciation occurs at an even rate,
day-by-day, over the entire holding period. As a result, when applied to assets
having a fixed value such as Section 306 stock, the adjustment to basis would
decrease for each day the owner lives past 1976. We believe that this particular
problem should be resolved by the extension of the marketable security valuation
rule to non-convertible, fixed dividend preferred stock, as provided in the Hath-
away and Steiger bills. We expressed our support of this provision above (at
"1-5-b" ).

Nevertheless, the taint remains after the death of the owner of Section 306
stock; and, unless redeemed under Section 303, post-1976 issues will be exposed
to an unwarranted level of taxation. No proposal discussed herein offers a remedy
for this problem.

The AIOPA testified in favor of removal of the taint. We believe that in most
instances the closely-held corporation is recapitalized and preferred stock is
issued so that retired employees will have a source of income, and younger em-
ployees will be encouraged-by sharing to a larger extent in the equity of the
business-to remain with a small company rather than seek positions in large
public companies. The death of the preferred shareholder adequately rebuts the
supposition of Section 306 that the issuance of such stock may well be the first
step in a plan to bail-out the earnings of the corporation.

In light of these comments, the AICPA re-submits its appeal for reinstate-
ment of the long-standing rule removing the taint from Section 306 stock upon
the death of the shareholder. We believe that the Technical Corrections Bill and
the Hathaway and Steiger proposals ameliorate but do not cure the problem fac-
ing closely-held corporations. Unless the taint is removed, Section 06 will con-
stitute a barrier to recapitalizations designed to perpetuate the existence of
many family-owned corporations.

COMMENTS ON THE TCHNICAL CoERECTIONS ACT Or 1977, H.R. 6715,

AUGUST 18, 1977

Summary of Contents

The AICPA is pleased to submit comments on H.R. 6715, the "Technical Correc-
tions Act of 197r'. The major portion of our comments deals with Section 3 of
the bill which contains amendments to the estate and gift tax provisions of
the Tax Reform Act of 1976. 'e also have several comments on items in Sec-
tion 2 of the bill which contains amendments to income tax and administrative
provisions of the Tax Reform Act of 1976.

Comments on Technical. Clerical, and Conforming Amendments to Estate and
Gift Tam Provisions (Seo. 3 H.R?. 6715)

The AICPA submitted a memorandum entitled Recommendations for Technical
Amendments to the Estate and Gift Tax Provisions of the Tax Reform Act of
1976 to the House Committee on Ways and Means on February 18, 1977. We appre-
ciated the opportunity to make our views known, and we are pleased to note
that Section 3 of the Technical Corrections Act of 1977 does contain a number
of amendments proposed in the institute's memorandum.

Part I of our comments contains a listing of the numerous provisions-27 of
the 33 amendments-which the Institute unqualifiedly supports for passage by
Congress. The numerical preponderence of endorsements signifies our view that,
overall, Section 3 of the Bill constitutes a highly commendable effort to make
the estate and gift tax provisions more workable and equitable.
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Part II of these comments sets forth the AICPA's opinion that in a limited
number of instances the amendments reflect policy decisions which deserve re-
consideration. Our comments, for the most part, support the principles underly-
ing the amendments, but express some reservations about their formulation.
However, we take strong issue with the policy which would cause an estate
of a decedent who owned Section 306 stock to be, literally and figuratively,
beyond redemption. We believe that closely-held businesses will be adversely
affected to a drastic extent.

Comment on Technical Amendments to Income Tax and Administrative
Provisions (8ee. 2 of H.R. 6715)

On March 14, 1977, drafts of AICPA recommendations for Technical amend-
ments to provisions of the Tax Reform Act of 1976 other than those of Title XX,
estate and gift taxes, were sent to the Joint Committee on Taxation. We are
pleased that many of our recox mendations have been reflected in Section 2 of
H.R. 6715. Our comments osn Section 2 are brief since we are in basic agreement
with the technical amendments it contains except as described in Parts III and
IV of our comments.

Part III contains two items which we do not believe should be included In a
technical amendments bill because, as written, they are substantive rather than
technical In nature.

Part IV contains several items which we feel should be either rewritten or with-
drawn because, as written, they have an incorrect result.

PAuRT I-AENDMENTS CONTAINED IN' SECTION 3 OF H.R. 6715 WHIcH ARE
SUPPORTiD BY THE AIOPA

The AICPA unqualifiedly supports the adoption by Congress of 27 of the 33
amendments to the estate and gift tax provisions contained in the Bill. A tabula-
tion of the favored amendments appears below. Our reasons for supporting
a number of these amendments are contained in our Recommendations dated
February 18, 1971 cited ii.. the preceding summary of comments.

The numbers used in referring to the amendments are those appearing In Part
B of the report on It.R. 6715, prepared by the staff of the Joint Committee.

Report Bill Code
Ho. Description section section

5 Treatment of indebtedness against carryover basis property ---------------------- 3(cX2) 1023
6 Only 1 fresh start adjustment for carryover basis property ----------------------- 3(cX3) 1023
7 Holding period for carryover basis property ------------------------------------ 3(cX4) 1223
8 Adjustment to carryover basis property for State estate taxes -------------- _--- 3(cX5) 1023
9 Clarification of increase in basis for certain State succession taxes .................. 3(cX6) 1023(e)

10 Coordination of carryover basis adjustments ..................................... 3(cX7) 1023
I1 Basis for certain term interests ................................................ 3(cX8) 1001
12 Clarification of the rules relating to special use valuation ------------------------- 3(d)1) 2032A
13 Use of special use valuation property to satisfy pecuniary bequest ----------------- 3(dX2) 2032A
14 Gain recognized on use of special use valuation property to satisfy pecuniary bequest.. 3(dX3) 1040
15 Treatment of community property under soecial use valuation provision ............ 3(dX4) 2032A
16 Bond to relieve qualified heir of personal liability for recapture of tax where special 3(dX5) 2032A

use valuation is utilized.
17 Security where extended payment provisions are elected ---------------------... 3(e) 6324A
18 (Missing) -----------------------------------------------------------------------------------------
19 Transfer withinn 3 years of death --------------------------------3 2035
20 Coordination of gift tax exclusion and estate tax marital deduction ---------------- 3(gXl) 2056
21 Coordination of ][ft tax exclusion and estate tax marital deduction ------------- 3(g)2) 2056
24 Estate tax exclusion for certain retirement benefits ------------------------------ 0 3(I) 2039(d)
25 Annual exclusion for spouse's interest in an individual retirement account ---------- 3(j)(2) 2503
26 Gift tax consequences from the creation of a joint tenancy in personal property ---- 3(kXl) 2515A
27 Fractional interest rule for certain joint tenancies ------------------------------- 3(kX2) 2040
28 Amendments relating to orphan's exclusion:

(a) Orphan's exclusion where there is a trust for minor children -------------- 3(IY) 2057(d)
(b) Increasing to age 23 for terminable interest in the care of orphans' exclusion. - 3(IX2) 2057(c)

29 Disclaimers ----------------------------------------------------------------- 3(n) 2518
30 Termination of certain powers of independent trustees not subjectto tax on generation- 3(nXI) 2613

skioping transfers.
31 Clarification of rules where a beneficiary has more than I poweror interest ina genera- 3(nX2) 2613

tion-skipping trust.
32 Alternate valuation date in the case of a generation-skioping trust ---------------- 3(nX3) 2602
33 Adjustment for trust accumulation distribution subject to transfer tax ------------ 3(0) 667
34 Clerical amendments -------------------------------------- 3(p) (1016,2051,63248,

6690).



1411

PART Il-AMENDMENTS CONTAINED IN SECTION 3 OF H.. 6715 WHICH THE ATCPA
RECOMMENDS BE REVISED OR WITHDRAWN

1. Fresh start adjustment for certain preferred stock (see. 3 (a) (1) of the binl and
ecw. 806 of the code)

Present law.-Prior to the Tax Reform Act, property held by a decedent at his
death generally acquired a basis equal to its fair market value at the date of
death or alternate valuation date under Section 1014. For the taint of Section 806
to remain with stock after a transfer its basis must be determined by reference
to the basis of Section 306 stock (Section 306(c) (1) (C)). Thus Section 306
stock lost its taint when, by reason of the death of its owner, its basis was deter-
mined under Section 1014.

Section 1023, added by the Tax Reform Act, provides for carryover of, or
transferred basis for property acquired from a decedent dying after 1976. So,
the Section 306 taint remains with stock passing to the owner's estate or heirs.
As a result, a sale or redemption of the stock will result in dividend income treat-
ment for the amount realized, to the extent of the stock's ratable portion of the
corporation's earnings and profits.

The carryover of basis provisions are modified by the "fresh start" rule,
designed to prevent pre-1977 appreciation in property held by a decedent on
December 31, 1976 from being subject to income taxation. But, under present
law the basis of Section 306 stock is not a factor in determining the attributable
dividend income. Consequently, the impact of Section 1023 is to bring pre-1977
corporate earnings and profits within the measure of the taint attaching to Sec-
tion 306 stock in the hands of the estate or heirs. The report of the Staff of the
Joint Committee aptly observes: "the 'fresh start' provision for carryover basis
purposes will provide little, if any, relief for Section 306 stock issued before
1977".

Proposed change.-The Bill would permit dividend income on the disposition
of Section 306 stock, which was distributed before 1977, to be reduced by the
basis of the stock on December 31, 1976, including any increase of basis under
the "fresh start" rule contained in Section 1023(h). The report of the Staff sets
forth the objection of the "fresh start" rule as it is embodied in the amendment:
"to continue prior law for appreciation occurring before January 1, 1977 * * *."

AICPA comments.-The proposed change will not a accomplish its objective. The
ATCPA urges adoption of one of its series of recommendations appearing at the
end of these comments.

The "fresh start" for property, other than securities for which market quota-
tions are readily available, is computed under a special valuation method. This
method, which would apply to Section 306 stock, adopts the unconditional assump-
tion that appreciation occurring between the dates of acquisition of the property
and the decedent's death occurred at a perfectly even rate. However, if Sectioni
306 stock has a clearly identifiable characteristic it-is stability of value. Ordi-
narily, the terms and conditions of Its Issuance fixes Its actual value at or about
its par value. Any change comes about only as a function of its dividend rate to
otherwise available Investment yields. Also, Section 306 stock usually has a low
adjusted basis since it derives from common stock in closely-held corporations
having low capitalizations.

When low basis is combined with static valuation the application of the "fresh
start" special valuation method formula will produce an appalling curiosity in
the tax law: for each day the owner of Section 306 stock lives past 1976 his
share of earnings and profits which are immune from dividend Income treatment
will fall. This penalization of longevity obviously contravenes the facts and the
avowed purpose of the amendment.

The AICPA firmly believes that the position, set forth in its Recommendation
dated February 18, 1977, and quoted below, should be adopted:

"The AICPA recommends that Section 306(c) (1) (C) should be amended to
provide that the definition of Section 306 stock does not Include stock which has
its basis determined under Section 1023. Voluntary transfers by gift of Section
306 stock causes taint to pass through to the beneficiary. As an expression of
policy, this serves the purpose of the section. But, death results In the involun-
tary and unavoidable transfer of the stock. Furthermore, death often necessitates
the sale of property to pay taxe ., debts and expenses or to best serve the sudden
financial needs of the family. Carryover of basis will result in the recognition of
gains, and the Section 306 stock taint would beset an estate with Inordinate
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taxes. If our recommendation is not adopted, the so-called 'classic recapitaliza.
tion,' the transfer of control of a closely-held corporation from older to younger
generations, would be adversely affected. When Section 305 previously was
amended, and could have been interpreted as impeding such recapitalizations.
that legislative intention was specifically disclaimed by Senator Long. We assume.
therefore, that Congress did not foresee this ramification of carryover."

Since the date the foregoing was written, we have been told that the impact of
carryover on Section 306 was recognized in advance of passage of the Tax Reform
Act. If that is so, then the AICPA's plea is for reconsideration of the legislative
Judgment. In the long-run it will have unfortunate consequences. It will inevitably
prompt closely-held businesses, the mainstays of the economies of a multitude of
communities throughout the nation, to conclude that no opportunity--certainly
not reallocation of stock amongst shareholders--remains open to perpetuate their
existences.

We made the point above that the proposed amendment applying "fresh start"
to Section 306 stock will not effectively accomplish the declared purpose of con-
tinuing prior law for appreciation occurring before 1977. So, as an alternative
to its suggestion that prior law with respect to such stock be reinstated, the
AICPA recommends that Section f06 stock which was issued before 1.977 lie freed
of th, taint upon the death of its owner. This would achieve what the proposed
amendment tries and fails to do. Practically speaking, there will be little if any
post-1976 appreciation in such stock since its share of the shareholder's equity
and rate of return usually will not vary after its issuance. This last point could
be given statutory recognition (if Congress deems it necessary to apply strictures
to post-1977 issues of Section 306 stock) : a material change of the terms of
the stock subsequent to 1976 might result in denial of the exemption from Sec-
tion 306 upon the death of the owner, i.e. the stock could be treated as if it
had been issued after 1976. Under these conditions. if any appreciation does
occur it will result from changes in general money market conditions; and such
appreciation has long been subject to capital gains taxation.

Finally, we recommend the following as an alternative to disappearance of
the taint at death (which we favor) for post-1976 issues of Section 306 stock:

(1) The adjusted basis of the stock (including the "fresh start" adjustment)
should be available as an offset to dividend income reportable by the estate or
heirs upon a sale or redemption.

(2) The period used in the computation under the special valuation method
should run only to the date of issuance of the Section 306 stock. This recom-
mendation is in recognition of the fact that the period after issuance of the
stock essentially is one of static caluation. Therefore, we would establish a
"fresh start" valuation at December 31, 1976 which would not erode over the
lifetime of the owner. More importantly, this change in technical Amendment
Number 1 would acknowledge the essential function of the "classic recapitaliza-
tion" referred to with approval by Senator Long in his above-cited discussion of
Section 305, and would remove the drastic inhibition upon its use now present
in the law.
2. Redemptions of certain preferred stock to pay death taxes (sec. 8(a) (2) of

the bill and see. 808 of the code)
Prior law.-Before the Tax Reform Act, Section 30 stock received a stepped-

up basis; lost its taint; and, if it constituted a sufficient proportion of the gross
or taxable estate, it could be redeemed under the protection against dividend
treatment afforded by Section 303. How the carryover privislon served to cause
the taint to remain, and what is being propose&, to mitigate the consequences are
discussed in our comments on Amendment Number 1, above. However, the Act
was silent on whether or not Section 306 stock still might qualify for redemp-
tion under Section 303.

Proposed change.-Section 303, under the proposal, would be amended so that
it would not apply to a distribution in redemption of Section 806 stock. Thus.
dividend income would result from the redemption. The extent of the dividend
income would depend upon the factors established in Amendment Number 1:
whether or not the issue date precedes 1977; the longevity of the owner, etc.
Post-1976 issues would bear the full brunt of estate taxes and dividend income
treatment.

AICPA commentsq.-The AICPA recommends that the proposed amendment be
withdrawn and a substitute be adopted which will declare the eligibility of Sec-
tion 38 stock for Section 303 treatment.
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Amendment Number 2 appears to be a determination that the mere ownership
of stock to which the label "Section 306 stock" attached was a reprehensible act
on the part of the deceased. Accordingly, when the misfortune of death occurs--
and the estate thereby is forced to liquidate assets to pay taxes, debts and ex-
penses--It is then that an arbitrary, severe and discriminatory rule will apply.

Section 806 was designed to prevent the bail-out of earnings. But, it should
be recognized that Section 302 applicable to corporate stock generally, also was
designed to prevent redemptions constituting bail-outs. So all stock carries with
it the potential for bail-out. Furthermore, bail-outs do not take place unless and
until stock is sold or redeemed; and sales and redemptions made necessary by
death are hardly the appropriate target of tax provisions enacted to penalize the
culpable.

Section 303 amounts to statutory recognition of this point; it added a note of
compassion to the tax law: death Is the time when assets accumulated over a
lifetime become subject to a tax on capital: and, if the income tax law does not
accommodate liquidation of assets to pay that tax, the cumulative taxes can
reach confiscatory levels. Section 303 provides a realistic accommodation be-
tween the estate and income tax provisions. Why then adopt the discriminatory
rule of the proposed amendment if both Section 306 stock and other corporate
stock carry the potential for bail-out during the lifetime of their owners? Per-
haps it is common stock which has the greater potential, since its share of un-
distributed earnings and profits grows while Section 306 stock ordinarily has
a fixed dividend and and established share of the earnings and profits.. The AICPA would like to see the proposed amendment be reversed for the
reasons stated above, but also because in its present form it inevitably will
damage the prospects of many closely-held companies. Recapitalizations will be
avoided which otherwise could have enabled small companies to compete with
the large for management, and could have helped meet the differIng financial
needs of the stockholders (not by bailing-out earnings--that is proscribed by
Section 306 but rather by providing different dividend rates, and participations
in the growth of the business).
3. Deduction or adjustment to basis for estate tax on appreciation (sec. 3(b)

of the bill and see. 691 of the Code)
Present law.-When ordinary income or capital gain is realized by a decedent,

but is recognized in whole or in part by his estate or heirs (as "income in
respect of a decedent", exemplified by gains recognized over a period spanning
the date of death) the death taxes attributable to the income or gain is allowable
as a deduction under Section 691(c). The deduction may be utilized in full
against long-term capital gains. A cl. ,u of cases supports this position (Meissner,
354 F. 2d, 409 (Ct. Cls., 1960), Gogelwin, 458 F. 2d 108 (Ct. Cls., 1972), Quick,
503 F. 2d 100 (10th Cir., 1974), Bridges, Jr., 64 TC 968 (1975), and Sidles Est.,
65 TC 873 (197).

Before the Tax Reform Act of 1976, the basis of assets other than income
in respect of a decedent, was "stepped-up" to its date of death or alternate value.
The carryover of basis provisions of the Act did away with this treatment. But,
to avoid double taxation, they authorize an adjustment to basis not a deduction,
for the Federal and State death taxes attributable to appreciation.

Proposed rhange.-It Is the disparity of treatment between the deduction
accorded death taxes on income in respect of a decedent and the adjustment to
basis on appreciation of other assets which is to be remedied by the proposed
amendment. Where income in respect of a decedent is long-term capital gain
there will be no deduction for the attributable tax; instead, the basis of the
property will be adjusted therefor.

AIrCPA comments.-The AICPA believes that amendments which purport to
lie technical and noncontroversial, and which will be voted upon by Congressmen
in that light, should not contain provisions which overturn an established body
of case law. This particular change is clearly substantive and should undergo
the review and debate normally associated with such measures. Consequently,
without expressing our opinion on the merits of the proposal, we urge its deletion
from the Technical Corrections Bill of 1977.
4. Fresh start adjustment for certain carryover basis property (ee. 3(c) (1) of

the bill and see. 1OP3 of the code)
Present law.-The "fresh start" adjustment to basis (for property other than

securities for which market quotations are readily available) is the product of
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a formula using the date of acquisition and the cost of the property. These basic
facts may be impossible to determine by the executor or the heirs. Particular
difficulties would arise in the case of collections of tangible items accumulated
over the years by the decedent.

Proposed change.-The amendment would establish a minimum basis. The
value at date of death is the reference point; a discount at 8 percent a year is
applied over the period measured back from the date of death to December 81,
1976.

AIOPA comments.-The Institute is concerned that the presence In the Code
of a minimum basis provision employing an exceptionally high assumed rate of
appreciation will encourage examining agents to reject less than perfect evidence
of dates of acquisition and the cost of items of tangible personal property.
Accordingly, the AICPA recommends: (1) the adoption of a liberal standard
of proof required of the executor or heirs; and (2) minimum basis be deter-
mined by assuming that post-1976 appreciation will accrue at a 6 percent, rather
than the 8 percent rate appearing in the proposed amendment.

We believe that a survey of valuation trends over any extended period would
confirm that the lesser figure is nearer the historic appreciation rates. Further-
more, there is no apparent reason to abandon the 6 percent factor found in the
standard valuation tables currently used for tax purposes.

The AICPA also urges consideration of a widening of the scope of Amendment
Number 4. It was designed specifically to deal with the absence of information
where that condition would be commonplace: where collections of valuable items
were assembled over a period of time. But, it is overly optimistic to assume that
adequate records with respect to all other property will be maintained by every
taxpayer and readily available to his executor and heirs. The courts will be
resorted to in many cases to resolve basis issues. This prospect prompts the
Institute to recommend a broad minimum basis provision which should relieve
the pressures to litigate.
22. Split gifts made within 3 years of death (see. 3(h) of the bill and see. 2001

of the code)
Present law.-Section 2513 of the gift tax law provides that, where gifts are

made by a husband or wife to a third party, the other spouse may consent to
being treated as having made half the gift for gift tax purposes. The consenting
spouse will apply her credit (assuming for our purpose a donor husband who pre-
deceases) to offset the resultant tax, and the credit thereby will be exhausted in
whole or in part. In addition, since the amount subject to the estate tax is com-
prised of both the taxable estate and the amount of taxable gifts made after
1976, the amount to which a spouse consents will be subject to estate tax at her
death. Nevertheless, if the actual donor dies within three years of the date of a
gift, it will be included in his estate under Section 2035. as amended by Act Sec-
tion 2001 (a). The result of these rules is that the property reflected in the con-
senting spouse's gift tax return and which causes exhaustion of the credit and
an addition to her estate, will be subject to tax in the donor-spouse estate. The
Tax Reform Act did not provide restoration of the gift tax credit to the sur-
viving spouse; nor does it reduce the amount of her taxable gifts to be added to
her taxable estate.

Proposed ehange.-Section 3(h) of the Bill partially corrects this problem by
providing that for estate tax purposes a gift will be eliminated in determining
"adjusted taxable gifts" in the computation of the tentative estate tax. But the
Bill does no reverse the transaction's tax consequences for gift tax purposes.
Therefore, the surviving consenting spouse must continue to use the split gift
which was included in the decedent's estate in computing his or her taxable gifts
for gift tax purposes. Further, if the consenting spouse had used any of his or
her uniform credit against the tax due on the split gift it is not restored until
death.

AICPA commentg.-The Institlate is pleased to see a correction made for this
problem for estate tax purposes, but as Indicated in our Recommendationq dated
February 18, 1977, we believe that the gifts reported by the consenting spouse
under the circumstances described also should be adjusted for gift tax purposes.
We feel that the attained level of gifts should be adjusted and any unified
credit used should be restored as if the consent had not been given in the first
instance.

We would recommend that the surviving spouse be given an opportunity to file
a claim for refund for any overpayment of taxes which result from this adjus'-
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ment. If this procedure is not practical, then we would recommend that the
above adjustment be made to the attained level of "adjusted taxable gifts" and
that any unified credit used be restored but that any "excess taxes" paid be
allowed as a credit against future gifts. Further, total taxes paid would be
allowed as a credit against the tentative estate tax. We feel it is unfair to make
a donor under these circumstances compute his or her gift taxes at an arti-
ficially higher rate during their lifetime thai someone else who's made effec-
tively the same dollar value of gifts. Further, we feel it is inequitable not to
restore to a donor his or her uniform credit.
23. Inclusion in gross estate of stock transferred by the decedent where the

decedent retained voting rights (see. 3(i) of the bill and sace. 2036(b) of the
code)

Present law.-The tax Reform Act added the following sentence to Section
2036(a) : "* * * the retention of voting rights in retained stock shall be con-
sidered to be a retention of the enjoyment of such stock". The provision requires
inclusion in the donor's gross estate of the value of stock given as a gift even
where the stock is that of a public company and control Is absent.

Proposed change.-The proposed amendment changed the above-cited language
to the following " * * the direct or indirect retention of voting rights with re-
spect to a controlled corporation shall be considered to be a retention of enjoy-
ment of transferred property". (Emphasis added). A "controlled corporation"
for this purpose is defined as one in which the decedent owned (including con-
structively), or had the right to vote, stock having 20 percent of the corporation's
voting power,

AICPA comments.-The AICPA believes that the proposed amendment has
needlessly broad reach, far beyond the problem addressed by the Tax Reform Act
provision. The Institute's recommendations appear at the end of this discussion.

Our Recommendations, dated February 18, 1977, expressed the belief that a
donor's estate should not include transferred stock in a public company where
there is no vestige of control. The policy underlying the proposed amendment
appears to adopt that premise. However, the amendment Is not, as it should be,
merely corrective in this regard.

The Tax Reform Act provision which is to be amended addressed itself to over-
turning the Supreme Court's decision In Byrum, 408 U.S. 125 (1972). The Court
held that the transferred stock of a closely-held corporation, controlled by the
donor, was not includible in his gross estate despite reservation of his power to
vote the stock. Accordingly, Section 2036(a), quoted above, deals only with trans-
ferred stock where voting rights with respect to that stock was retained. The
proposed amendment does not set such a logically limited standard. Rather if
voting rights are held in 20 percent of the stock of the corporation-with con-
structive ownership rules specifically Invoked-then it does not matter that years
ago as much as 80 percent of the stock was given away, no strings attached.
Under those circumstances, and, we emphasize, no matter how many years have
passed since the transfer took place, the transferred stock would be drawn back
into the donor's estate.

The AICPA believes that the problem has two facets. Accordingly, there
should be two distinct selective processes: (1) of the corporations to which
the anti-Byrum provision, should apply; and (2) of the specific stock of subject
corporations which should be in the donor's gross estate.

The AICPA recommends that a corporation should not be considered for pur-
poses of the anti-Byrum provision unless the decedent owned an established
percentage of tile corporation. We do not take issue with use of the 20 percent
figure employed in the amendment. This standard would cull out those corpora-
tions in which the decedent possibly could exercise control, and would eliminate
from further consideration ownership of interests in most public companies. Sec-
ondly, the AICPA recommends that, where the first test is met, the only stock
which would be includible in the donor's gross estate would be the specific stock
over which he retained voting rights. Nevertheless, if Congress concludes that
voting rights effectively might be retained where the decedent keeps a dominative
portion of the voting stock, then we would recommend a second percentage test:
the donor must have retained a much greater percentage-more than 50 percent-
of all of the voting stock of the corporation In order for the transferred stock,
over which he held no voting rights, to be includible in his gross estate.

4,
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PART 111-AMENDMENTS CONTAINED IN SECTION II OF H.R. 6715 WHICH THE
AICPA RECOMMENDS BE REVISED OR WITHDRAWN BECAUSE OF THEIR SUBSTAN-
TIVE NATURE

The AICPA feels that the following two items should not be included in a
technical amendments bill because, as written, they are substantive rather than
technical in nature.

Bill section: 2(b).
Code section: 58 (b).
Topic: Division of corporate $10,000 minimum tax exemption to members of a

controlled group.
Recommendton.8.-Prior to the 1976 Act, generally a corporation's minimum

tax exemption was $30,000 plus the amount of income taxes otherwise imposed
(the regular tax deduction). In the case of a controlled group, the exemption was
allocated among the members of the group equally or according to a plan adopted
by the members of the group. The 1976 Act changed the exemption for corpora-
tions to the greater of $10,000 or their regular tax deduction, but did not change
the manner in which the exemption could be apportioned in the case of a control-
led group.

This bill would require the allocation of the $10,000 exemption in proportion
to each member's regular tax deduction.

Since the technical amendments made by H.R. 6715 are intended to clarify and
conform various provisions adopted by the 1976 Act, this proposed amendment to
Section 58(b) should be deleted. All the 1976 Act did was reduce the $30,000
minimum tax exemption to $10,000, which change does not require a technical
amendment.

The amendment as proposed is not logical, and would be unfair to controlled -
groups of corporations since it would allocate the $10,000 exemption to the mem-
ber corporations with the highest regular tax deductions even if they did not have
any preference items. Other members of the controlled group with smaller or no-
regular tax deductions would obtain little or no benefit from any allocation of the
$10,000 exemption.

The proposed amendment also creates a technical problem in situations where
there is no regular tax deduction. Apparently, there would be no allocation of the
$10,000 exemption in these situations.

If there is a desire to eliminate the elective allocation, we suggest that Section
58(b) be amended to provide that the $10,000 exemption be allocated in propor-
tion to each member's amount of tax preference items.

Bill section: 2().
Code section: 368(a) (2) (F).
Topic: Definition of "Securities" in certain transactions involving two or

more investment companies.
Bill Section 2(i) (1) (C) amends Section 368(a) (2) (F) to provide a new defi-

nition for securities which is much broader than the present definition. This is
more than a technical amendment; it is really a substantive change.

It is, therefore, recommended that this change be withdrawn or at least that
the effective date be changed to no earlier than April 29, 1977, the date this bill
was introduced to the Committee on Ways and Means. As currently included in
H.R. 6715 this definition can retroactively change a previously qualifying tax-free
reorganization into a taxable event.

PART IV.-AMENDMENTS CONTAINED IN SECTION 2 OF H.R. 6715 WHICH THE AICPA
RECOMMENDS BE REVISED OR WITHDRAWN

For the reasons given in the following items, the AICPA feels that they should
be rewritten or withdrawn.

Bill section : 2(i) (1) (A).
Code section: 88(a) (2) (F).
Topic: Certain transactions involving two or more investment companies.
Recommendation.-Bill section 2(i) (1) (A) amends Section 368(a) (2) (F)

by adding the following sentence at the end thereof:
No loss shall be recognized to any party to the transaction (or to any share-

holder or security holder of such a party) by reason of the preceding sentence."
This change makes mergers of certain types of investment companies a taxable

transaction; however, loss is not recognized. This is clearly the intent of Con-
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gress. However, there should be a specific statutory amendment as part of this
Bill to provide for a carryover of basis for the loss on the shares disallowed.
No present provision of the Code covers this situation.

Bill section : 2(1) (1) (C).
Code section: 868(a) (2) (F).
Topic: Certain transactions involving two or more investment companies.
Recommendations.-Bill Section 2(1) (1) (C) amends Clause (v) of Section

368(a) (2) (F). The effect of this amendment Is to remove the exception that the
reorganization of two investment companies, each of which is owned by the
same persons in the same proportions, would continue to be a tax-free reorga-
nization. The Committee Reports to the Bill do not indicate that any such change
was intended.

it Is, therefore, recommended that the present Clause (v) of Section 388(a)
(2) (F) be renumbered 88(a) (2) (F) (vii). This would then continue to allow
the tax-free reorganization between commonly controlled investment companies.

Bill section: 2(o).
Code section: 704 (d).
Topic: Limitation on Allowance of Partnership Losses in Case of Nonrecourse

Loans.
Recommendations.-The Tax Reform Act of 1976 provides that the Code Sec-

tion 704(d) prohibition against including non-recourse debt in a partner's cd-
justed basis shall not apply to any partnership "the principal activity of which is
investing in real property". Section 2(o) of H.R. 6715 deletes the above quoted
material and limits this exception to partnerships in which "substantially all
of the activities related to the holding of real property for sale or rental".

In order to clarify Section 2(o) of H.R. 6715 it is recommended that the last
sentence of Section 704(d) (relating to limitation on allowance of partner-
ship losses) be amended by striking out "the principal activity" and all that
follows and inserting in lieu thereof "substantially all of the activities of which
relates to the holding of real property (bther than mineral property) for invest-
ment, sale or rental".

Bill section: 2(q) (13) and (14).
Code section : 6018 (g).
Topic: Election to Treat Nonresident Alien Individual as Repldent of the

United States.
Recommendation.-The changes under section 2(q) (13) and (14) of the Bill

affect two non-income tax areas with respect to nonresident aliens. First, they
bring into play Section 1491 on transfers of appreciated property to a foreign
trust, partnership, etc. for the entire taxable year. They also bring into play the
requirements involved with Section 3401 which would require an employer to
withhold income taxes for the entire year.

While the changes in the above paragraph would seem logical in that they
coordinate the income tax reporting with the withholding tax and the excise
tax handling, these changes present one basic problem. The way the revision
reads, the change is effective for the entire taxable year of the person involved.
Therefore, a nonresident alien electing at the time of filing his return in April
could potentially subject his employer and himself to penalties for late filing
and late payment of taxes for the entire previous calendar year. This would
seem to be an unfair penalty to which to subject someone. While the excise tax
liability is a personal one and therefore can be considered among the taxpayer's
factors relating to the election, the penalties on the employer relate to matters
beyond its control. It would seem that If these changes are to be made, there
should be provisions made for relief from any penalty for both the taxpayer and
his employer which might arise as a result of late payment of the taxes in-
volved. If such a modification is not made, the AICPA recommends that this
provision of H.R. 6715 be withdrawn.

AMERICAN INSTITUTE OF CERTIFIED PuBLIc ACCOUNTANTS,
Washington, D.C., March 7, 1978.

Hon. RuSsELL B. LONG,
Chairman, Senate Finance Committee,
U.,. Senate, Washfngton, D.C.

DPAR CHAIaMAN LONG: On behalf of the American Institute of Certified Pub-
lic Accountants and Its approximately 135,000 members, I would like to convey
our support for two amendments that were added to H.R. 6715 by the Senate
Finance Committee.

34-369 0 - 78 - 14
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The first amendment was introduced by Senator Haskell and would eliminate
IRS rulings from the term "rules and regulations" for the purposes of the tax
return preparer penalty provisions which were enacted by the Tax Reform Act of
1976.

At hearings before the Senate Finance Committee on February 8, 1978, Act-
ing Assistant Treasury Secretary Lubick stated that the Treasury Regulations
under Section 694 permit a preparer to take a position contrary to an IRS
ruling where he does so in good faith and with reasonable support. Nevertheless,
including IRS rulings with "rules and regulations" may unfairly inhibit return
preparers from taking contrary positions on their clients' returns. Furthermore,
under the present regulations, return preparers become responsible for an
unreasonable volume of knowledge of IRS rulings, as well as for additional
documentation to show "good faith and reasonable support" for positions
contrary to any of the thousands of such rulings. These additional burdens
would surely result in an increase in the cost to their clients. We also believe
that this amendment is more consistent with the legislative history of Section
6694 than are the regulations.

The second amendment that we would like to express our support for Is the
exemption from the "14 day or ten percent test" for a taxpayer who uses his
home as a principal residence for part of the year and rents it out during the
remainder of the year. This situation arises for valid and bona fide reasons
such as a permanent change of residence for business reasons during a taxable
year. We do not believe that such cases were contemplated In the enactment of
Section 280A.

We would appreciate your consideration and support of the above amend-
ments as equitable additions to the statute.

Please feel free to call on me if you have any further questions, or if we
can provide any additional information or background.

Sincerely,
ARTHUR J. DIXON,

Ohairman,
Division of Federal Taxation.
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ATTACIIMENT 2

A'CTs AMENDING THEl INTERNAL, RF%'ENTE CODE FROM JUNE 30, 1969

1-6-7T (I.R.C.) 27,301

AMENDING ACTS
The major and miscellaneous additions to arfd amendments of the In-

ternal Revenue Code of 1954, enacted subseOuent to its enactment on
August 16. 1954, are made by Public Laws. Some of these bear special
titles, such as "Revenue Act". "Reform Act". "Technical Changes Act", or
"Technical Amendments Act" of a stated year. Others bear no title. The
internal revenue code provisions and related acts provisions in all Public
Laws enacted as of 6-30-69 appear under this tab card. Public Laws
enacted before such date are in the Internal Revenue Cumulative Bulletins.

The sections of the Code appearing under the tab card "Internal Revenue
Code of 1954" are kept up to date at all times to reflect the additions and
amendments made by such Acts.
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93-310 8- 8 -4 To amend Sec. 501 relating to exemption from tax
on corporations, etc. .........................

03-313 6- 8-74 To delay for six months the taking effect of cer-
tain measures to provide additional funds for
certain wildlife restoration projects ............

03-329 8-30-74 To extend the Renegotiation Act of 1951 ........
93-355 T-25-74 To provide exemption for Legal Services Corp...
9353 8- 7-74 Exempting from duty certain equipment and re-

pairs for vessels, etc ... ..................
93-383 8-22-74 Housing and Community Development Act of

1974 ........ ..........................
93-38" 8-24-74 - Council on Wage and Price Stability Act ........
93-406 9- 2-74 Employee Retirement Income Security Act of 1974

(as amended by P.L 94-12) ..................
93-443 10-15-74 Federal Election Campaign Act Amendments of

1974 .........................................
93-GA 10-16-74 To amend the Railroad Retirement Act of 193T ..
93-40 10-28-74 Treatment of life insurance company dividends

-for personal holding company consolidated re-
turn purposes ...............................

93-482 10-28-74 Accounts receivables of related DISCs and low
Income housing .........................

93-483 10-26-74 Armed Forces Scholarships, Insurance Company
guarantees, and premature withdrawaL3 from

. t em accounts ...............................
93-490 10-28-74 Application of moving expense provisions to mem-

bers of U.S. military services, etc. .............
93-498 10-28-T4 To amend the Rail Passenger Service Act of 19T0
93-49T 10-29-74 Basis adjustment for property received in liquida-

don prior to T-1-57 ..........................
93499 10-29-T4 Wagering tax amendments .................
93-531 12-22-T4 Providing for Anal settlement of the conducting

rights and Interests of the Hopi and Navajo
Tribes ..................................

93497 1- 2-75 Tax treatment of members of the Armed Forces
of the United States and civilian employees who
are prisoners of war or missing in action ......

93-418 1- 3-75 Tra. de Act of 974 ............................
93-823 1- 3-75 To amend the tariff schedules of the U.S., etc. ....
93-644 1- 4-75 Ieadstart, Economic Opportunity, and Commu-

nity Partnership Act of 1974 .................
93-6 1- 4- 3- 304o Services Amendments of 1974 ..........

Statutes, Enated by the 94th Congress-L3t Session
94-12 3-20-75 -Tax Reduction Act of 1975 ....................
94-45 6-30-75 Emergency Compensation and Special Unemploy-

ment Assistance Extension Act of 17 ........
94-46 6-30-75 To amend Public Law 93-647 .................
94-81 3- 9-75 -Treatment of Condemnation proceeds from forest

lands held in trust for the larnath Indian Tribe,
*ae .T.nd...................................

94-92 8- 9-75 To amend the Railroad Unemployment Inumrance
Act .......... v..........................

* 1811 ty."Mode-fali

'.)27,305
Page

-7,483

27,483
27,484
27,484

27,485

n,'509
2T,510

27,485

27,511
2n,520

27,515

27,515

27,515

27.516
27,518

27,518
.27,519

27,528

27,521
27,541
2T,522

27,523
27,527

27,529

2n,542
2T,543

27,543

27,544
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27,306 (I.R.C.) Amending Acts 2-17-77

Pub. Law vNo. Date Subject Page
04-03 8- 9-75 Amendments to the Railroad Retirement Tax Act 27,544
94-114 10-17-75 Treatment of certain submarginal land held in

trust for certain Indian tribes ................ 27,545
94-118 10-20-75 Japan-United States Friendship Act ........... 27,551
94-129 11-13-75 Gifts or devises to the National Arboretum ...... 27,548
94-164 12.23-75'N Revenue Adjustment Act of 1915 .............. 27,343
94-168 12-23-75 Metric Conversion Act of 19T5 ................ 27,5351
94-182 12-31-75 To amend the Social Security Act ............. 27,549
94-185 12-31-75 To extend the Recegotiatlon Act of 1951 ........ 27,549
94-189 12-31-T3 Disposition of Sac and Fox Tribes fund ........ 27,549
94-202 1- 2-76 To amend the Social Security Act .............. 27,549
94-201 1- 2.78 To amend the Alaska Native Claims Settlement

Act ......................................... 2 ,550

Statutes Enacted by the 94th Congrese-2nd Seseon
94-236 3-19-76 Application of certain provisions of the '54 Code

to specifed transections by certain public em-
ployes retirement systems created by the State
of Noew York or any of Its political subdivisions . 27.551

94-211 3-24-76 To approve the "Covenant to Establish a Com-
monwealth of the Northern Mariana Island in
PoLitical Union with the U.S.A." .............. 27,555

94-253 3-31-78 Tax treatment for exchanges under the dnal sys-
tem plan for ConRail ........................ 27,552

94-267 4-15-8 To permit tax-free roUovers of distribution from
*employee retirement plans in the event of plan
termination ................................. 27,53

94-273 4-21-76 Fiscal Year Adjustment Act .................. 27,559
9H-274 4-21-45 FIscal Year Transition Act .................... 27,359
94-2O0 5- 3-T8 Authorlzing appropriations for the construction

ol certain highways In accordance with Title 23
of the U.S. Code ................. ; ........... 27,560

94-2S3 3-1.-76 Federal Election Campaign Act Amendments of
1976 ........................................ 27A 0

94-331 6-30-76 To amend Se 815 of the Internal Revenue Code
of 1954 ..................................... 27,563

94-396 9- 3-78 To amend section 512(b)(5) of the Internal Rev-
erne Code of 1954 ............................ 7,563

94-401 9- 7-76 To facilitate and encourage the implementation
by States of child day care services programs .. 27,564

94414 9-17-76 To amend Sec. 584 relating to common trust
funds; treatment of a-'Ated banks .......... 27,565

94-444 10- 1-76 Emergency Jobs Programs Extension Act of 1976 27,565
94452 10- 2-76 Bank Holding Company Tax Act of 1976 ........ 27,566
94-3 10- 4-76 Tax Reform Act of 1976 ...................... 27,568
94-514 10-15-T Interest deduction on certain corporate indebted-

nes .................................. 7,696
4-52=3 10-17-76 To provide for a distribution deduction for certain

cemetery perpetual care fund, etc. ............ 27,697
94-529 10-17-76 To amend Sec. 5051 (relating to the Federal ex-

cise tax on beer) ............................ 27,697
94-530 10-17-76 Exempting from fuel tax certain aircraft mu-

seum s ...................................... 27,697
94-540 10-16-78 To provido for the disposition, of funds for the

Grand River Band of Ottawa Indians ......... 27,698
94-47 .0-18-78 To amend the Railroad Retrement Act of 1974 27,698
94-53 10-19.78 General revision of the Copyright Law ........ 27,699
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5-11-78

Pub. Law No. Ds
94-559 1019-

94-563 10-19-

94-566 10-20.

94-568 10-20

94-569 10-20

95-19

95-30
95-125

Amending Acts
Subjectkte

(I.R.C.)

-76 The Civil Rights Attorney's Fees Awards Act
of 1976 .....................................

-76 To amend chapter 21 of the IRC and title II of the
Social Security Act ..........................

-76 Unemployment Compensation Amendments of
1976 ........................................

-76 To provide for tax treatment of social clubs and
certain other membership organizaUons, and for
other purposes ..............................

-76 To permit the authorization of means other than
stamp on containers of distilled spirits as evi-
dence of tax payment, and for other purposes

Statutes Enacted by the 95th Congress-lst Session
4-12-77

5-23-77
10-7-77

95-147 10-28-77

95-170 11-12-77

95-171 11-12-77

95-172 11-12-77

95-176

95-195
95-210

95-216

11-14-77

11-18-77
12-13-77

12-20-77

Emergency Unemployment Compensation Exten-
zion Act of 1977 .............................

Tax Reduction and Simplification Act of 1977 ...
To amend the Accounting and Auditing Act of

1950, to provide for the audit, by the Comptroller
General, of the IRS and of the Bureau of Alcohol,
Tobacco, and Firearms .......................

To authorize the Secretary to Invest public mon-
eys, and for other purposes ...................

To suspend until July 1, 1978, the rate of duty on
mattress blanks of latex rubber, etc ............

To extend certain Social Security Act provisions,
etc. ........................................

To extend for an additional temporary period the
existing suspension of duties on certain classifica-
tions of yarns of silk, etc ......................

To amend certain provisions of the 154 IRC relat-
ing to distilled spirits, etc .....................

SIletz Indian Tribe Restoration Act ............
To amend Titles XVI and XIX of the Social
Security Act, etc ..............................

Social Security amendments of 1977 ............

Statutes Enacted by the 95th Congress-2nd Session
95-227 2-10-78 The Black Lung Benefits Revenue Act of 1977 ....
95-239 3- 1-78 The Black Lung Benefits Reform Act of 1977 ....
95-258 4- 7-78 Relating to the year for including in income cer-

tain payments under the Agricultural Act of 1949
received in 1978 but attributable to 1977, and to
extend for one year the existing treatment of State
legislators' travel expenses away from home ....

27,306.1
Page

27,699

27,699

27,700

27,704

27,705

27,706
27,707

27,716

27,717

27,717

27,718

27,718

27,719
27,720

27,720
27,720

27,725
27,727

27,727

@ 19?S by Ptwtla.&u. I,



ATTACHMENT 3

TAX RETURNS, EXPANDED INCOME, TAX AND TAX EXPENDITURES DISTRIBUTED BY EXPANDED INCOME CLASS

(1976 levels of income

Number of returns Expanded income Tax liability Tax expenditures

Percentage distribution Percentage distribution Percentage distribution Percentage distribution

Cumulated Cumulated Cumulated Cumulated Cumulated Cumulated Cumulated Cumulated
from from from from from from from from

Number lowest highest Amount lowest h-ghest Amount lowest highest Amount lowest highest
Expanded income class (thousands) incomes incomes (millions) incomes incomes (millions) incomes incomes (millions) incomes incomes

Less than $5,000 ...............
$5,000 to $10,000 ----------------
$10,000 to $15,000 ....................
$15,000 to $20.000
$20,000 to $30,000 ..............
$30,00 to $50,000 ....................
$50,000 to $100,000 -------------------
$100,000 to $200,000 -----------------
$200,000 or more ---------------------

25,474 28.9
20,109 51.8
16,106 70.1
11,824 83.5
9,907 94.8
3,347 98. 6

985 99.7
198 99.9

49 100.0

100.0
71.1
48.2
29.9
16.5
5.2
1.4
.3
.I

$57, 557
149,590
201,036
205,086
237,041
124,836
67,484
27, 371
21,573

5.3
19.0
37.4
56.2
77.9
89.3
95.5
98.0

100.0

100.0
94.7
81.0
62.6
43.8
22.1
10.7
4.5
2.0

$141
8,227

18,071
23,009
32,778
22,017
16, 492
8,084
6,476

0.1
6.2

19.5
36.5
60.8
77.0
89.2
95.2

100.0

100.0 $3,558
99.9 6,469
93.8 7,645
80.5 9,765
63.5 16,346
39.2 14,015
23.0 11,497
10.8 6,529
4.8 8,221

4.2
11.9
21.0
32.6
52.1
68.8
82.4
90.2

100.0

100.0
95.8
88.1
79.0
67.4
47.9
31.2
17.6
9.8

Total -------------------------- 87,998 ----------------------- 1, 091, 573 --------------------- 135,293 ---------------------- 84, 045 ------------------

I Tax expenditures directly affecting individuals in fiscal year 1977, summed without respect to interaction.
Source: Office of the Secretary of the Treasury, Office of Tax Analysis, Feb. 14, 1978.
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STATEMENT OF THE AMERICAN LUTHERAN CHURCH FOUNDATION

A. IDENTIFICATION

The American Lutheran Church Foundation is an office of The American
Lutheran Church (ALC). It is responsible for encouraging charitable giving to
congregations, national ALC programs, and the many ALC agencies, divisions,
institutions, colleges and seminaries. The ALC has approximately 2,437,000 mem-
bers in the United States.

The Lutheran Council in the USA has submitted a statement to this committee
on behalf of the ALC, and the Foundation endorses and supports that statement.
We, however, want to emphasize the need for the charitable deduction regard-
less of whether an individual itemizes his/her deductions.

B. NEED TO PERMIT ALL TAXPAYERS TO TAKE A DEDUCTION FOR CHARITABLE
CONTRIBUTIONS

The report of the House Ways and Means Committee on the Revenue Bill of
1978 (H.R. 13511) describes the anticipated impact of the Revenug Bill. By
increasing the zero bracket amount and the corresponding floor under itemized
deductions for single and married persons, it is estimated that 2.5 million people
will change to the standard deduction. Report No. 95-1445, I-Individual income
tax reforms. In fact, the new tax bill is structured to discourage taxpayers from
itemizing deductions. Itemizers may actually experience an increase in taxes.
Report No. 95-1445(IV) (A) (3).

Studies conducted by Martin Feldstein of Harvard indicate that the increased
us;e of the standard deduction adversely affects charitable giving. Professor Feld-
stein's study estimates that charities have lost approximately 5 billion dollars
in the last seven years primarily as a result of the standard deduction. With the
increasing pressure of inflation upon all budgets, the loss of such revenue can
have disastrous consequences upon the social and other services of charitable
organizations.

Contributions to charitable organizations have long been recognized as a so-
cially desirable goal. Similarly, political contributions are encouraged to increase
political participation. As a result, taxpayers are given tax incentives to make
contributions to political parties by means of a credit. The taxpayer may avail
him/herself of this credit regardless of whether he/she itemizes deductions.
Just as the House Ways and Means Committee asserts that the credit simplifies
and makes more equitable the tax incentive for political contributions, so, too,
does an "above the line" deduction for charitable contributions. Report No.
95-1445 (II) (Base broadening and efficiency adjustments) : (IV) (B) (3). All
taxpayers, regardless of income level, would be able to benefit from the charitable
deduction, which is already provided for political contributions. Record keeping
for an above the line charitable deduction is no more or less complicated than
for the political contribution credit. Above the line deductions, for such items
as moving expenses and alimony, are already incorporated into the tax forms. We
have seen no evidence of record keeping or audit problems caused by these de-
ductions.

Many, if not most, of the persons who make contributions to The ALC and its
congregations are in the middle income category at which the tax bill is aimed.
As more individuals change to the standard deduction, the only foreseeable result
is that contributions to The ALC, and all charitable organizations, will suffer.

C. RECOMMENDATION

We therefore recommend and urge the passage of the Moynihan-Packwood Bill
(S. 3111) providing for an "above the line" deduction for charitable contribu-
tions.

SUMMARY OF THE AMERICAN MINING CONGRESS STATEMENT

The recognition of the need to lessen the corporate tax burden and thereby
provide additional capital to the business sector is particularly appropriate in
the case of the domestic mining industry which must make substantial capital
expenditures in the years to come If it is to be able to provide the basic minerals
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on which our economy depends. Accordingly, we support the corporate tax rate
reduction and investment tax credit improvements contained in H.R. 13511. In
addition we recommend that the Investment credit be made refundable and be
exteLuded to all industrial buildings

We support a reduction in the level of capital gains taxation as a positive step
toward improving the climate for needed capital investment.

We support the allowance of the full 10-percent investment credit with respect
to pollution control facilities subject to five-year amortization as an appropriate
recognition of the economic burden of these nonproductive facilities. For that
recognition to be meaningful, however, the restrictive definitional and certifica-
tion requirements of present law should be eliminated. In addition, tax-exempt
bond financing for pollution control facilities provides an important source of
funds for these expenditures and should not be eliminated or curtailed, either
directly as proposed by the Administration or indirectly through restriction of
the availability of the full investment credit as provided in I.R. 13511.

In view of the present competitive disadvantage which the U.S. mining industry
faces in operating abroad, the unrepatriated earnings of foreign subsidiaries
should not be subjected to current taxation.

DISC benefits should be retained as a stimulus for exports, especially in view
of our nations present very large and serious balance of payments deficits.

AMERICAN MINING CONGRESS,
Washington, D.C., Sept. 6, 1978.

Hon. RUSSELL B. LONG,
Chairman, Committee on Finance, U.S. Senate, Dirkeen Senate Office Building,

Washington, D.C.
DEAR MR. CHAIRMAN: In response to your press release announcing public

hearings on H.R. 13511, the Revenue Act of 1978, the following comments are
respectfully submitted on behalf of the American Mining Congress for the
Committee's consideration.

The American Mining Congress is an industry association representing all seg-
ments of the mining industry. It is composed of (1) U.S. companies that produce
most of the nation's metals, coal and industrial and agricultural minerals; (2)
companies that manufacture mining and mineral processing machinery, equipment
and supplies; and (3) engineering and consulting firms and financial institutions
that serve the mining industry.

NEED FOR ADDITIONAL CAPITAL INVESTMENT

The need to lessen the Federal tax burden on business activity to provide
additional needed capital to the private sector has been widely recognized. Addi-
tional capital must be provided to the private sector if our nation's productive
capacity is to be expanded and modernized and needed jobs created. The expan-
sion and modernization of our productive capacity also is vital if the United
States is to remain competitive in the world economy. It is important to note
in this regard, as shown by a 1975 Treasury Department study, that during the
period 1960-1973 the rate of investment in the United States as a percentage
of real national output was the lowest of the principal industrialized countries
of the world. The recognition of the need for additional capital is particularly
appropriate and important in the case of the domestic mining industry which
has the task of providing the basic minerals that are the backbone of our indus-
trial economy and our national defense.

For the domestic mining industry to meet the challenge of obtaining the min-
erals we will need in the years to come, the expenditure of tremendous amounts
of capital will be required. Existing facilities must be expanded and modernized
to more effectively exploit known mineral deposits. In addition, new deposits must
be discovered and developed.

The discovery and development of minerals in the United States is becoming
more and more costly. Most of the high-grade mineral beds have already been
discovered. The ones left generally are deep, low-grade deposits. Today, the mining
industry must expend great sums of money on exploration and development in
the United States. This exploration requires sophisticated and expensive
geological, geochemical. and geophysical equipment. Exploring underground is
particularly costly. Moreover, in many cases, the deposits that are discovered
are of such a low grade that the technology required to make it economically
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feasible to mine and process them must first be developed. Also, to process low-
grade ores at an economically attractive cost requires tremendous capital
investment in facilities for large-scale operations.

In addition to these expenditures, the American mining industry is faced with
large increases In required capital expenditures as a result of the great amount
of environmental and health and safety legislation affecting the industry which
has been enacted in recent years. These expenditures, which do not add to
productive capacity or result in any significant economic return, further increase
the mining industry's capital needs. The relative magnitude of these expenditures
is enormous. For example, in recent years pollution control expenditures have not
infrequently accounted for up to 40 percent of the capital expenditures of copper
mining companies.

Moreover, the industry has been required to turn increasingly for capital funds
to debt financing, thereby significantly increasing the industry's debt burden
and its debt/equity ratio. According to a survey by Moody's Investors Service,
the debt of ten major mining companies rose from 11 percent of capitalization
in 1907 to 33 percent as of the end of 1976. The industry's ability to generate
capita! internally and to attract outside capital is dependent on its profitability
for that determines its cash flow and return on investment. The lowe,* the indus-
try's profits are, the less funds there are generated internally to meet capital
needs. Moreover, inadequate profitability seriously impairs the industry's ability
to obtain external financing. Even if the industry is able to attract the needed
funds in the first instance, inadequate profits impair its ability to service new
debt burdens. The industries' ability to service its debt has significantly weakened
in recent years. According to the Moody's survey, retained cash flow declined
from 74 percent of long-term debt in 1967 to 21 percent in 1976.

The heavy inflation of recent years also has placed substantial additional
burdens on thb mining industry. As a result of Inflation, the industry is en-
countering substantially higher operating and replacement costs. Moreover, it
is faced with rapidly escalating costs on uncompleted mine development projects.
The discovery of an ore body and the development of a mine is a long-term, 5 to 10
year project. The inflation induced escalation of costs of mining projects has
imposed substantial new and uncontemplated capital expenditure burdens on
the mining industry.

Rising energy costs, increased imports, and recent adverse economic circum-
stances in the case of a number of our major mineral sectors also have impaired
the mining industry's ability to carry on the necessary expansion of our mineral
productive capacity.

Our tax laws must provide an improved climate for capital investment and
adequate incentives to allow the mining industry to obtain the capital it needs
if we are to have the needed modernization and expansion of productive capacity.

CORPORATE TAX RATE REDUCTIONS AND INVESTMENT TAX CREDIT IMPROVEMENTS

H.R. 13511 moves in the proper direction by providing that the Federal income
tax burden on business activity will be decreased through a reduction in the
corporate tax rate to 46 percent and by improvements in the investment tax
credit-namely, providing for a permanent 10-percent credit, extending the credit
to certain expenditures of rehabilitating existing industrial bui'dings, and
increasing to 90 percent of tax liability the limitation on the amount of the
earned investment credit which a taxpayer may currently utilize.

We support the changes. We believe, however, that the strength of the invest-
ment credit as an incentive to encourage capital investment and as a source of
funds for industry to use in meeting its capital needs should be further improved
by making the credit refundable. At the very least, if the credit is not made
refundable, the increase in the limitation on the amount of the credit which a
taxpayer may currently utilize to 90 percent of tax liability should be made
fully effective in 1979, rather than phased in over a four-year period. In addition,
the credit should be made applicable *to new and existing industrial buildings,
including buildings used in connection with mining activity. The need for new
industrial structures is just as great as the need for new equipment. Moreover,
this change would structurally improve and simplify the tax law by eliminating
the need to distinguish between equipment and building components.

In evaluating these needed reductions in the level of business taxation, it is
important to recognize that to a significant extent the reductions will be offset
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by the increased social security tax burden recently placed on business and by
the pending energy taxes if enacted. Thus, the net effect will be a substantially
smaller overall reduction in the level of business taxation and, accordingly,
a substantially smaller degree of assistance to the private sector in carrying
on the needed modernization and expansion of the nation's productive capacity.

CAPITAL GAINS TAXATION

H.R. 13511 recognizes that the present high level of capital gains taxation has
contributed to the shortage of investment funds needed for capital formation.
The American Mining Congress supports a reduction in the tax burden imposed
on capital gains. We believe this will improve the climate for needed capital
investment. It must be emphasized, however, that decreases in the capital gains
tax burden should be in addition to, and not in place of, retention and improve-
ment of other incentives for capital formation.

POLLUTION CONTROL EXPENDITURES

The mining industry has been faced with increasingly heavy capital expendi-
tures to meet the many new environmental requirements being imposed on it.
Moreover, in future years the mining industry will be required to spend stagger-
ing amounts of capital for pollution control facilities. The present treatment of
pollution control facilities under the Code is so limited and restricted that it has
not been effective in easing the industry's financial burden of meeting pollution
control standards.

The provisions of H.R. 13511 which would allow the full 10-percent investment
tax credit with respect to pollution control facilities subject to five-year amortiza.
tion are a positive step which we support. This treatment, however, should not be
made inapplicable, as it would be by H.R. 13511, to facilities which are financed
in whole or in part with tax-exempt industrial development bonds. Such a limi-
tation is contrary to the goal of providing a meaningful recognition in the tax
laws of the economic burden of these nonproductive expenditures. Tax-exempt
bond financing has provided an important source of funds to meet this burden.
The viability of this type of financing should not be indirectly limited in this
manner. This could result in diminished use of this important source of funds
for pollution control expenditures and thereby require the industry to allocate
to pollution control activities funds that otherwise would be used for the needed
expansion of productive capacity. Moreover, this important type of financing
should not be eliminated as has been proposed by the Administration.

In addition, to provide a meaningful recognition in the tax laws of the economic
burden on industry of nonproductive pollution control and abatement facilities,
further modifications are needed. The restrictive definitional and certification
requirements of present law should be eliminated. Thus, the requirements of
Federal and state certification, the limitations based on the useful life of a
facility and receipts from the recovery of waste, and the exclusion of pollution
control facilities used in connection with new plants should be eliminated. In-
stead, the test for whether a pollution control facility qualifies for five-year
amortization should be whether the primary function of the facility is pollution
abatement.

Under existing law a deduction for amortization of a pollution control facility
that is part of a taxpayer's mining operations will reduce the taxpayer's taxable
income from the mining property, and this reduction may result in a lower per-
centage depletion deduction for the mine-thus offsetting, in part, the effect of
the amortization provision. We recommend that deductions for pollution control
expenditures should not be offset by applying the deductions to reduce the 50 per-
cent of taxable income limitation on percentage depletion deductions.

Under existing law the excess of deductions for amortization of pollution con-
trol facilities over ordinary depreciation deductions is included in the tax base
for the 10-percent "minimum" tax as an item of tax preference, thus diminishing
the effect of five-year amortization In many cases. We recommend that pollution
control facilities be deleted from the base of the 10-percent minimum tax.

OURRENT TAXATION OF UNREPATRIATED FOREIGN EARNINGS

From time to time, the proposals have been made to subject the unrepatriated
earnings of foreign subsidiaries of U.S. companies to current U.S. taxation. The
American Mining Congress opposes such proposals.
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In carrying on mining activities abroad-where mineral deposits are located-
the U.S. mining industry must compete with mining companies from other capital
exporting countries. U.S. mining companies operating abroad already are at a
competitive disadvantage vis-a-vis mining companies from other countries. Elimi-
nating deferral, and instead subjecting the retained earnings of foreign subsidi-
aries to current U.S. taxation, will aggravate that competitive disadvantage.

In view of the need of this country to import substantial amounts of the min-
erals we need, It is in our national interest that the U.S. mining industry be
allowed to effectively participate in the development of these foreign minerals.
If these foreign mineral sources are not developed by American mining companies,
they will be developed by American mining companies of other major industrial-
ized nations of the world. This would make the availability to us of needed for-
eign minerals even more deepndent on, and subject to variations in, the economic
and political climates of other countries. It is also important to note that the
availability of needed raw materials to American industry means that mineral
processing and the fabrication of many products may be done in the United
States by U.S. employees rather than abroad.

In addition to providing us with additional assurance that the minerals will be
available to us, the development of foreign mineral deposits by the U.S. mining
industry will also tend to mitigate the balance of payments effect of imports since
the profits arising on the foreign operations of U.S. mining companies will be at
least in part repatriated to the United States.

DISC

Although DISC benefits are not available with respect to exports of minerals,
the American Mining Congress opposes further restrictions on DISC treatment.
We believe that DISC benefits do have a stimulative effect on U.S. exports and
that it is particularly inappropriate to remove this stimulus at the present time
when the country is experiencing such an extraordinarily large and serious bal-
ance of payments deficit.

Respectfully submitted,
DENNIs P. BEDELL, Chairman,

American Mining Congress Tax Committee.

AMERICAN PAPER INSTITUTE, INC.,
New York, N.Y., September 18, 1978.

To: Members of Senate Finance Committee:
At the Senate Finance Committee hearings of August 21, our panel was asked

to respond to proposed sunset laws for tax expenditures.
The enclosed comments summarize the position of the paper industry on what

appears to be a one dimensional approach to the multifaceted problem of contain-
ing the role of government in our economy.

We applaud the efforts of this Committee to drive for a sensible and balanced
tax program at this critical time in our economy. We agree that more action must
be taken in the next session of Congress to prevent a drift of the economy into a
dangerous no-growth, high inflation phase. We will work with you on this.

If you have any questions, do not hesitate to contact me, or our Washington
office.

Sincerely yours,
NORMA PACE,

Senior Vice President.
Enclosure.

COMMENTS ON SUNSET LAWS FOR "TAX EXPENDITURES"

Simplification of government spending and taxing programs is a matter of
greatest priority for Americans. The complexities inherent in managing a $500
billion federal budget have not only created a climate for abuse but have also
built distrust among Americans. The low rating of the U.S. government in
public opinion polls reflect. this growing feeling that government may be getting
out of hand. Proposition 13 in California was blessedly simple and therefore
easily won. So any action that returns the U.S. to understandable concepts in
government's role and fosters greater control over government is welcome.
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Sunset laws which automatically extinguish government programs, unless they
are proven beneficial and worthy of survival, are a step in the right direction.
They increase the efficiency of government: they facilitate decisions that would
not otherwise be made In a populist society. The simple automaticity of the
procedure is appealing and repeated reevaluation of government programs pro-
vides assurance that they do keep up with the fast changing needs of a mobile
and dynamic society.

Much of the legislative foundation for present social and economic policies
was laid in the 1930's when an unusually severe depression rocked the U.S.
economy and set the stage for massive spending programs. A mechanism that
forces review and update of this legislation is certainly welcome.

But any proposal to apply sunset provisions to so-called "tax expenditures" Is
unwarranted and unnecessary, and could result In further inequities in the tax
code and an adverse impact on capital formation.

"TAX EXPENDITURES" CONCEPT IS FAULTY

Using the term "tax expenditures" for all Income flows that are exempt from
federal taxes or receive favorable tax treatment is unfair. It Is based upon the
faulty premise that government has the first claim on all the Income of U.S.
citizens. It fails to recognize that taxes can have an uneven impact on incentives,
on buying power and on risk-reward balances. Incentives and rewards are the
life blood of our economic system and If they become distorted through tax
policies, serious consequences to the economy result. Many "tax expenditures"
provide the means for restoring balance to the imbalances created by govern-
ment spending and taxing policies themselves. To single out these items without
attention to the total matrix of government expenditures and taxes would have
adverse effects on the economy.

BETTER REVENUE IMPACT ESTIMATES NEEDED

Moreover, the term "tax expenditures" implies a net cost to government but
that is not necessarily true. Dynamic analysis of the impact of taxes shows much
feedback effect. The investment tax credit, for example, increases tax revenues
because it encourages more investment in plant and equipment, thereby creating
income that yields much more revenue than the so-called "expenditure."

ADVERSE IMPACT ON CAPITAL FORMATION

Sunset provisions for these so-called "tax expenditures" would be discriminat-
ing and harmful to balanced growth.

1. They would prevent consistent planning of cash flow for both business and
individuals and would thereby impair confidence and spending.

2. Tax planning would proceed around expiration dates of specific items of
tax preference and would create distortions. (The stop and go history of the
investment tax credit gives ample evidence of the distortion potential In such
moves.)

3. They would adversely affect savings and Investment. For example, interest
payments on mortgages are deductible and provide an incentive for home owner-
ship; they are considered a "tax expenditure." Suppose the sunset provision
would let this die, then investment in housing would be adversely affected. At
the same time. interest receipts are considered unearned income in the general
tax revenue code and potentially subject to higher tax rates, which restricts
savings flows to mortgage lending institutions and reduces the potential size of
the mortgage market. If attention is not paid to this savings restriction in a
timely way, the sunset provision on mortgage Interest deductibility could have
a double impact on future investment in housing.

Dividends are taxed at least three times: income is taxed before the after tax
income is made available for investment In stocks; then dividends are taxed
as corporate Income and taxed again as individual income. An exclusion of $100
of dividends per investor Is now available as a tax preference. A sunset provision
may remove this benefit to investors but will Congres enact a timely alternative?

4. Another example is accelerated depreciation which in many cases merely
chances the timing of tax payments and not the overall tax amount. Yet It
Is called a "tax expendtiure." Accelerated depreciation is a real investment
incentive but its effectiveness would wither away If a time bomb were ticking
away on it.
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PRESENT TAX REVIEW PROCEDURES DO NOT NEGLECT "TAX EXPENDITURES"

Tax discussions since World War II have not ignored these special provisions
in the tax system. As a matter of fact Congress periodically focuses on these
issues in its tax policy deliberations. The investment tax credit has been removed
once and the rate and coverage changed several times since its inception. Depre-
ciation changes have been made; percentage depletion is being phased out. The
new House tax bill will tax unemployment benefits of those receiving income
from other sources above a specified amount.

The dialogue on these and other items is continuous and results in frequent
tax changes.

As a matter of fact, tax policy which had been stable until the mid-1960's has
become one of the more destabilizing items in our economy. It used to be a fairly
predictable item and spending-investment decisions flowed more freely in that
climate. Tax planning has become so complicated that it is becoming an end in
itself.

NEED FOR REFORM AND RESTRAIN IS GREAT

The answer to our present fiscal problems does not lie in sunset provisions
for tax policies which try to redress inequities caused by other government
policies, tax or otherwise.

Government spending must stop rising more rapidly than private spending:
the share of GNP accounted for by government spending must be held stable
in the next two or three years and decline over time.

Tax policies can then proceed on a firm base of government spending forecasts
and can result in a greatly simplified tax structure for both business and indi-
viduals. The existence of highly sophisticated computer programs that will tell
us instantly who pays for what share of government services should encourage
simplified tax policies that provide both greater equity and greater growth.
This is possible.

If restraints on undue expansion in government are imposed, this alone will
automatically correct the biggest inequity of federal taxes; namely, their grow-
ing share of national income.

STATEMENT OF THE AMERICAN PETROLEUM INSTITUTE, MfID-CONTINENT OIL AND
GAS ASSOCIATION, ROCKY MOUNTAIN OIL AND GAS AsSOCIATION, WKSTEaN OIL
AND GAS ASSOCIATION

SUM MARY

I. Tax Proposals Affeoting Capital Formation

The United States economy is hampered by Inadequate capital formation. The
major underlying causes of the problem are inflation, a bias against capital
formation In the tax system, and government policies which limit industry's
ability to generate and invest new capital.

Impediments to capital formation are particularly significant to the petroleum
Industry. To minimize dependence on petroleum imports. it will be necessary
to accelerate the rate at which domestic oil and gas reserves are discovered and
developed; and the cost of finding and developing new reserves %%1 require a
doubling or tripling of historical capital expenditure levels.

It has been erroneously asserted that the petroleum industry can easily fi-
nance these sharply higher expenditure levels. However, the ability of the indus-
try to do so will depend on market prices, the opDortunity to make investments
in the areas of greatest potential, and the stability of the economic, tax, and
regulatory environment.

To aid In the achievement of vital national goals including higher employment
levels and increased production of indigenous energy resources, the petroleum
industry supports proposals which would (1) redress the bias in thep-Federal
tax system against savings and capital Investment. (2) recognize the impact
of inflation on capital recovery provisions, and (3) reduce the capital costs to
business of making non-productlve expenditures.

Aq passed by the House. H.R. 13511 would reduce the corporate tax rate by
two percentnze points: but a more substtntisa reduction would increase corpo-
rate cash floyw and make more investment projects economically viable.

34-369 0 - 78 - U5
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The bill also provides a reduction in individual tax rates which is helpful
to the individual business taxpayer in a manner that does not Increase the
present bias in the tax system against savings and investment.

The House adopted a five-step graduated corporate rate schedule, but a more
direct and rational approach would be to increase the permanent surtax exemp-
tion to $100,000. A graduated rate schedule based on an "ability-to-pay" concept
is inappropriate to the corporate tax system.

The bill provides improvements in the investment tax credit which should
make the credit an even more effective incentive for capital investment and
result in increased productivity. Consideration should be given to further im-
provements, such as (1) elimination of the time limit on the carryover, (2)
extension to investments in new industrial buildings, and (3) extension of the
maximum credit to all pollution control equipment regardless of means of
financing. ESOP provisions relating to the investment tax credit should be
expanded and made permanent.

On balance, the House Bill would ameliorate the taxation of capital gains.
However, repeal of the 25 pu-,*cent alternative tax on the first $50,000 of capital
gains would increase tax rates on capital gains for some individuals. The treat-
ment of capital gains would be further improved by adopting a proposal providing
that 30 percent of long term capital gains would be subject to tax.

A new "alternative minimum tax" on capital gains would be assessed. This
tax is less onerous than the current minimum tax. However, the application of
any type of alternative or penalty tax on any of the so-ralled tax preferences will
tend to erode the very tax incentives which have been legislated by Congress.

A provision should be included in the bill to eliminate intanible drilling and
development costs from classification as a preference item subject to the mini-
mum tax.

II. Proposals Affecting Audit and Taxation of Partnerships

As passed by the House, H.R 13511 provides for extension of the Statute of
Limitations relating to "partnership items" of "federally registered partner-
ships." The bill would also establish a civil penalty for the failure to file vartner-
ship returns. The penalty alone should be sufficient. Thus, consideration of a
change in the period of limitation should be deferred until a conclusion can be
made as to the effect of the new penalty provision in enforcing partnership filing
requirements.

The new special period of limitation may be extended by the consent of any
general partner, even though some partners may oppose such consent. The audit
problems given as reason for such provisions do not justify such a serious impair-
ment of the rights of individual taxpayers to determine their own tax liability.
No one partner should he able to bind all partners.

Certain seriously ambiguous and misleading language in the bill must be dealt
with.

The bill appears to grant to the Secretary the power to require by regulation
the determination of items of income and expense at the partnership level rather
than at the individual partner level. This implies that each partner may also be
bound by this determination. Such a radical and fundamental change in the deter-
mination of partnership items is clearly unwarranted.

I. TAX PROPOSALS AFFECTING CAPITAL FORMATION

A. The need for capital formation
The United States economy is hampered by inadequate capital formation. There

are three aspects to this problem: the ability to generate capital; the incentive to
employ that capital in investments such as developing new oil and gas supplies;
and the opportunity to make such investments.

The major underlying causes of the capital formation problem are:
Inflation, which results in shrinking real profit margins, higher effective tax

rates, and under-recovery of costs of assets.
A bias against capital formation in the tax system which favors consumption

over savings and investments.
Government fiscal, monetary, and regulatory poli'iea whiph limit industry's

ability to generate and invest new capital by ever increasing regulations, con-
trols, and requirements for nonproductive capital expenditures.
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These impediments to capital formation impact all segments of the economy
and are particularly significant to the petroleum industry in view of its sharply
increasing capital needs. It is widely recognized that U.S. demand for energy
must continue to grow, even if at a slower rate than in the past; otherwise, eco-
nomic growth cannot continue. Although much of this increase in energy demand
will be met by alternate fuels, the U.S. will continue to rely on oil and gas for
more than half of its energy over the next ten to fifteen years.

To minimize dependence on petroleum imports in the face of increasing demand,
it will be necessary to accelerate the rate at which domestic oil and gas reserves
are discovered and developed. Except for reserves added by the Prudhoe Bay dis-
covery, total domestic oil and gas reserves peaked in the mid.1960's and have
declined since that time. Oil and gas production peaked in the early 1970's and
declined through 1976. Durnig 1977, oil production increased as production from
Prudhoe Bay was initiated; and the rate of decline in gas production was reduced
as a result of increasing drilling activity in response to rising prices.

The cost of finding and developing reserves will require a doubling or tripling
of historical capital expenditure levels. This will result from: (1) higher real
costs as industry increasingly directs its search to offshore and Arctic areas which
are more expensive to develop and require longer lead times before production
and income will be realized; (2) higher inflation rates which have been more
rapid for petroleum equipment than for the general economy; (3) higher trans-
portation investments associated with remote areas; and (4) higher expenditures
for environmental protection equipment associated with both existing and new
fields.

It has been erroneously asserted that the petroleum industry has ample cash
flow and can easily finance these sharply higher expenditure levels from inter-
nally generated funds. However, an examination of readily available facts clearly
refutes this assertion. For example:

The percentage of capital expenditures financed externally more than doubled
from 13 percent to 29 percent between 1971 and 1976. New long term debt issues
increased from $4.2 billion in 1971 to $9.3 billion in 1976, and new equity issues
increased from $0.2 billion in 1971 to $0.8 billion In 1976.1 -

The petroleum industry ratio of long term debt to total capitalization Increased
from 17 percent In 1967 to 26 percent In 197.' (See Appendix A.)

Capital expenditures exceeded ca?& flow after dividends by a total of $32 billion
during the period 1967-76. This shortfall was financed by a net increase of $25
billion in new long term debt, $5 billion in new equity, and a $2 billion decrease
in working capital.'

The dividend payout ratio declined from 50 percent of net income in 1967 to
38 percent in 1976.'

The ability of the petroleum industry to finance and achieve sharply higher
future capital expenditures will depend on the Incentive provided by market
prices, the opportunity to make investments in the areas of greatest potential
such as offshore, and the overall character and stability of the economic, tax, and
regulatory environment.
B. Proposals for improvement in capital formation

It is essential that new capital formation be stimulated so as to aid in the
achievement of vital national goals including higher employment levels and
increased production of Indigenous energy resources. It is Important that the
difficult problems Impeding capital formation be addressed now. To this end, the
petroleum industry supports proposals which would:

Redress the bias in the Federal tax system against savings and capital invest-
ment through measures such as: (1) a reduction in individual and corporate in-
come tax rates; (2) establishment of a permanent Investment tax credit at a
minimum level of 10 percent; and (3) modifications to capital gains taxation
such as an inflation adjustment to cost basis In order to eliminate the payment
of taxes on illusory profits created solely by inflation.

Recognize the impact -of inflation on the capital recovery provisions applicable
to all U.S. industries including petroleum. Depreciation of capital assets on a

I Petroleum Companies Financial Position: PoUtical Fiction Versus H'nancial Reality
by Dr. R. Anthony Copp-Salomon Brothers. New York. December 8. 1977.

' Summer, of Aggregate Financial Data ajd Composite Annual Compariaon, of 40 Major
Mafor Petroleum Companies, Department of Energy, November 1. 1977.

9 Ibid.
'Ibid.
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historical cost basis has been inadequate to provide for replacements at inflated
prices. This problem has been greatly magnified for industries experiencing in-
creasing costs such as the petroleum industry. Capital cost recovery could be
improved and under-depreciation avoided through measures such as: (1) more
rapid depreciation methods; (2) adjustment of cost basis for depreciation to
reflect inflation occurring subsequent to acquisition; (3) immediate expensing
of geological and geophysical costs; and (4) accelerated depreciation for deplet-
able assets In lieu of existing cost depletion provisions.

Reduce the capital costs to buaine*8 of making governmentally mandated
non-productive expenditures for pollution control facilities and for equipment
installed to satisfy occupational safety and health requirements. The Internal
Revenue Code allows the taxpayer to elect to amortize the cost of any gov-
ernmentally certified pollution control facility over a five-year period. How-
ever, many business taxpayers have been unable to obtain the intended benefit
of this provision because administrative agencies (Federal, State and local)
are uncertain as to which facilities are certifiable and because lengthy delays
occur in the certification process. Increasingly, Federal and State administra-
tors operating under laws such as the Occupational Safety and Health Act
require installation of new equipment to meet government safety and health
standards, but the Internal Revenue Code has no provisions for accelerated
amortization of this equipment. Moreover, many business taxpayers voluntarily
install pollution control equipment and health and safety equipment even
though such installation is not required specifically by law or regulation. There
Is no provision currently in the law permitting the rapid amortization of this
equipment. In order to free capital for productive uses as rapidly as possible,
the full costs of installing these types of equipment should be recovered through
measures such as: (1) allowance of five-year amortization for the total costs
of all such equipment; (2) establishment of guidelines by type and class for
the identification of facilities and equipment eligible for this amortization so
that certification would no longer be necessary; and (3) granting the maximum
investment tax credit for all eligible facilities and equipment regardless of
how financed.
C. Capital formation provisions of H.R. 13511

Rate reduction.-As passed by the House, H.R. 13511 provides that the cor-
porate tax rate on income in excess of $100,000 would be reduced by two per-
centage points from 48 percent to 46 percent starting In 1979. As a positive
step in aiding new capital formation, we strongly urge a more substantial
reduction in the top corporate tax rate. Although a two percentage point re-
duction in the top corporate rate would surely help increase corporate cash
flow and make more investment projects economically viable, a further reduc-
tion would encourage greater business spending and the creation of more new
Jobs. Each percentage point of reduction in the corporate tax rate provides
about $2 billion of additional cash flow as a source of investment funds for
industry-not including the "ripple" effects on economic growth and employ-
ment which would result from new investment. As a permanent tax reduction,
it would facilitate longer-range investment planning and economic decision-
making.

The bill also provides a reduction in individual tax rates which is helpful
to the individual business taxpayer. The widening of individual income tax
brackets by approxmately six percent and the Increase in the personal exemp-
tion recognize the impact of inflation on individual taxpayers in a manner
that does not increase the present bias in the tax system against savings and
investment.

Corporate surtax exemption.-The surtax exemption was inToduced in an
attempt to assist the smallest corporations fn capital formation. It could be
particularly important to new and inovative individual businesses in the dif-
ficult beginning stages of their operations. Exemption from the surtax was
fixed at $25,000 in 1950 and was later temporarily increased to $50,000. With
inflation continuing, this level of exemption will no longer be adequate.

In Ht.R. 13511, the House eliminated the distinction between the normal tax
and the surtax and adopted a five-step graduated corporate rate schedule of 17
percent on the first $25,000; 20 percent on the second $25,000; 30 percent on the
third $25,000; 40 percent on the fourth $25,000; and 46 percent on corporate in-
come exceeding $100,000. While this complex tax scale does provide a measure of
relief, a more direct and rational approach would be to increase the permanent
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surtax exemption to $100,000. This would maintain the simplicity of the current
normal tax and surtax rate structure without instituting a concept of multiple
graduated tax rates for the corporate tax system. A graduated tax rate schedule
is based on an "ability-to-pay" concept which is clearly inappropriate to the cor-
porate tax system.

Investment tax crcdit.-The bill provides certain improvements in the invest-
ment tax credit. These include making the 10 percent rate permanent, permitting
investment credits to offset up to 90 percent of tax liability, extending the credit
to rehabilitation of existing non-residential business structures, and granting
the maximum credit for certified pollution control equipment for which five-year
amortization has been elected.

The petroleum industry endorses these changes in the investment tax credit.
These provisions are a step in the right direction and should make the investment
tax credit an even more effective incentive for capital investment and result in
increased productivity. Consideration should also be given to further improve-
ments in the investment tax credit, such as:

(1) Elimination of the time limit on the carryover of the credit would permit
full utilization of the credit on large projects in which profits lag timewise sub-
stantially behind investment. This should cause little revenue loss.

(2) The credit should be extended to include investments in new industrial
buildings.

(3) ESOP provisions relating to the investment tax credit should be made
permanent, and consideration should be given to expanding these provisions.

Secretary of the Treasury Blumenthal recommended in his testimony before
this Committee that industrial development bond financing for pollution control
facilities be eliminated. That suggestion works against the proposal to extend the
investment tax credit to certified pollution control facilities. There is no basis to
conclude that the proposed change in the investment tax credit would compensate
business for the higher interest costs resulting from loss of the opportunity to bor-
row in the tax exempt market.

Capital gains.-On balance, the provisions of the House Bill would ameliorate
the taxation of capital gains. The cost basis adjustment for inflation, the liberal-
ized provisions for the sales of residences, and the revision of the minimum and
maximum tax are positive steps In stimulating capital investment. However, re-
peal of the 25 percent alternative tax on the first $50,000 of capital gains is det-
rimental in that it will increase tax rates on capital gains for some individuals.

The adjustment to the cost basis of certain assets is one means of eliminating
the taxation of phantom increases in the value of a capital asset which arise from
inflation. This provision will provide a measure of equity in taxing real gains on
the sale of capital assets held for differing periods of time and will encourage In-
vestment in long-life assets.

The bill authorizes a taxpayer to make a once-in-a-lifetime election to ex-
clude from income up to $100,000 of any gain from the sale or exchange of a
principal residence. It also provides that a taxpayer who relocates for employ-
ment purposes will not be subject to the limitation of current law under which
the tax-free rollover of gain from the sale of a principal residence may be elected
only once every 18 months. These favorable tax provisions should be retained.

The bill would eliminate capital gains as an item of so-called tax preference
for purposes of determining minimum and maximum taxes. For individuals, a
new "alternative minimum tax" on capital gains would be assessed. It would ap-
ply to the extent that 10 percent of the untaxed portion of capital gains (in
excess of $10,000) exceeds normal taxes payable. This new alternative minimum
tax is less onerous than the current minimum tax. However, the Administration
has proposed to th!s Committee that the existing minimum tax be retained for
corporation and that a new type of progressive minimum tax on capital gains be
enacted for individuals. The proposal is so complex that its full implications and
ramifications are in no way certain. However, it would surely be detrimental to
capital formation, since it would increase the tax on successful investment in
comparison with H.R. 13511. Accordingly, the incentive to save and invest would
be diminished, with adverse consequences for economic growth. Furthermore,
it must be recognized that the application of any type of alternative tax or pen-
alty tax on any of the so-called tax preferences will tend to erode the very tax
incentives which have been legislated by Congress.

A proposal before this distinguished Committee would Improve the treatment
of capital gains under present law by providing that 30 percent of long term
capital gains would be subject to tax. This recommendation merits favorable con-
sideration.
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Minimum tax.-The problems created by the imposition of a minimum tax have
become particularly acute in several areas in which continued investment incen-
tives are critical to a growing economy. An important example of this problem is
the application of the minimum tax to intangible drilling and development cost
(IDC) deductions which, unlike permanent reductions in tax, are merely de-
ferrals of tax. That is, IDC expenditures may be deducted currently instead of
over the life of a well. Thus, the only preference involved is the interest value
of the deferral of tax until some later period.

When Congress, as a part of the Tax Reform Act of 1970, added IDC as a
"preference item", the full impact of that decision was not recognized. When
investors became aware of the problems by the change, the effect was to discourage
investment in energy resources at a time when encouragement of such investment
should have had the highest priority. In some cases, the additional 15 percent
after tax cost resulting from application of the minimum tax to IDC, would
have encouraged an operator to abandon rather than produce a well which has
only a marginal potential.

In the Tax Reduction and Simplification Act of 1977, Congress reacted to
this very critical problem by enacting a temporary relief provision which sub-
jected IDC to a minimum tax only to the extent that it exceeded a taxpayer's
net income from oil and gas properties for the same tax year. This provision ex-
pired on December 31, 1977. In recognition of the urgent need to protect the IDC
deduction, Congress has included specific provisions in both the House and Senate
versions of the National Energy Act (H.R. 8444 and H.R. 5263) which would
make permanent the temporary provisions of the Tax Reduction and Simplifica-
tion Act of 1977. Although the permanent extension of these provisions would
be a step in the right direction, a better approach would be to eliminate IDC
from classification as a preference item. A provision to accomplish such relief
should be included in the bill currently before this Committee.

Ir. PROPOSALS AFFECTING AUDIT AND TAXATION OF PARTNERSHIPS

As passed by the House, H.R. 13511 provides for the extension of the period
of limitation for the assessment of deficiencies or the claiming of credits or re-
funds relating to "partnership items" of "federally registered partnerships," as
those terms are defined therein. The bill would also establish a civil penalty for
the failure to file partnership returns. A penalty of $50 per partner per month
would be assessed "against the partnership, not to exceed a maximum of five
months. Both of these changes are ostensibly designed to encourage compliance
and to minimize audit problems of the Internal Revenue Service. However, the
penalty alone should be sufficient incentive to attain that goal.

According to the Internal Revenue Service. audit problems relating to partner-
ships are primarily concentrated in large and diverse partnerships. Any abuse of
filing requirements by such partnerships would be curtailed by imposition of the
substantial penalties imposed by this bill. If such abuse is curtailed, the change
in the period of limitation would be unnecessary. Thus, any consideration of a
change in the period of limitation should be deferred until a conclusion can be
made as to the effect of the new penalty provisions in enforcing partnership
filing requirements. This is especially true when one considers that the proposed
change in the period of limitation will affect not only those who may have abused
current filing requirements, but also the vast majority of taxpayers who have
fully complied with the law.

Besides being unnecessary and unfairly burdensome to those who comply, the
provisions extending the period of limitation applicable to partnership items
of "federally registered partnerships" are deficient in other respects. The period
of limitation would, in no event, expire before four years after the date of filing
a partnership return. (If the name or address of a taxpayer/partner is not on
the partnership return as filed, the period of limitation'applicable to that partner
would be additionally extended until one year after such information is pro-
vided to the Secretary.) This new special period of limitation may be extended by
the consent of any general partner, unless the Secretary Is notified otherwise
by the partnership. Any person authorized to do so by the partnership in writing
may also provide such consent.

Given this procedure, a majority vote of the partners (or whatever voting
margin is required under the agreement to constitute partnership action) can
operate to consent to an extension of the period of limitation applicable to all
individual partners, even though some partners may oppose such cosent. The
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audit problems given as reason for such provisions do not justify such a serious
Impairment of the rights of Individual taxpayers to determine their own tax
liability. No one partner should be able to bind all partners and thereby deprive
any individual partner of any substantive or procedural rights, whether the forum
bo administrative or judicial.

In addition, certain provisions of the bill as drafted may not correctly reflect
the legislative intent of the House as expreseed in the Report of the Committee
on Ways and Means. Section 212 of the bill establishes the new special period of
limitation applicable to partnership items of a federally registered partnership
"with respect to any person," and allows for extension of this new period "with
respect to any person" by consent. (Omphasis supplied) The Committee Report
states such provision is to apply with respect to "any partner." The language of
the bill should be changed to avoid any ambiguity in this respect. Attempts to
improve partnership audit procedures should not involve third parties.

The section of the bill which provides for extensions of the period of limitation
"insofar as they relate to partnership items" should read "Insofar as they relate
to partnership items of federally registered partnerships." This change would
make clear that the new extension provisions do not apply generally to all part-
nership items but only to those of a federally registered partnership.

The bill also defines "partnership item" as:
(A) any item required to be taken into account for the partnership taxable year

under any provision of Subchapter K of Chapter 1 to the extent that regulations
prescribed by the Secretary provide that for purposes of this subtitle such item
is more appropriately determined at the partnership level, than at the partner
level, and

(B) any other item to the extent affected by an item described In Subparagraph
(A). [Emphasis supplied]

This language goes far beyond what is necessary to accomplish the purposes
of the bill.

The definition of the term, "partnership item," is not only unnecessary but
also ambiguous and misleading. There is no question under current law as to
what "partnership items" must be reported on the annual returns. Subehapter K
and regulations promulgated by the Secretary cover extensively the reporting
requirements of all partnership items, Furthermore, partnerships are not taxable
entities under current law; and all items of Income and expense of the partner-
ship flow through to the partners. As a result, current law requires that any audit
of these items be made at the individrr' partner level with a separate assessment
of any deficiency. However, the undirtined language of section 212 of the bill
appears to grant to the Secretary the power to require by regulation and deter-
mination of items of income and expense at the partnership level. This power
implies that each partner may also be bound by this determination. Such a radi-
cal and fundamental change In the determination of partnership items Is clearly
unwarranted and was, in fact, rejected by the House Committee on Ways and
Means. Comprehensive legislative language in the Administration's original pro-
posals to Congress spelled out provisions which would have accomplished this
result; but the Committee on Ways and Means chose to exclude these provisions
from the bill as passed.

Even though the Administration's original proposals were rejected by the
House, Secretary of the Treasury Blumenthal urged this Committee to adopt the
Administration's proposals for sweeping and fundamental change in the treat-
ment of partnerships for tax purposes. Excerpts from our testimony before the
Committee on Ways and Means commenting on those proposals are attached in
Appendix B.

In conclusion, both the provisions of H.R. 13511 and the original proposals of
the Administration regarding the taxation and audit of partnerships include un-
necessarily broad solutions to the difficulties perceived by the Internal Revenue
Service in administering the partnership sections of the Internal Revenue Code.
These perceived problems do not justify such radical and fundamental changes
in the taxation and audit of partnerships. Moreover, joint audits would be un-
workable and would severely impair the rights of individual taxpayers to deter-
mine their own tax liability. In no event should any one partner be able to bind
all partners and thereby deprive any individual partner of any procedural or
substantive rights. Any abuse of filing requirements by partnerships would be
effectively curtailed by the imposition of a civil penalty on these partnerships
which fail to file partnership returns.



1440

TABLE 1.-SELECTED AGGREGATE CASH FLOW DATA FOR APPROXIMATELY 40 MAJOR PETROLEUM COMPANI ES

(In billions)

1976 1975 1974 1973 1972 1971 1970 1969 1968 1967

etIncome ................. $13.80 $11.56 $15.49 $11.80 $6.81 $7.20 $6.85 $6.83 $6.75 $6.17
Depreciation/depletion, etc... 14.82 11.26 13.00 10.54 9.11 7.95 7.38 5.74 5.16 4.85

Cashflow ............ 28.62 22.82 28.94 22.34 15.92 15.15 14.23 12.57 11.91 11.02
Dividends paid .............. 5.28 4.74 4.48 4.00 3.78 3.79 3.75 3.65 3.33 3.06

Net Internal funds
available for In-

vestment or debt
repayment ......... 23.34 18.08 24.46 18.34 12.14 11.36 10.48 8.92 8.58 7.96

Total capital and exploratory
expenditures ............ 28.83 26.93 25.75 16.33 14.32 14.15 13.27 12.87 12.40 10.85

Long-term debt ............. 36.37 28.89 25.04 22.48 21.78 20.78 18 52 16.25 14.60 11.50

I Includes b)th capitalized and expensed expenditures. Includes TAPS debt of approximately $9,000,000,000 total
during 1973-76.

Note: These data represent approximate rather than actual year-to-year comparisons because of changes in the makeup
of the group of companies due to mergers and other corporate changes. The year-to-year distortions that result from this
are considered minor.

Source: C. H. Pforzhelmer & Co., New York. "Summary of Aggregate Financial Data and Composite Annual Comparisons
of 40 Major Petroleum Companies," Department of Energy, Nov. 1, 1977.

TABLE 2.-NET INCOME ON TOTAL CAPITALIZATION AND AVERAGE NET WORTH FOR APPROXIMATELY 40 MAJOR
PETROLEUM COMPANIES

10-year
1976 1975 1974 1973 1972 1971 1970 1969 1968 1967 mean

Petroleum company composite-
Net income as a percent of:

Total average capitaliza-
tionI ................ 10.7 10.0 14.8 12.0 7.4 8.2 8.3 9.0 9.7 9.6 10.0

Average common equity.. 14.3 13.1 19.0 15.6 9.7 10.8 10.7 11.4 12.0 11.6 11.8
Manufacturing a roup net income

as a percent of common equity 2. 15.0 12.2 13.9 14.7 12.5 10.7 9.8 12.6 13.4 12.6 12.7
Ratio of net income-to-common

equity percentages:
(Petroleum company composite
versus manufacturing company

composite) .... -.............. 95.3 107.4 136.7 106.1 77.6 100.9 109.2 90.5 90.0 92.1 92.8

'CH. Pforzhelmer & Co. data. Includes long-term debt preferred and common stock, capital surplusand earned surplus.
'Citibank, N.A. aggregate data for approximately 2,006 nonpetroluem manufacturing companies.
Note: These data represent approximate rather than actual year-to-year comparisons because of changes in the makeup

of the groop of companies due to mergers and other corporate changes. The year-to-year distortions that result from this
are considered minor.

Source: "Summary of Aggregate Financial Data and Composite Annual Comparisons of 40 Major Petroleum Comianies,"
Department of Energy, Nov. 1, 1977.

TABLE 3.-NET INCOME AND DIVIDENDS FOR APPROXIMATELY 40 PETROLEUM COMPANIES

IDolar amounts in billions

1976 1975 1974 1973 1972 1971 1970 1969 1968 1967

Net Income ......---------- $13.80 $11.56 $15.94 $11.80 $6.81 $7.20 $6.85 $6.83 $6.75 $6.17
Dividends .................. $5.28 $4.74 $4.48 $4.00 $3.78 $3.79 $3.75 $3.65 $3.33 $3.06
Dividend payout ratio ........ 38 41 28 34 56 53 55 53 49 50

I Before adjustment for extraordinary items.
Source: "Summary of Aggregate Financial Data and Composite Annual Comparisons of 40 Major Petroleum Companies,"

Department of Energy, Nov. 1, 1977.
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TABLE 4.-TOTAL CAPITALIZATION DATA FOR APPROXIMATELY 40 MAJOR PETROLEUM COMPANIES

[Dollar amounts in billions]

1976 1975 1974 1973 1972 1971 1970 1969 1968 1967

Long-term deb3............. 7$28.86 $2504 $22.48 $21.78 $20.78 $18.52 $16.25 $14.60 $11.53
Preferred stock ............. 33 .39 39 . .38 .41 .43 1.34 .50 53 .76
Common stock and retained

earnings ................ 101.05 91.89 87.42 79.99 71.46 69.32 64.64 61.93 58.23 54.88

Total long-term capitaliza-
tion ................... 137.75 121.14 112.85 102.85 93.65 90.53 84.50 78.68 73.36 67.17

Long-term debt as a percent
Total long-term capitali-zation ................... 26.4 23.8 22.2 22.b 23.3 23.0 21.9 20.6 19.9 17.2

Common equity as a percent
of total long-term capitali-
zation ................... 73.4 75.9 77.5 77.8 76.3 76.6 76.5 78.7 79.4 81.7

1 Includes common stock, capital surplus and earned surplus accounts after adjustments.
Source: "Summary of Aggregate Financial Data and Composite Annual Comparisons of 40 Major Petroleum Companies,"

Department of Energy, Nov. 1, 1977.

TABLE 5.-CASH FLOW AFTER DIVIDENDS AS A PERCENT OF CAPITAL AND EXPLORATORY EXPENDITURES

(Dollar amounts In billions]

1976 1975 1974 1973 1972 1971 1970 1969 1968 1967

Cash flow ................. $28.62 $22.83 $28.94 $22.34 $15.92 $15.15 $14.23 $12.57 $11.91 $11.02
Cash flow after dividends.... 22.34 18.08 24.46 18.34 12.14. 11.36 10.48 8.92 8.58 7.96
Capital and exploratory ex-

penditures ............. 28.83 26.93 25.75 16.33 14.32 14.15 13.27 12.87 12.40 10.85

Cash flow after dividends as
a percent of C.&E.E ........ 810 671. .950 1.123 ,848 .803 .790 .693 .692 .732

Source: "Summary of Aggregate Financial Data and Composite Annual Comparisons of 40 Major Petroleum Companies,"
Department of Energy, Nov. 1, 1977.

APPENDIX B.-TAATION AND AUDIT OF PARTNERSHIPS 1

1. TAXATION OF LIMITED PARTNERSHIPS AS CORPORATIONS

The Administration's proposal would treat a partnership or any other unin-
corporated organization (except low-income housing partnerships) formed or
expanded after the effective date as a corporation for tax purposes if the part-
nership or organization has more than fifteen limited partners. The use of
certain syndicated partnerships as tax shelters is cited as the reason for the
proposal. The conclusion is reached that, because substantive differences between
syndicated partnerships and corporations are minimal, the same tax rules should
apply in both instances. However, the proposal could result in many joint opera-
tions in the petroleum industry being taxed as corporations even though these
organizations are not formed for tax shelter purposes.

The arbitrary classification of these joint operations as corporations would
partially eliminate or defer deductions or credits Incident to exploration and
development, and would impose an additional tax at corporate rates on the total
earnings from the operation. In the case of unsuccessful drilling operations,
ordinary deductions might be converted into capital losses with the strong likeli-
hood that these losses would lie unavailable for use by corporate participants
and only partially usable, if at all, by individual participants. Most importantly,
if these are capital losses, they would not be usable against income from other
oil and gas operations. On successful ventures and using the present tax rate
structure, corporate participants woud be subjected to an effective tax rate in-
crease of almost 52%, and non-corporate participants would be subjected to

1 Excernts from our statement submitted to the House Committee on Ways and Means,
April 14. 1978.
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effective rates as high as 84%. Such added tax burdens would completely dis-
rupt conventional operating relationships and would frustrate efforts to increase
domestic energy production.

The need for Joint operations in the petroleum industry arises in a variety of
ways. For example, the co-owners of undivided operating mineral or working
interests in a single oil and gas property must join together, either voluntarily or
by operation of law, to develop the property and produce the minerals. Such
action has nothing to do with "tax shelters" and in no way resembles formation
of a "syndicated partnership" as that term is generally understood.

Similarly, the owners of adjacent properties may need to join together to
develop and produce an oil or gas reservoir underlying their properties. Each
working interest owner in a particular deposit or reservoir theoretically possesses
the right to drill a well. However, due to state regulations to promote conserva-
tion, only one well may be drilled to drain a particular portion of the reservoir.
These spacing rules quite often result in several working interest owners being
compelled to enter into a drilling unit under a joint or unit operating agreement.
A common desire for efficient development and operation of a reservoir and for
maximizing oil and gas recovery--clearly in the national interest-may also
result in the several interest owners entering into a joint or unit operating
agreement. For example, most secondary and tertiary recovery methods must be
implemented on a reservoir-wide basis. Thus, each owner of an interest in the
reservoir must agree to the implementation of the recovery program and the
manner of operation and sharing of costs and production attributable to the
program.

Under a typical joint or unit operating agreement, one of the interest owners is
generally designated as operator. The operator agrees to conduct the operations
and may look to each of the other working interest owners for his share of the
drilling, development and operating costs. The operator, or course, has full li-
ability to suppliers for all expenses arising out of his actions. However, the
liability of non-operators to suppliers under these circumstances may be limited
by local law. Several court decisions in cases brought by suppliers of a default-
ing operator against the non-operators have established the limited liability of
the non-operators * * * However, in other jurisdictions, the courts have either
reached an opposite result or not faced the issue.

The difficulty of determining the extent of a non-operator's liability in all
states should not be underestimated. Unless the limitation of liability has been
clearly established by case law or by statute, considerable uncertainty may re-
sult from the potential classification of Joint operations as limited partnerships
taxable as corporations. Even if limited liability has been established, a slight
change in the facts may result in a different classification. In view of existing
differences in the law of various states, the proposal could result in comparable
oil and gas operations in various states being treated differently for Federal
income tax purposes.

The added tax burden on oil and gas joint and unit operations in states in
which the non-operators have limited liability would make it much more diffi-
cult to obtain agreement to unitize all of the properties in a reservoir. As a result,
many such projects would not go forward and the nation would lose potential
domestic petroleum production. Moreover. the uncertainty created by the pro-
posal would add enormous complexity to the planning and operation of jointly-
owned mineral properties.

Without attempting to profess expertise regarding the impact of the proposal
on other areas, it would appear that the proposal may also seriously affect other
groups which have traditionally operated as joint ventures, cooperatives or
partnerships (e.g., attorneys, accountants, physicians, investment firms, con-
struction syndicates, etc.) * **

fU. PARTNERs Hr AUDrrs

Under the Administration's proposal, the partnership would be treated as
an entity for audit, administrative settlement, and Judicial review purposes, even
though the tax on partnership income is paid at the partner level. Such a
separation of these functions from the imposition of the tax would be impracti-
cal and violative of a fundamental concept of partnerships.
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Moreover, under the proposal, each general partner would be "presumed
authorized to act for the partnership" at the audit level and would have the
power to consent to a waiver of the statute of limitations for the partnership
thereby keeping each partner's return open for changes attributable to the
partnership. The proposal would require the Internal Revenue Service to notify
all partners at the beginning of an audit and at the conclusion of the administra-
tive proceeding in order that they be given an opportunity to participate in the
determination. This opportunity to participate may be illusory, however, because
any general partner would be "presumed authorized" to bind the partnership-
even over the objection of the remaining partners.

As indicated in the discussion of the limited partnership proposal, the oil and
gas industry presently utilizes several types of arrangements which fall within
the partnership definition of Section 7701 of the Code. These arrangements in-
clude: (1) co-owners operating through joint operating agreements who have
elected out of the partnership provisions of Subchapter K pursuant to Section
761(a) of the Code; (2) co-owners operating through joint operating agreements
who have not elected out of Subchapter K; and (3) formal limited partnerships
formed under state statutes comparable to the Uniform Limited Partnership
Act. Presumably, this audit proposal would apply to all of these arrangements.

(1) Co-owners electing out.-In the first of these arrangements, co-owners of
oil and gas properties can elect to be excluded from these partnership provisions
of the Code if the operation is "* * * for the joint production, extraction, or use
of property, but not for the purpose of selling services or property produced or
extracted" provided that "the income of the members of the organization may be
adequately determined without the computation of partnership taxable income."
Once co-owners have elected out of the partnership provisions, no annual partner-
ship return is required. Each participant determines its own income and expenses
relating to co-owned property and reports it directly on its own tax return. Since
one of the prerequisites of electing out is the right of each co-owner to take its
share of production in kind, there is no income at the partnership level and each
co-owner may realize a different amount of income from its sale of its share of
production. Under present law, each co-owner is responsible for reporting its own
income and expenses from such co-owned property, and no partnership records
exist which summarize total income and expenses of all co-owners of the prop-
erty from which a partnership return could be prepared. For these reasons, the
proposal regarding the audit of partnerships would be unworkable for co-owners
electing out of the provisions of Subchapter K.

(2) Co-owners not electing out.-Some co-owners of oil and gas property may
either choose not to elect out from the provisions of Subchapter K or may be
ineligible to do so. Partnership tax returns are filed for these ventures, but the
co-owners generally each take in kind and separately sell their share of the pro-
duction from the joint operation so that the basic underlying records to support
the income of the joint operation are in the books of the individual co-owners and
not in the partnership books. Consequently, as in the case of co-owners electing
out of Subchapter K, the audit function can best be performed at the individual
co-owner level.

(3) Formal limited partner8hips.-Oil and gas properties are sometimes devel-
oped by limited partnerships established under statutes comparable to the Uni-
form Limited Partnership Act. These limited partnerships have been able to
attract needed equity capital for high risk activities because they offer investors
limited liability for partnership debts and because deductions can be allocated to
the limited partners who put up the necessary funds. However, even these for-
mal limited partnerships are not taxable entities; accordingly, a partnership level
audit is not appropriate.

Conclusion.-The perceived audit problems of the Internal Revenue Service do
not provide sufficient basis for such a radical and fundamental change in the
tax laws of the United States. An examination of the facts demonstrates that
Joint audits would be unworkable and would severely impair the rights of indi-
vidual taxpayers to determine their own tax liability. This is true whether or
not the Jnint operators have elected to be excluded from the provisions of Sub-
chapter K. In no event should any one partner be ahle to bind all partners and
thereby deprive any individual partner of any procedural or substantive rights
whether the forum be administrative or judicial.
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AMEICoAN TEXTILE MANUFACTURES INSTITUTE, INC.,
Washington, D.C., September 1, 1978.

Hon RUSSELL B. LONO,
Oharman, Committee on FPnance,
U.S. Senate, Wa1ington, D.C.
Re: Sunset bill.

DEAR MR. CrAIMAN: During the course of the hearings on H.R. 18511 on
August 21, you asked representatives from several industries, including textiles,
whether they had taken a position on the question of including so-called "tax
expenditures" in the Sunset bill (S. 2), which was recently reported favorably
with an amendment by the Senate Committee on Rules and Administration. Re-
port No. 95-981.

As you are aware, a tax expenditure proposal was included as Title IV of
S. 2, as introduced, but was dropped from the bill, as reported by the Senate
Governmental Affairs Committee on July 1, 1977 (Report No. 95-326). However,
it appears probable that the substance of Title IV will be offered as a floor amend-
ment when S. 2 is called up for debate.

ATMI is strongly opposed to the automatic termination of all so-called tax
expenditures, every five years, as advocates of adding Title IV to the Sunset
bill would provide.

We have no objection to the periodic review by the appropriate tax-writing
committees of Congress of any and all provisions of the Internal Revenue Code,
including the various sections of the Code that are frequently labeled as "tax"
expenditures". However, we are vigorously opposed to automatic termination
dates being provided for such important capital f. rmation provisions as the in.
vestment credit, accelerated depreciation, rapid amortization for pollution con-
trol facilities, capital gains, etc.

To be effective, provisions included in the tax laws to encourage investment
must have long-term continuity-thus a new textile mill or an expanded or
modernized spinning or weaving operation may take years to go from the plan-
ning to the production stage. Estimates of after-tax return on investment which
are the essential first step to almost all significant capital expenditure obviously
will be less reliable-and less likely to form a basis for affirmative action-if
important Investment-stimulating provisions of the Tax Code will be available
only if a majority of both Houses of Congress vote to continue them and the
President doesn't veto the extension bill.

The textile industry has for many years supported a permanent investment
credit and shorter capital cost recovery periods for machinery and equipment.
The ADR depreciation rules (with a 20 percent shortening of lives) are presently
a part of the Code without a termination date and H.R. 13511 would make the
10 percent investment credit a permanent part of the Code, rather than a provi-
sion having (as it now does) a 1980 termination date.

We cannot over-emphasize the importance to long-range investment plans of
the American business community of the reasonable assurance of continuance or
improvement of the tax rules applicable to capital cost recovery. The same can
be said for investors who weigh the risks they are willing to take in connection
with anticipated after-tax returns, which are obviously significantly affected by
the tax rates imposed upon capital gains.

The reasonable expectation on the part of the business community of a stable
or improving tax climate for investment will be seriously eroded if, on a recurring
five-year cycle, Investment-stimulating tax measures, even if approved on review
by Congress, can nevertheless be eliminated from the Code by a Presidential veto.
This would be the result if tax expenditures were subject to periodic sunset
review under S. 2. As you so aptly stated at the hearings on August 21, an amend-
ment to S. 2 subjecting tax expenditures to automatic termination would give
the President and one-third of either House excessive power to determine such
questions as whether the investment credit is to be retained or dropped or whether
capital gains are to be taxed as ordinary income.

We strongly oppose such a sweeping change in the legislative process applicable
to the Tax Code, and urge that the Finance Committee take whatever steps are
necessary to assure that it and the House Ways and Means Committee retain
full and exclusive jurisdiction over tax legislation.

Sincerely yours,
W. RAY SHOCKLEY,

Executive Vice Preeldent.
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AMERICAN TRUOKINo ASSOCIATIONS, INC.,
Washington, D.C., September 5, 1978.Hon. RUSSE.LL B. LONG,

Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAr MR. CHAIRMAN: This is in regard to H.R. 13511, the Revenue Act of 1978,
which is now pending before your Committee, and is submitted on behalf of the
American Trucking Associations, Inc. (ATA), a national federation, with affili-
ated associations In every state and the District of Columbia. In the aggregate
the ATA represents every type of truck operation in the country, both for-hire
and private.

The regulated trucking industry is composed of 16,472 firms, 13,000 of which
have gross operating revenues of less than $500,000 annually. We directly employ
over 600,000 persons. Truck transportation in total employs over 9 million, mak-
ing it the single largest private employer in the United States. The regulated
Industry's total revenues for 1976 were $26 billion, with estimated revenues of
over $30 billion for 1977. Based on the most current data, the industry utilizes
approximately 840,000 pieces of rolling stock of which a significant portion is
replaced annually. In short, the trucking industry plays a vital role in the na-
tion's economy. Demands placed on our industry for modern plants and safe, fuel
efficient and environmentally sound equipment make the reliance on the Invest-
ment Tax Credit apparent

ATA suggests the Committee's consideration of the following recommended
changes in the Federal tax policy:

(1) Make the investment tax credit permanent.-ATA supports provisions in
H.R. 13511 which establish a permanent Investment Tax Credit, thereby lending
stability to investment decisions. Permanency of the Investment Tax Credit,
along with the expansion of See. 38 property as discussed in item (2), will fur.
ther influence our investment decisions, principally long-term capital expansion
programs (i.e., new terminal facilities).

(2) Allow ITC for industrial buildings and rehabilitation expenditures for such
structures.-The Administration has proposed and the House has adopted lan-
guage to extend the ITC allowances to rehabilitation expenditures for industrial
buildings and structures. We encourage the Finance Committee to retain the
House language in this area, except that we feel the provision which limits the
commencement of qualified rehabilitation to buildings which have been in use
for at least five years, should be removed. In addition, we feel that the definition
of a "rehabilitation program" should be clarified to preclude inconsistent Inter-
pretations. We recommend the following language:

"For purposes of this provision, a rehabilitation plan will include continuous
improvements or rehabilitation of eligible buildings, which are presently capital-
ized for tax purposes, regardless of the existence of a formal program or written
plan."

Further, however, we urge the Committee to expand the definition of Section
38 property to include industrial buildings and commercial structures to permit
application of the ITC in original construction, as previously proposed by the
Administration.

Presently, the Investment Tax Credit is available for property, defined as
depreciable tangible personal property having a useful life of three or more
years, when such property is used as an integral part of manufacturing, produc-
tion, or extraction, or furnishing of transportation, etc. The ' statute specifically
excludes buildings and their structural components.

Trucking companies use special purpose assets (currently excluded from the
code) as an integral part of the productive process of furnishing transportation.
For example, these assets include:

Terminal buildigs-a facility used as a transportation control center for a
specific economic center.

Loading docks-separate facilities, sometimes attached to terminals used for
loading and unloading vehicles.

Inspection lanes--covered areas used to expedite safety inspection, fueling,
and cleaning of equipment. (See exhibit No. 2.)

These assets are an integral part of the furnishing of a transportation service
and meet the intent of the Investment Tax Credit. We urge their inclusion in the

1 IRC Section 48 (a) (1).
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definition of Section 88 property. We applaud the House's decision to extend the
ITO to include rehabilitation expenditures for those assets in the definition of
Section 38 property. Certainly those who choose to rehabilitate an existing struc-
ture should be equitably treated. Those who choose to initiate original construc-
tion of industrial and commercial facilities, however, should .also have the
benefit of the Investment Tax Credit. New capital expansion which increases
company's productive capacity in the area of buildings and structures contribute
to capital expansion and economic growth in much the same way as the pur-
chase of a piece of new machinery or the rehabilitation of existing structures.

(8) Remove ITO L4mitation.-Under H.R. 18511, the 50 percent limitation on
the amountof investment credit that can be used to offset tax liability in excess
of $25,000 would be increased to 90 percent, phased in at an additional 10 percent
per year beginning in 1979. Although we strongly endorse enactment of legislation
removing all investment tax credit limitations immediately, we are encouraged
by this proposal which we feel is necessary for efficient and widespread applica-
tion of the credit.

Even with the allowable carryback and carryforward provisions, our in-
dustry is generally unable to take full advantage of the ITC. Those who can take
advantage of the carryforward provisions are unable to benefit from the ITO in
the year the investment is made, thereby reducing the current purchasing
incentive.

Given the heavy debt structure of the trucking industry, changes in hte ITO
limitations will not only stimulate needed investments but will improve the
cash flow position of motor carriers through the investment period, affording a
more stable operating environment. This is especially applicable to investment
in buildings and structures.

(4) Inorease the current IT7 percentage for assets having a shorter useful
ltfe.-ATA proposes a change related to the Investment Tax Credit for newly
acquired equipment. Presently a % credit is allowable on assets with an esti-
mated useful life of three or four years, a % credit is allowable on assets with
an estimated life of five or six years, and a full credit is only allowable on as-
sets with an estimated useful life of seven years or more.

The present restriction on ITO for shorter-lived equipment is discriminatory,
unnecessarily complex and burdensome to the trucking industry, as a significant
part of our operating assets have a useful life of less than seven years. Failure
to include these assets we feel is contrary to the Intended economic and Job.
stimulating purpose of the credit.

A 50 percent credit for qualified assets with an estimated useful life of three
or four years, and 100 percent credit for qualified assets with a useful life of
five or more would be reasonable and consistent with the depreciation practices of
most motor carriers. Many motor carriers who utilize Asset Depreciation Range
(ADR) estimations of useful lives for trucking assets are therefore unable to
take advantage of the full ITC. (See exhibit No.1 ').

Because of rapidly escalating equipment prices, caused in part by inflation
and government mandated environmental and safety requirements, these recom-
mended ITO modifications are more critical today than ever before. For exam-
ple, a typical tractor/trailer combination costing $29,000 in 1973 required an
approximate $43,000 investment in 1977. Engine and vehicle aerodynamic modi-
fications, aimed at increased fuel efficiency also demand large capital invest-
ments. We understand that other witnesses have testified in favor of allowing
the full ITO for assets having a useful life of three years or more. We would
support such a proposal.

Further, the trucking industry's tax reform policy also recommends the
elimination of the double taxation of corporate dividends, and the tax deducti-
bility of estimated liabilities related to self-insurance p lans. Although we have
previously testified before the House' with respect to these matters, we re-
spectfully request that your committee carefully consider this needed tax re-
form in current or future federal tax legislation.

2'The Rum of Money, 1972. anthorlsed by Dr. Irwin Silberman (attached).
I The Exhibit was made a part of the committee flP.
'Statment of AmerienD Trucking Associations, Inc., before the House Ways and Means

Committee, March 18, 1978.
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The American Trucking Associations, Inc., asks that the Senate Finance
Committee favorably consider this statement and amend current Federal tax
policy in the areas discussed. The adoption of these suggested reform measures
would greatly reduce present tax inequities, not only as it applies to the na-
tion's motor carrier Industry, but to all industries as well. We also request that
this letter be made part of the hearing record on H.R. 18511, the Revenue Act
of 1978, which the Finance Committee is now reviewing.

Sincerely,
BzNNET C. WHITLOCX, Jr.,

President.

STATEMENT OF THE ASSOCIATED GENERAL CONTRACTORS OF AMERICA

The Associated General Contractors of America is a national association rep-
resenting more than 8,300 general construction firms. These firms perform
approximately 60 percent of the annual contract construction volume in the
United States and provide employment for some 2 million Americans. Further-
more, our member companies represent the full range of the industry, including
the construction of highways, buildings, municipal and utilities facilities, water
and wastewater treatment facilities, and heavy and industrial projects. We appre-
ciate this opportunity to comment on some aspects of this country's tax policy.

INVESTMENT TAX CREDIT AND DEPRECIATION

Even though our nation's employment and anti-inflation goals cannot be met
without the strengthening of private Investment, capital spending in the United
States has been seriously inadequate for many years. Therefore, AGC strongly
endorses a permanent 10% Investment Tax Credit to offset up to 90% of a busi-
ness' tax liability beginning in 1979. Furthermore, we believe that the credit
should be extended to the construction and rehabilitation of industrial and utility
structures. Also, in the interest of fairness and equity, we support a refundable
investment tax credit so that small businesses, fledging companies, and indeed,
all enterprises can enjoy equal benefits from the investment credit.

Without question, if a solid and permanent investment tax credit is enacted,
it will significantly improve national productivity, reduce unemployment and
increase the ability of American industry to compete in foreign markets. More-
over, certainly in this area of the law will greatly facilitate investment decision-
making in all industries throughout the country.

AGC also strongly recommends that depreciation allowances be liberalized
and suggests that the reduction in asset lives currently allowed under the Asset
Depreciation Range System be increased to a 40 percent range. The justification
for this proposal is simple: The purchase price of construction equipment Is high
but its useful life is of Short duration. It is worked hard. out of doors, and under
widely varying conditions. For any contractor, the useful life of his equipment
varies with the type of work he does and the abilities of the men he employs.
The same machine may be useless after six months on one type of Job but have a
life of several years on other types of work. This Is one significant reason why
the investment credit and depreciation allowances should be ample and flexible.

But perhaps the mbst important reason for increasing our nation's capital
stock is to reduce unemployment throughout the country. In the construction
industry alone, unemployment rose from an average of about 10 percent in
1974 to 18 percent in 1975. It continued in the 15 to 20 percent range throughout
1976 and averaged 12.7 percent in 1977. In fact, at year-end 1977, there were
approximately 500,000 unemployed U.S. construction workers. These rates are
nearly twice as high as historical averages and are totally unacceptable. To
correct this situation, tax incentives such as a permanct investment tax credit
and reasonable depreciation allowances are badly needed to stimulate investment
and growth in America's capital stock.

CORPORATE RATE REDUCTIONS AND SMALL BUSINESS TAX LAWS

AGC completely supports reduced corporate tax rates and believes such rates
will help stimulate meaningful long-term capital formation. However, any rate
reduction should adequately compensate for inflation-raised taxable corporate
income.
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We also wholeheartedly endorse the provision in H.R. 13511 which allows up
to $1 million of stock issued by small corporations to qualify for special loss
treatment1 Furthermore, the House's proposals to increase the number of share-
holders permitted -to own Subehapter S stock and to liberalize Subehapter S
election rules are sound concepts and good tax policy.

CAPITAL GAINS

AGO believes that taxes on capital gains should be reduced to the pre-1969
twenty-five percent level. However, H.R. 13511's provision which allows a
maximum gains tax rate of 35 percent is an excellent step in the right direction.
This limitation will definitely encourage Investment and stimulate growth in
this nation's capital stock.

BUSINESS EXPENSES AND BUSINESS MEALS

AGO strongly supports the deduction of legitimate entertainment and meal
expenses incurred in the course of doing business. Current law already ade-
quately protects any abuse by prohibiting deductions for lavish or extravagant
items. Thus, there is no need for further regulations or stricter laws. Besides,
the government should not be permitted to decide how business sales and pro-
motions should be carried oin or where a business meeting should take place.
The proper test as to whether a business deduction should be allowed Is whether
it is an ordinary and necessary business expense. If it is, employees should not
have to pay for it out of their own pockets.

EARNINGS OF U.S. CONTROLLED FOREIGN CORPORATIONS AND DISC

Retained earnings of U.S. owned foreign corporations, especially when not
returned to the U.S. in the form of dividends, should not be taxed. To do so
would almost certainly hurt the competitive position of U.S. foreign operations
in that such earnings are typically anticipated and utilized as operating capital
in on-going work or bid into future work as such. Any immediate reduction
in such earnings would therefore create both short and long term competitive
problems for international contractors with an attendant reduction in U.S.
employment. Also, the corporate tax deferral available to shareholders of do-
mestic international sales corporations (DISC) on their qualified export income
should be continued at a time when the U.S. trade deficit Is at an all time high
and alternative export promotion policy is nonexistent.

CONCLUSION

We hope the Senate Finance Committee will seriously consider the recommen-
dations of the Associated General Contractors of America in its efforts to formu-
late a sound tax program for the country. If there Is any further information
or assistance we can provide, we will be happy to do so. Thank you for this
opportunity to express our views.

ASSOCIATED JEWISH CHARITIES & WELFARE FUND,
Baltimore, Md., August 18, 1978.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirkeen Senate Ofice Building, Washington, D.C.

DEAR Ma. STERN: The Associated Jewist Charities & Welfare Fund of Balti-
more, Maryland is pleased to offer testimony in support of the Moynihan-Pack-
wood Bill (S. 3111). As a community service agency, we feel this amendment to
the tax code is extremely important In helping maintain a strong voluntary sector.

The Associated Jewish Charities & Welfare Fund is a federation of 36 local,
national, and overseas Jewish agencies which provide a comprehensive program
of social welfare. health, educational, and recreational services to the Baltimore
Jewish community. It is a voluntary body created, maintained, and funded by
volunteers who determine Its philosophy, objectives, and programs. As such, the
Associated Jewish Charities is very closely attuned to the needs of the community
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it serves and is able to deliver social services in a highly effective and person-
alized manner. Because its servI-', are not mandated by law or encumbered by
excessive regulations and because of its small size, the Associated Jewish
Charities has the flexibility and capability to develop innovative, creative pro-
grams. The attached chart, describing the continuum of services for older adults
sponsored by the Associated Jewish Charities, illustrates the capability of a
voluntary agency to meet the needs of its community.

Voluntary agencies similar to the Associated Jewish Charities & Welfare
Fund 'in Baltimore and in other communities supplement government involve-
ment in social services by delivering needed services in an efficient, creative, and
personalized manner. President Carter's Urban Policy Statement calls for the
strengthening of this partnership between the voluntary sector and government;
however, without adequate financial resources, the voluntary agencies cannot
continue to serve their communities. Government might then have to assume serv-
ices for which there are no private resources.

As greater public scrutiny is given to the expenditure of government funds for
social services, it is increasingly important that the voluntary sector remain
strong and viable. Unfortunately, the sharp increases in the standard deduction
over the past eight years have Inadvertently created disincentives to charitable
giving, particularly among low and middle income taxpayers. In 1977, 77 percent
of the taxpayers took the standard deduction.

If S. 3111 is enacted, it is estimated that the increases in direct charitable
giving would be substantially gr,. r than the revenue loss to the Treasury.
Since these charitable donations ..ould be used to provide community-based
services in an efficient and cost-effective manner, without the administrative
cost of the government bureaucracy, the impact of those dollars in meeting local
needs would be maximized even frther.

The Associated Jewish Charities thus urges that the Senate Finance Committee
take favorable action on the Moynihan-Packwood Bill.

Sincerely.
JoNAs M. L. COHEN,

Public lWelfare Committee.

34-369 0 - 78 - 16
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SERVICES TO OLDER ADULTS

Service Brief description Number served

(1) JCC senior adult services ....... Social, recreational, and cultural group ac-
tivities shopping assistance, information
and referral, legal counseling.

(2) Northwest Senior Center ........ Drop-in center for aged in Reisterstown Rd.
Plaza aiea, information and referral, arts
and crafts social and cultural activities.

(3)Advocacy& Community Relations. Shaping e Safer Community Committee,
charged with investigating crime problem
in Northwest corridor, preparing recom-
mendations, advocacy in legislature, ra-
grading issues of concern to aged.

(4) APCB vocational services ...... Vocational guidance provided to aged and
poor seeking employment

(5) Vocational services program .... Program to retrain aged, poor and handi-
capped to enter competitive employment
or to obtain permanent employment in
Levindale's Sheltered Workshop.

(6) Multiservlce facility .......... 225 hot kosher lunches served daily; social
and cultural programing; information
and referral, health screening and health
maintenance programs.

(7) Financial services ............ Rent supplementation to individuals re-
ceiving inadequate OSS and SSI grants,
transportation, rent, clothing and medi-
cal subsidies from the Department of
Social Services or Social Security.

(8) Counseling services .......... Bereavement, marriage, death and loss
counseling, and counseling for the men-
tally impaired, special services.

(9) Homemaker and home health Aides perform basic housekeeping and
aides, health services to enable the aged to re-

main independent members of the com-
munity.

(10) Group home--JFCS .......... Aged who require the aid of a homemaker
and companionship to remain in the com-
munity, services includes 5-day-a-week
homemaker, daily transportation to a
recreation center and casework services.

(11) Foster care .................. Aged who require protected living but not
institutional care

(12) Concord House Manhattan Her 231-unit apartment house for aged who re-
Sinai. quire protected living, communal dining

room, JCC extension services, home-
maker and 2 meals provided; enables
aged to remain in the community.

(13) Hurwitz House ................ Group home located in the community for
aged who require protected living.

(14) Adult day treatment center ... Full day of activities for socially isolated,
physically disabled aged; transportation
and 2 meals provided; enables aged to
remain In the community.

(15) Levlndale Chronic Hospital ..... Short-term care and rehabilitation services
provided for the ill aed.

(16) Levindale Geriatric Home and All levels of care provided for those who
Hospital for the Aged. need continuous care--intermediate care

A and 8 and skilled nursing.
(17) Sinai Hospital ................ Provides comprehensive health services to

community. Hospital facilities are heavily
utilized by aged, particularly departments
of rehabilitation, psychiatry, emergency
room and primary care services.

2,000.

1,000.

Serve general community.

About 50 in caseload at any one time;
over 100 cases seen in 1.yr period.

125.

825 clients weekly.

103 aged er month. 68 families per
month, 12 Russians per month.

1,000 over 1-yr. period.

About 80,000 hours of service.

25 people average of 7.

Average of 50 in regular foster home
and 12 in agency maintained apart-
ments.

700 units.

Average 23 bed occupancy.

Average of 30 daily.

43 beds.

325 beds.

ASSOCIATION FOR ADVANCED LUE UNDERWRITING,
Washington, D.C., September 6, 1978.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirkeen Office Building, Washington, D.C.
Re The Revenue Act of 1978 (H.R. 13511).

DEAR MR. ST=z: On behalf of the Association for Advanced Life Under-
writing (AALU) the following comments are submitted with respect to the
provisions of the Revenue Act of 1978, H.R. 13511.

AALU is a national organization of approximately 1.000 members who
specialize in one or more fields of advanced life underwriting. Collectively, the
members are responsible for annual sales of life insurance in excess of $2
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billion, mostly in circumstances involving complex factual situations and
often dealing with qualified retirement plans, group term life irsurance and
other involved business planning. A great deal of the work performed by our
members is with relatively small businesses and consequently AALU feels
especially qualified to represent the opinion of small businesses before the
Committee.

AALU is affiliated with the National Assoeiation of Life Underwriters
(NALU), the largest life insurance industry field force organization in the
United States. NALU has a membership of approximately 130,000 life insur-
ance agents. NALU endorses and fully supports the remarks of AALU before
this Committee.

AALU's comments are confined to two aspects of the pending legislation:
(1) the provisions relating to deferred compensation and (2) the prnvivions
relating to the treatment of cafeteria plans. AALU testified extensively on
these and other provisions before other committees, such as the House Ways
and Means Committee, and would be pleased to provide copies of this more
extensive testimony if it would be useful to this Committee.

We are not here commenting on a number of the original proposals in the
Treasury's program, which proposals were rightly rejected by the Ways and
Means Committee and the full House and which have not been proposed for
reinclusion in the bill before this Committee. We certainly do not choose to
burden the Committee's time on extraneous matters. However, we would like
to state here for the record our continued opposition to the Treasury's pro-
posals with respect to the treatment of integrated pension and profit sharing
plans and of certain welfare plans.

I. DEFERRED COMPENSATION

AALU strongly supports section 122 of H.R. 13511 affirming the long-stand-
ine treatment of private non-qualified deferred compensation arrangements
This provision would remove the uncertainty created by proposed regulations
Issued on February 3, 19781 and would provide employers and employees with
a clear set of rules under which they can operate in a fair and equitable man-
ner. The rule that would have been established by the proposed regulations
would probably be contrary to established law and would be counterproductive
in their operation in the private sector. As a consequence, AALU strongly
endorses the provisions of section 122 of H.R. 13511 and urges the Committee
to accept this provision wi only one minor change.

A technical error in section 122 of the bill, however, should be addressed and
corrected. Section 122(b) (2) (D) states that the provisions of the bill do not
apply to a transfer of property described in section 83 "(determined without
regard to subsection (e) thereof)." Section 83(e) sets forth the situations
in which section 83 does not apply. The parenthetical reference is confusing
and literally indicates that the provisions of section 122 of H.R. 13511 may not
apply to deferred compensation arrangements such as phantom stock plans.
Further, the parenthetical reference appears to not serve any purpose. AALU
therefore suggests that the confusion engendered by the provision be corrected
by the Senate Finance Committee.

U. CAFETERIA PLANS

Section 124 of H.R. 13511 provides extensive rules regarding the tax treat-
ment of cafeteria plans. The provisions in section 124 basically provide non-
discrimination rules that must be adhered to by cafeteria plans in order to
permit the desired tax treatment for such plans, i.e., taxation to employees
in accordance with the benefit selected by the employee.

AALU believes that the non-discrimination requirement contained In section
124 is not necessary and should be deleted. In addition, if a non-discrimination
proposal is contained in the legislation we would strongly urge that it be
limited to non-discrimination in the availability of benefits and that it not
apply to the operation of the plan. That is, a plan should not be dicrjualifled
merely because lower paid employees choose certain types of benefits, such
as paid vacations or cash payments.

I Prop. Treas. Reg. § 1.61-16.
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A. Non-discrimination test are not appropriate
Cafeteria plans offer employees a choice among various benefits such as health

coverage, life insurance and extra paid vacation time. By offering this choice,
cafeteria plans achieve greater cost efficiency for the employer while at the same
time better matching the needs of the employee. An employee who has little need
for life insurance can, for example, choose health insurance or vacation time.
The importance of this saving in efficiency has been stressed by numerous
commentators.*

The non-discrimination tests proposed in H.R. 13511 for cafeteria plans should
be deleted because they add unnecessary complexity to the Internal Revenue Code
and because they may be socially counterproductive. In carefully considering the
potential impact of these new rules it should be remembered that the tests in-
volved are both vague and complex. The definition "highly compensated" has
never been clarified even though it has been used in the Internal Revenue Code
for many years." Even the term "officer" is not clear since many relatively low
paid employees have titles and some supervisory functions.

Besides the difficulties in determining which employees are in the group that
cannot be favored, numerous other complexities exist:

(1) The controlled group rules of section 414 of the Code are applied even
though legitimate business reasons often Justify diverse welfare plan benefits in
different geographical regions;

(2) Welfare plans are more complex than retirement plans because of the
nature of the benefit offered, so maintaining comparability where different insur-
ers are used will be almost impossible;

(3) Employment records will have to be maintained to determine eligibility to
participate;

(4) The plan cannot discriminate in operation, even though benefits are equally
available to all, so constant monitoring is required to be sure discrimination in
operation is not resulting;

(5) If health insurance is provided, it is necessary to apply an additional set of
complex rules that includes a determination of which participants and their fami-
lies are "similarly situated"-a highly subjective test.

In short, the proposed rules are exceedingly complex and will be an enormous
burden to administer, especially for small employers.

Against this complexity must be considered the tax avoidance that is curtailed.
Really there is no substantial gain derived from this added complexity. The non-
taxable benefits generally can be individually provided to higher paid employees
separately (e.g., health and life insurance) so that a company that is only inter-
ested in providing these benefits to higher paid employees can essentially do so
without using the cafeteria plan provisions.

Further, imposing these restrictions will be counterproductive in that the
social utility and effilcency gained from giving employees their choice of benefits
will be lost to the extent employers abandon cafeteria plans in favor of individual
plan benefits, e.g., health insurance provided separately.

As a consequence, AALJ urges that section 124 of H.R. 13511 be revised to
provide that employees will be taxed in accordance with the benefit form selected
under a cafeteria plan regardless of the other benefit forms that would have been
available.
B. Discrimination in operation is inappropriate

Even if the Commission concludes that it is necessary to have a non-discrim.
nation test for cafeteria plans, the Committee should reconsider the application
of a discrimination in operation test to cafeteria plans. While the statutory
language of H.R. 13511 is not explicit on this point, the report of the House Ways
and Means Committee makes it clear that the legislation includes that cafeteria
plans be subject to a discrimination in operation test.4 Even if a legitimate Interest
is served In requiring non-discrimination in the offering of cafeteria plan benefits
to employees, any interest that the government has is adequately satisfied as long

2 See. e.g., Prof. Henk Theery of the University of Amsterdam as quoted in Small
Business Report at 8 (March 1978) ; Lawler, "New Approaches to Pay: Innovations That
Work." Personnel at 11 (September-October 1976) ; Hettenhouse. et al, "Communicating
thp Compensation Package." Personnel at 19 (November-December 1975).

3 See # 401 (a) of the Intprnal Revenue Code.
4 See Report No. 9.5-1441%. Renort of t11p Committee on Wars And Means of the U.S. House

of Representatives on H.R. 13511 at 64, 95th Cong., 2d seas. (1978).
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as employees have an equal choice among the benefits available under the cafe-
teria plan. If lower paid employees determine that they prefer a benefit that is
currently taxable, such as a paid vacation option or cash option, that should
be entirely within the employee's discretion. The government's interest in assuring
non-discrimination in cafeteria plans is adequately satisfied as long as the
employee could have selected non-taxable benefits such as health insurance and
life insurance coverage. The principal purpose of cafeteria plans i.e., to allow
employees to select the most suitable, is defeated to the extent the plan is required
to be designed so that employees are limited in their ability to select benefit forms.

In short, a plan should be considered adequately non-discriminatory as long as
it offers lower paid employees the same choices among benefits that are offered
to higher paid employees. If higher paid employees, because of their current cash
compensation, elect different forms of benefits, that does not justify upsetting
the tax treatment of the plan. To force lower paid employees to make certain
types of elections is unduly paternalistic. Lower paid employees would still have
the choice. In addition, the plan is put in the position of either having to limit
the availability of benefits to employees or to take a chance on the employees'
selection of benefits. Since most employers would not find the later alternative
desirable as stable and sound tax planning, it is probable that since the funda-
mental nature of cafeteria plans will te undermined because employers will
insure that lower paid employees cannot select currently taxable benefits in any
substantial percentage.

C. Other modifteations
Four additional modifications in section 124 of H.R. 13511 should be made.

First, in order to clarify the definition of cafeteria plans, section 124(d) should
be modified to state that the plan must be written and that it must be expressly
designated by the employer as a cafeteria plan. This will prevent disputes over
whether a series of separate welfare benefits provided from an employer is
really separate or part of a single cafeteria plan.

'Second, any suggestion that the rule of constructive receipt automatically
applies to arrangements not covered by section 124 should be expressly negated
since it would be unfair to create any such presumption. The rule of constructive
receipt rests on a factual determination and should remain so without any
inferences from section 124.

Third, section 124(d) (2) should be modified to state that the term "cafeteria
plan" does not include any plan that provides only a choice between a taxable
benefit and deferred compensation. A plan should not be prevented from qualfy-
ing under section 124 merely because one of the benefit choices offered is deferred
compensation. For example, section 124(d) (2) as currently written states that
a nondiscriminatory plan that provides a choice among cash, deferred compen-
sation and health insurance is not a cafeteria plan. Consequently, an employee
electing health insurance might be taxable.

Fourth, the definition of nontaxable benefit in section 124 (f) is circular because
it defines the term as a benefit that is nontaxable, "with the application of sub-
section (a)." It should define the term as a benefit that would be nontaxable
if offered separately.

We appreciate the opportunity to submit these comments and would be pleased
to provide additional information or discuss these comments further if that would
be helpful.

Very truly yours,
GERALD H. SHERMAN,

counsel.
STUART M. LEWIS,

Assoolate Counoel.

ARTHUR ANDEMSEN & CO.,
Washington, D.C., September 8, 1978.

Hon. ROBERT DOLE,
U.S. Senate, Dirkeen Senate Office Building, Washington, D.C.

DEAR SENATOR DOLE: In your consideration of the Revenue Act of 1978 (H.R.
13511), as passed by the House of Representatives, we urge that you delete
Section 202, which would extend the at-risk rules to closely held corporations.
This provision would effectively deny to small business entities the right to make
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certain types of investments that would continue to be available to large publicy
held companies, and seems unjustified discrimination against smaller closely held
companies.

There may be areas of possible abuse in leveraged transactions, involving
large amounts of non-recourse debt, but these were generally eliminated by
changes made in the 1976 Tax Reform Act. In our practice, we are not aware
of situations of potential abuse involving corporations using these types of in-
debtedness, and we feel that the extension of the at-risk concept to closely held
corporations is improper and not needed.

Furthermore, at a time of concern with shortages of capital, it does not seem
prudent to eliminate closely held companies as sources of capital for these types
of investments. However, that would be the likely result of this proposal if it is
adopted.

Very truly yours,
WILLIAM C. PENICK,

Managing Director-Tax Policy.
Enclosure.

PREPARED STATEMENT OF ARTHUR ANDERSEN & CO., ON PRESIDENT's TAX

CUT BILL

INTRODUCTION

The two major issues affecting major Federal tax policy considerations this
year are, in our view, (1) the impact of inflation on our tax system, and (2) how
to meet our capital needs, both the creation of new capital and the preservation
of the capital resources already available.

In analyzing the Revenue Act of 1978 (H.R. 13511), as passed by the House of
Representatives, we have considered its major proposals from the viewpoint of
their impact on the problems created by inflation and our capital needs. On
balance, we think the overall thrust of the House bill does work toward solving
some of the problems that need to be solved, and, within the fiscal constraints of
the present and anticipated level of our Federal deficit, represents desirable step
to be taken at this time.

Before reviewing the provisions of HR 13511, we would refer the Committee
to our earlier testimony on these subjects. In particular, reference is made to the
following:

1. Finance Subcommittee on Taxation and Debt Management, "Inflation and
Taxation," record of hearings on Indexation of Certain Provisions of the Tax
Laws, page 134, April 24, 1978.

2. Finance Subcommittee on Taxation and Debt Management, "Capital Gains
Taxation," June, 1978.

3. Senate Select Small Business Committee, "Capital Formation and Taxation
of Small Business," May, 1978.

4. House Ways and Means Committee, "Inflation, Taxation, and Capital
Formation," record of hearings on the President's 1978 Tax Reduction and
Reform Proposals, part III, commencing at page 1683, April 1978.

In our comments on HR 13511, we will emphasize some points made in these
earlier statements, but we urge your consideration of the complete statements In
connection with your deliberations on this bill.

REVENUE ACT OF 1978 (H.R. 18511)

In reviewing the major proposals of HR 13511, we have tried to answer the
question, "What does this bill do to meet the problems of inflation and capital
formation?" The following comments about specific provisions are presented in
that context.
1. Tax rate reductions

The bill provides meaningful reductions for both individuals and corporations,
which should provide more after-tax dollars to save or to invest in new productive
facilities or other business investments. We are particularly pleased with the
method of reducing individual tax rates by widening the brackets by roughly
6% This appears a step toward indexing the individual tax rate structure, which
we supported in our testimony to the Subcommittee on Taxation and Debt
Management.
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We also support the addition of two new brackets to the corporate tax rate
schedules, in effect graduating the rate scale up to a maximum rate that would
apply to taxable income over $100,000, rather than the present $50,000. Because
of the particular problems and needs of small business entities, we are pleased
to see this change in the corporate rate structure which should create a significant
benefit to smaller companies.
2. Inve8tinent tax credit change

The changes proposed in the investment tax credit rules are very desirable,
and we urge their adoption. The permanent increase in the rate of 10%, and the
change in the limitation on the amount creditable in any taxable year, gradually
increasing to 90% of tax liability, should act as a stimulus to increased capital
investment to modernize and expand productive facilities.

In connection wIth the decision to make a capital investment, whether it
involves the purchase of a new lathe for a small metal working shop or the build-
ing of a new manufacturing plant by a major company, one of the most important
factors is the analysis of the likely financial consequences of the investment. A
major concern of the business manager faced with an investment decision is
the projected rate of return on the investment.

Many factors bear on the determination of rate of return. Some are predictable
and some are not. Some can be controlled and some cannot. In periods of uncer-
tainty as to future economic conditions, such as the likely rate of inflation or
the tax rules that may apply in the future, the business manager is likely to
seek a higher rate of return from his investment, before he decides to make it,
because of the adverse impact on his business operations if his forecasts prove
wrong.

Because of uncertainties as to economic conditions, the impact of continuing
inflation. and frequent changes in our tax laws, we have observed that business-
men strive for a higher rate of return on major investments today than was the
case several years ago.

The provisions in H.R. 13511 relating to the investment tax credit, under which
the credit limitation is expanded and the rate would be permanent, should
provide greater certainty to business managers in evaluating business invest-
ments. Furthermore. a reduction in the tax rate itself will obviously enhance the
rate of return and should in many cases be significant in the decision to proceed
with the investment or not.

To illustrate the impact of changes in tax rates and the investment tax credit
on the rate of return for a proposed business investment, we have analyzed the
effects of a reduction of two percentage points in the corporate tax rate and
an increase in the investment tax credit rate from 7% to 10%.

Our analysis assumed an Investment of $3,000,000 in new productive facilities-
$500.000 to be financed from available funds and $2,500.000 from a loan to be
repaid over five years lvwh a 9% interest rate. We further assumed that the
new facility will have a ten year depreciable life and that maximum accelerated
depreciation methods will be used. Net operating revenues were assumed to com-
mence at $150.000 for the first year and increase by $100,000 per year until
they reach $1.050.000 in the tenth year.

Assuming a 48% corporate tax rate and a 7% investment tax credit. the net
rate of return projected on this investment is approximately 13.9%. Reducing
the tax rate to 46% and increasing the investment tax credit to 10% increases the
rate of return to nearly 15.7%. an increase of nearly 2 percentage points.

Combining the change in the investment tax credit and the corporate tax reduc-
tion. this increase in the rate of return is great enough to have a significant
impact on many investment decisions. Accordingly. the provisions in the House
bill that would reduce tax rates and increase the effectiveness of the investment
tax credit are very desirable stimuli toward accomplishing the objective of
encouraging capital investment in the private sector.

The extension of the investment credit to the rehabilitation of certain types
of structures should also encourage the modernization of plant facilities. Such
modernization should improve productivity, which could be one of the major
factors in moderating or reducing our rate of inflation.

3. Capital gafn.s changes
The needs for capital in the United States in the next few years have been well

documented. adequately reported. and widely discussed. Studies of capital
availability to meet these needs indicate a substantial capital gap for most of
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the foreseeable future. Aside from the need to stimulate the development of new
sources of capital, and in particular to encourage people who own capital to
invest it for productive purposes, sound tax policy requires that we be concerned
about preserving the pool of capital already available. The present U.S. system
for taxing capital gains both erodes the existing pool of capital and acts as a
strong deterrent to switches in capital from one form of investment to another
more productive use.

Our present system for taxing an individual's capital gains may involve three
levels of taxes. First, the gain itself is taxed at rates up to 35%. Second, one-
half the gain may be taxed as preference income at a 15% rate. Finally, the
preference element may be offset against personal service income, causing it to
be taxed at rates up to 70% rather than 50%. As changed by the Tax Reform Act
of 1976, a reduction in preference income is permitted for only one-half of the
regular taxes paid. The combination of these three elements results in an effective
Federal capital gains tax rate on individual taxpayers than can reach nearly 50%.

Furthermore, if a taxpayer lives in a high-tax location, such as New York City,
additional state and city taxes on capital gains may reach nearly 14%. If the tax-
payer is in the maximum Federal tax bracket of 70%, the deduction for state
and city income taxes could reduce his Federal taxes by about 10% of the gains,
leaving an added effective tax of roughly 4% on such gains.

These high levels of taxes have discouraged new capital investment, partic-
ularly in equity securities and high-risk ventures. Furthermore, no adjustment is
presently permitted to recognize the inflation element in gains on sales of assets
held for long periods of time, and this is not sound tax policy.

At a time when there are concerns about our capital requirements and a par-
ticular need to encourage investment in equity securities with the risks that are
inherent in them, it seems highly appropriate to take steps to decrease taxes on
capital gains that presently operate as disincentives to such investments. In par-
ticular, for assets that are vulnerable to inflationary pressures, prudent tax
policy requires a decrease in capital gains taxes.

There are many different ways of changing our present system for taxing capital
gains to make it less burdensome. The approach adopted by the House would re-
duce the impact of capital gains taxation to some extent and wnuld help meet our
capital needs. Other proposals, such as the Hansen-Steiger bills that would restore
pre-1969 rules, and the suggestion made by your Chairman, providing a 70% capi-
tal gains deduction, would provide greater relief and should make investments in
equities and venture capital entities even more attractive. The responsibility of
your Committee is to decide how much capital gains reduction is appropriate at
this time and then select a method to achieve it.

Economists have differed on their predictions of the effects of capital gains re-
ductions on tax revenues and on the economy as a whole. The Treasury estimates
of revenue losses from these proposals are generally based on traditional esti-
mating procedures which assume little or no change in taxpayer behavior if the
tax rules are changed. Economic forecasting and econometric analyses are not
within our area of practice or competence, but common sense tells one that in-
creased investment activity would tend to increase long-term tax revenues and
stimulate the economy. It seems most unlikely that taxpayer behavior after a
significant change such as this would be the same as before.

A potential investor is concerned with the likely rate of return in choosing
among alternative investment opportunities. Investors in new equity securities
and in venture capital situations expect higher rates of return to compensate
for the risk factor. A very significant element in determining rate of return Is the
amount of taxes that will have to he paid both on current income from the in-
vestment and on the gain from its disposition when the taxpayer decides to dis-
pose of it. Capital gains taxation is a major factor in this equation, and the reduc-
tion in the effective tax rate from proposals like these should make these types of
investments more attractive.

Another important benefit from the capital gains change adopted by the House
would be considerable simplification of the tax laws. particularly the preparation
of tax returns, for the many thousands of taxpayers who have capital gains each
year. The principal impact of the present preference tax system has simply been
to increase the effective tax rate on capital gains. Since its enactment in 1969,
more than 80% of all preference items subject to the tax have been represented
by capital gains.

Furthermore, preference items are required to be offset against personal serv-
ice income in determining the maximum tax to be applied to that income. The
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combination of preference tax reporting and the calculation of the maximum tax
on personal service income results In a highly complex reporting system for many
taxpayers. Proposals that would remove capital gains as a preference item would
greatly simplify tax reporting for the thousands of taxpayers who are affected.
4. Reoognition of inflation in capital gains taxation

The provisions in the bill that would permit indexing the tax basis of assets
sold, commencing January 1, 1980, would recognize an important policy issue In
the taxation of gains on sales of assets held for long periods of time.

Inflation impacts many facets of our tax system, and it affects both Individual
and business taxpayers in many ways. It is particularly important in the taxa-
tion of gains on sales of assets held for long periods of time which are particularly
vulnerable to the eroding effects of inflation.

If a person invests $10,000 in 1979, and by the end of 1984 the purchasing power
of those dollars has declined due to inflation, the appropriate measurement of the
economic gain, or loss, realized by the taxpayer should not be based on the $10,-
000 "nominal" dollars paid five years earlier. The House bill would recognize the
impact of inflation in this example, and the basis of the asset for purposes of
determining gain or loss would be increased. Assuming a 40% change in the Con-
sumer Price Index during this five year period, if the taxpayer sold the asset for
$18,000, his economic gain and taxable gain would be $4,000, rather than $8,000
under current law.

We think this provision in the House bill is highly desirable and, while it does
not meet all of the problems created by inflation and its impact on our tax sys-
tem, it is clearly a step in the right direction, and we are pleased to support it.
5. The inflationary element in business profits

We would also urge the Congress to study on a more comprehensive basis the
impact of inflation on our tax system and make other changes in subsequent leg-
islation to recognize the problems it creates. In particular, serious consideration
should be given to eliminating the inflationary element in business profits.

A proposal made by our firm several years ago, and repeated in our testimony
to the Finance Subcommittee on Taxation and Debt Management and the House
Ways and Means Committee earlier this year, would permit a deduction for
"capital maintenance" which would eliminate from taxable profits a portion of
the erosion of capital invested in a business caused by inflation each year.

In an inflationary period, both financial and tax profits based on original cost
concepts are overstated by the phantom profits caused by inflation. Various
techniques for reducing or eliminating these phantom profits have been sug-
gested. They range from adjusting the original cost of assets by changes in various
indices to restating the cost of such assets based on current value or replacement
costs.

Aside from recognizing changes in price levels or values of specific assets,
aaotber problem arises with respect to long-term debt which, when paid off In
"ehapwe oftllrs" tbaR originally borrowed. may c.it, an ecmomie gain to the
bwrowe. Wh eter or not recognition should be ive to this so-called "aia"
msHed by the borrower is a controvesal issue In itself.

In recent years, when our rate of inflation has become more significant. an
inflation element has been recognized In the interest rate structure and in the
negotiations between borrowers and lenders as to that rate. Some analysts esti-
mate that, of the current long-term corporate bond rate (approximately 8%%
for AAA-rated bonds), almost 5 percentage points represents an Inflation pre-
mium. To the extent inflation is a factor in the determination of the interest rate,
gain reallsed by a borrower on the repayment of long-term debt Is in effect offset
by the excess interest paid. Looking at both the borrower and the lender, the
overall determination of income may be approximately correct.

In considering the impact of Inflation on a business entity, it Is helpful to view
corporations In a long-term perspective. Corporations are generally considered
as ongoing entities with an indefinite life. This Is one cornerstone upon which
many aspects of corporate law. financial accounting, business decilsion-making,
and the taxation of corporations are based.

Financial accountinsr and tax laws are founded on a cost concept that, in
periods of little or no inflation, results in profit determination that approximates
economic earnings or profits. Under the ongoing entity assumption, as a corpo-
ration's assets are converted to cash, they will be replaced. If there has been no
inflation, the cash recovered through operations should be adequate to purchase

ffI j i
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replacement assets. In an inflationary period, however, the replacement asset
will cost more than the asset consumed. Furthermore, the deductions against
taxable profits for the depreciation of plant and equipment and the cost of
inventory consumed will not be adequate, resulting in the taxation of phantom
profits. In this circumstance, the company may not have sufficient capital from
its own resources to purchase the replacement asset and will either have to seek
outside financing or find itself unable to continue in business.

Deduction for capital main tenance.-In an attempt to eliminate the Inflationary
element from business taxable Income without a complex series of calculations
involving both assets and liabilities, we suggest that consideration be given to
allowing a tax deduction for capital maintenance. The theory behind this sugges-
tion is that every business entity has a pool of capital invested in it, generally
represented by its net worth or shareholders' equity. That pool of capital is at the
risk of the business, including erosion in value caused by inflation. In periods of
inflation, the decrease in the value of currency in which that equity is stated Is
a real economic cost. Accordingly, a reduction of the entity's profits should be
allowed for the erosion of that capital caused by inflation during a particular
year.

To use a simple example, assume that a company had a beginning equity of
$2 million. pre-tax income of $1 million, Federal and state income taxes on that
income of $00,000, and dividends paid of another $300,000. Ignoring the inter-
dependent relationship of taxes and after-tax profits, the ending shareholders'
equity would be about $2.4 million, or average equity for the entire year of $2.2
million. Assuming the rate of inflation for the year is 7%, a deduction for capital
maintenance of $154,000 (7% of $2.2 million) would seem appropriate.

For unincorporated business entities, a similar calculation could be made,
based on the excess of assets over liabilities relating to the business activity.

OTHER AREAS NOT COVERED BY H.B. 13511

1. Small busineaa investments
Small businesses have for generations been the backbone of our American

economic system. It is presently estimated that small business entities provide
Jobs for over 50% of our non-public workers. Although often characterized as
labor-intensive In contrast with the capital-intensive nature of larger companies,
small businesses must attract enough capital to provide employment opportu-
nities. In most small business entities, a little capital may go a long way towards
keeping our citizens off the unemployment rolls. Alarmingly, however, the Small
Business Administration has reported a steadily decreasing percentage of total
capital investments being directed to the small business sector.

With the combined impact of increasing capital gains taxes and the failure of
our present system for taxing capital gains to adjust for or eliminate the infla-
tionary element In such gains, it is little wonder that the small business sector
has particular difficulty in attracting and retaining the capital needed to start
new business entities and finance the expansion of mature ones.

Tax-deferred rollover of small business inveetment.-There is one specific
legislative area requiring the immediate attention of the Congress. This involves
the disposition of interests in small business entities. Senate Bill 2428, introduced
in January of this year, proposes a unique change in the tax treatment of sales
of small business investments where the proceeds of such sales are reinvested
in other small business entities. This is sometimes referred to as a tax-deferred
rollover.

In testimony before a Joint Meeting of the Senate Select Small Business Com-
mittee and the Senate Finance Committee on September 24, 1975, our firm dis-
cussed a hypothetical situation involving a small company that has reached
the stage of its development where the founder and principal owner wishes to
dispose of his investment, primarily for personal reasons. He has basically two
options: first, a sale for cash or similar consideration that would generate a tax-
able capital gain; and second, a merger transaction with a large company struc-
tured on a tax-deferred basis. For various reasons, the owner would be attracted
to a tax-deferred transaction to preserve the full value of his investment without
erosion from current taxation.

In the typical situation where the principal shareholder of a small business
concern wishes to dispose of his stock, employee groups or other "entrepreneurs"
who might be interested in continuing to operate the business are )not in a posi-
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fion to offer readily marketable securities in exchange for such stock. Generally
speakilig, the only consideration they can offer is cash or promises to pay for
the investment over a period of years. From the seller's viewpoint, the receipt
of cash or debt instruments creates a taxable profit under present law, even
though taxation generally may be deferred under the installment reporting
method until cash has actually been received. This is usually not as attractive
to the seller as an exchange of his assets or stock for securities of a listed com-
pany where tax can be deferred as long as those securities are held. Accordingly,
the employee group or the small business entrepreneur who wishes to acquire
the business Is at a significant competitive disadvantage in negotiating the trans-
action. This seems bad tax policy since, as already noted. it creates a strong in-
centive for the merger of small companies into large ones and a greater concen.
tration of economic wealth In larger entities.

While we agree with the concept of Senate bill 2428 that would extend non-
recognition treatment to reinvestment in similar types of small business con-
cerns. we question whether it should he limited to that extent. The objective
of our original proposal was to provide non-recognition treatment on the sale
of a small business interest to another entrepreneur in a transaction that would
probably involve cash and notes. because this is usually the only form of con.
siderat!,n available to such a purchaser. Additionally, we do not believe that the
small businessman, who is dependent on the proceeds of the sale of his business
to provide for his retirement, should be required for tax reasons to reinvest
such proceeds in another small company, as is proposed in S. 2428. Limiting non-
recognition treatment to reinvestment in another small concern seems to repre-
sent an inappropriate merging of differing tax objectives.

As an alternative, we suggest that the reinvestment requirement permit using
sales proceeds for investment in another business entity, including equity or
debt securities of a public held company. This would provide the small busi-
ness taxpayer greater security to meet his retirement objectives but would not
create an open-ended investment opportunity. Furthermore, it would seem ap-
propriate to limit this reinvestment opportunity to the initial investment of the
proceeds of sale. so that the liquidation of the reinvested funds or conversion to
another security would not enjoy tax deferred treatment.

These changes in the proposal would appear to be consistent with the basic
ohijetive of this concept. putting the seller of a snmail business entity in substan-
tially the same position he would have been had the transaction been carried out
on a tax deferred basis through a merger with a large company.

2. Administration proposal to tax currently undistributed earnings of foreign
subsidiaries

The President's 1979 tax program. announced publicly in January of this year,
included a recommendation that our long-standina rules for taxing the undis-
tributed earnings of foreign subsidiaries be phased out over a three year period
so that such earnings would be taxed currently. This has been referred to as
the "elimination of deferral", but we think a more appropriate phrase would h
the "anticipatory taxation of unrealized income". We were pleased to note
that this recommendation was not included In H.R. 13511. and we urge that,
in your consideration of the bill, your Committee decide to retain present law
In this area.

In testimony before this Committee on April 20. 1976. on the '"Tax Reform Act
of 1975" (see record of hearings, part 3. commencing on page 1567). we analyzed
the position of U.S. companies in international markets. emphasizing the com-
petitive position of TT.S. companies in relation to foreign companies. Some of these
analyses have recently been updated. and a copy of this material is attached as
Exhibit 1. The overall analyspes have recently been updated. and a copy of thI9
material is attached as Exhibit I. The overall conclusions of the study are pre-
sented below.

Comparisons and analyses of available date with respect to the comnpetltve
position of the T.S. and foreign-based companies (both multinational and local)
clearly Indicate that:

1. The relative position of T..-based multinational companies in international
markets has declined over the past ten years in relation to foreign-based multi-
national companies.

2. That decline has accelerated substantially since 1970 although it leveled
off somewhat in 1975-76 (as a result of several factors 'not the least of which

is the worldwide price of petroleum).
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3. Local foreign-based companies have considerable strength and therefore in-
tensify the competition In the marketplace where U.S. foreign business is prin-
cipally located.

Our analysis shows further that, should the United States adopt a provision
that would tax earnings of controlled foreign corporations without regard to
repatriation of those earnings, the following will probably result:

1. U.S. corporations often will be required to pay a higher current tax, thereby
creating a need to raise additional funds or divert funds from present produc-
tive uses. The adoption of a policy that brings this about is inconsistent with
Administration and Congressional concern with capital formation.

2. Our competitors in the marketplace will be able to utilize important dif-
ferentials in taxable income determination In other countries, which may no
longer be available to U.S. international companies. Many of the tax Incentive
allowances presently granted by foreign countries will either be unused or
become unavailable to U.S. companies, thus eliminating these incentives as an
important source of financing for the companies. Since foreign competitors will
not be restricted in their ability to use all local tax allowances and will not be
required to pay any tax on the profits involved other than the local country
tax, the competitive balance will be tipped in their favor.

3. The demand on U.S. companies for higher U.S. and foreign taxes will raise
the costs and reduce the profitability of those companies in relation to their
competitors, which are not subject to such taxation. Thus, U.S. companies will
be weakened competitively in the world marketplace. This would result in re-
duced earnings and, thus, reduced market values of company stock, making it
more difficult and expensive for U.S.-based companies to raise capital funds.
Stock of foreign-based companies would not be similarly affected and would
therefore be more attractive to investors. Capital markets for industrial giants
are worldwide and many foreign companies and U.S. companies are listed on
stock exchanges in several countries. Since such companies thus compete for
available capital, a tax change of this type will adversely influence U.S. com-
panies in the competition for capital.

4. Since foreign-based companies will be able to more effectively compete with
U.S. companies due to their lower working capital needs and financing costs,
they will become more successful in their markets as U.S. companies become
less successful. Over a period of time, this could materially shift the balance of
economic power among companies and nations. This may also result in the shift
of our technological advantage to foreign competitors, ultimately resulting in
U.S. dependence on foreign technology.

5. As U.S. companies lose competitive position abroad, they will become in-
creasingly vulnerable to an equivalent loss of position to foreign competition
in the U.S. market. The strength of international companies from such coun-
tries as Germany and Japan will enable them to continue to make important
inroads into the U.S. market once they have control of international markets.

6. The management of many U.S. companies faced with the loss of interna-
tional markets, a shift in technological advantage and possible major inroads
into their U.S. markets could not, in fulfilling their fiduciary responsibilities
to shareholders, remain inactive. Among the actions that could be considered
would be (a) selling all of their overseas operations to foreigners, (b) selling
control of their overseas operations to foreigners (an objective presently sought
by governments of many countries) or (c) creating a separate domicile for their
foreign operations such as has been done by Royal Dutch Shell or Unilever.

Because of the factors and conclusions stated above, we strongly urge that
no additional tax burdens be placed upon T.S.-hased multinational companies
through provisions for immediate taxation of foreign subsidiary earnings. The
position presented by the Administration on this Isque is based on an Incomplete
understanding of the nature and problems of U.S. International business and
instead assumes a largely illusory substantial "tax-avoidance" motive in foreign
subsidiary utilization. Negotiation or renegotintion of income tax treaties can-
not po.Qibly undo the great potential damage that would be done by a change
in taxation of earnings of foreign subsidiaries.

While the term "deferral" is commonly used to describe our present rules for
tnxine foreign subsidiaries, we do not agree that the taxation of earnings of a
foreign corporation only when remitted is a deferral of U.S. tax. Instead. the
chnnes, Proposed b.v the President, In our opinion, would constitute anticinatory
taxation of unrealized proflt.q from the investment in the foreign corporation.
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In supporting a change in the tax law, the Administration and other propo-
nents present philosophical/political arguments involving concepts of "neutral-
ity" and "equity".

We believe a philosophical/political question is involved in this situation, but
it is not what the proponents argue. The real issue is not: "Is the current taxation
of unremitted earnings of foreign subsidiaries necessary to achieve 'equity'
among U.S. taxpayers?" Instead, the issue is: "Is the United States willing to
risk driving many U.S.-based companies out of a number of foreign markets and,
further, to risk subsequent major foreign inroads into U.S. markets in pursuit of a
theoretical and unrealistic concept of equity in taxation?"

More recently, we were engaged by the National Association of Manufacturers
and the Emergency Committee for American Trade to perform a study of a
number of U.S. companies with overseas operations. The purpose of our study
was to determine the likely impact of the elimination of the so-called "deferral"
system as proposed by the President on U.S. tax revenues and company tax
costs. In performing this study, we considered the likely changes in practices
and behavior of these companies if such a change were enacted, particularly
as they might affect divided distribution policies.

The thrust of our conclusions was that these companies would be forced to
re-examine their dividend policies and their activities under the tax laws of
other countries, so as to minimize the total tax burden on their operations,
both U.S. and foreign. In our view, the net result of this change would be that,
if this group of companies is representative, and it appears to be, American
companies will increase their total tax burdens, but foreign governments will be
the primary beneficiaries. It appears quite likely that there would be a loe
of U.S. tax revenues but the overall cost to the companies involved would be
substantially increased. This would further exacerbate the competitive position
of these companies in world markets, at a time when we need to stimulate
activities abroad that contribute toward improving our balance of payments
situation and increasing employment in the United States.

The Arthur Anderson & Co. study has been discussed in testimony at these
hearings by the National Association of Manufacturers and the Emergency
Committee for American Trade. Copies have been provided separately to mem-
bers of the Committee.

We urge that the Committee agree with the House position that no change
in the present rules for taxing the earnings of foreign subsidiaries is desirable.
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EXHIBIT I

Statement on
U.S. Companies in
International Markets

President's Proposal for
Current Taxation of Earnings of
Foreign Subsidiaries

April 3, 1978

ARTHUR ANDERSEN & Co.
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PREFACE

In its 1978 tax proposals, the Administration recommends the elimination
of present tax rules that tax earnings of foreign subsidiaries only when
remitted to U.S. parents. Thus, this would eliminate the long-standing pro-
visions of our tax laws commonly referred to as "deferral."

When fully implemented, the Administration proposals would change
completely our tax policy relating to earnings of foreign subsidiaries and
would, in effect, tax such earnings to a U.S. parent on an anticipatory basis,
even though those earnings would not have been realized by a U.S. entity.
We strongly oppose this proposed change.

The statement that follows analyzes several important aspects of the
operations of U.S.-controlled entities in international markets. First, we
review the relative position of U.S.-based multinational companies in inter-
national markets and note the substantial decline of our position in relation
to foreign-based multinationals. We then note the substantial and growing
strength of our competitors in countries, in world markets and increasingly
in the United States. Finally, we are concerned to note the continued declining
share of worldwide gross national product represented by the United States.

Our statement then reviews the tax policies of six countries where U.S.
businesses have invested significantly that are applicable to companies doing
business in those countries. We also analyze the tax policies of seven major
commercial countries regarding multinational companies headquartered in
those countries.

We then identify potential consequences of adoption of the Administra-
tion proposal that may go far beyond the dollars of U.S. tax revenues
involved. These include such things as the adverse impact on our position in
competition with foreign companies in worldwide capital markets and the
likelihood that these changes, if implemented, might force U.S. companies
to either divest control of foreign subsidiaries or, at worst, withdraw com-
pletely from certain markets, leaving those markets to our major foreign
competitors.

Finally, against the background of the tax principles that we think should
be applied, we comment specifically about several basic arguments presented
in support of the Administration's proposals.

We strongly urge that the Administration's proposals in this area not
be adopted.

I
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PART I-COMPETITIVE POSITION OF U.S. COMPANIES
IN INTERNATIONAL MARKETS

International trade and investment today are highly competitive. Most
major businesses are conducted on a global basis. It is apparent that only
those companies that can achieve and maintain substantial competitive
strength in the international marketplace can survive for a long period of
time. Every major economy in the free world involves strong locally owned
competitors and large international companies of other countries.

It is clear to us that, when business opportunities exist in countries through-
out the world, business entities from some country will take advantage of
those opportunities. Thus, if economic factors, government restrictions or
other considerations make it difficult or impossible for U.S. companies to
enter into business in a particular country, that opportunity will be taken
advantage of by businesses of other countries.

Historically, it has been assumed that U.S. business dominates world
markets. Statistics for recent years indicate that this dominance no longer
exists. The relative position of U.S.-based multinational companies has de-
clined significantly. During the past ten years, foreign-based companies,
especially those from Europe and Japan, have become increasingly competi-
tive with U.S. companies in international markets.

More important, since the mid-1960s, an important trend has developed:
foreign-based companies have been rapidly overtaking and replacing U.S.
companies in their relative position as the major commercial forces in the
world.

We recognize that there are many factors which enter into this result,
including the rapid economic recovery of Japan and European countries from
World War II, the varying effects of changing economic factors, such as
government fiscal policies, inflation, depression, currency adjustments, etc.,
as well as important political factors.

We do not pretend to quantify any of these factors, but wish merely to
present a picture of what has happened to the relative position of U.S.-based
international companies in relation to their foreign-based international and
local competitors as that position appears today and as the trend to the cur-
rent position has occurred over the past five to ten years.

All of the data used in arriving at our comparisons have been taken from
statistics published by recognized sources: the Commerce Department;
Fortune; the London Times; the International Economic Report of the
President; the OECD; the World Bank and the Financial Post (Canada).

I
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Share of Worldwide Sales by U.S. Companies

The trend in competitive ability of U.S. companies vis-i-vis foreign com-
panies can be clearly demonstrated by a review of annual sales of the 100
largest firms in the world. The table below shows that, in 1965, 68 U.S.
corporations were among the 100 largest companies in the world, ranked by
sales. By 1976 (the latest year for which these statistics are available), the
number of U.S. companies in the top 100 had dropped to 48.

DISTRIBUTION OF THE WORLD'S 100 LARGEST

INDUSTRIAL COMPANIES

(Ranked by Sales)

Number of Companies
1965 1970 1973 1976

U.S.-based companies .............. 68 63 49 48
Foreign-based companies ............ 32 37 51 52

Total companies .............. 100 100 100 100

Source: Fortune, various issues.

Note: Appendix A provides a summary of the number of companies by
country.

If oil companies in the top 100 are excluded, the decrease is from 57 in
1965 to 33 in 1976. This represents a reduction of 22 percentage points
(from 66% to 44% of the total number of companies).

DISTRIBUTION OF THE NONPETROLEUM COMPANIES
AMONG THE WORLD'S 100 LARGEST

INDUSTRIAL CORPORATIONS

(Ranked by Sales)

Number of Nonpetroleum Companies
Among 100 Largest

1965 1970 1973 1976

U.S.-based companies .............. 57 49 36 33
Foreign-based companies ............ 30 33 45 42

Total nonpetroleum companies ...... 87 82 81 75

Source: Fortune, various issues.

Note: Appendix B provides a summary of the number of companies by
country.

These tables demonstrate graphically that U.S. companies are being dis-
placed by foreign companies as worldwide leaders in their industries.

4
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Also during the period 1965-76, sales of the 50 largest foreign industrial
companies increased 440% (from $68.4 billion in 1965 to $369.2 billion in
1976), whereas the corresponding increase for the 50 largest U.S. companies
was only 230% (from $147.2 billion in 1965 to $487.0 billion in 1976).
Put another way, in 1965 total sales of the foreign companies were 46% of
the sales of their U.S. counterparts; by 1976 the foreign companies' sales
had increased to 76% of the U.S. companies' sales.

Most of these large companies, which compete with U.S.-based companies
in world markets, are based in Europe (primarily West Germany) and Japan.
The only other major country that showed a decline in competitive position
was the United Kingdom.

Share of Worldwide Assets of U.S. Companies

The relative growth and related competitive ability of U.S. companies also
are indicated by the trends in the relative amounts of total assets of U.S.
industrial (nonpetroleum) companies and their foreign competitors. The
table below shows the growth in total assets of the ten largest U.S.- and
foreign-based companies (ranked by 1976 sales). Since 1965, the combined
total assets of the ten largest foreign companies grew by 388%, whereas the
ten largest U.S.-based companies grew by only 152%. Put another way, in
1965 total assets of the foreign companies were 35% of the total assets of
the U.S. companies; by 1976 the foreign companies' assets were 67% of the
U.S. companies' assets.

COMPARISON OF COMBINED TOTAL ASSETS OF THE TEN
LARGEST FOREIGN- AND U.S.-BASED NONPETROLEUM

INDUSTRIAL COMPANIES

(Ranked by 1976 Sales)
Combined Total Assets

1965 1970 1973 1976
(In Billions)

Ten largest foreign-based
companies-
Combined total assets .......... $15.6 $33.2 $54.0 $ 76.2

Percentage increase over 1965.. . -% 113% 246% 388%

Ten largest U.S.-based companies-
Combined total assets .......... $45.1 $65.9 $89.4 $113.6

Percentage increase over 1965. - % 46% 98% 152%

Source: Fortune, various issues.

Note: Appendix C provides a breakdown of the names and countries of
incorporation of the companies included above.

5
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A similar trend is apparent with respect to commercial banks. The follow-
ing table shows that the number of U.S.-based commercial banks included in
the top 50 banks in the world in 1970 was 15; by 1976, that number was
reduced to 10, dropping the U.S. position in the top 50 banks by 10 per-
centage points. Those 10 percentage points were picked up largely by banks
in Europe (See Appendix D).

DISTRIBUTION OF THE 50 LARGEST COMMERCIAL BANKS
IN THE WORLD
(Ranked by Assets)

Change inPerent o
Number of Banks Totao

1970 1973 1976 1970-76

U.S.-based banks .................... 15 12 10 (10% )
Foreign-based banks ................. 35 38 40 10

Total banks .................... 50 50 50

Source: Fortune, various issues.
Note: Appendix D provides a summary of the number of banks by country.

Relative Net Income of U.S. Companies
The relative competitive ability of U.S. companies is also indicated by the

trend in their net income as compared with that of their foreign competitors.
The following table compares the totals of the net income of the 50 largest
U.S. and foreign companies for 1965 and for 1970, 1973 and 1976. Net
income of the 50 largest foreign companies by 1976 had increased by 254%
over the net income in 1965. The corresponding increase for U.S. companies
was only 126%. In summary, the table indicates a substantial increase in the
relative net income earned by foreign companies vis-&-vis U.S. companies in
the last few years from 24% of the profits of the U.S. companies in 1965 to
37% in 1976.

COMPARISON OF NET INCOME OF 50 LARGEST U.S. AND
50 LARGEST FOREIGN INDUSTRIAL COMPANIES

(Ranked by Sales)
Net Income

Foreign U.
Compare Conslen

(In Miiom)

1965 .......................... $2,651 $11,112
1970 .......................... 3,974 11,082
1973 .......................... 8,587 20,523
1976 .......................... 9,390 25,188

Percentage increase from 1965 to 1976 254% 126%

Source: Fortune, various issues. (Details on methods of consolidation of
affiliates can be found in specific issues of Fortune.)

6
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Share of Gross National Product

The following tabulations indicate that the U.S. share of world production
of goods and services has also declined in recent years. Some decline of the
U.S. and other developed countries is to be expected in view of the com-
mercial development of the many underdeveloped countries in the world,
and such a trend should be considered desirable. However, beginning in the
early 1970s, the decline in the U.S. share of world gross national product
(GNP) accelerated substantially.

U.S. Share of GNP

The accompanying table shows the percentage of the world GNP for
major segments of the world for selected years during the period 1960 to
1975. The U.S. share of the world GNP in 1960 was approximately 34%;
by 1975 it had declined to only 25%.

UNITED STATES

EEC (excluding U.K.)

UNITED KINGDOM
JAPAN

ALL OTHER

TRILLION U.S. S

Percentage Share of World
100% 100%

1960

$1.5

31.2

14.2

4.5
3.9

46.2

1965

$2.2

Source: International Economic
Commerce Department
Sheet, OECD, Jan. 1978.

Report of the President. 1976 (based on
statistics); 1977 World Population Data

7

GNP
100%

30.7

15.8

3.8
6.2

43.5

1970

$3.2

100%

25.0

17.6

3.6
8.3

45.5

1975

$6.0
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From the foregoing table (and Appendix G which further analyzes relative
GNP changes), it is apparent that the nine percentage point decline in the
U.S. share has been taken over by the countries in which our major commer-
cial competitors are domiciled, European Community countries other than
the United Kingdom (an increase of nearly five percentage points) and Japan
(an increase of over five percentage points). Among the major countries, the
only country other than the United States showing a significant decline was
the United Kingdom.

U.S. Per Capita Share of GNP
The following table shows the GNP per capita for each of several years

during the 1960-75 period. The countries included are West Germany,
France, Japan, the United Kingdom and Italy. The statistics show that per
capita GNP in West Germany was less than half that of the United States in
1960 but is only slightly below that of the United States as of 1975. Japan's
per capita GNP relative to the United States has grown from 15% to 63%;
France's per capita GNP has grown from 45% to 82% of the United States.
If these trends continue, GNP per capita in West Germany, France and
Japan will eventually exceed that in the United States.

GNP Per Capita as a Percentage of U.S.

United States= 100%
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The increased shares, of GNP of our competitors have apparently been
converted to real gains for the residents of their countries. Historically, the
GNP per capita of the United States has been substantially greater than that
of other countries in the world including developed nations.

Summary of Present Competitive Position

We believe the preceding data, all of which have been extracted from
accepted and reliable published sources, show that the relative position of
U.S. companies in international markets has declined during the past five to
ten years. Since 1970, that decline has been substantial. The data shows that
competition faced by U.S. companies in overseas markets is of substan-
tial economic strength; it shows further that the larger companies outside
the United States are growing faster than their U.S. counterparts.

Very importantly, it is quite apparent that significant markets exist outside
the United States. If U.S. companies are to avoid relative growth stagnation,
they must participate in those foreign markets.

Presence of Locally Based Competition

While the above data clearly illustrate the change in position of U.S.
international companies in relation to foreign-owned international companies,
they do not tell the full competitive story. In every major national economy in
the free world, competition is provided by local companies (large and small)
as well as international companies. Many of the local competitors are sub-
stantial in size and economic strength while not reaching the size or scope of
operation of Fortune's 100 foreign companies. Such companies as R.W.E.
Rheinisch of Germany and the Imperial Group of the United Kingdom,
although not in the top 100 world companies, are strong competitors for
U.S.-owned companies.

This point can be demonstrated rather simply by examining the local
companies and their economic strength in major countries in which U.S.
business has historically placed most of its foreign investment. Appendix E
shows the breakdown of U.S. industrial investment patterns (excluding
petroleum) in other countries.

The first six countries in Appendix E, excluding Switzerland, are the situs
of over 55% of U.S. foreign direct investment. Switzerland should not be
looked upon as a significant situs of investment because much direct invest-
ment made in Swiss companies represents businesses owned in other countries
through Swiss companies rather than the ownership of an operating busi-
ness in Switzerland. It is interesting to note that three of the six (United
Kingdom, Germany and France) are also the home base for 27 of the top
100 industrial companies of the world as shown in Appendix A. Thus when

9
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U.S. international business invests in those countries it is meeting many of
its largest competitors on their home grounds.

From various sources, we have accumulated publicly available data
regarding locally based companies with annual sales exceeding $500 million
operating in each of these six countries. The results are extremely interesting
(see Appendix F for details). In Europe over 250 of these sized companies
compete with U.S. business at the heart of U.S.-owned investment there
(France, Germany and the United Kingdom). In Canada, where many
people believe U.S. business monopolizes the economy, there are 30 locally
based competitors of that size. Even in Brazil, a country in a much earlier
stage of development, there are four large locally based competitors. It is
likely the actual number of such sized companies in Brazil is greater but
others cannot be identified because of the unavailability of complete financial
information on many companies. In four of the countries, all except Australia
and Brazil, the largest local company below Fortune's 100 has sales of
about $4 billion or more. Companies of such size must provide strong
competition. Obviously, severe competition is also provided by companies
smaller than those we have summarized, but tabulating data regarding com-
panies with sales below $500 million would seem to be overkill.

PART Il-TAXATION OF COMPETITORS OF
UNITED STATES INTERNATIONAL BUSINESS

In Part I of this statement, we have analyzed the competition faced by
U.S. international business and compared economic trends in that competi-
tive situation. In this part we shall discuss the tax treatment the competitor
companies face and compare it with that U.S. international business would
face if deferral were to be eliminated.

In fully understanding the impact of changing the tax law regarding the
taxation of unremitted earnings of foreign subsidiaries of U.S. business,
we believe you should be informed regarding:

1. The principal unusual income and deduction items applicable in
determining taxable income in countries where U.S. companies prin-
cipally invest.

2. How the world's other major commercial nations tax the foreign
subsidiaries of companies incorporated in their country.

Both of these factors are of great consequence in evaluating the impact of
eliminating deferral since both are involved in determining how U.S. foreign
subsidiaries stack up against foreign competitors.

10
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Principles of Taxable Income Determination in Other Countries

Earlier in this statement we discussed the strength of the competition
faced by U.S. international business with reference to six countries where
over 50% of total U.S. direct investment has taken place. Those six
countries have many unusual features in their tax laws regarding taxation
of income or allowance of deductions.

In establishing tax rules and practices, the government of a county
must take into consideration many factors peculiar to that country, in-
cluding such things as the strength of its currency, local inflationary trends,
local business custom, the local business system, local accounting practices,
the condition of local industry and legal requirements or restrictions. In-
variably, such considerations will mean that that country's income tax system
arrives at a taxable amount for a particular business that is significantly
different from the taxable income on the same business as would be deter-
mined under U.S. rules.

Table I, which appears on pages 12 and 13, summarizes the principal
unusual items of taxable income determination in the six primary nations in
which U.S. business operates. In Appendix H, we have described those
factors for each country in greater detail.

A close review will disclose that there are many types of adjustments to
local country taxable income that could be of great importance. While
some of the adjustments can be looked on as "tax incentives" designed to
attract greater investment, most of them are not of that type. All are simply
reflective of business and economic conditions in the country.

Such deductions as the general write-down of inventory for inflation
(inventory stock relief) and the nondepreciable nature of office buildings
in the'United Kingdom, specific inventory write-downs (base stock allow-
ances and the reserve for price variations) in France, the allowance of
highly accelerated depreciation on machinery (two-year write-off) in
Canada and the monetary restatement of assets in Brazil often have a
significant effect on taxable income in those countries.

Even the special depreciation allowances for machinery in several
countries such as the United Kingdom should not be looked upon merely
as incentives influencing U.S. business to put new investment there. Clearly
with almost 120 local companies with sales in excess of $500 million in
the United Kingdom, such allowances are not established by the government
primarily to influence U.S. investment. Such allowances apply to all busi-
nesses (U.S., local and those from other countries) to encourage replacement
of existing assets as well as the acquisition of new assets as a company's share
of the market grows. They thus significantly affect the local company (the
competition for U.S. business) in its ability to retain and strengthen its posi-
tion in ihat marketplace.

11
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SUMMARY OF MAJOR DIFFERENCES IN TAXATION OF BUSINESS

INCOME AND DEDUCTIONS IN SIX COUNTRIES THAT ARE
IMPORTANT RECIPIENTS OF US. INVESTMENT

Brief DOeiim Of Tax Acmoting Item Aurah
Corporate tax rate ............................. 46%

Arbitrary write-down of inventory allowed:
General write-down allowed ...................
Write-down allowed under specific circumstances ..

Depreciation allowances are significantly different from
U.S. tax depreciation:

Special depreciation allowed on machinery And
equipm ent ...............................

Depreciation of buildings partially not allowed ....
Goodwill amortization allowed ................
Investment tax credit allowed ..................

Tax-free reinvestment of gains from sale of fixed assets
allowed ............ ........................ D

Special reserves allowed to cover estimated losses or
estimated expenses ............................

iazl Canada
30% 42% or

- 48%(1)

D D
D D

D D D
I

D
D

D D

D D

Unedd
Franc" 4 -! 2 Kingdom
50% 44%-61%(2) 52%

D

D



United
Brief Description of Tax Accounting Item Australia Brazil Canada France Germany Kingdom

Other items:
Interest and royalty income taxable (and de-

ductible) only when paid ................... E
Capital gains taxed on limited basis or not at all ... D D D
Foreign and/or export income specially treated ... D D D
Foreign exchange gains/losses partially taxable/de-

ductible ................................ E
Capital maintenance allowance allowed to correct

for inflation ............................. D

Explanation of effect on local country taxable income:
D-Normally decreases it
I-Normally increases it

E--Could either increase or decrease it

Notes:
(1) Canadian Dominion tax rate is 40% on manufacturing business and 46% on other businesses; provincial tax rates generally

average 2%.
(2) German corporate tax rate (ignoring withholding tax) ranges from about 44% when all earnings are paid out as a dividend to

about 61% when no dividends are paid.
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The taxation of all earnings of foreign subsidiaries of U.S. companies
would require the adjustment of local country taxable income to U.S.
standards. Adjustments for items of the type described in Table I would
often substantially change taxable income of the local subsidiary. The im-
pact of such changes wvo.-d clearly affect significantly (in a few cases posi-
tively) the competitive posture of U.S.-owned subsidiaries in that country.

In all cases the requirement to adjust local income to U.S. taxable in-
come standards will result in tremendous administrative problems for both
the taxpayers and the Internal Revenue Service. Neither we, nor anyone we
are aware of, can accurately quantify the impact of such changes on particu-
lar companies or the potentially endless complexities in making them for all
companies. Present determinations of earnings of subsidiaries reported in
U.S. corporate tax returns virtually never involve the refinements that a
determination of U.S. taxable income would call for. Because of the
complexities of revising foreign subsidiary income to a U.S. tax base and
for many other reasons not discussed here, we strongly disagree with the
assertion by the Administration in its report that the elimination of deferral
will "permit the simplification of U.S. rules relating to the taxation of
foreign income." The Internal Revenue Code might be simpler as a result
but the administration of the Code by the Internal Revenue Service and
the taxpayers will be exceedingly more complex. We would emphasize,
however, that we strongly endorse overall simplification of the Code as a
general principle.

When competing with all businesses in any country, U.S. international
business must be able to operate under the economic, business, legal and
political conditions in that arena. A vital part of those conditions is the tax
rules prescribed by the law of the country. Taxing the profits of a controlled
foreign subsidiary based on U.S. taxable income rules would completely
vitiate the imp.,ct of the taxable income rules established by the local
country. Far more importantly, however, it would put U.S.-owned sub-
sidiaries in a substantially worse competitive position than that available
to every other company operating there.

Taxation of Foreign Business by Other Countries

As illustrated above in the section regarding competition, the large foreign
international companies are generally headquartered in a handful of countries
which are the major commercial bases from which their operations historically
originated. Generally, such companies have originated in Belgium, France,
Germany, Italy, Japan, The Netherlands or the United Kingdom. As U.S.
international business operates around the world, it often competes with
subsidiaries and branches of companies of those nations. In 1975, we
submitted to your Committee a study of how those countries tax their inter-
national business. We have now updated that study. The specifics of each
country's approach to such taxation as described in Appendix I and are
summarized in Table 2.

14
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TABLE 2

TAXATION OF INTERNATIONAL BUSINESS
Does Country Tax Profit of Foreign Subsidiary

Are Foreign
When Earnings Is Fortign Earnings Taxed

Home When Paid as of Foreign Tax Credit as a Practical
Country Unremitted Dividends Branch Given Matter

Belgium No No No Not Needed No
France No No No Not Needed Nc
Germany No( 1) Yes Yes Yes No
italy(2) No Yes No Partially Partially
Japan No(I) Yes Yes Yes No
The Nether-

lands No No Yes Yes No
United

Kingdom No Yes Yes Yes No

Notes:
(1) Germany has limited Subpart F-type provisions. Japan will enact

limited Subpart F-type provisions effective April 1, 1978.
(2) Italy only taxes foreign branches that do not have separate manage-

ment and accounting. It allows foreign tax credits for taxes paid on
branch income and for withholding taxes, but not indirect credits, on
dividends.

Foreign Subsidiaries
Four countries (Germany, Italy, Japan and the United Kingdom) tax

dividends from foreign subsidiaries of their companies but do not tax the
unremitted earnings of such subsidiaries. For exchange control reasons, the
Bank of England requires U.K. companies to remit annually to the U.K.
two-thirds of the combined profits of overseas subsidiaries. The parent com-
pany, however, can select the subsidiaries from which the dividends are to
be paid, thus allowing it to minimize taxation of the dividends. Two countries
(Belgium and France) tax the dividends of the foreign subsidiaries, but only
on a very limited basis; they also do not tax unremitted earnings of such
subsidiaries. The Netherlands does not tax either foreign subsidiary dividends
or unremitted earnings of those subsidiaries. In addition, Japan, Italy,
Germany, France and The Netherlands, in various ways, allow tax deductions
for part or all of the losses of foreign subsidiaries or branches of their national
companies or capital investments in foreign subsidiaries. Germany taxes in-
come of a Subpart F nature in a manner similar to the United States. Japan
is proposing to adopt a similar, but more limited, approach, effective April
1, 1978.

Three of the countries that do tax such dividends (Germany, Japan and
the United Kingdom) allow a foreign tax credit equivalent to our deemed
tax credit under Section 902 of the Internal Revenue Code. Italy does not
have a deemed tax credit but only subjects such dividends to partial taxation
and grants a credit for withholding taxes subject to some special limitations.

15
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There are variations in the mechanics of each country's provisions relating
:o the determination of indirect foreign tax credits. The U.K. provisions are
more liberal than those of the United States. The provisions of Japan and
,Germany are somewhat less liberal.

The combination of existing legislation and general government attitude
in many countries encourages the utilization of tax-haven-type holding com-
panies as a way to minimize or eliminate taxation of dividends from the
foreign subsidiaries in some of the countries. The large Japanese trading
companies regularly have utilized such vehicles in their operations but will
be restricted in such activities in the future because of the anticipated new
Subpart F-type rules in Japan.

The attitude of the Italian government is so favorable to this approach
that government-owned industrial enterprises, such as Istituto Ricostruzione
Industriale, Ente Nazionale Idrocarburi and Istituto Mobiliare Italiano, utilize
such tax-haven holding company organizations in their corporate group. In
the United Kingdom, it is possible to establish a corporation that operates
and is managed totally outside the United Kingdom and which is, therefore,
a nonresident. Such a corporation, although a legal entity of the United
Kingdom, is not subject to U.K. tax on its foreign income. Also, U.K. com-
panies are able to utilize holding companies in tax-haven countries to own
foreign subsidiaries.

Foreign Branches
While this statement does not place emphasis on the question of taxation

of direct operations in another country by a U.S. corporation, the approach
to such taxation by the seven countries in our study is relevant in the con-
sideration of the competitive effect of U.S. tax laws, since a tax on unremitted
foreign subsidiary earnings would create the same result as the present U.S.
tax on foreign branch earnings.

Overall, the seven major countries are less restrictive than the United
States in taxing foreign branches of locally incorporated companies. Japan,
The Netherlands and the United Kingdom tax such branch operations in a
manner similar to the United States. In each case, a foreign tax credit is
given for taxes incurred in the country of operations. The Dutch credit is
determined to be at the rate of the Dutch corporate income tax regardless
of the rate of tax actually paid. Thus, effectively, no tax is applied by the
Dutch government on the branch income.

As a general matter, by tax treaty, Belgium and Germany do not tax
branches of their corporations in other treaty countries. It is our understanding
that eventually most of the European Common Market (EEC) countries will
establish such treaty provisions with the other EEC countries. The necessary
treaty changes will probably take several years. When this occurs, it will
mean that, as a general matter, only the country of operation will tax the
branch. France, as a matter of tax policy, does not tax foreign branch
income.
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Italy does not tax branch income for purposes of the local income tax, if
the branch has separate management and accounting; Italy does tax branch
income for purposes of the national corporate tax with a foreign tax credit
allowed subject to certain special limitations. Branch losses are deductible
for purposes of the national tax. Thus, effectively four of the seven countries
do not tax the income of foreign branches.

Both France and Germany have provisions in their laws that allow the
home office to deduct start-up losses that are incurred in the otherwise
nontaxable branch. In each case, there is a provision for recapturing the
amount of the loss as profits are earned in later years by the branch.

PART Ill-COMMENTS REGARDING
ADMINISTRATION PROPOSAL

Because of our firm belief that any significant change in the taxation of
the earnings of foreign subsidiaries would be highly detrimental, we do
not believe it appropriate to offer comments regarding the specific features
of the Administration proposal. We do have some strong disagreements
with several basic arguments supporting the proposal, however. Our com-
ments below refer to the page in The President's 1978 Tax Program, dated
January 30, 1978, on which the argument appears.

Use of Foreign Subsidiary Based on Business Considerations
The "concept of deferral" is not founded on the artificial factor that

arbitrarily treats the use of a foreign legal entity differently from the use of a
domestic one (pages 282-3). It is founded on the basis that the legal
jurisdiction of U.S. taxation extends to U.S. citizens (corporate or indi-
vidual), U.S. residents (corporate or individual) and income earned in the
United States. Thus, U.S. law taxes U.S. citizens or residents on all of their
income and income earned in the United States by whomever earns it, citizen
or foreigner. Under those sound jurisdictional rules, income earned by foreign
corporations from business carried on in other countries should not be subject
to U.S. tax when earned. The Subpart F provisions are an exception that was
established to deal with abusive situations.

Even if the basic proposition was sound, the Administration's argu-
ments supporting the proposal are unsound when it contends (pages 286-7)
that U.S. companies establish foreign subsidiaries principally for tax reasons
such as to utilize tax inducements in other countries or to manipulate profits
through improper pricing of goods and services. It further contends that
the interposing of a foreign corporate entity between the overseas opera-
tion and the U.S. Treasury generally is a major objective in the establish-
ment of a foreign corporation by U.S. international business (page 283).

Our experience is almost wholly contrary to such a contention. While
occasionally such an objective is key in the establishment of a foreign sub-
sidiary, as a general matter, U.S. taxes are of little significance in the
decision.
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It has been our experience that decisions to enter into substantial busi-
ness activities in other countries are not primarily tax-oriented decisions.
Taxes are certainly a factor in such decisions as they are in similar decisions
within the United States. However, the strong preference among U.S. busi-
nesses is to make investment at home and only invest in other countries
when available business can only be served through such an investment.
It is much easier to serve a market from the United States than it is to get
involved deeply with foreign currencies, different legal and tax systems,
different labor rules and practices, new sets of government regulations and
restrictions and the many other differences that exist in the economic,
social, political and cultural conditions in other countries. Even the service
industries (architects, engineers, bankers, construction companies, etc.),
which can only carry on important parts of their work at the work site,
are normally organized to do as much basic work as possible at home where
their pool of experienced talent is located. That basic work is then supple-
mented and implemented at the site of the project. Many factors are in-
volved in the preference to operate from the United States, a key one being
the need to allocate and utilize three very scarce commodities--capital,
technical skills and management talent.

The selection of the type of legal entity to be used when a new foreign
operation is found to be necessary is invariably a natural consequence of
the business activity involved. Such business considerations as having a
local country identification in the marketplace, the need to deal with
the local government perhaps as a customer, the ability to qualify for
potential local government grants and loans, in some countries the legal
necessity of obtaining government approval to operate, the need to have
local investors, and many others often are decisive in the decision to
utilize a foreign corporate subsidiary. We have often seen situations where
there are distinct U.S. tax benefits in utilizing a U.S. subsidiary but where
the other business considerations are paramount and a foreign subsidiary
is used.

Real Competition of Concern Is from Other Countries
In discussing the general subject of competition, the report entirely misses

a key point. It focuses on competition in the United States for investment
capital and funds (pages 283 and 284). The real competition to be con-
cerned about is from other countries and is faced in other countries. If, through
the elimination of deferral, U.S. international business is forced to withdraw,
partially or totally, from overseas markets, as we discussed above, the com-
petitors will be strengthened and eventually their economic strength will be
faced in the United States. How meaningful might be the consequences of
such a change?

This answer to this question can be provided through a simple illustration.
Any knowledgeable person will agree the U.S. petroleum industry is the
strongest in the world and the strength of that industry has been substantially
increased by its international business. Regardless of how critical a person's
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views might be of that industry, even the harshest critics could not in good
conscience believe it would be better for the U.S. if that strength were held
today by companies of other nations. If, in the 1950s and 1960s, U.S. tax
rules had forced the U.S. petroleum industry out of exploration and
development in the Middle East, Indonesia, etc., and left that development
to companies of other countries, clearly the U.S. energy problem today would
be much more critical than it is.

Tax Treaties Will Not Repair the Damage
The Administration proposal advocates the use of tax treaties to (1)

negotiate on an individual country basis the continuation of deferral (pages
290 and 295) and (2) protect U.S.-owned foreign subsidiaries against
retaliation by the local country should deferral be eliminated (pages 289-90).
Anyone familiar with the present U.S. tax treaty picture would seriously
question proposition (1) above. In order to evaluate it, an understanding of
the treaty picture is important.

Presently, the United States has 22 tax treaties in effect even though there
are over 120 nations in the world; by way of comparison, France has 39
treaties and the United Kingdom has 72. Presently, the United States has
eight treaties which have been signed but not ratified. Five of those were
signed in 1975 or 1976; two were signed pror to 1968. Announcements
have been made through the years by the U.S. Treasury regarding negotia-
tions for 21 other new treaties and revisions of seven existing treaties.
Thirteen of those announcements were made prior to 1971 and nothing has
been completed on them to date. Only four of these announcements have
been made since 1975.

A number of existing U.S. tax treaties contain specific provisions that
would apparently be breached by the enactment of the President's proposal.
To illustrate, the treaty with Germany (Article II(I)) reads as follows:

"Industrial or commercial profits of an enterprise of one of the con-
tracting States shall be exempt from tax by the other State unless the
enterprise is engaged in trade or business in such other State through a
permanent establishment situated therein .. "

Rephrased, this sentence says that the United States will not tax the business
profits of a German company unless the German company carries on business
through a branch in the United States. Since the President's proposal, if
enacted, would clearly tax the profits of a German subsidiary, that enact-
ment would appear to violate the treaty. Under the circumstances, the German
government would be justified in contending the treaty was no longer
applicable. Thus the Treasury could find itself having to renegotiate several
treaties because of their being violated. Further it would appear the renegotia-
tion position of the United States would be one of weakness because of its
unilateral violation.

The history of existing treaties certainly cannot give one great confidence
that new treaties or treaty revisions could be negotiated in any reasonable
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time frame which would provide the necessary relief to the competitive
Damage that the elimination of deferral would cause. Further, the act of
taxing earnings of their subsidiaries through an extraterritorial application of
U.S. tax law may so exacerbate our relations with some countries as to make
normal treaty negotiations impossible. Such a result would be a certainty
for many of the countries whose treaties would be violated by the President's
proposal.

The lack of treaties in effect and the slowness in the treaty negotiation
process would clearly limit the Treasury's ability to protect against retalia-
tion through the treaty vehicle. Without an existing tax treaty, the U.S.
government would have much less ability to influence the other government's
actions in the area. Recent experiences in many areas of international nego-
tiations (international monetary management, import reductions, arms sales,
nuclear facility proliferation, etc.) certainly offer reasons to question the
U.S. government's ability to accomplish a significant change in the posture of
many governments on an expeditious basis, particularly where the U.S.
government has so many potential areas of intercountry agreement.

When the Administration fears retaliation by other countries if deferral is
eliminated, it fails to recognize the real economic facts of international
business. Action by the local subsidiary, not the foreign government, is more
likely to cause a loss of the local tax benefits. For example, where tax deduc-
tions allowed by a country represent an acceleration of a future deduction,
such as the United Kingdom's 100% depreciation allowance for new machin-
ery, the U.S. subsidiary in that country probably could not afford to take
advantage of that deduction. Since the United States would be taxing the
other country's (U.K.) Jr-come after allowing a deduction for normal U.S.
tax depreciation, the foreign subsidiary may best be able to protect its
economic position by not taking advantage of the special (U.K.) accelerated
depreciation in order to not have to pay double tax on the income.

Unanticipated By-product of Proposed Change

Finally, the Administration's proposal contains an important by-product
that could be a disaster for many U.S. international companies. Con-
ceptually, the U.S. parent would be required to report as taxable income
the "gross income" of its foreign subsidiaries. The finalized regulations
under Section 1.861-8, which were issued in 1977, significantly limit the
foreign tax credits of many U.S. companies. Those regulations use "foreign-
source gross income" of the U.S. company as a key factor in limiting
the credit. The "foreign-source gross income" of virtually every U.S. inter-
national company would be substantially increased by the proposed elimina-
tion of deferral. The net result would be a much greater overall loss of
foreign tax credits under these regulations than previously. Thus the com-
petitive posture of U.S. international business would be further weakened
indirectly by these mechanics in addition to the direct weakening from the
elimination of deferral itself.
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APPENDIX A
DISTRIBUTION OF THE WORLD'S 100 LARGEST

INDUSTRIAL COMPANIES

(Ranked by Sales)

COunry

United States .........
West Germany .......
Japan ..............
France .............
United Kingdom ......
Italy ...............
The Netherlands ......
O ther ..............

Total Companies..

Number of Companies

1965 1970 1973 1976

68 63 49 48
12 10 12 12
2 8 II 11
3 3 9 8
9 7 6 7
2 3 3 3
1 2 3 2
3 4 7 9

100 100 too 100

Source: Fortune, various issues.

APPENDIX B

DISTRIBUTION OF THE NONPETROLEUM COMPANIES
THAT ARE AMONG THE WORLD'S 100 LARGEST

INDUSTRIAL CORPORATIONS

(Ranked by Sales)

Couny
United States ................
West Germany ..............
Japan .....................
France ....................
United Kingdom .............
Italy ......................
The Netherlands .............
O ther .....................

Total Companies ........

Source: Fortune, various issues.

Number of Companies
1965 1970 1973 1976

57 49 36 33
12 10 12 12
2 8 11 10
3 2 7 6
8 6 5 6
2 2 2 2
1 2 3 2
2 3 5 4

87 82 81 75
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COMPARISON OF COMBINED TOTAL ASSETS OF THE 10 LARGEST
FOREIGN- AND U.S.-BASED NONPETROLEUM INDUSTRIAL COMPANIES

(Ranked by Sales in 1976)

Foreign-8med Companies Country

Unilever ...................... United Kingdom ....
Philips' . ................... The Netherlands ....
Renalt ...................... France ............
Hcechst ...................... West Germany ......
Basf ......................... W est Germany ......
Daimler-Benz .................. West Germany ......
Volkswagenwerk ............... West Germany ......
Bayer ........................ West Germany ......
Nippon Steel .................. Japan .............
Siemens ...................... West Germany ......

Total assets of the 10 largest foreign corporations .

US..Based Companies

General M otors ..................................
Ford M otor .....................................
International Business Machines .....................
G eneral Electric ..................................
Chrysler ........................................
International Telephone & Telegraph ..................
U .S. Steel .......................................
E. I. du Pont de Nemours ..........................
W estern Electric ..................................
Procter and Gamble ..............................

Total assets of the 10 largest U.S. corporations ......

1965

...... $ 3,105

...... 2,728

...... 524

...... 1,157

...... 1,051

...... 556

...... 1,137

...... 1,165

...... 2,778
1,401

...... $ 15,602

....... $ 12,586

....... 7,597

....... 3,745
....... 4,300
....... 2,934
....... 2,022
....... 5,452
....... 2,848
....... 2,303
....... 1,337

....... $ 45,124

Total Assets
1970

$ 3,952
5,273
1,362
3,585
3,279
1,227
2,445
3,252
5,772
3,099

$ 33,246

$ 14,174
9,904
8,539
6,310
4,816
6,697
6,311
3,567
3,744
1,855

$ 65,917

Source: Fortune, various issues. (Details on methods of consolidation of affiliates are available in

1973

$ 5,676
8,557
1,818
5,879
4,841
2,161
4,793
5,020
9,082
6,184

$ 54,011

$ 20,297
12,954
12,289
8,324
6,105

l3,133
6,919
4,832
4,828
2,687

$ 89,368

specific issues of

1976

$ 7,794
12,245
2,733
8,754
6,579
3,566
6,144
8,517

11,625
8,230

$ 76,187

$ 24,442
15,768
17,723
12,050
7,074

11,070
9,168
7,027
5,178
4,103

$113,603

Fortune.)
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DISTRIBUTION OF THE 50 LARGEST COMMERCIAL
BANKS IN THE WORLD

(Ranked by Assets)

Comoy

United States ...
West Germany .
Japan ........
France ........
United Kingdom
Italy .........
The Netherlands
Switzerland ....
Canada .......
Brazil ........

Total Banks

1970

15
4

. . 11
*. . , 13

3
5
4

3
4

.. 0

Number of Banks
1973

12
7

14
4
4
5

3
1

50

1976

10
7

12
5
4
2
3
2
4
1

50

Source: Fortune, various issues.

APPENDIX E

DIRECT FOREIGN INVESTMENT OF THE U.S.
BY COUNTRY-END OF 1975

Cemery
Canada .............
United Kingdom ......
Germany ............
Switzerland ..........
France ..............
Brazil ..............
Australia ............
M exico .............
Belgium-Luxembourg ..
The Netherlands ......
Other countries .......

Total .......

(Excluding Petroleum)
Amount($ M1ll0m)

............ 24,946

............ 10,092

............ 6,589

............ 5,109

............ 4,821

............ 4,271

............ 4,202

............ 3,156

............ 2,926

............ 2,224

............ 30,026

............ 98,362

Source: U.S. Department of Commerce Survey of Current Business.

24

Pemat
of Total

25.4%
10.3
6.7
5.2
4.9
4.3
4.3
3.2
3.0
2.3

30.4

100%

. . .I . . . . .

.. t. .. .. .

..... °...,.

.. ........



LOCALLY SITUATED COMPETITORS IN PRINCIPAL COUNTRIES
WHERE UNITED STATES BUSINESS HAS INVESTED (EXCLUDING PETROLEUM)

Percent of
Total U.SInvestam

locatd In
CoM-rYConnery

Canada ..................... 25.4%
United Kingdom .............. 10.3
Germany .................... 6.7
France ...................... 4.9

Brazil ...................... 4.3
Australia .................... 4.3

55.9%

Country'.
Annual Companies With Sales Exceeding $500 MUion (1976)GNPB
(1975) Total No. or a Company Below Fortune 100

(Ballon.) Companies Nam Aunmal Sales
(Miflom.)

$152 30 Canadian Pacific, Ltd ................ $3,965
215 118 Imperial Group ..................... 5,190
409 81 * R.W.E. Rhcinisch-Westfalisches .......... 5,247
304 56 CIE. Generale

d'Electricite ........................ 6,755
107

76
4" Vale do Rio Doce ..................... 864

11 Woolworths .......................... 1,445

*Excluded from both Germany and Brazil is a government-owned resource company which is not a competitor.
Sources: The Times Books of London Times

Financial Post (Canada)
Fortune
World Bank and OECD (GNP Data)

4'

U,



aWORLD GROSS NATIONAL PRODUCT

1960

$ _

Total .................... $1,500 100%

United States .............. 506 34

Canada ..................

Japan ....................

European Community
(excluding U.K.) ........ 192

United Kingdom ...........

All other .................

36 2

39 3

13

71 5

656 43

1965 1970

$ A $ %
(In Billions of U.S. Dollms and Percent of Total)

$2,200 100% $3,200 100%

688 31

48 2

85 4

312 14

99 5

968 44

982 31

80 2

197 6

505 16

121 4

1,315 41

1975
$ _

$6,018 100%

1,507 25

152 2

498 8

1,057 18

215 4

2,589 43

Sources: International Economic Report of the President, March, 1976 (based on Commerce Department Statistics),
World Bank and 1977 World Data Sheet, OECD.
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PRINCIPAL DIFFERENCES BETWEEN U.S. AND AUSTRALIAN
TAX TREATMENT OF CORPORATIONS

Inventories-Inventory valuations at the beginning of the year are adjusted
to reflect inflationary effects. One-half of the percentage increase in the
goods component of the consumer price index for one year is applied to
inventory to revalue it. The difference between the revalued amount and the
original amount is allowed as a tax deduction.

Depreciation-Machinery and equipment is normally depreciable on the
straight-line or 150% declining-balance method. Most new depreciable
plant and equipment is subject to a 40% first-year investment allowance for
assets acquired by June 30, 1978, and 20% for assets acquired thereafter
until June 30, 1983. The allowance does not reduce the asset's cost for
purposes of normal depreciation.

Manufacturing buildings are depreciable on a very limited basis. Other
buildings are not depreciable.

Gain on the sale of a depreciable asset can be applied to reduce the costs
of other depreciable assets frec of tax.

Capital Gains-When property held more than 12 months is sold at a
gain, the gain is not generally included in income if the property was not
sold in the ordinary course of business.

Foreign Income-Generally, foreign income, except dividends, which is sub-
ject to a direct or indirect income tax in the country where it is earned, is
exempt from Australian tax.

PRINCIPAL DIFFERENCES BETWEEN U.S. AND BRAZILIAN
TAX TREATMENT OF CORPORATIONS

Monetary Correction of Financial Statements-Brazilian companies must
restate the value of permanent assets to account for inflationary impact.
Permanent assets include fixed assets, investments in stock and deferred
assets (principally consisting of deferred start-up costs, financing costs and
other costs related to important industrial projects). For each year, both cost
and depreciation (or amortization) are monetarily corrected. Monetary
correction of depreciation is allowed as a tax deduction.

At the same date the monetary restatement of permanent assets is recorded,
a monetary correction of net worth (the stockholder's equity) accounts is
also required.

The monetary correction results of permanent assets and net worth will,
respectively, be credited and debited to a profit and loss account. The net
result will be considered either a deductible loss or taxable gain, with an
option allowed to the taxpayer to defer the taxation in the case of a gain.
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Manufacturing Projects-Upon Brazilian government approval, specific man-
ufacturing projects way benefit from accelerated depreciation on machinery
and equipment for tax purposes (up to three times the normal depreciation
rates). Approved projects qualifying for this accelerated depreciation are
available to encourage investment in particular industries including chemicals,
petrochemicals, pulp and paper, agricultural equipment, road construction
equipment, mining and high technology industries.
Export Incentives-Income derived from the exportation of products manu-
factured in Brazil is exempt from income tax.

PRINCIPAL DIFFERENCES BETWEEN U.S. AND CANADIAN
TAX TREATMENT OF CORPORATIONS

Inventory-Taxpayers may claim a deduction equal to 3% of the opening
inventory.
Depreciation-Assets are placed into asset classes in a manner similar to
ADR, each having its own rate of depreciation with lives generally shorter
than acceptable U.S. lives. For example, machinery and equipment for manu-
facturing or processing of goods can be written off completely within two
years. The amount of depreciation that can be claimed in any year is
flexible, ranging from zero up to the amount normally allowable. All asset
sales are subject to depreciation recapture but, before any recapture is recog-
nized, the sales proceeds are first credited against the total cost of the asset
class until there is no cost remaining.
Investment Tax Credit-Canada allows an investment tax credit of 5%
on new property including buildings. The depreciation base must be reduced
by the amount of the credit.
Goodwill-50% of goodwill purchased may be deducted for tax purposes
using a 10% declining-balance rate.
Reinvestment of Gain on Sale of Building-Proceeds from the voluntary
disposition of business real estate (both buildings and land) may be rein-
vested into new real estate without the recognition of gain or recapture of
depreciation.
Capital Gains-Since Canada adopted a capital gains tax in 1971, all capital
assets (securities, land, buildings, etc.) have a new fair market value for
gains purposes as of December 31, 1971. Normally lower gains are the
result.

PRINCIPAL DIFFERENCES BETWEEN U.S. AND FRENCH
TAX TREATMENT OF CORPORATIONS

Inventory Reserves-1. Base stock allowances-Companies are allowed to
reduce taxable income through an inventory reserve to the extent that price
increases of particular classes of goods exceed 10% over a two-year period.
Any deduction taken must be added back to taxable income at the end of the
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sixth year following the deduction or, for slow turnover inventory, after
twice the inventory turnover period, whichever is longer.

2. A reserve for price variations may also be deducted for tax purposes
when increases in the price of base inventory are determined by world market
price fluctuations. The amounts deducted must be restored to taxable income
in case of a reduction in the world market price.
Profit-Sharing and Investment Reserves-All French enterprises having more
than 100 employees must establish a profit-sharing reserve for the benefit
of employees. The amount of the yearly provision to the reserve is determined
by a formula. The provision is deductible in the following year. At the time
of the provision, an amount is allocated to each qualified employee who
receives that amount five years later.

In addition to the deduction for the profit-sharing reserve, companies are
permitted to deduct amounts credited to a reserve for investments in fixed
assets. The amount that may be deducted as the provision to this reserve
is limited to 50% of that year's profit-sharing reserve provision. Amounts in
this reserve may be transferred to earned surplus after five years from the
date of allocation. The cost of fixed assets acquired with reserved funds may
be depreciated.
Foreign Operations-French companies basically are not taxed on profits
(losses) made through foreign branches or made by foreign subsidiaries and
received as dividends. Despite the nontaxability of the foreign branch
activity, special deductions are allowed for certain start-up costs and funds
invested in underdeveloped countries. Appendix I describes the foreign
income exemptions and allowable deductions in detail.
Depreciation-Most fixed assets, other than real estate, are subject to
declining-balance depreciation. The acceptable straight-line depreciation rates
for machinery, equipment and tools range from 10%-20%. The coefficient
applicable to the declining-balance method for assets with a life in excess
of six years is 2.5.

The acceptable depreciation rate for industrial buildings such as factories
and warehouses is 5%. For commercial buildings, the acceptable rate ranges
between 2% and 5%.
Capital Gains--Capital gains and losses are subject to a series of complex
rules that reduce the tax impact through a lower rate or statutory installment
taxation of the gain. Net short-term losses are deductible. Net long-term
gains are only taxed at 15% provided the gain is credited to a special
reserve. Additional tax (35%) is payable when the gain is distributed as a
dividend.

PRINCIPAL DIFFERENCES BETWEEN U.S. AND GERMAN

TAX TREATMENT OF CORPORATIONS

Inventories-A provision for a reserve for price variations is deductible for
inventories whose cost has increased 10% or more since the previous balance
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sheet date. The reserve, which need not be booked for financial purposes, must
be restored to taxable income within the succeeding six years.

To encourage the stockpiling of specified basic raw materials that are
scarce in Germany, 20% of the cost of such materials, if imported, may be
written off for tax purposes. These write-offs must be booked in the financial
accounts.

Depreciation-60% of the cost of depreciable assets acquired for purposes
of controlling water, air and noise pollution can be deducted in the year of
acquisition. The cost of fixed assets acquired for research purposes may be
written off rapidly with an allowance in the first year of 50% for personal
property and 30% for buildings.

Gains on the sale of fixed assets may be reinvested free of tax in replace-
ment assets or certain other assets during the year of sale or two subsequent
years.

Other Reserves-A tax deduction is permitted for provisions to several re-
serves that are recorded on the books to meet losses or liabilities that are
likely to occur. The reasonableness of the provisions must be proved to the
tax authorities. Specific reserves for which such provisions are deductible
include (1) future pension payments, (2) losses on pending lawsuits and
(3) guarantees.

The reserve for pension payments can include full past-service cost as a
deduction in one year including costs arising from an expansion of benefits.
If the costs from such benefit increase exceed 25% of the prior accrual
balance, the business is allowed to deduct the costs involved over three years.

Foreign Operations-Reserves can be established for investments in foreign
subsidiaries with the provision to the reserve allowed as a deduction and re-
captured several years later. See Appendix I for complete detail of the
reserves allowable.

PRINCIPAL DIFFERENCES BETWEEN U.S. AND
UNITED KINGDOM

TAX TREATMENT OF CORPORATIONS

Inventories-A reduction ef taxable profits is allowed equal to the value
of the increase in inventory for an accounting period reduced by 15% of
taxable trading income. This allows corporations to defer taxation on a
substantial portion of the annual increase in inventory, thus mitigating the
effects of inflation. At present the tax deferral continues until inventory
declines.

Depreciation-In the United Kingdom, depreciation used for financial pur-
poses is ignored for tax purposes and, instead, capital allowances are sub-
stituted. The rates allowed vary greatly depending upon the type of prop-
erty. For machinery and equipment, up to 100% of the cost may be
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depreciated in the year of acquisition, at the option of the taxpayer. Industrial
buildings or structures must be depreciated 50% in the year of construction,
with a straight-line write-off of the remaining basis at 4% per year, begin-
ning with the year of acquisition. Cash grants are available from the govern-
ment for acquiring fixed assets for use in large areas of the country. The
grants do not reduce the depreciable cost.

Generally, commercial buildings such as offices, hotels, etc., are not de-
preciable for tax purposes.

Interest and Royalties-Generally these items are taxed as income (or
deductible as expense) when cash is received (paid) rather than on the
accrual basis.

Exchange Losses--Generally, exchange losses are deductible only when
related to a transaction that flows through the profit and loss statement,
such as a gain or loss on trade payables. When exchange losses are of a
capital nature, i.e., relate to balance sheet items, such as long-term debt, the
exchange losses are not allowed as a deduction. The converse rule applies
to exchange gains.
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TAXATION OF FOREIGN BUSINESS
OPERATIONS BY BELGIUM

Foreign Branch Operations
In principle, a company resident in Belgium that conducts business through

a branch in another country is subject to current Belgian tax on a portion of
the foreign branch profits. Conversely, losses sustained by the branch are
currently deductible against the income of the Belgian company.

The income of a branch located in a country with which Belgium has an
income tax treaty is exempt from Belgian tax. If losses from a branch in a
treaty country have been deducted in Belgium and subsequent profits of the
branch are not taxed in the branch country because of loss carry-overs there,
those profits are fully taxed in Belgium. If the branch is located in a country
that has no treaty with Belgium, the Belgian income tax applicable to this
income is reduced by three-fourths. Foreign income taxes paid are deductible.
The branch income may qualify for this reduction only if the branch is
actually a permanent foreign establishment that maintains separate account-
ing records.

Foreign Subsidiary Operations

If the Belgian company operates in another country through a subsidiary
rather than a branch, profits are not currently taxable and losses are not
currently deductible. Tax at the normal corporate rate is imposed when the
subsidiary distributes dividends. However, 95% of foreign dividends received,
net of foreign taxes, are excluded from taxable income provided the shares in
the foreign corporation have been held for a full taxable year. The remaining
5% of foreign dividends received is considered to represent financial and
administrative expenses included in the recipient corporation's deductions
attributable to this dividend income.

A foreign tax credit of 5% can be applied against the recipient corpora-
tion's tax liability; any excess of the credit over the liability will be refunded.
Dividends subject to the 95% exclusion must be grossed up for the amount
of the 5% foreign tax credit.

The overall effect is that foreign dividends flow through the Belgian cor-
poration to its shareholders without any further corporate tax.

If the shares of the foreign corporation have not been held for a full taxable
year, the net dividend received is taxable. A credit of 15% of that amount
is granted.

Foreign Tax Credit
Normally, a direct foreign tax credit is not allowed when profits from a

branch operation are currently taxable in Belgium. Double taxation of such
foreign income is avoided by the exclusion (or exemption) of the income
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from taxable income by tax treaty or through a tax rate reduction of 75%
in the absence of a treaty. As already described, a limited foreign tax credit
applies when foreign dividends are received.

A fixed foreign tax credit also applies on foreign interest and royalty
payments if such income was taxed in a foreign country. Such interest and
royalties generally are subject to the Belgian corporate tax. Applicable
foreign income taxes are deductible in determining the corporate taxable
income. In addition, a 15% foreign tax credit applies to such interest or
royalty income. The credit is applied against the current income tax liability
of the Belgian corporation. Any excess credit is unusable. No expenses need
be allocated against the foreign-source interest or royalty income.

TAXATION OF FOREIGN BUSINESS

OPERATIONS BY FRANCE

Foreign Branch Operations

In France, the principle of territoriality applies in that only income gen-
erated from activities in France is taxable. A company resident in France
that operates through a branch in another country generally is not subject
on a current basis to French tax on the foreign branch profits. Likewise,
losses sustained by the branch are not currently deductible against the other
income of the French company.

Expenses of starting foreign operations represent an exception to the
general rule relating to the nontaxability of foreign profits. A deductible
reserve for these expenses is permitted; however, this reserve must be added
back to taxable income in equal installments during the sixth to tenth years
following the year of deduction. Start-up costs related to sales and informa-
tion or study offices located in foreign countries generally qualify for this
treatment. The total allowable reserve varies according to the foreign country
involved. For European Economic Community countries, the total allowable
annual reserve is equal to the losses incurred during each of the first five
years, but the amount generally is limited to the capital invested during
that period. For all other foreign countries, except those considered to be
tax havens, the reserve is equal to the capital invested during the first five
years, irrespective of the losses incurred.

A similar tax deduction is available in France for industrial operations in
prescribed underdeveloped countries if prior approval is obtained from the
Ministry of Economy and Finance. The amount of the deductible reserve
must be negotiated with the tax authorities but cannot exceed one-half of
the funds invested in the first five years.

The French law also provides that a taxpayer may enter into an agree-
nent with the Minister of Finance to permit the current inclusion of the
results of foreign branch operations in taxable income. The Minister's consent
is difficult to obtain, and this privilege, called "benefice mondial," has been
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granted to only about 20 entities in France. For these few companies, the
tax paid to the foreign country is creditable against the French income tax
but only to the extent of 50% of the income.

Foreign Subsidiary Operations

Generally, if the French company operates in another country through a
foreign subsidiary, profits are not currently taxable and losses are not cur-
rently deductible. Dividends received from a 10%-or-more-owned sub-
sidiary are not taxable in France. However, expenses equal to 5% of any
dividend received are deemed to be attributable to the tax-exempt income
and are included in taxable income. If the parent incurs and can prove
expenses of less than 5% of the distribution, then the inclusion in taxable
income is limited to this lesser amount. Dividend withholding taxes paid to
the other country are not deductible.

An exception to the noninclusion of subsidiary profits in current taxable
income permits the consolidation of all foreign subsidiaries and branches
in a single tax return. To be included, any subsidiary must be at least 50%
owned. The use of this procedure requires permission of the Minister of
Finance. In practice, this permission is almost never given. A credit is allowed
for foreign income taxes paid up to 50% of the foreign income.

The deduction for losses and subsequent return to taxable income (as
described in the section dealing with branches) is also applicable if the
foreign subsidiary is at least 50% owned. Under those circumstances, current
subsidiary losses can be offset against other taxable French income. French
companies operating outside of France that grant medium-term loans (such
as the sale of merchandise on extended terms) are allowed to establish a
reserve, which is deductible for tax purposes, amounting to 10% of the
amount receivable from the loans.

Royalties or the proceeds from the sale of patent rights received by a
French company are taxable to French entities at a reduced rate of 15%.
This rate applies to royalties resulting from agreements between affiliated
entities when the licensee is a foreign company.

Foreign Tax Credit

The law in France does not provide specifically for a direct or deemed
foreign tax credit since most of the foreign income involved is not taxable.
As previously discussed, there are provisions that allow for the consolida-
tion of all foreign subsidiaries and branches or the inclusion of all branches
in one tax return. In such circumstances, a credit is allowed against the
French tax but may not exceed 50% of the foreign income included in
the return. The limitation is computed on a per-country basis. For unused
credits, there is a five-year carry-over period; if the taxes are not claimed as
a credit during that period, they become automatically deductible.
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A foreign tax credit is allowed for certain withholding taxes applicable to

taxable income if the credit is provided for in a treaty. As an investment
incentive, some treaties provide for a credit higher than the tax withheld.
There is no provision for a carry-over or carry-back of an unused credit.
If it cannot be utilized, it becomes immediately deductible.

French law does not require allocating indirect expenses against foreign-
source income for purposes of a foreign tax credit limitation although direct
expenses are allocable against such income.

TAXATION OF FOREIGN BUSINESS

OPERATIONS BY GERMANY

Foreign Branch Operations

A company resident in Germany that conducts business operations
through a branch in another country is subject to German corporate income
tax on the foreign branch profits on a current basis. Conversely, for corpo-
rate income tax purposes, losses sustained by the branch are currently de-
ductible against its other income.

Generally, where Germany has entered into double taxation treaties with
other countries, the right to tax profits attributable to a permanent establish-
ment rests with the country where such permanent establishment is located.
Therefore, profits from a branch that qualifies as a permanent establishment
are exempt from German tax. Conversely, losses incurred by a foreign branch
located in a treaty country are not deductible for German income tax purposes.

Normally, the transfer of assets from a domestic business enterprise to a
branch or subsidiary in a foreign country requires the disclosure and taxation
of unrealized gain relating to such assets. Under the Foreign Investment Tax
Law, an amount not in excess of such a gain may be transferred to a tax-free
reserve for five years. At the end of this period, the reserve must be credited
to taxable income in annual installments of at least one-fifth of the reserve.

The Foreign Investment Tax Law also allows a German resident company
to apply for permission to currently deduct losses generated by a permanent
establishment located in a country that has a double taxation treaty with
Germany. Permission is granted if the losses are computed according to
German tax and accounting standards. The loss deduction is available only
for corporation income tax purposes and not for the municipal trade tax on
income. To the extent losses have been claimed, subsequent years' profits
from the branch (which would normally be exempt from tax by treaty) are
subject to German tax to the extent the foreign branch is able to utilize the
prior-year losses through a tax loss carry-forward in the local country.
Similarly, any branch loss claimed must be included in German income in
subsequent years if the foreign branch is incorporated, unless the branch
loss carry-forward in the local country is lost through the incorporation.
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Foreign Subsidiary Operations

If the German company operates in another country through a subsidiary,
the profits are not currently taxable and losses are not deductible. Tax is
normally imposed only when dividends are paid. If the operations of a
foreign subsidiary are located in a "developing" country, as defined in the
Developing Countries Tax Act, effectively no tax is levied on the dividends
since the amount of foreign tax creditable against the income is assumed
to be equal to the amount of tax attributable to the dividends.

One exception exists to the basic rule of taxing only remitted earnings.
The income of foreign base companies controlled directly or indirectly
(more than 50% control) by shareholders resident in Germany, and under
certain circumstances by nonresident German citizens, is taxed currently
to the shareh-lders without payment of dividends. A deemed foreign tax
credit is allowed. Foreign base company income is taxed if:

I. The income is subject to an effective tax rate of less than 30% in the
country of operation.

2. The passive income of the foreign company together with foreign
base company sales and services income exceeds 10% of its total gross
income. Foreign base company income below 10% of the foreign
company's total gross income is taxed if the aggregate amount, other-
wise exempt, that is allocable to a German shareholder exceeds DM
120.00.

These provisions, which are similar to the U.S. Subpart F provisions,
were modeled after the U.S. provisions.

Under the German Foreign Investment Tax Law, a domestic corporation
that directly owns at least 50% of the share capital of a foreign corporation
(25% if the foreign corporation is located in a "developing" country) may
establish a tax deductible reserve for that portion of the foreign subsidiary's
losses applicable to investments made after December 31, 1968. However,
the investments made after December 31, 1968, must have (1) increased
the parent's ownership to 50% or more or (2) when added to previous
investments, increased the ownership to at least 50% and (3) must be
at least 5% of the subsidiary's capital. Unincorporated resident taxpayers
may qualify for the same benefit.

There are certain other prerequisites for establishing the tax deductible
reserve. The foreign subsidiary must have income from industrial or com-
mercial activities (leasing or licensing income is nonqualifying). The sub-
sidiary's loss must be computed under German tax accounting rules, and any
foreign tax incentives claimed must be disregarded. Certain documentation
must also be provided to the German tax authorities to prove the loss, and
the foreign subsidiary must authorize the local tax administration to provide
information to the German tax authorities upon request.

The tax-free reserve must be recaptured as taxable income to the extent
subsequent profits are generated by the subsidiary. It must also be recaptured
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to the extent a write-down of the investment is claimed by the parent corpora-
tion or to the extent the reserve is allocable to shares sold by the domestic
corporation. The parent may claim a write-down after a consistent pattern of
serious losses occurs. The reserve must be recaptured in full at the end of
five years after the year in which such reserve was established.

In addition to the above reserves resulting from current losses of a foreign
subsidiary, other reserves may be established for qualifying investments made
in developing countries (that are covered under the Developing Countries
Tax Act) after December 31, 1973, and before January 1, 1979. An extension
of this date is generally expected. A transfer of 40% to 100% of the cost
of an investment to the tax-free developing country reserve is permitted for
six years. At the end of six years, the reserve must be credited to taxable
profits in annual installments of at least one-sixth of the reserve. For invest-
ments in labor-intensive enterprises, the annual installments must equal at
least one-twelfth of the reserve. This reserve may not generate or increase a
tax loss of a resident. It appears that under certain circumstances a deduction
may be allowed relating to the same investment under both the Foreign In-
vestment Tax Law and the Developing Countries Tax Act.

Foreign Tax Credit
German law provides for an extensive system of granting relief from double

taxation through a foreign tax credit where income is subject to tax both
in Germany and another country. The requirements for claiming the credit are
similar to the U.S. rules in that the claimant must be a German resident tax-
payer and the foreign-source income must also be subject to German tax.
The foreign income taxes claimed as a credit qualify only if they are national
taxes as opposed to state or local taxes. All double taxation agreements
concluded by Germany specify which foreign income taxes qualify for the
foreign tax credit and when foreign-source income may be taxed by the source
country as well as Germany.

Those taxes not qualifying for the foreign tax credit may be claimed as a
deduction if allocable to income taxable in Germany.

A limitation on the allowable foreign tax credit must be computed on a
per-country basis similar to the U.S. method. The credit may not exceed
the German tax allocable to the item of foreign-source income. Also, qualify-
ing foreign income taxes are creditable only to the extent they apply to tax-
able foreign-source income from the same tax year.

The foreign-source income includable in the German company's taxable
income is determined after deduction of those expenses incurred directly in
earning that income. Indirect administrative expenses normally need not be
allocated against that income.

Upon application, a foreign tax credit is allowed for the taxes deemed to
have been paid by a foreign corporation. The credit is allowed only if the
resident corporate shareholders own 25% or more of the foreign corpora-
tion's capital shares and the profits received from the foreign corporation
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have been earned through the active conduct of a trade or business. For
dividends received from a qualifying subsidiary with management and legal
situs in a developing country, a hypothetical tax at the German rate is
granted as a tax credit, irrespective of actual taxes paid by the foreign
subsidiary.

If a first-tier subsidiary, which is at least 25% owned by a German
corporation, in turn owns at least 25% of the voting stock of a second-tier
foreign corporation, which also pays dividends, upon application, the dividend
is treated as if received directly from the second-tier subsidiary. This can
occur only if the German corporation's indirect ownership in the second-tier
subsidiary through the first-tier subsidiary is at least 25%. The profits received
from the second-tier subsidiary must be earned through the active conduct
of a trade or business. The mechanics of computing the deemed credit for
first- and second-tier subsidiaries are generally similar to the U.S. method.
The German tax law requires the taxpayer to adjust the foreign subsidiary's
profits to the German accounting standards. The adjustments are similar to
those required by U.S. law.

The treatment of dividends received from a first-tier subsidiary, of course,
depends on the treaty provisions applicable to its country of incorporation.
If the second-tier subsidiary is domiciled in a treaty country, either the
dividend to the first-tier subsidiary is not taxable or, if no such exemption is
provided for in the treaty, the tax credit system described above applies.
In addition, German tax treaties with developing countries mostly have tax-
sparing clauses for dividends, interest and/or royalty payments to Germany.
If the developing country grants a tax holiday or reduces withholding taxes,
the foreign tax credit allowed to the German corporate recipient will be based
upon a higher tax rate than the one actually paid.

TAXATION OF FOREIGN BUSINESS
OPERATIONS BY ITALY

Foreign Branch Operations

Business income in Italy is generally subject to two income taxes: a
corporate tax at a rate of 25% and a local income tax at a rate of 15%. As
the local tax is a deductible item for the corporate tax, the effective overall
income tax rate is 36.25%. A company resident in Italy that conducts
business operations through a branch in another country is subject to the
corporate income tax on foreign branch profits on a current basis. The local
income tax does not apply if the branch has separate management and
accounting. Conversely, losses sustained by the branch are currently deduct-
ible against the other income of the company for corporate tax purposes.
A foreign tax credit can be claimed against the corporate tax for income
taxes paid abroad by the branch.
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Foreign Subsidiary Operations

If the Italian company operates in another country through a subsidiary,
undistributed profits are not currently taxable. Distributed profits are subject
only to corporate income tax, and then only 40% of such distributions are
taxable. Losses sustained by the foreign subsidiary are, in effect, allowed as
deductions for purposes of both the corporate and local income taxes. This
results from a provision in the law that allows a company to reduce the
carrying value of investment not quoted on an exchange by the proportionate
reduction in net book value of the subsidiary as reflected by its latest approved
financial statements. If the subsidiary's stock is quoted on an exchange, a
deduction is allowed to the Italian company to the extent necessary to reduce
the investment to market price, based on the average price during the last
quarter of the year.

Foreign Tax Credit
The foreign tax credit is a new feature of the Italian tax law that became

effective January 1, 1974. Italian corporations that are subject to the
Italian corporate tax on foreign-source income, i.e., dividends, branch profits,
royalties, etc., may claim a credit against Italian corporate tax for foreign
income taxes actually paid abroad.

The credit is allowed only to the extent that the foreign country imposing
the tax reciprocally allows a foreign tax credit. It is limited to the lower of
(I) the actual taxes paid, (2) two-thirds of the corporate tax when the
foreign country also allows a credit on income of the same nature or
(3) 25% of the corporate tax when the foreign country does not allow a
reciprocal credit. For foreign branch operations, the credit can be claimed
for foreign income taxes imposed on branch profits. For a foreign subsidiary
operation, the credit can be claimed for withholding taxes on dividends
paid but not for the underlying foreign tax paid by the subsidiary itself.

TAXATION OF FOREIGN BUSINESS

OPERATIONS BY JAPAN

Foreign Branch Operations
A Japanese company that conducts business operations through a branch

in another country is subject to Japanese tax on the foreign branch profits on
a current basis. A foreign tax credit for taxes paid in the other country is
allowed; the mechanics will be described below. Conversely, losses sustained
by the branch are currently deductible against the other income of the
Japanese company.

Foreign Subsidiary Operations
If the Japanese company operates in another country through a subsidiary

rather than a branch, profits are not currently taxable at the present time
and losses are not currently deductible. Tax at the normal corporate rate is
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imposed when dividends are distributed from the subsidiary with a deemed
foreign tax credit generally being available.

As of April 1, 1978, Japan will tax currently income of certain sub-
sidiaries whether distributed as a dividend or not (a modified form of Subpart
F income). Proposals (not yet in legislative form) indicate the following
rules may be involved:

I. Current earnings (after March 31, 1978) of an overseas subsidiary in
tax-haven countries will be taxed currently with the parent company's
taxable income.

2. A subsidiary in a tax-haven country is defined as a company owned
over 50% directly or indirectly by the Japanese parent company or
its related parties.

3. An overseas subsidiary not carrying on substantial business activity
in the tax-haven country would be taxed unless Japan has a tax treaty
with the country.

4. Tax-haven countries would be countries (including treaty countries)
that have the following conditions:
a. No corporation taxation,
b. An effective tax rate of 25% or less on corporate income or
c. No taxation on offshore source income.

Subsidiary losses create tax benefits recognized only upon liquidation or
bankruptcy of the subsidiary or when there has been a "significant deteriora-
tion" of the value of the subsidiary. A "significant deterioration" occurs when
the value of the original investment has decreased by 50% and there is little
prospect of recovery in the future. If these events occur, the parent company
may, for tax purposes, write down the value of its original investment to
the current value.

The parent company has the option of deducting a reserve for foreign
investments. A reserve of 30% may be claimed in the initial year for invest-
ments in underdeveloped countries. A reserve of 40% to 100% is available
in any country for companies organized to develop natural resources. After
five years, the reserve is restored to income in five annual installments.

Foreign Tax Credit

The Japanese law provides for an extensive system of granting relief through
a foreign tax credit where income is subject to taxation in Japan and another
country. The requirements for claiming the credit are similar to the U.S. rules
in that (1) the claimant must be a Japanese resident taxpayer and (2) the
foreign-source ipcorne must also be subject to Japanese and foreign tax. In
addition, a Japanese resident company that owns at least 25% of the voting
stock of a foreign subsidiary may claim a credit for taxes deemed to have
been paid by the foreign subsidiary when a dividend is received from that
subsidiary. This credit is similar to the U.S. deemed credit under Section 902.
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A limitation on the allowable foreign tax credits must be computed on an

overall basis. Originally, Japanese tax law provided for a per-country linfita-
tion; then the concept of the overall limitation was introduced and the
taxpayer was permitted to elect either method. In 1963, the per-country
limitation was deleted from the law and only the overall limitation remains.

For purposes of computing the overall limitation, any loss incurred by a
foreign branch need not reduce other foreign-source income. This provision
is referred to as the "modified" overall limitation.

In practice, the Japanese authorities do not normally allocate indirect
expenses to foreign income.

The deemed foreign tax credit is allowed for taxes paid by a foreign
subsidiary if the Japanese parent owns at least 25% of the issued and out-
standing stock for an uninterrupted period of at least six months before the
dividend is received. This credit is available upon receipt of a dividend from
a "qualified" foreign subsidiary. To qualify, a foreign subsidiary must carry
on an active business and may not be a tax-haven-type corporation organized
for the purpose of reducing income tax in Japan.

The mechanics for computing the deemed foreign tax credit are similar
to those of the U.S. credit. The ratio of the dividend received to the foreign
income (net of foreign taxes) is multiplied by the foreign tax to determine
the tax deemed paid. The amount of foreign tax deemed paid is included in
the Japanese parent's income and is included in foreign-source income when
computing the overall limitatioii. The deemed credit is allowed only for taxes
paid by directly owned subsidiaries; taxes paid by second- or third-tier
subsidiaries do not qualify.

The Japanese tax law does not require the taxpayer to substantially adjust
a foreign subsidiary's earnings and profits to the Japanese standards when
computing the deemed credit. The profits to be used for computing the
foreign tax credit are either the profits as shown by the foreign financial
statements or taxable income as reflected on the tax return, whichever is
greater. There are certain minor adjustments that should be made regard-
less of whether financial statement income or taxable income is utilized. For
example, if there is any income that is not subject to foreign income tax,
it must be included in foreign-source income for purposes of the deemed
credit calculation.

Unused foreign tax credits may be carried forward to the five taxable years
following the year in which the foreign income taxes are paid or accrued.
Also, the current-year credit may be increased to the extent the foreign
income limitation exceeded available credits during the five previous years.
Thus, either the excess foreign tax credit or the unused limitation can be
carried forward five years. Refunds of prior years' income taxes paid are not
granted; instead, the procedure is simply to increase the foreign tax credit in
the current year by recomputing the Japanese taxes paid on foreign-source
income including that of prior years.
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TAXATION OF FOREIGN BUSINESS

OPERATIONS BY THE NETHERLANDS

Foreign Branch Operations

A company resident in The Netherlands that conducts business operations
through a branch in another country is subject to The Netherlands tax on the
foreign branch profits on a current basis. However, a foreign tax credit for
taxes paid in the other country is allowed; the credit can effectively make the
branch profits tax exempt (the mechanics are described below). Conversely,
losses sustained by the branch are currently deductible against the other
income of the company. However, to the extent branch losses reduce current
taxable income from Dutch sources, the losses wil be recaptured against
future branch profits of the next six years that might otherwise not be
taxed because of the credit. If foreign branch income exceeds total net
income of a Netherlands corporation, the excess may be carried forward as
excludable foreign income in the six following years.

Foreign Subsidiary Operations

If The Netherlands company operates in another country through a sub-
sidiary, the profits or losses of the subsidiary are normally not taxable or
deductible. Any dividends received by the parent corporation are exempt
from tax, provided the parent operates as an integrated business (and not
a pure holding company), owns at least 5% of the share capital of the foreign
subsidiary and the subsidiary is subject to some kind of foreign income tax.
If the subsidiary's income is not subject to foreign tax, dividends it pays are
not exempt from tax.

Foreign Tax Credit
The Netherlands has entered into numerous income tax treaties in order

to avoid double taxation of income. Normally, foreign tax credits are granted
in The Netherlands in accordance with the provisions of these treaties. If no
treaty exists, The Netherlands law includes unilateral provisions for the
avoidance of double taxation.

In theory, a Netherlands corporation is subject to Dutch corporate taxation
on its worldwide income. However, if, in accordance with a tax treaty, an
item of income is excluded from Dutch taxation, a tax credit is granted in
order to comply with the provisions of that treaty. Generally speaking, the
Dutch tax credits are limited to the Dutch tax due on the foreign income.
Under most Dutch treaties, the foreign tax credit is determined by multiplying
the total Dutch tax due on worldwide income by a fraction, the numerator
of which is the foreign-source income and the denominator of which is world-
wide income.

In cases where no tax treaty has been negotiated with a particular country,
a Netherlands corporation may claim a foreign tax credit only on certain
specific types of foreign income, including profits from a foreign branch or
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partnership, income from real estate located outside The Netherlands and
income from loins secured by mortgages on real estate located outside The
Netherlands. The foreign tax credit would be computed as described above.
In determining the allowable foreign tax credit, an overall limitation is utilized
permitting a taxpayer to group all foreign-source income, including losses.

In addition, a foreign tax credit is granted (whether a treaty exists or not)
to a resident corporation against tax due on dividends, interest and royalties
received from a debtor in a "development country," if the dividends, interest
and/or royalties are subject to income tax in the development country. This
tax credit is limited to the lower of the tax levied in the development country
(for dividends limited to 25% ) or The Netherlands corporate income tax
due on the income. There are presently about 100 qualifying development
countries.

Foreign taxes paid on any other type of foreign income are not allowed
as foreign tax credits in the absence of treaties. Where foreign income is
included in taxable income and no tax credit is allowed, any foreign taxes
paid on the income can be claimed as a deduction.

All direct and indirect expenses of earning foreign-source income must
be allocated against that income in computing the applicable foreign tax
credit limitation unless an applicable tax treaty holds otherwise. There are no
specific statutory guidelines on the mechanics of allocating indirect expenses.

The Netherlands law does not provide for the deemed foreign tax credit
similar to the Section 902 credit in the United States since the dividends
involved are not taxed.

TAXATION OF FOREIGN BUSINESS
OPERATIONS BY THE UNITED KINGDOM

Foreign Branch Operations

A company resident in the United Kingdom that conducts business
operations through a branch in another country is subject to U.K. tax on the
foreign branch profits on a current basis. A foreign tax credit for taxes paid in
the other country is allowed; the mechanics are described below. Conversely,
losses sustained by the branch are currently deductible against the other
income of the U.K. company.

Foreign Subsidiary Operations

Assuming the U.K. company operates in another ccurtry through a sub-
sidiary, which is a nonresident U.K. company rather thai: a branch, profits
are not currently taxable and losses are not currently deductible. Tax at the
normal corporate rate is imposed when dividends are distributed from the
subsidiary. Generally, a foreign tax credit is available (see details below).
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The exchange control rules of the Bank of England require annual repatria.

tion of two-thirds of the combined prohts of overseas subsidiaries. The U.K.
parent company may select foreign subsidiaries with high foreign tax credits
from which to pay dividends, if it wishes.

Foreign Tax Credit

The U.K. law provides for an extensive system of granting "double taxation
rclier through a foreign tax credit where income is subject to taxation in
the United Kingdom and another country. The requirements for claiming
the credit are: (I) the claimant must be a U.K. resident taxpayer and
(2) the foreign income must also be subject to U.K. tax.

In addition, a U.K. resident company directly or indirectly controlling not
less than 10% of the voting power of a foreign subsidiary may also claim
credit for the "underlying" corporate income tax paid by the foreign sub-
sidiary when a dividend is paid to the parent. This credit is broadly similar
to the United States deemed credit under Section 902.

If a foreign tax credit is not allowable or not claimed, a deduction for those
taxes (withheld or underlying) may be claimed. The limitation on the allow-
able foreign tax credit claimed must be computed on each separate "source"
of foreign income and the credit is limited to the greater of the foreign tax
or the U.K. tax payable on that particular source of income. The income from
each separate subsidiary or branch is considered a separate source of income.
Because of this rule, there is no overall limitation in the U.K. law. Further-
more, unused foreign taxes may not be carried back or forward to another
year. However, U.K. companies with varied overseas interests commonly
incorporate an overseas holding company, which receives all foreign dividends
from the subsidiaries and thereafter pays a single dividend to the U.K. parent
company. Thus, there is only one source of income for U.K. tax purposes and,
effectively, the averaging of foreign taxes (as the U.S. overall limitation
allows) is possible in the United Kingdom.

The foreign-source income includable in a U.K. company's taxable income
is determined after the deduction of those expenses incurred directly in earning
that income. The allocation of indirect expenses against that income is not
normally required in the United Kingdom.

As mentioned above, a foreign tax credit is allowed for the "underlying
tax" incurred by a foreign subsidiary, provided the U.K. parent company
owns not less than 10% of the voting power of the subsidiary. There is no
restriction on the number of tiers of subsidiaries for which the "ur derlying"
tax credits may be obtained, provided the 10% ownership exists at .ach level
of the chain of ownership. Unlike the United States, the ownership requirement
is examined directly at each tier level and the law is not concerned with the
effective percentage of ownership. For example, if U.K. resident company A
owns 10% of foreign company B which in turn owns 10% of foreign com-
pany C, company A can receive a credit for its proportionate share of the
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underlying taxes paid by companies B and C, provided dividends are paid
through the chain of ownership.

The mechanics for computing the underlying tax credit are generally similar
to the U.S. method of computing the deemed credit for a developed country
corporation. The taxes in the "underlying tax" credit are normally computed-
on an accrual basis adjusted to the amount actually paid. The U.K. tax law
does not -re-tirethe taxpayer to adjust the foreign subsidiary's earnings and
profits to the U.K. standards. Instead, the profits to be used for computing
the foreign tax credit are distributable profits as determined from the foreign
company's financial statements.

Foreign tax credit benefits may be restricted by payments of Advance
Corporation Tax (ACT). ACT is collected as a percentage of dividends paid.
It is creditable in arriving at the annual corporation tax liability subject to
certain limits. Foreign tax credits must be taken into account before crediting
ACT. The impact of the rules involved varies according to the rates of
Qyersea6 :aes, the ratio of overseas to U.K,-source income and the level of
dividends paid. Where the U.K. business has significant foreign-source income
subject to high foreign taxation, part or all of the foreign tax credits will
be lost.
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BARER & MCKENZIE,
ATTORNEYS AT LAW,

Washington, D.C., August 28, 1978.
Re H.R. 13511-Pre-1977 Nonrecourse Debt of Partnerships-Effective Date.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Office Building, Waslhngton, D.C.

DEAR ML STERN: This letter relates to an apparently unintended change in the
effective date of the partnership at risk rules governing nonrecourse debt incurred
prior to January 1, 1977 which may be brought about if H.R. 13511, the Revenue
Bill of 1978, is enacted in its present form.

The Tax Reform Act of 1976 expressly provided in section 213(f) (2) -by rea-
son of a special correction in H. Con. Res. 751-that in the case of partnerships
the new at risk limitations introduced by the 1976 Act as section 704(d), would
apply only with respect to nonrecourse liabilities "incurred after December 31,
1976." Before this special correction the statute provided that the new at risk
rules were to "apply in the case of partnership taxable years beginning after
December 31, 1976." The correction, of course, constitutes a clear-cut Congres-
sional determination to remove from the impact of the at risk limitations all
partnership nonrecourse liabilities Incurred prior to January 1, 1977.

If the partnership at risk rules of section 704(d) are repealed as proposed in
section 210(b) of H.R. 13511, and the general at risk rules are extended, as pro-
posed in section 201(a) of that Bill, a serious question arises as to whether the
pre-1977 nonrecourse liabilities of partnerships -1ll have been made subject to
the at risk rules, desnite their prior statutory exclusion therefrom. Certainly
the language or proposed section 465(c) of the Code, and the following statement
from the report of the Ways and Means Committee regarding its effective date,
would make it difficult to argue that the effective date provisions of section 704
(d), as in effect prior to the enactment of H.R. 13511, retain their original
vitality :

"The amendments made to the at risk rule generally apply to taxable years
beginning after December 31, 1978. Thus, activities and transactions entered into
prior to such taxable years may be subject to the expanded at risk rule even
though they were not subject to section 465 as in effect prior to taxable years
beginning after December 31, 1978." [H. Rep. No. 95-1445. 95th Cong., 2d Sess.,
p. 73.]

I respectfully submit that it would represent highly undesirable legislative
policy to revoke in this manner a statutory grandfather benefit with respect to
preexisting nonrecourse liabilities. Obviously Congress considered those grand-
father rights to be meritorious when it granted them. The considerations war-
ranting the grant of those rights have not lessened in merit. Indeed, the passage
of time has strergthened the reasons for removing pre-1977 nonrecourse debts
from the effect of the at risk provisions. Many important decisions have been
made and significant transactions consummated in reliance upon the rules an-
nounced in section 213(f) (2) of the 1976 Act. If those rules were now to be
reversed it would work a harsh and unfair result upon taxpayers who, we sub-
mit, had a reasonable right to rely on a statutory provision so recently enacted.

In view of the foregoing the Finance Committee is earnestly requested to
modify H.R. 13511 to make it perfectly clear that pre-1977 nonrecourse debts of
partnerships will continue, as provided in section 213(f) (2) of the Tax Reform
Act of 1976. to be unaffected by the at risk provisions of the Internal Revenue
Code.

Sincerely,
MICHAEL WARIS, Jr.

PREPARED STATEMENT or ROBERT BELFER, PRESIDENT OF BELCO PETROLEUM CORP.

StUMMABY

Witness will testify in support of S. 3463, sponsored by Senator Wallop, a bill
to extend until December 31, 1979 to independent producers the legislative grace
period validating foreign tax credits under certain production sharing agree-
ments as provided by Section 1035(c) of the Tax Reform Act of 1976.

Belco Petroleum Corporation is an independent petroleum company which
is seeking to extend until December 31, 1979, the legislative protection provided
by Section 1035(c) of the Tax Reform Act of 1976 for the crediting of foreign
taxes paid on the income earned from Production Sharing Agreements ("PSA's").
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Belco is headquartered in New York City and has production in Wyoming,
Utah, Colorado, Texas, New Mexico and Louisiana. Its major foreign production
operations are conducted in Peru and in addition, has limited production in
Canada.

When the Internal Revenue Service publishes an unfavorable ruling regarding
taxes paid under PSA's In effect in Indonesia in May, 1970, questions were
raised as to the creditability of foreign taxes paid under all PSA's. Recognizing
the problems the ruling would cause to companies operating under existing
agreements, the Senate Finance Committee on June 10, 1976 reported out Section
1035(f) as part of the Tax Refprm Act of 1976 (subsequently redesignated
Section 1035(c) in the bill as finally enacted), providing that amounts designated
as taxes under production sharing agreements in existence on April 8, 1976
shall be deemed to be creditable for taxable years ending on or before Decem-
ber 31, 1961. The report of the Senate Finance Committee on this provision states
that:

"While the Committee takes no position on the correctness of the IRS Ruling,
the Committee feels that oil companies operating under existing production shar-
ing contracts should have a reasonable time to renegotiate their contracts with
the foreign government. Thus, assuming the ruling is sustained, if challenged,
generally the companies should be allowed the foreign tax credit for another
five years." f Emphasis added.]

The December 31, 1981 date was subsequently cut back to December 31, 1977
in the bill as enacted. Subsequent events have shown that the reduced time frame
given companies to rearrange their agreements was not sufficient. In Peru, as in
other countries having PSA's, changing the form of agreement involve changes in
the basic laws of the country. Foreign governments cannot be expected to readily
understand subtle distinctions that U.S. tax policy draws between a creditable
tax and a royalty, nor can they be asked to accept without question changes which
they perceive as arising from interference by the I.R.S. in matters of national
sovereignty. Accordingly, Belco needed clear guidance as to the requirements of
the I.R.S. before embarking on the process of renegotiating its existing contracts
with Peru, if such renegotiation were in fact to be necessary. Unfortunately, the
criteria issued by the I.R.S. in July, 1976 were too vague and ambiguous to be of
much assistance. It was generally expected that these guidelines would be ampli-
fled by the IRS. when they responded to a request for ruling on a modified
Indonesian arrangement. This ruling, which required 18 months of delicate nego-
tiation involving the governments of both Indonesia and the U.S., was issued on
May 8, 1978, did in fact expand and clarify the former guidelines.

While the modified Indonesian arrangement is not readily adaptable in Peru.
Belco now has a clear U.S. legal framework within which to embark on its own
course of negotiation with the I.R.S. and Peru to reach a solution that is accept-
able to all concerned. Accordingly, Belco is asking for an extension of the grace
period while this renegotiation process goes forward.

Immediately upon the issuance of the May & 1978 ruling, Belco commenced
discussions with the Government of Peru with a view to revising existing agree-
ments in order to have them comply with I.R.S. guidelines. The Peruvian gov-
ernment strongly favors expanded investments by U.S. companies. However, such
investments cannot be made under the existing contractual framework. Accord-
ingly, Peru has retained Washington counsel to advise them in this matter and
has been diligently working with Belco to develop a form of agreement satis-
factory to itself. Belco and the I.R.S. and which would attract other U.S. based
companies. Nevertheless, this process may take many months.

The fact that eighteen months of renegotiation were required before the I.R.S.
could issue a favorable ruling Is testimony to the complexity of the renegotiation
process. As demonstrated by the Indonesian experience, time and patience are
required to achieve a result that is satisfactory to all parties, and that gives
recognition to the sovereignty and independence of the host government.

The original Senate Finance Committee version of 1035(c) provided legislative
protection until the end of 1981. The protection period was subsequently cut back
to the end of 1977. What is asked for here-an extension to the end of 1979--is
less than what the Senate Finance Committee originally approved in 1976. he
possibility that a further extension of time might be needed for companies to
renegotiate their PSAs was recognized by the Ways and Means Committee's Task
Force on Foreign Source Income In a report issued In March 1977, which stated:

"The recommendations of the task force with respect to the foreign tax credit
are, in substantial part, reflected in the Tax Reform Act of 1976. However, the
one-year delay In the disallowance of foreign tax credits for amounts paid as
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taxes under production-sharing contracts provided in the Act maj need to be
etendcd for an additional year in order to insure that the companies are able
to renegotiate their oontraot&" [Emphasis added.)

The delays with Indonesia have proven the wisdom of the Finance Committee
and the Task Force's recommendation,

Belco seeks its extension as an independent producer, qualifying for such
status under the provision of Section 613A(c) of the Internal Revenue Code of
1,954 relating to domestic oil and natural gas production. An extension of Sec-
tion 1035(c) only for independent producers would guarantee that competition
in international petroleum production is not inadvertently lessened in the course
of the Internal Revenue Service's overall effort to rationalize the foreign tax
credit treatment of U.S. companies.

The final irony could be presented if Belco did not receive the requested exten-
sion, and were forced to divest its holdings in Peru. These holdings could very
well be acquired by one of the major U.S. petroleum companies that had sufficient
excess foreign tax credits that it could afford to ignore the issue of the applica-
bility o,' Section 1035(c).

It has been suggested that Section 1035(c) applies only to taxes paid to the
Government of Indonesia and not to any other country having a production
sharing form of agreement. There is no reason to believe that either the 1976
ruling on Indonesia .or the language of this statute itself were intended to have
such a narrow and restrictive interpretation. The 1976 Indonesian ruling was
preceded by an IRS press release (IR 1591) which stated:

"The IRS today announced that it has considered the application of the for-
eign tax credit provisions of the Internal Revenue Code to the production shar-
ing agreements made by petroleum corporations with certain foreign govern-
ments." (Emphasis added.]

Clearly, the language of the Indonesian ruling was Intended to apply to more
than one government, and. there is nAhing in the statute to indicate that it is
of narrower scope. The original sponsor of Section 1035(c) in the Senate has
indicated that the statute was not intended to have such a narrow scope and the
Conference Committee report on Section 1035 (c) states:

"The Senate amendment provides that Rev. Rul. 76-215 is not to be applicable
for taxable years ending in 1977 to amounts paid to foreign governments ant!
designated as taxes under production-sharing contracts entered into before April
8, 1970 for taxable years beginning on or after June 30, 1976." [Emphasis added.]

It is clear, therefore, that the members of the Conference Committee believed
they were enacting a provision which applied to all countries having production-
sharing agreements, and not merely Indonesia. The requested extension will
insure that companies such as Belco operating in non-Indonesian countries will
obtain the relief that was always intended.

The revenue effect from the extension is estimated to approximate $4 million
for 1978. This amount may be reduced by subsequent events. While the Impact
for 1970 is indeterminate at this time, it Is expected to be about the same magni-
tude if no new form of agreement is concluded.

PREPARED STATEMENT OF ROREBT J. CASEY, ESQ.
AMENDMENT OF SECTION 1348 TO DEFINE PERSONAL SERVICE INCOME

Under present law, Section 1348 in establishing a maximum tax rate for "per.
sonal service income" defines that term by reference to Section 911(b).

Where both capital and personal services are material income producing fac-
trs in a buFiness, both Section 911 and Regs. Sec. 1.1348-3(a) (3) limit earned
income to 30% of the taxpayer's share of net profit from that business. The
limitation operates despite the fact that only a small percentage of income may
be produced by the capital assets.

The inequity Is magnified in an investment banking partnership where the
unlimited liablity of the partners is a source of security and a guarantee of care-
f411 attention to investor-clientq. In this situation, the operation of present law
will likely force such partnerships into incorporating so that reasonable salaries
to the managers will qualify as earned income subject to the maximum tax, and
without regard to the arbitrary 30% rule of Sec. 911(b). Only the clients would
losa from such a development.

The present rule changes the character of income from "earned" to "passive"
by fiat without regard to the facts. For example, if an investment banking firm
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derived $10 million of revenue from the personal services of its partners and
$1 million from interest and dividends from the firm's portfolio, assuming $2
million of expenses, the earned income of the individual partners for maximum
tax purposes would be restricted to $2.7 million, and $6.3 million would be taxed
at rates higher than 50% as passive income even though only $1 million was, in
fact, derived from dividends and Interest on the portfolio.

It is proposed to amend Section 1348(b) (1).(A) to strike the reference to Sec-
tion 911(b) and to define personal service income as "any income derived on
account of the personal services performed by the taxpayer."

PREPARED STATEMENT OF THOMAS J. DONOHUE, EXECUTIVE VICE PRESIDENT,
CITIZEN'S CHOICE, AND Guy ALFORD, COMMODITY PURCHASING MANAGER.
BLACK & )ECKEI ADvisoRY Bo.iRi . I.FIHER, CITIZEN'8 CHOICE

Mr. Chairman, I am Thomas J. Donohue, Executive Vice President of Citizen's
Choice. Accompanying me Is Guy Alford, a Citizen's Choice member who serves
on our Advisory Board. Guy Alford is a commodity purchasing manager with
Black and Decker. Mr. Alford would like to present you with this testimony on
behalf of Citizen's Choice. We thank you and the Committee for this opportunity
to share our views and recommendations. on the 'tax cut bill being considered by
the Senate Finance Committee.

Mr. Chairman, Citizen's Choice is a national grass roots taxpayer's lobby
affiliated with the Chamber of Commerce of the United States. We come repre-
senting over 25,000 taxpaying Citizens's Choice members. Citizen's Choice mem.
bers strive to protect our personal and economic freedoms and to maintain the
health and vigor of our free enterprise system that has made this the greatest
country in the world.

The Revenue Act of 1978 is widely being referred to as the "tax cut bill." It is
our contention that this bill will not reduce real taxes at all, but will only result
in a limitation of tax increases.

Citizen's Choice members are very concerned with the problems of spiraling
inflation and taxation, as are all Americans. Inflation and taxation work hand
In hand. Inflation is chopping away at the purchasing power of every wage
earner, while at the same time it is pushing them into higher and higher tax
brackets.

This has become a convenient way for government to increase its share of the
GNP every year without having to institute new revenue creating measures,
which are politically unpopular. This has been going on for years, and not on a
small scale. This year, if we are able to hold inflation under 7 percent, the gov-
ernment will automatically take in over 30 billion dollars as a result of this
inflation process. That amounts to more than a 600 dollar a year increase for the
average American family! So who are we trying to kid with all this talk about a
"tax cut" for taxpayers this year? If the government stands to increase tax re-
ceipts by at least 30 billion dollars and then only reduces that by 16 billion, the
result is still a 14 billion dollar increase over last year.

Furthermore, if we are not able to temper inflation for the remainder of this
year, double-digit inflation could once again raise its ugly head. An eleven percent
inflation rate would automatically increase government tax receipts by about 14
percent, or over 6.5 billion dollars, the equivalent of over one thousand one hun-
dred ($1.100.00) for the average American family.

Additional proof of this trend is found in an August 23rd Commerce Depart-
ment study which reported that federal receipts-mostly taxes-in the second
quarter were growing at an annual rate of more than 27.5 percent. This is a
much faster increase than recorded for national income. The double-digit infla-
tion of the year's first' half accounts for this spurt in federal receipts.

Americans won't take this anymore, and you need only look to California,
Michigan and other states who are responding to taxpayers.

For example. a concerned Citizen's Choice member in Whiting, New Jersey
writes, "Does the government think we can't see that inflation Is boosting federal
taxes by tremendous amounts every year? This can't contlaue."

This committee has a fantastic opportunity to demonstrate that it is listening
to what the American people are saying. Each of you represent thousands of citi-
zens back in your home states. And by increasing the amount of the tax cut to)
30 billion dollars would be telling your constitutents that you do understand
their concerns about taxes and are doing something for them about it.
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The problem is that for each six percent increase in inflation, taxes go up eight
and a half percent as wage earners are pushed into higher Income tax brackets.
£he House Bill (H.R. 18511) to some extent, recognizes this fact. It includes
higher personal exemptions, a six percent widening of the tax brackets, an auto-
matic adjustment for inflation in taxing capital gains, and a one hundred thou.
sand dollar ($100,000) exclusion of gain on the sale of a residence. Citizen's
Choice applauds these provisions as steps in the right direction. However, when
coupled with the 16.8 billion dollar "tax reduction" voted by the House, it still
does not constitute an actual tax cut. Taxes are still rising by an even greater
rate, so that almost all taxpayers will still end up paying higher taxes next
year.

Clearly, if the Senate wants to respond to citizen demand for bonafide tax re-
lief, the size of the "tax cut" must be increased substantially. Citizen's Choice
would recommend a tax cut of 80 billion dollars.

But this is only half the story. A tax cut is not a tax cut if it is accompanied
by a rise in federal spending that exceeds the rate of inflation. If the govern-
ment spends more than it raises in receipts, who will pay the difference? Tax-
payers will of course, through deficit spending that will stimulate inflation and
contribute to taxes in future years.

The federal government must learn to spend only as much as they take in.
As a homeowner I could not stay financially solvent if I used the same spending
practices as the federal government.

A Citizen's Choice member in Anchorage, Alaska understands this well as she
writes, "Inflation is caused by basically one thing: government spending more
than It is taking in. When the government prints a new dollar out of nowhere,
the one in my pocket suddenly becomes worthless."

Citizen's Choice believes that the only way to change this deficit spending
trend in government is to limit federal spending. Future federal spending in-
creases must be held to no more than the rate of inflation.

Citizen's Choice would also recommend that the Senate pass a measure which
would provide for phased-in reductions of the tax rates. Because of this nation's
steep progressive tax schedule, inflation-induced wage increases are sending wage
earners into tax brackets that were originally meant only for wealthy individuals.
Today that taxpayer takes home dollars that have a significantly reduced pur-
chasing power. So the average taxpayer is taxed at a rich man's rate while having
the purchasing power of a poor man. The House-passed six percent individual tax
bracket expansion is a step towards correcting this problem, but it isn't enough
because it is only a one shot measure. Congress must recognize the damaging
effects of inflation through the tax brackets. Congress must take strong measures
to ease this strain on the taxpayer. One way to accomplish this would be through
phased-in reduction of the tax rate extended over several years. In this way
citizens would know exactly what rate they would be taxed at without any sur-
prises in future years.

The American citizens have made their views clear on the issue of taxation.
Instead of dumping tea overboard as they did 200 years ago, they are passing
measures such as Proposition 13 in California. By increasing the size of the
tax relief to 30 billion, each Senator would be demonstrating to their constitu-
ency that they are listening and representing the people's interest. By phased-in
reductions of the tax rate. you could prevent future "back door" tax increases
from occurring. Citizen's Choice urges the Senate Finance Committee to include
these measures into the "tax cut" bill.

CHILD WELFARE LEAGUE OF AMERICA, INC.,
CENTER FOR GOVERN MENTAL AFFAIRS.

Washington, D.C., Sptember 5, 1978.
Senator RussrLL LONG,
Chairman, Committee on Finance, U.S. Senate,
Dirksen Senate Otffce Building, Washington, D.C.

DrAR CHAIRMAN LoNG: The Child Welfare League of America, Inc. urges the
Finance Committee to approve the Moynihan-Packwood bill (S. 3111) as an
amendment to the Revenue Act of 1978 (H.R. 13511). The Child Welfare League,
a private nonprofit organization devoting its efforts to the improvement of care
and services for children, supports S. 3111 to allow all taxpayers a deduction
for their charitable contributions whether they itemize or not. There are nearly
400 child welfare agencies directly affiliated with the League, including repre-
sentatives from all religious groups as well as nonsectarian public and nonprofit
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agencies. Charitable giving to these and other social welfare programs is an
important source of funds and must be encouraged by providing the tax reduc-
tion proposed In 8. 3111.

When voluntary agencies were first organized in the United States, they were
funded through citizen contributions and bequests. As the population and social
programs of the United States increased, voluntary charitable organizations grew
in number and began to experience competition for limited charitable contribu-
tions from their communities. For example, ten years ago most of the nearly
400 affiliates child welfare agencies of the League, were receiving from fifty
to seventy five per cent of their operating Income from federated fund raising
campaigns. Currently, most of these agencies receive less than ten percent of
their income from these donations.

The experience of child welfare agencies Is consistent with the findings of the
Commission on Private Philanthropy and Public Needs which contends that
charities have lost $5 billion in contributions since 1970 as standard deductions
in the tax code have increased. The Commission and the United Way of America,
have estimated thnt if S. 3111 is adopted, charitable giving will rise nearly $5
billion during 1978 by retaining a tax incentive for lower and middle income
taxpayers to continue to contribute to local charitable organizations and United
Way campaigns. In addition, it has been estimated that voluntary organizations
take in $1.30 iii charitable contributions for every dollar of diminished Federal
revenue, representing an efficient use of funds.

Failure to maintain a tax incentive for charitable donations of money under-
mines the preservation of the nonprofit, nongovernmental sector which is so
integral to our pluralistic society. Not only a loss of funds, but also a lack of
volunteer time and commitment may be experienced by voluntary agencies which
as a result of decreasing contributions must rely more heavily on governmental
grants and contracts. Likewise, as state and local tax reforms continue to be
implemented, public funds for social welfare activities are decreased placing
a larger burden on the private sector to assist in activities formerly supported
and administered by the governmental sector.

The Moynlian-Packwood bill. S. 3111, is sound public policy in its provision
of a much needed tax reduction for Americn taxpayers and the consequent
enhancement of the charitable organizations and voluntary social welfare pro-
grains in their communities. We urge the Finance Committee to approve S. 3111
as an amendment to H.R. 13511. which will result in an efficient source of con-
munity funds for services to children and their families.

Sincerely,
WILLIAM L. PIERCE,

A s818tan t Execu tire D director.

PREPARED STATEMENT OF BAYARD EWINO, CHAIRMAN, COALITION OF NATIONAL
VOLUNTARY ORGANIZATIONS

Mr. Chairman, Members of the Committee. I am Bayard Ewing. Chairman of the
Coalition of National Voluntary Organizations. We thank you for the chance to
offer our testimony on a matter of extreme importance to the voluntary sector,
namely, the impact of the President's 1978 Tax Reduction and Reform Proposals
on charitable giving.

The Coalition, often referred to by its acronym, CONVO. is a new cooperative
effort of the leading national voluntary organizations in the United States.
CONVO is the first attempt In this country to bring together representation from
every discrete branch of the voluntary world-religlon, education, health, welfare,
the arts, environmental concerns, and other fields of philanthropy. The complete
listing of members Is attached to this written testimony.1

CONVO serves its members in tvo major ways: It acts as a clearinghouse for
information covering those issues, legislative and other, which impact the viability
of the entire voluntary sector, and secondly. it works through its members in a
long overdue attempt to interpret the voluntary sector to the public so that the
contribution of voluntarism to the quality of life in the nation may be better
understood and appreciated.

In appearing at this hearing, along with several of its member organizations
who are also offering testimony. CONVO Is fulfilling its role as tn advocate for
that climate within which the nonprofit, voluntary sector of our society may best

IIt should be noted. howpver. that each of our 45 member organizations has not specifically
endorsed the language of this testimony.
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prosper and continue its important contribution to America. That climate is
changing. Public charities are finding it increasingly more difficult to finance the
growing demand for services of all sorts to the American people. The fact that
Increases in inflation have greatly exceeded increases in charity in recent years
makes It imperative that new sources of charitable gifts be found.

The underlying philosophy upon which this nation was founded strongly em-
phasized individual initiative in the achievement of public goals. For generations
it has been a matter of public policy to encourage such personal initiatives and
to provide encouragement and incentives to our citizens to transfer voluntarily
a part of their incomes to public purposes. The encouragement of such charitable
activity has always been a matter of high government priority, and it remains a
j.olicy to which our elected representatives assert their allegiance.

The results of this policy are evident at every hand. In every community there
is physical and human evidence of the enormous contributions to the quality of
American life which have been made by voluntary organizations since Colonial
times. The buildings devoted to religion, health, culture, education, and all
sorts of other human services are everywhere. These organizations have become
efficient and practical tools for the delivery of a vast array of needed services
to the people of America.

One of the manifestations of public policy in this area is the provision in our
tax law which allows the deduction of charitable contributions in the calculation
of income subject to income tax. This deduction proved to be an incentive to
charitable giving that was both efficient and equitable. In the sixty-one years since
the Congress built it into the structure of the individual income tax it has been
repeatedly expanded in size and liberalized in scope. Clearly the Congress has
recognized the deduction as an efficient inducement to charitable giving and has
wished to increase and broaden this tax incentive for voluntary action.

In recent years, however, there have been an increasing number of changes
in the tax treatment of personal deductions designed to promote goals deemed
desirable by the Congress but which have inadvertently had negative effects on
charitable giving. In this process, the charitable contribution has unfortunately
become confused with other things. Charitable giving is very different from any
of the other expenditures for which deductions are permitted, and this difference
should be recognized by according the charitable deduction distinctive treatment.
Charitable giving is after all a voluntary transfer by a taxpayer of a part of
his income to a public purpose and there is no direct financial benefit to the tax-
payer as a result of his generosity. By contrast, all other transactions for which
a deduction is permitted are expenditures which either result in a direct financial
benefit to the taxpayer or relieve him of some of the burdens of disaster. All of
these effects are deemed desirable by the Congress. To group together, within
the Code, an individual's altruistic motivation forgiving voluntarily with expendi-
tures for which there is some quid pro quo is to denigrate his generosity. An
income transfer which is a matter of self denial for the benefit of others deserves
to be treated as a transaction made in the public interest. Charitable giving is
not a tax loophole. Yet it is often referred to as such when the unique character
of the act of giving is overlooked.

The distinction between charitable giving and other personal deductions is
frequently acknowledged, yet often forgotten, by those who would reform our
tax policy. They announce support of charity while at the same time they ad-
vocate legislation that inadvertently decreases the ability of the voluntary sec-
tor to meet the growing needs of the American public. The present tax package
recommended by President Carter provides an example: it contains proposals to
eliminate or limit certain deductions, such as gasoline taxes, sales taxes, and
medical and casualty expenses, and these proposals, if adopted will decrease the
tax incentives for charitable giving. It does so by increasing the proportion of
taxpayers using the standard deduction from about 75% to 84%.

The facts clearly support our contention that increases in the use of the
standard deduction are harmful to charity. The standard deduction represents
a block of income that is actually sheltered from taxation. It Is the equivalent
of tax-free income, and it is therefore the most valuable income that the indi-
vidual earns in the course of the year. This means that it is also the most
expensive income with which to make a charitable gift. The net cost of philan-
thropic giving to those who use the standard deduction Is one hundred cents on
every dollar given. It Is no surprise, therefore, to find that the studies done by
economist Martin S. Feldstein of Harvard University indicate clearly that
standard deductors are less generous to charity than are those who itemize.
We estimate that the liberalization of the standard deduction since 1969 has

34-369 0 - 78 - 20
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resulted in a cumulative loss to the voluntary sector of nearly six billion
dollars. The loss in 1977 alone is estimated at over $1.3 billion. The additional
changes currently proposed which may add another six million taxpayers as non-
itemizers, will greatly add to this declining revenue.

I should like to state emphatically that CONVO has not opposed, nor does it
now oppose, the desirability of extending the standard deduction to additional
taxpayers, either by a direct liberalization of the amounts or through the indirect
means involved in the Administratlon's current proposals. By simplifying the
income tax structure and by providing some tax relief, the encouragement to
the use of the standard deduction has been of great assistance and benefit to
those in the lower income brackets. But such action should not be permitted
to cause inadvertent damage to the long-held policy of encouraging the voluntary
financial support of the charitable community.

A simple and desirable solution to this problem has been put forward by
Representatives barber Conable and Joseph Fisher, distinguished members of
this Committee. These two gentlemen have introduced a bill, H.R. 11183. which
would permit all taxpayers, whether they itemize their personal deductions or
not, to subtract their charitable giving from their gross incomes in determining
their adjusted gross incomes. We endorse this legislation as meeting the objec-
tives we have outlined.

Our endorsement also reflects another concern. As the percentage of tax-
payers utilizing the standard deduction increases, the charitable deduction is
made to appear more and more as a benefit accorded only to the very rich. Since
altruism is truly in the public interest. it should be encouraged broadly to all
citizens regardless of income and wealth. To do otherwise would be grossly in-
equitable to the generous individuals in the lower tax brackets who continue to
give to their favorite charities. It would seem more in keeping with the public
policy favoring action for the public good to democratize the incentives for
charitable giving by extending the right to all taxpayers to itemize such gifts,
and not to reserve that right to a small fraction of the taxpaying public at the
upper end of the income scale.

The present tendency to group together self-benefiting deductions with al-
truistic charitable contributions, combined with the disincentives to giving that
the extension of the standard deduction entails, point clearly to the need for
permitting charitable gifts to be deducted directly from gross income as provided
in H.R. 11183 rather than from adjusted gross income as is presently the case.
This change would offer incentives for all taxpayers to increase their support
of voluntary activities in the public interest. It would recognize the essential dif-
ference between charitable giving and other deductions now permitted. And it
would democratize the charitable deduction. To adopt this change seems to me
to be both sensible and fair.

Such a change is not without precedent. The Congress has already seen fit to
permit the deduction of child support, alimony payments, and certain other ex-
penditures above the line as adjustments to gross income. It should be pointed
out that the expenditures are all tinged with some degree of self-interest. Such
expenditures are not altruistic transfers of personal income as is the charitable
gift. If they deserve distinctive treatment, it would seem to be inescapable that
charitable giving should be treated at least as well.

The expense to the Treasury of such a change in the law is not a valid objec-
tion. This is a year in which we are talking of tax reductions that range upwards
of twenty-five billions of dollars. It is estimated that the extension of the chari-
table deduction to all taxpayers would cost the Treasury something on the order
of two billion dollars. The gain in total charitable giving will exceed that figure
by a significant margin, because the charitable deduction has proven to be an
efficient incentive to giving. Furthermore, these additional contributions would
be used to meet public needs in ways that will relieve the Treasury of much
larger outlays in the future. The immediate loss of tax revenues would not be
lost to public purposes; rather, those dollars and more will be injected directly
into the economy to provide services to people in ways that are very much in
the public interest.

Given that there will be a general tax reduction, the Congress need only take
Into account the cost of extending the charitable deduction to all taxpayers in
arriving at the overall reduction in taxes it believes to be desirable as economic
stimulus. It would be the greatest gesture of support of voluntarism that the
Congress could possibly offer. It was a strong recommendation of the Commis-
sion on Private Philanthropy and Public Needs, otherwise known as The Filer
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Commission, and is a prime objective of all the charitable organizations that
CONVO represents.

The public philosophy and public policies that have historically encouraged
voluntarism in the United States, the growing needs of the voluntary sector, the
recent erosion for the majority of taxpayers of tax incentives for private giving,
would suggest that the change is one whose time has come. We would respectfully
urge that the Committee incorporate the Conable-Fisher bill, H.R. 11183, in the
markup of the current tax package.

On behalf of the member organizations of the Coalition of National Voluntary
Organizations, I thank you for this opportunity to give testimony on this most
important matter.

CONVO MEMBER ORGANIZATIONS--JANUARY 1, 1978

Alliance for Volunteerism.
American Arts Alliance.
American Association of Fund Raising Counsel, Inc.
American Cancer Society.
American Council for the Arts.
American Council on Education.
American Federation of Labor/Congress of Industrial Organizations.,
American Foundation for the Blind.'
American Heart Association.
American Hospital Association.
American National Red Cross.
American Theater Association.
Arrow, Inc.'
Association of Governing Boards of Universities and Colleges.
Big Brothers/Big Sisters of America.1
Christian Church Foundation.
Conference of Major Superiors of Men's Institutes of the U.S.
Council for Financial Aid to Education.
Council of Jewish Federations and Welfare Funds.
Council on Foundations.
Direct Mall Fundraisers Association.
Epilepsy Foundation of America.'
Joint Action in Community Service.
Leukemia Society of America.
Lutheran Council in the U.S.A.-Oflce of Governmental Affairs.
Lutheran Resources Commission-Washington.
Mental Health Association.
National Assembly of National Voluntary Health & Social Welfare Organza.

tions, Inc.
National Association for Hospital Development.
National Audubon Society.
National Center for Voluntary Action.
National Conference of Catholic Charities.
National Council on the Aging.
National Council of the Churches of Christ-Commission on Stewardship.
National Council on Philanthropy.
National Council of Women of the U.S.A., Inc.
National Council of YMCA's in the U.S.
National Foundation-March of Dimes.
National Health Council, Inc.
National Society for Autistic Children.1
National Society of Fund Raisers.
National Urban Coalition.
National Urban League.
Salvation Army-Headquarters Division.
United Methodist Church-Division of Finance & Administration.
United Presbyterian Foundation.1
United States Catholic Conference.
United States Olympic Committee.
United Way of America.
Volunteers of America.
Zero Population Growth.
1 Member by Intent-Decision pending.
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STATEMENT OF RoGER J. SULLIVAN, DIRECTOR OF DEVELOPMENT AND PUBLIC
AFFAIRS, CHILD & FAMILY SERVICES, INC.

Senate bill number 3111, sponsored by Senators Packwood, Moynihan, et al.
touches upon one of the most unique qualities of our American civilization. Its
passage is critical to the revitalization of our faltering vountary sector.

Few aspects of American society are more characteristically, more famously
American than our nations-niay of voluntary organizations and the support in
both time and money that is given to them by its citizens.

America is indeed a grand tapestry, woven of many cultures, and colored by
the people and events of our history. Its very creation has been novel, but its
true magnificence stems from that mysterious human synergy which made our
national character so uniquely generous.

Throughout our history, lawmakers and tax proposers have recognized that, in
America, giving ranks near to voting as a vital form of democratic expression; as
a stimulus to our treasured pluralism.

When the Commission on Private Philanthropy and Public Needs, chaired by
John H. Filer of Aetna Life and Casualty, issued in 1975 its report "Giving in
America", it warned of the erosion of private giving. The Commission cited dis-
criminatory federal tax regulations as a principal cause and prescribed several
important remedies, one of which is embodied before you in S. 3111.

Indeed, while the total of dollars given by all Americans to all charitable and
religious causes has doubled between 1967 and 1978, it has shrunk is a propor-
tion of gross national product from 2.21 percent to 1.74 percent. It seems that
while we weren't looking, one of our greatest legacies began to slip away from us.
The Commission did look, saw trouble and prescribed a plan of action.

You are now debating measures which lie at the very heart of the matter. On
the one hand, a U.S. Treasury proposal to expand the standardized deduction, and
on the other a measure which would place the charitable gift deduction within
reach of all Americans, whether they itemize their tax returns or not. The first
is diametrically opposed to the Filer Commission's pleas, the second precisely in
concert with them.

The inclusion of charitable gifts In the expanded standardized dc luction
says, in effect, to those taxpayers who fit its general parameters:

"You are typical of a group (with 2.1 kids, 1.3 cars, etc.) which spends X
dollars on medical services and insurance, has a mortgage of Y dollars * * * and
who contributes approximately Z dollars to various charities. We've gotten your
numbers from the computer and now you no longer have to worry about how
much charity is enough, since we've given you an automatic deduction. (Inci-
dentally, everybody else 'like you' gets the same deduction, whether they do-
nated or not)."

That is what lumping charitable giving into the standardized deduction says
about our commitment to good citizenship. It says that for the sake of IRS expe.
diency, we will measure, define and circumscribe generosity.

The second measure, introduced a S. 311 by Senators Moynihan and Pack-
wood, and now co-sponsored by numerous others, not only would avoid such an
undemocratic statement but would once and for all say that charitable gifts are
vital to the nature of our society. It would ensure the pluralism which has so long
added to our American life style, and help to prevent the need for further costly
takeover of services by public agencies.

There are several key points to be considered in support of this bill:
1. Charitable giving never belonged in the standardized deduction, because its

voluntary nature is negated by a formula deduction; thtA is a corrective measure.
2. Authoritative studies show that charities have lost some $5 billion In con-

tributions in this decade because of the adverse effects of the current standard
deduction system for charitable giving; charities have suffered unjustly.

3. The estimated loss in tax revenue is only one half the amount which charities
would gain through reinstatement of the charitable deduction for all taxpayers;
benefits for outweigh cost.

4. Since even the I.R.S. concedes that bona fide charitable giftx are deducible.
nny tax revenue lost through such a corrective measure is revenue the government
was never entitled to in the first place; no true taw loss.
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We are fostering an insidious process which will one day soon destroy the
uniqueneve of our nation. Unwillingly, we are saying not to bother with charity-
there is no percentage in it. Worse still, we infer to those who standardize, and
therefor, have no direct exposure to the charitable deduction, that such giving
matters only for "the rich" who itemize. Charity is not a sport of the rich!
Studies have shown that families earning $5,000 or $50,000 per year annually
donate to bona fide charities roughly the same percentage of their Income. More-
over, people will still give no matter what our tax code says.

Since no one seems to know who Is responsible for our American tradition of
giving, it's difficult to say who must take action to preserve it. We all enjoy its
legacies however, and unless we rise in defense, we all surely will miss Its
presence In our future.

Please support S. 3111, and all measures which will endorse our traditional
spirit of voluntary action. We can't afford, financially or spiritually, the notion
In this country that government should do everything.

COVINGTON & BURLINO,
Wahifngton, D.C., September 6,1978.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Offce Building, Waaldngin, D.C.

DEAR Ms. STERN: I enclose herewith the written statement for the record of
the Senate Committee on Finance with respect to Its hearings on H.R. 13511.
The statement relates to sections 202 and 204(a) of the bill, which would
extend to closely held corporations the "at risk" provisions of Code section
485. The statement urges a technical correction to section 204(a) of the bill
to Insure that the exception in present law with respect to leases entered Into
prior to 1976 will be applicable to closely held corporations when the "at risk"
provisions are extended to them by section 202 of the pending bill.

Respectfully yours,
EDWIN S. COHEN.

Enclosure.

WRrTEN STATEMENT FOS THE RECORD OF THE SENATE CoMMirrEE ON FINANCE
REoARDINo SECTIoNs 202 AND 204(a) OF H.R. 18511

Section 202 of H.R. 13511 would extend the "at risk" provisions of section
465 of the Internal Revenue Code to closely held corporations. Section 204(a)
of the bill provides that the amendment will apply to taxable years beginning
after December 81, 1978.

The "at risk" provisions of section 465 were inserted in the Internal Revenue
Code by section 204 of the Tax Reform Act of 1976 (P.L. 94-455). Section
204(c) (3) of the Tax Reform Act of 1976 (as it would be corrected by section
2(k) of H.R. 6715, the Technical Corrections Act of 1978) specifically provides
that, while Internal Revenue Code section 465 is generally applicable with
respect to taxable years beginning after January 1, 1975, it will not be applica-
ble in the case of leases entered into prior to January 1, 1976. Because this
effective date provision in the 1976 Act was not inserted as a part of section
465 of the Internal Revenue Code, it Is possible that as a technical matter the
exclusion of pre-1976 leases would not apply to closely held corporations under
the new provisions of H.R. 13511 when the "at risk" provisions are extended
to them, even though it would continue to be applicable in the case of individuals.

It seems apparent from the title of section 202 of H.R. 13511 and the ac-
companying Committee Report that it is Intended merely to "extend" the pro-
visions of existing section 465 to closely held corporations, and not to make the
provisions applicable to corporations in cases in which they would not be appli-
cable to individuals. To make this clear, it Is suggested that the effective date
provision in section 204(a) of H.R. 13511 be expanded to Include the provisions
of section 204(c) (8) of the Tax Reform Act of 1976 (together with the correction
in section 2(k) of H.R. 6715) and thus make clear that when section 465 be-
comes effective with respect to corporations after 1978 It will not apply with
respect to leases entered into prior to January 1, 1976.
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COUNCIL OF VIETNAM VETERANS, INC.,
Washington, D.C., September 18, 1978.

Hon. RUSSELL B. LoNo,
Chairman.Senate Finance Committee,
Dirkuen Office Building,
Washington, D.C.

DEAR MR. CHAIRAfAN: During our testimony on the targeted Jobs tax credit
provisions of H.R. 13511, you asked whether this targeting should be limited to
Just "war theatre" veterans, service connected disabled veterans, or kept broad
enough to encompass all whc, served in the military.

As an organization that is comprised mainly of combat veterans, we are very
sensitive to this type of distinction tand are often at the forefront in advocating
focused veterans' benefits. However, when the benefit is based on need, as with
the Jobs tax credit, then we feel the distinction should not be drawn. We are
talking about benefiting veterans who fully ten years after the Tet Offensive, at
an average age of 33. are still in dire poverty. The job tax-credit program can
solve the problems of many veterans.

While we appreciate the extraordinary difficulties the combat soldier endured,
we are not insensitive to the general problems that any military service en-
tailed during our most recent war. All veterans returned to an inadequate GI
Bill and faced the difficulties of unaided readjustment to civilian employment.
All faced the broken promises of badly developed Jobs programs. While most
crossed these hurdles, many could not.

It is these general problems that the tax credit provision addresses. The credit
must be drawn broadly enough to meet them.

Similarly. although the difficulties of service.connected disabled veterans can-
not be minimized, there already exists an extensive series of special compensa-
tion and training programs to assist them. For example, of the President's three
January 1977 initiatives for veterans, the only one to be continued is the Dis-
abled Veterans' Outreach Program. The priority at this time must be a program
to mept the needs of economically disadvantaged veterans, disabled or not.

Thaik you again for your consideration of the veterans in this most hectic and
demanding legislative period.

Sincerely,
RoBERT 0. MULLER,

Executive Director.

STATEMEIqT OF GEORGE W. CREOG

My name is George W. Cregg. I live at 932 Onondaga Road. Camillus. Npw York,
13031. 1 am a lawyer and I am a partner in the firm of Melvin and Melvin lo-
cated at 700 Merchants Bank Building, Syracuse, New York, 13202. I appear
here today as an individual. However, I have clients who are interested and
who may benefit from the legislation proposed. I am Counsel for the New York
State Association of Industrial Development Agencies, Inc. I am the author
of the New York State Association of Industrial Development Agencies Act, and
I personally represent several local industrial development agencies that have
been formed in New York State pursuant to the terms of that Act. I also represent
the Auburn Industrial Development Authority. I not only represent Industrial
development agencies, but also, from time to time, represent institutional pur-
chasers of the bonds which are issued by industrial development agencies, repre-
sent corporations that desire to do industrial revenue bond financing, and
represent trustees of the trust Indentures which are issued in connection with
industrial revenue bond financings. We have also issued opinions with reference
to revenue bond financings.

Based on my personal experiences in dealing with a large number of com-
panies in transactions relating to capital improvements, I have come to know
some of the good management practices that are followed in making decisions
regarding capital investments. The divisions and subsidiaries of large companies
are constantly examining their operations, formulating plans and making
requests for modifications or expansions of their operations. Smaller companies
follow similar decision making processes in formulating proposals for plant
expansions or modifications, or the construction of new facilities.
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When a small company puts together all of the information needed for a
capital improvement to an existing plant or for the construction of a new
facility, all of the costs are put together in order to determine the extent of the
proposed investment, and then such investment is evaluated in relation to the
annual return that is anticipated on such an investment. Frequently the decision
not to go ahead with a project is based on the high interest rate that is necessary
to obtain the capital for such a project. It is a common occurrence that the
difference of one or two percent in the interest rate will tip the scales in favor
of or against a capital project. Tax exempt interest can often make projects
liable which could not otherwise be undertaken.

In larger companies the same decision making process is followed except that
Instead of one small company management team making the final decision the
various teams of the many divisions and subsidiaries of a large company are
constantly competing with one another. In a large company the "best probability
of return" Is used as a criteria, and often individual projects are denied to
local management two or three times before a suggestion is made to use tax
exempt financing. Tax exempt financing when factored into an otherwise marginal
deal frequently tips the scales in making a project viable and in providing
hundreds of new jobs.

Therefore, it can be seen that tax exempt financing does not too often repre-
sent "where" a project will be constructed, but whether such a project will
"come into being or not."

Tax exempt financing for industrial construction is available in one form or
another In practically every section of the United States. The whole nation Is
competing equally for expansion of older facilities and for the construction of
new facilities. There is very little "shifting around" of Industry because of the
availability of tax exempt financing. Tax exempt financing is not causing invest-
nient in one area as against another area of the United States. Tax exempt
financing is, however, encouraging the "very being" of industrial expansion and
new construction.

We propose at this time (a) to increase the $1 million small Issue exemption
to $3 million and (b) to Increase the limit subject to the capital expenditure
rule, if such rule be retained, from $5 million to $15 million. We would of
course also like to eliminate the inequitable and self-defeating 6 year capital
expenditure rule, and simply raise the $1 million exemption to $15 million.
Either approach will substantially stimulate the economy and bring Into being
capital projects which would not otherwise be constructed. Either approach
will create thousands of immediate new jobs throughout the United States.

I am a member of the American Industrial Development Council. Robert E.
Lee Garner, of Atlanta, Georgia, and I prepared a memorandum entitled "Indus-
trial Development Bonds and Their Role in Alleviating Unemployment" which
has been published by the American Industrial Development Council along with
a statistical abstract of long-term municipal bond dollar volume, prepared by
James G. Belch, of Gainesville, Florida. Copies of this memorandum have been
submitted to your Committee to be included in the record of this hearing. Such
memorandum speaks for itself and outlines in Appendix A thereof the industrial
building cost increase between 1967 and 1976 indicating that a $5 million project
In 1967 cost over $10 million in 1976, and would far exceed that cost today. Such

memorandum also describes the limiting effects of the capital expenditure rule.
I have also submitted to your Committee copies of a memorandum entitled

"The Interest Tax-Exemption on Industrial Development Bonds: The Cost to the

United States Treasury" by Dr. John A. Andrews and Dr. Dennis R. Murphy of

Emory University in order to show the net benefit to the U.S. Treasury of Indus-

trial Revenue Bond Projects.
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FOREWORD

Practitioners of industrial development have, since Colonial times, been
concerned with capital formation. Adequate financing for land, building and equip-
ment in the plant location process continues to be a major factor just as it has been
throughout our nation's history.

The widespread use of bonds for industrial development purposes, which
began with Mississippi's "Balance Agriculture With Industry" program in 1936, is
still a very important means of plant location financing.

The current restrictions and Limitations on this form of financing have acted
as an inhibitor in the creation of new employment during a period when high
unemployment has been a critical national problem.

"'r'ls paper was written by George W. Cregg of Melvin and Melvin of Syracuse,
New York, and Robert E. Lee Garner of Gambrell, Russell, Killorin & Forbes of
Atlanta, Georgia specifically for the American Industrial Development Council. Its
purpose is to provide sound, reliable and valid arguments for using IDRB's to
finance industrial development projects which will lead to the new jobs so vital to
the continued strength of our economy.

The Statistical Abstract portion of this publication was compiled by AIDC
Director Jalnes G. Belch of Gainesville, Florida. Information in the Abstract
clearly shows, as presented in the position paper, that IDRB's "compete for sale
principally with corporate bonds, and not with the traditional general obligation bonds
of municipalities." In fact, Mr. Belch's figures show that IDRB's are a very, very
small part of the overall bond picture. Their importance lies in their use as "small
issue" tools which can be used most effectively in "alleviating the problem of
unemployment and stimulating the economy without triggering further dangerous
inflation. "

Both the position paper and statistical abstract were presented, by their
authors, at the AIDC-sponsored conference on "The Future of Industrial Revenue
Bonds" which was held in Chicago on December 15, 1976. Requests for copies of
both presentations were so great that it was decided to make them available in this
form.

AIDC will argue strongly, through this method and through its Legislative
Committees, for improved methods of capital formation for industrial development
purposes during 1977 and in the future. It is hoped that this publication will be of
value to those who feet that this form of financing has been especially useful and
should be continued in an expanded form.

This publication is a joint effort of the American Industrial Development
Council and the Southern Industrial Development Council. This represents a
major joint effort by these organizations and it is hoped that it will lead to
additional project cooperation on the issues which concern the practice of
industrial development.

Larry D. Cohick, C.1.D., FM/AIDC
Executive Vice President
American Industrial Development Council
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INTRODUCTION

During the past several weeks, we have been seeing state-

ments in the business news media that the nation's economy is

stagnating and that unemployment which has been such a severe

problem for the past several years is creeping upwards again.

President-elect Carter, his economic advisors and his transi-

tion staff tell us on a daily basis that the first priority

of the new administration must be stimulation of the economy

with particular emphasis on the creation of new jobs to alle-

viate the stubborn unemployment problem. They say that unemploy-

ment in the United States is a crisis of the first order that

must be dealt with immediately. This, of course, is something

that those of us who work in the field of industrial develop-

ment have known for some time. President-elect Carter and

his staff warn us of the difficulties and dangers, particularly

that of inflation, in trying to stimulate the economy too

rapidly. They are struggling with the problem of finding some

economic tool that will increase employment opportunities with-

out creating an unacceptable rate of inflation.

We submit that a tool or vehicle exists which, with

proper amendatory legislation, can be effectively used to help

alleviate the problem of unemployment and stimulate the economy

without triggering further dangerous inflation. This tool is

the "small issue" industrial development bond.

It is a widely recognized fact that one of the primary

contributors to continuing unemployment is business's reluc-
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tance over the past several years to build new industrial

plants or to purchase new industrial equipment. Therefore, it

is critically important that industrial construction and expan-

sion be encouraged so that new jobs will be created. An imme-

diate result of new industrial plant construction would be

direct relief to the construction industry where unemployment

continues at a double-digit rate.

The two reasons most often given by businessmen for can-

cellation of plans for industrial expansion are high interest

rates and rapidly increasing construction costs. Therefore,

in order to stimulate industrial construction and expansion,

funds for capital investment must be made available to industry

at a cost which makes construction and expansion economically

feasible.

Insofar as interest rates are concerned, exempting inter-

est paid to lenders for borrowed funds from income taxation

obviously provides lower interest rates to the borrowers.

Consequently, to the extent that industry can borrow money

through a vehicle that will allow its lenders to receive inter-

est tax-free and thus borrow at a lower cost, it follows that

industry will be encouraged to increase industrial construction

and expand industrial capacity.

The Internal Revenue Code of 1954, as amended (herein-

after the "Code") does provide such a vehicle for tat.-iree

borrowing. It is the "small issue" industrial development bond

whose use is outlined in S103(c) (6) of the Code. This section

2
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provides that businesses may borrow, indirectly, through muni-

cipalities' issuance of industrial development bonds up to

$1,000,000 (and in some instances $5,000,000) on a tax-exempt

basis. Obviously, the primary purpose of this provision of

the Code was to encourage industrial expansion. However, the

provisions of the Code enacted in 1968 relating to the "small

issue" industrial development bond no longer serve that

intended purpose because the statutory limitations on the use

of the "small issue" bonds have become unrealistic in light

of continued increases in construction costs since 1967.

E. H. Boeckh & Associates, the Engineering News-Record

and Turner Construction Company building cost indices for

factory buildings more than doubled from 1967 to July 1976.

A summary of such rate increases is attached hereto as

Appendix "A". Clearly, inflation in the construction indus-

try has reduced the "building power" of "small issue" indus-

trial development bonds to less than half of what it was in

1968 when the exemptions were enacted. Moreover, the three

years forward and three years back "capital expenditure" pro-

hibition relating to the $5,000,000 "small issue" industrial

development bond has proved to be inequitable and self-defeat-

ing as will be more fully explained below.

It is for this and other reasons that S103(c) (6) of the

Code relating to taxation of interest paid on industrial

development bonds must be amended, to increase the dollar

limit on "small issue" industrial development bonds and to

- 3 -
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remove or at least modify the limitation with respect to

"capital expenditures" made at facilities financed with such

bonds.

DISCUSSION

Under present law, industrial development bonds do not

perform efficiently in the expansion of existing industrial

facilities and the construction of new industrial facilities.

Provision is made in the Code for industrial development

bonds, the interest on which is exempt from Federal income

tax under S103(c) of the Code, to be used to finance several

specified categories of development including the construction

of low cost housing, sports facilities, convention or trade

show facilities, certain transportation facilities, public

utilities, industrial parks and air or water pollution control

facilities. Additionally, there is a "small issue" exemption

in the Code which allows tax-exempt industrial development

bonds to be issued in the principal amount of $1,000,000 or,

in some cases, $5,000,000, for the construction, improvement

or acquisition of land or property of a character subject to

the allowance for depreciation under S167 of the Code (i.e.,

among other things manufacturing facilities).

Under S103(c) (6) of the Code, interest on industrial

development bonds is tax-exempt if the bonds are part of an

issue which is limited to $1,000,000 or, at the election of

the issuer of the bonds, to $5,000,000. (These monetary

- 4 -
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limitations are structured so that a business usin.] dt ticilc

financed by the proceeds may not use multiple bond issues in

the same municipality or county to construct larger facilities.)

If the $5,000,000 election is exercised, however, the total of

(i) the "capital expenditures" incurred by the user of the

facility financed by such bonds which are related to that

facility or any other facility of the user in the samc county

or municipality (including both those expenditures financed by

the issuance of the bonds and those expenditures made with

funds raised from any other sources) and (ii) the bond pro-

ceeds may not exceed $5,000,000 during the six-year period

beginning three years prior to the date of the bonds' issuance

and ending three years after their issuance. Violation of

this limit makes interest on the bonds taxable, retroactively.

In today's economy (where construction costs since 1968 --

when these dollar limitations were imposed -- have more than

doubled) the interest savings achieved by a company through

using $1,000,000 in tax-exempt bonds usually is not suffi-

cient to provide a substantial incentive for incurring the

costs of capital expansion. The incentive provided by the

$5,000,000 exemption is also not adequate due to inflation

since 1968 and the six-year "capital expenditure" rule. No

business can rationally use the entire $5,000,000 made avail-

able under the exemption because it must maintain a "cushion"

for "capital expenditures" which will probably have to be

1/
See Appendix "A" attached hereto.

- 5 -
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incurred within the three-year period after the bonds are

issued (not to mention applicable "capital expenditures" that

may have been incurred during the three-year period prior to

the bonds' issuance). Furthermore, many corporations are

afraid to use the $5,000,000 exemption for fear that techno-

logical or other changes will require that the $5,000,000

"capital expenditure" limit be exceeded during the three years

following the bonds' issuance, thus, by law, triggering taxa-

bility of the interest paid on the industrial development bonds

previously issued. Such taxability in turn usually requires

the redemption of such bonds at a substantial premium pursuant

to the leases and trust indentures between the user of the

facilities being financed and the purchasers of the bonds.

Part of the legislation imposing the $1,000,000 limit on

industrial development bonds was passed in June of 1968 after

the promulgation of proposed Treasury Department regulations

in March of 1968 which would have eliminated, entirely, the

tax-exempt status for all industrial development bonds. The

Treasury's proposed regulations were intended to correct what

Department officials deemed to be abuses in the use of indus-

trial development bonds. The Congress, however, recognized

that, while abuses existed, industrial development bond financ-

ing serves a valuable purpose by providing communities an

opportunity to improve their economic base through industrial

development. Accordingly, the Congress passed Section i03(c)

(6) of the Code to preserve the tax-exempt status of industrial

- 6 -
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development bonds, but with a $1,000,000 limitation on the size

of the bond issues. Upon further study during 1968, the Con-

gress determined that the $1,000,000 limitation would not

enable communities to use this method of financing as effec-

tively as had been intended. Consequently, in October 1968,

the Congress amended Section 103(c)(6) to provide the alterna-

tive $5,000,000 limitation.Y

The need to provide employment opportunities in all areas,

and, in particular, in areas which were hardest hit by the

recent recession and which show no signs of recovery, is much

greater than it was in 1968. Unemployment in America has been,

and continues to be, on the increase. The return of Viet Nam

veterans to the work force, the increasing numbers of women

seeking employment and the general increase in the work force

due to growth in our population, have accentuated the need for

expanded employment opportunities. All of these factors have

Tied to the alternative $5,000,000 "small issue" exemption
is the capitali expenditure" rule described previously.
No rationale, or reasoning, has ever been given to com-
munity developers for this limitation. The limitation has
been negative and self-defeating. It is important to note
that "capital expenditures" are not limited to the amounts
raised from bond issues, but also must include the money
which users borrow themselves, and expenditures from their
own cash reserves. Companies wo-find themselves sudcUeWWy
in a fast growth situation are prevented from spending their
own money to grow and to further stimulate the public
benefits which the industrial development bond financing
was supposed to bring about in the first place. Not the
least of these, is the payment of increased Federal income
taxes. Community economic developers have never questioned
the concept of limiting the amount of tax-exempt bonds to
be issued for a single tenant in a given municipality or
county, but seriously question the wisdom of freezing pro-
jects by the "capital expenditure" rule, so that they can-
not expand through other sources.

-7-

34-369 0 - 78 - 21



1530

been compounded by the cutback in industry's plans for c te,

expansion which result in great part from increased interest

-rates and rapidly increasing construction costs.

For these reasons, the tax-exempt industrial development

bond concept is more valid and necessary than ever before. If

S103(c)(6) were amended to liberalize its monetary limitations

and the "capital expenditure" restriction, it would re-establish

a unique incentive that would enable communities to improve

their economic base by providing businesses with an effective .

vehicle to finance their growth or expansion with capital

supplied at lower interest costs than otherwise available

from conventional sources.

The Impact of Inflation.

Inflation has been particularly troublesome in the con-

struction industry. As shown in Appendix "A", construction

costs more than doubled between 1967 and July 1976. Addi-

tionally, the value of farm land, which greatly affects the

price of land required for industrial expansion, increased

225% from 1968 to 1976.

Increase in Average U.S. Farm Real Estate
Values Since Adoption of Section 103(c) (6)

Date Value per Acre ($) % of 1968 Value
a

1968 179 100
b

1976 403 or more 225 plus

a
Economic Research Service, United States Department of
Agriculture, Farm Real Estate Historical Series Dat a--
1850-1970 (1973) 2.

b
Economic Research Service, United States Department
of Agriculture, Farm Real Estate Market Developments
(Feb. 1, 1976).

- 8 -
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The foregoing information shows that farm land costing

$1,000,000 in 1968 costs $2,250,000 today. Construction

which cost $1,000,000 in 1967 costs between $2,030,000 and

$2,240,000 today, and construction which cost $5,000,000 in

1968 costs between $10,150,000 and $11,200,000 today (see

Appendix "A").

The impact of this inflationary trend has been sharply

felt by the businessman seeking to build a new plant or expand

his present facilities. The opportunity seemingly afforded

him by S103(c)(6) of the Code may well be unavailable because

fewer projects can fit within the dollar limits now contained

in the Code. The consequence is that contemplated projects

may either be reduced in scope or abandoned -- to the detri-

ment of economic development in numerous localities.

The "Capital Expenditure" Rule.

The 1968 amendment providing for the issuance of up to

$5,000,000 of industrial development bonds includes require-

ments which have greatly reduced the expected utility of

this alternative to the $1,000,000 exemption. The most

significant of these is the "capital expenditure" limitation.

Under S103(c)(6) of the Code, "capital expenditures" made by

or on behalf of the primary user of the facilities being

financed by indusrial development bonds, if such expenditures

are for plants located in the same municipality or county as

the bond financed facility (even if they'are not made in con-

junction with that facility) are credited against the

- 9 -
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$5,000,000 ceiling and thereby correspondingly reduce .t,

amount of tax-exempt bonds that may be issued. These expendi-

tures include any "capital expenditures" made during the six-

year period beginning three years immediately preceding the

date of the bond issue and ending three years after such date.

For purposes of S103(c) (6) of the Code, the term "capital

expenditures" includes any expenditures properly chargeable to

the capital account of the company on whose behalf the bonds

are issued, even if such expenditures otherwise could be

expensed. This would include such items as research and

development, the purchase of equipment and machinery, the

addition of new facilities and other expenditures necessary

for the growth of a business.

The most significant effect of the "capital expenditure"

rule is that, as a practical matter, the limit on tax-exempt

industrial development bond financing is closer to $4,000,000

than $5,000,000. This is due in large part to considerations

of marketing the bonds. Investors in tax-exempt bonds are

not willing to take the risk of buying a bond that is part of

an issue the dollar amount of which is too close to the upper

limits of the exemption because violation of the $5,000,000

ceiling renders interest on the bonds taxable.

Further, the capital expenditure limit is burdensome, in

the context of the $5,000,000 ceiling, in the case of plants

that are in the initial stages of development. A plant

initially financed by industrial development bonds under the

- 10 -
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$5,000,000 alternative could be prevented from expanding,

reaching new markets and increasing its employment levels

because additional expenditures for research, equipment or

plant expansion could not be made without the loss of the tax-

exempt status of outstanding bonds which financed the plant.

For example, if a facility costing $3,900,000 is financed

through the use of industrial development bonds and immediately

thereafter the business engaged in research costing $500,000

and purchased trucks, machinery and other equipment costing

$600,000, no further "capital expenditures" could be made by

the enterprise during the three years imediately following

the date of the bond issue even if sound business practice

would dictate such expenditures.

Discussion of Arguments Raised in Opposi-
tion to Industrial Development Bonds

Opponents of industrial development bonds have argued

that they are undesirable because:

A. industrial development bonds constitute a Federal

subsidy to private corporations;

B. industrial development bonds compete in the finan-

cial markets with traditional general obligation bonds of

municipalities, thus the very existence of such bonds

increases the cost of borrowing for municipalities; and

C. industrial development bonds are an inefficient

subsidy in any event, because the cost they represent to

the Federal government, in terms of lost tax revenues,

is far greater than any economic benefit received by

- 11
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companies utilizing such bonds as a. tool for financing

capital expansion and improvement.

An accurate analysis of industrial development bond financ-

ing shows these arguments to be specious and based on half-

truths. A more thorough examination indicates that such

financing does encourage new and expanded industrial develop-

ment thereby creating new jobs which are so desperately needed

in today's job market and, most importantly, does it more

effectively than direct federal subsidies.

In the interest of clarity, the following analysis of

industrial development bond financing is subdivided in the

same order as the purported arguments against such financing

listed above.

A. As a matter of economic reality, it is unquestionably

true that industrial development bond financing generates an

economic benefit to private corporations whose capital expan-

sions are financed by such bonds. However, this is not, in

itself, an argument against industrial development bonds. The

proper question is whether the need for such a form of financ-

ing, and the benefits it yields to economically depressed areas,

outweighsthe "private benefit" it affords to corporations at

the expense of lost tax revenues. The answer to that ques-

tion, manifestly, is "yes".

Industrial development bonds provide, through lower inter-

est rates, an incentive for businesses to expand their pro-

ductive capacity. With today's high unemployment rates follow-

- 12 -
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ing several years of inflation, it is recognized that one of

our country's most pressing needs is the expansion of produc-

tive capacity. Such an expansion will serve two purposes: (i)

alleviation of excess demand which feeds the inflationary

spiral; and (ii) provision of additional jobs which are so

desperately needed today.

The benefits that redound to economically deprived areas

from the introduction of a new facility are too numerous to

list exhaustively. The most important is the creation of

industrial jobs. Furthermore, the local tax base may be

substantially increased. In most states provision is made

for ad valorem taxation of the facilities financed by indus-

trial development bonds or for alternate methods of collecting

"in lieu of tax" payments. Moreover, the increase in local

salary levels provides for greater taxes from other local

sources -- such as sales and income taxes. This results in

better schools, better roads, etc. which, in turn, makes it

easier to attract more job-producing businesses. It should

also be noted that the U.S. Department of Commerce estimates

that the creation of 100 industrial jobs creates 65 additional

service jobs.

B. It has been argued that industrial development bonds

are economically detrimental to the very municipalities and

counties they are supposed to help, because such bonds compete

in the same markets with traditional general obligation bonds

- 13 -
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and, consequently, increase demand for funds which in turn

increases the cost of ordinary borrowing for municipalities

and counties. It is highly questionable whether industrial

development bonds compete in the same market as traditional

municipal obligations because purchasers of industrial develop-

ment bonds look principally to the credit of the company whose

facilities are being financed by the bonds, rather than to

that of the issuing municipality, county or authority, in

deciding whether to buy these bonds. The issuing municipality

or agency traditionally has no liability or obligation to pay

the industrial development bonds if the business, for whose

benefit the bonds have been issued, is unable to meet its

obligations with respect to those bonds. Consequently, indus-

trial development bonds compete for sale principally with

corporate bonds, and not with the traditional general obliga-

tion bonds of municipalities.

This conclusion is buttressed by the results of a "Statis-

tical Abstract of Long-Term Municipal Bond Dollar Volume Jan.

1970 - Sept. 1976" prepared for the American Industrial Develop-

ment Council, Inc. by James G. Belch, and a statement of John

Peterson of the Municipal Finance Officers Association which

was introduced into the hearings of the Senate Subcommittee on

Small Business on July 1976. These results indicate that, tak-

ing as an example a 1975 twenty-year $1,000,000 issue with an

assumed debt service cost of $64,000, there would have been a

reduction of only $748.06 on that debt service had there been

- 14 -
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no industrial issues (including the proliferation of large

pollution control issues) during 1975. Thus, we can see that

the impact of industrial financing on the debt service cost

of all municipal obligations is minimal, and, if we assume

that some limits will be forthcoming on pollution control

issues, the impact of the "small issue" industrial development

bond on the debt service cost of all municipal issues would be

almost nonexistent. The impact of industrial development bond

issues will be further reduced as a result of the revisions in

the Tax Reform Act of 1976 which will permit mutual funds to

pass through to their investors the tax-exempt status of

obligations in which the funds invest. This provision will

widely broaden the market for all types of municipal obliga-

tions and thus reduce any demand pressure which has tended to

drive up the interest rate of tax free municipal obligations.

C. The frequently raised argument that the industrial

development bond is an inefficient means to encourage capital

expansion and development must be examined closely. It is

founded principally on two premises:

(i) that the forces of supply and demand in the capital

money markets are the most efficient means of deter-

mining which capital expansions are efficient and

which are not, and, therefore, such forces should

be left free to operate (without the influence of

government sponsored incentives) because they auto-

matically will result in the allocation of capital

resources to the most qualified capital projects; and

- 15 -
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(ii) that most corporations commit to undertake capital

expansions based on considerations other than the

expected interest cost experienced on funds borrowed

to finance the expansion, and, therefore, it is unneces-

sary to offer the incentive of the lower interest rates

available on tax-exempt industrial development bonds in

order to induce corporations to make capital expansions.

Examination reveals, however, that both these premises

fail to consider certain critical facts. First among these

is that in today's "tight" capital money markets funds for

capital expansion are simply unavailable from conventional

financing institutions for most small companies and many medium-
3/

sized companies (particularly those which are not publicly-

held) regardless of the interest rate these companies are willing

to pay. Consequently, such companies have no alternative but

to seek funds from the investing public for any capital expan-

sions the costs of which exceed that portion of their internally

generated funds available for capital projects.

In the public money market, however, such small and

medium-sized companies can no longer effectively compete with

the bond offerings of corporate giants, who can provide greater

security to their bondholders, unless the smaller companies

can offer some special incentive to potential purchasers of

Many of these companies have operations throughout the United
States, but because of their size relative to the corporate
giants continue to experience considerable difficulty in try-
ing to raise funds for capital expansion from conventional
financing institutions.
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their bonds. The tax-exempt status of the industrial develop-

ment bond could be utilized to offer just such a special incen-

tive. Without this incentive, the smaller companies' ability

to compete for capital funds in the public market will be more

and more seriously jeopardized. (As already pointed out, the

present limitations on "small issue" tax-exempt industrial

development bonds, coupled with the ravaging effects of infla-

tion in the construction Industry since 1968, have drastically

emasculated the ability of small to medium-sized companies to

effectively utilize the tax-exemption incentive for capital

expansions.)

The second critical fact which these premises ignore is

that while corporations consider many criteria in determining

whether to undertake a capital project, one of the most impor-

tant factors in making such a determination is the "cost"

(i.e., the interest rate) of funds needed for such project.

There is no doubt that every year many capital projects are

abandoned or postponed because at that particular time the

costs involved in obtaining funds for such projects are con-

sidered excessive or render the project economically unsound.

Similarly, there is no doubt that for many projects the dif-

ference in the cost of capital represented by the lower tax-

exempt interest rate on an industrial development bond versus

the taxable interest rate on taxable corporate bonds or other

comparable financing vehicles may be the deciding factor in

determining whether a capital project should be undertaken at

- 17 -
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any given time. (Furthermore, the larger the project, the

larger -- and therefore the more important -- this "cost

of capital" factor becomes). Consequently, the incentive to

capital expansion offered by the industrial development bond

is definitely an inducement toward capital expansion and, in

some cases, may well be the deciding factor. It is not enough

to say, as the opponents to industrial development bond financ-

ing have, that if capital expansions would not be undertaken

without the "subsidy" of tax-exempt bonds, such expansions are

not the projects that should be built. The crux of the prob-

lem is that the rate of capital expansion in the United States

is declining and incentives such as the tax-exempt industrial

development bond are required to reverse this trend and, in

turn, alleviate the worsening problem of unemployment.

Finally, we have heard officials of the Treasury Depart-

ment argue over and over that the industrial development

bond is an inefficient subsidy because the tar dollars

"withheld" from Treasury's coffers far exceed the direct

cost saviiig to industry resulting from industrial develop-

ment bond financing. The argument continues, that it would

be much more efficient for the Federal government to give

direct subsidy payments to businesses for industrial expansion

that created new jobs. There are several things wrong with

this analysis. Firstly, the Treasury Department's figures

have always seemed totally unrealistic and have varied from

time to time. Mr. Belch's study, using assumptions that in

- 18 -
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every instance are most favorable to the Treasury Department's

position indicates that corporations using industrial develop-

ment bond financing can achieve an extra $1.04 of profit for

each $4.04 of taxes withheld from Treasury's coffers. His

analysis makes no attempt, as he clearly states, to take

into account all of the indirect benefits that result from

the new jobs created by this additional corporate profit.

These include things that do not lend themselves to a direct

cost-benefit analysis, but which cannot be ignored such as

additional personal income taxes that will be paid from the

new jobs directly created as well as ancillary jobs that

result therefrom, and increased tax collections by state and

local government, including not only personal income taxes

but property taxes as well. Furthermore, we must also

consider the reduction in drains on Treasury funds such as

welfare and relief payments. We submit that it is quite

possible that if all the factors that must be taken into

account could be subjected to a cost-benefit analysis, the

result might well indicate that the industrial development

bond gives the Treasury a net profit rather than a net loss.

Most importantly, as documented by Mr. Belch's statis-

tical abstract, the net public indirect cost of each job

created by an industrial development bond in 1975 was only

$3,727 of which 56.9% was borne by the general citizenry in

the form of added interest costs on all municipal bonds

(which costs will be reduced in the future as a result of
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probable limitations on pollution control financing and the

expanded supply of capital resulting from revisions in the

Tax Reform Act of 1976) and 43.1% was the amount "withheld"

from the Treasury. In comparison, recent media reports

indicate that the Government is considering expenditure of

$5,000,000,000 to create 130,000 jobs during the next five

years. If this statement is correct, direct federally

subsidized job programs have a gross cost per job of $38,461.54,

or a net cost after return of federal personal income tax of

$37,854. Thus, the Government cost per job creation, is

twenty-three times greater than the amount "withheld" from

the Treasury to create a job with industrial development

bonds.

Furthermore, a new federal job subsidy program will

result in yet another federal bureaucracy which will have a

tendency to grow and feed on itself and will probably be

just as inefficient as most other bureaucracies. On the

other hand, there is already an established, actively

functioning monitoring agency for the industrial development

bond program -- that is the Treasury Department.

CONCLUSION

For the reasons set forth herein legislation which would

provide more liberal rules relating to "small issue" indus-

trial development bonds should be enacted. In particular,

such legislation should at least double the monetary limita-

- 20 -
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tions on "small issue" industrial development bonds to appr'.;h

making up the inflation that has accrued in the construction

industry since 1967. Additionally, serious thought should be

given to eliminating or modifying the "capital expenditure"

rule which has proved to defeat the purpose "small issue"

industrial development bonds were intended to serve.

In the past, industrial development bonds have played a

vital role in strengthening the American economy. They have

made feasible many worthwhile enterprises which could not

have been undertaken at conventional financing costs. But

even more importantly, they have brought increased prosperity,

new jobs and economic development to many communities. It is

more important today than ever before that this financing tool

be revitalized so that it can be used to help provide the jobs

that are so desperately needed.

- 21 -
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ANALYI OF T9[ JULY I976 PETRMN fAT[MNT
A statement from a study by John Petersen (MFOA) was introduced into the hear-
ings of the Senate Subcommittee on Small Business in July, 1976. Although the
statement addressed itself to the new law which authorized the S.B.A. a limited

guarantee on certain tax-exempt pollution control bond issues, it appears
applicable regardless of the ultimate use of the bond proceeds. The statement
is, in fact, one of the few which attempts to place a dollar value (when trans-
lated) on the added cost of debt service as new bonds enter the market.

An excerpt from the statement reads:

"... (It is estimated) that as the volume of pollution bonds grows, their added
volume and higher yields drive up rates on all tax-exempt bonds anywhere from
five to 20 basis points (at a 20 year maturity) per billion of annual pollution
bond financing, depending on market conditions."
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CRICKET PUBLISHING CO.,
PRINTERS OF ACCOUNTING AND TAX SCHEDULES,

Battle Greek, Mich., August 16, 1978.
CoMMITE oN FIANCe,

Dirkeen Senate Oe Building,
Washington, D.O.

DEAR Stas: I have a deep concern, as the enclosed material will indicate, that
you have not realized what this Zero Bracket (Standard Deduction) along with
what the Discriminatory Tax Schedules are doing.

"I would prefer to see our tax structure reformed so that one's marital status
does not affect one's taxes. The decision to marry or not is a personal one. Tax
consequences do not belong in that process." Honorable S. I. Hayakawa.

Drop the Zero Base * * * not raise it as the Jones-Ullman compromise asked * **
Allow All Itemized Deductions that can be proven * * * raise the Individual credit
for each dependent and make the Rate Schedules so they do not favor "Living in
Sin".

Transfer the Man hours Wasted in the Energy Department and you will collect
many more 'Billions'.

I have received over a hundred letters from United States Senators and Con-
gressmen and they all agree-so why don't we act?

Sincerely yours,
STANLEY . CANFIELD,

President.
Enclosure.
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July 13, 1979
In this Isum:
Ways and Means to take up "Jones-
Ulmn compromise" tax plan, p. 217

Tax Report
HOUe MATES: A separated couple aa

be art ader the ame reel a en"t D.
Support payments during marital separa.

O usaUy Are deductible. But the Tax
Court a while ago denied ichud S.s sup-
port deduction because be contlned to Ue
In the same house with his wile Lugne. is
argued that they had separate roms, ate
MeAla apart and seldom saw each other. But
the court said the deductios was avaiable
oly if a separated couple lived part.

The Tax Court declared that it shmo't
be required "to delve tato Intimate question
of whether husband ad wif re n fact Uy-
lag apart while residig In the same house."
But that prim srtio was rejected re-
cently by As appeals court. A deduction for
support In't automaUcally barred if a sepa-
rated couple live under the same roo the
igher court asserted.

Dehblo into Richard sad Luggae's
Ktbg arra ement c a ppea court
deitermed that in fct they were lViag
apart Is the san hosu Ta Richard
oud defac some tlf for sPPort

tal thI$' MiAKING 0U ' in moIe

'ays than oNe.

JOUSE A ATES .'
DOedUr," o't allgMfony ." 910Sin.illes living $23....ea ot $460.00

and now gvin$Z.: s

$3400.0 lot Matl e
1 1'

1 - Ways and Measi to take up "Jones-
UlImn compromise" tax plan

The House Ways and Means Committee
plans to resume mark-up of what is now being
referred to as the Jones-UlIman compromise
bill. Here are the highlights of the proposals
contained in the bill.

Individual tax rates. Individual tax brackets
would be widened by 6% of taxable income in
excess of the zero bracket amount. The zero
bracket amount would be increased frcm $2,.
200 to $2.300 for single persons and from
$3,200 to $3.400 for mamed couples.

Itemized deductions. The deductions for
state and local nonbusiness ias taxes as well as
for political contributions would be repealed.
The alternative political contribution credit
would be retained.

The medical expense deduction would be
modified to eliminate the separate deduction for
insurance premiums, the separate 1% limit.
tion on medicines and drugs, and would allow
only insulin and prewm on, medicine and
drugs to be included as medical expenses sub-
ject to the 3% limitation.

Tax shelters. The at risk rules which cur-
rently apply to unincorporated entities engaged
in farming, oil and gas, motion pictures, and
equipment leasing, would be extended to
closely held (5 or fewer shareholders owning
more than 50% of the stock) corporations and
to all activities except real estate. The partner-
ship at risk restriction would be repealed.

Partnership udits. Where the tax abilities
of 100 or more partners could be affected, the
statute of limitations with respect to partner-
ship pasathrough items on the partners' returns

% - TAX
f GUIDE

ALN7



1606

Essa

Threat to an American Tradition
John W Gardner, thefounding ckatrnan ,/ Common Cause trial tax credit So the oir n -ta% expendilure ' wix invented as

and formerly Secretary of Health, Education and Welfare. see a convenient way to describe such an amount Some tax-sim-
danger in certain proposals that hot comelortl /arelyfron var- pliflcatton theonslist hisst not given much thought to the im-
tots tan reformers to eliminate or reduce the charitable coill- plicattons of apply vig that term to voluntary charitable dons-
buttons that Americans can deductifromi roxa /e income He stra. tions But there is another t)pe or theorist tie Stave to cope
ed his ease recently at a United WIa) copirmce in a speech on -ih the Go ernmnL-knrc'. s-best type who positi ely resents
mhich hf essay ts based the freedom of the tas-.tcdu tihle gift Hisargument istoetim-

mate the deductibility or that dollar jven to the b.hool for the
'These Ameri.as are a peculiar people If. In a local/ corn- blind, take the money into the treasury and. if the whool needs

unity. a citizen becomes aware of a human seed whtici is not money. let Congress and the federal agencies appr.priate it
being rut, he thereupon discusset the situation wit Ait neigh- Such A doctrine makes the head ache The American peo-
bors Suddenly a committee comes into existence The conmitter pie have been remarkably resourceful in lsunchirg activities to
thereupon begins to operate on behalfoftheneedand anescom- serve their communities They freely gi.e $30 billion a year
inanity function is established Itis like watching a miracle, be- and contribute God knows how rny billion mire in n(mon -
cause these citizens perform this ocrt withiu. a single v....... elary services Now Americans are told that Congress
reference to any bureaucracy, or any official agency. and the Government bureaucracies could do a better

job
lust so. IO years ago. Tocquevl]e described a Somehow the available evidence on (,ovrnmeni
* unique feature or the American system. It is the efficiency (speaking with the respect ofone viho served
sponutaseosm working of& creative public spirit. out of two tours of duty in GovernmentI does not drive one
this fundamental national rait have come such vitally ' toward that conclusion Bus apart from the question of
important institutions as libraries, museums, civic or- -4 efficiency. if Government pre-emp e charitable
ganizations. great universities. the United Way, the functions, what outlet would be left for personal caring
Little Leag .s, the Salvation Army, symphony orches- and concern Can anyone believe that a manual of reg-
eras. g lrden clubs, historical societies, adoption set- ulattons from Washington would unlock the miracu-
vices hospitals. religious organizations, Alcoholics lous energy which has been so impressive since the
Anonymous, the 4-H clubs Indeed, this American days of Tocqueville

1

sirit reaches mnto almost every field of human inter- The ruth is that the present charitable deduction
cs Tied to another powerful American tradition is not adequate to bring out the best of which Amer-
-that of private giving for public purposes-the Jcans are capable Even recent increases in the stan-
volunteer spirit haa released incredible human energy dard deduction-five in the last eight years--de-
and commitment in behalf of community aU over the country. creased the number of taxpayers itemizing deductions from

Yet in the next two or three years the Federal Government almost 501 in 1970 to less than 25r' today The result dam-
may destroy this feature of the American system The destruc- aged the voluntary sector Conrinbutions to public charities de-
sion could be accomplished silently and invisibly-in the name creased, with losses recently estimated at $5 billion In 1977
of tsix reform The threat i in proposals that would reduce, di- lone, greater use of the standard deduction could cost so-
reetly and indirectly. the charitable contributions Americana jantary American institutions some $1 3 billion Is is estimated
itemize as deductions from taxable incone. And there are even thatLy W jls j"lag "et will itemize deduction% .(jd thus
those who, with the intent of simplifying the tax code, would have an adde% incentive7MI 3T cAriiaVe' onations) if the
eliminate such deductions entirely, With due respect to the re- Carter Administrations tax reform proposals are enacted
formers, the alarm should be shouted: Our tradition of private What would result if the new antideduction doctrine ever
giving for public purposes is endangered by some of their good were in force is not pleasant to contemplate As it is. the trend
intentions. is already running against voluntarism The only way to re-

Up ill now. Govern nt tax policy has delberately fostered verse this trend is to amend the tax code to allo all taxpayers
thattradition, Thedeductibilityofcharitablegifktsisbasedon the to deduct charitable gifts whether they itemize or not This
idea that it is good for a great many people. independently. pri- change alone would eliminate a twofold danger, first, that de.
lately. to contribute to charitable, religious, scientific and edu- sying most Americans any encouragement to give will bring
national activities oftheir choice. Such givingsupports theAmer- more Government into their hes. second. that charitable gtiv-
ican pluralism that allows all kindsof people to take the initiative ing will become the province oronly the wealthy
in all kinds of activitks, In reality, the tradition that has pro- The Government wilt best Contribute to the health of the so-
duced the innumerable insnitutionsthat are iometimescalled the city if it actively furthers she vitality of the private, voluntar)
nonprofit sector lies at the very heartrofour intellectual and spir- sector We must wake up to the fact that the government ofa gi-
itual strivinSs The deductibility ofcharitable donations has been gantic, tumultuous society cannot be administered entirely by a
only an expression of that lWer philosophy conventional. centralized, top-down government hierarchy

Now there is a new school of thought with a very different Local levels of government and local private institutions are
view. It holds that a deductible dollar donated, say. to a school going to have to figure out how they can collaborate to make
for blind children, would have round its way into the federal trca- things work in the community The old American trait of sot.
ury-if it had not been deductible. That dollar is therefore to unitary actity and giving is indispensable to that end

be regarded, as Govermentoey-and labeled a -tax ex- Finally. it isno easy tomake a blanketdefenseofpr,,aic giv-
penditure" This new doctrine snsin inncently enwuit, with a ins, after all. it consists of so many unrelated unofficial, un-
concern about the multiplicity of existing tax loopholes It made classifiable activities Yet that diversity is one of the qualities.
sense to calculate the amount of benefits granted by the Gov- that make it Ieautiful It is an area in which freedom series
ernment through allowable deductions-a. say. certain indus- and flourishes Let's keep it that way

TOi-4L M-4 l isV1-0s
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STATEMENT OF HARRY C. GREEN, J., M.D., PRESIDENT, DEACONESS HOSPITAL
FOUNDATION, SPOKANE WASH.

The Board of Directors of Deaconess Hospital Foundation support the Moyni-
han-Packwood Bill 83111.

This bill would provide tax benefits for the average American and would bene-
fit the nation by providing additional support for charitable institutions which
serve the general public.

LAw OFFICES OF DELANEY & PATRICK,
Washington, D.C., September 5,1978.

Hon. RUSSELL B. LONG,
Chairman, Committee on Finance, U.S. Senate, Dirkaen Senate Office Building,

U.S. Congress, Washington, D.C.
DEAR MR. CHAIRMAN: This is in reference to the Press Release of the Com-

mittee on Finance, United States Senate (sometimes hereinafter referred to as
the "Committee"), of August 2, 1978, regarding the Committee's public hearings
on the President's tax cut bill and related matters.

We wish to thank the Committee for its continuing efforts to provide repre-
sentatives of the private sector an opportunity to express views on International
tax and trade matters. In this regard, we are particularly concerned about the
implications of the Carter Administration's proposals concerning United States
taxation of foreign source income and related matters, and we request that the
enclosed memorandum, submitted on behalf of Cargill Incorporated, be made a
part of the record of the Committee's hearings. This memorandum updates pre-
vious materials concerning the subject issues provided to the Committee, and its
Subcommittee on International Trade, during 1975, 1976 and 1977.

Based on recent developments and proceedings, including the tax proposals of
the Carter Administration and the deliberations of the House Ways and Means
Committee on the subject issues, it now appears that the Carter Administration
has ignored, or Is unconcerned with, significant considerations relating to the
linkage of tax and trade issues and the need for utilizing approaches involving
legislative and international trade negotiating techniques. More particularly, we
wish to point out that Important United States national and international Inter-
ests are served by preserving the competitive position of United States owned
firms engaged in international trading activities. Accordingly, we urge the Com-
mittee to undertake such steps as are necessary to assure that United States
owned firms engaged in international trading activities will be able to compete
on a substantially equivalent tax footing with foreign owned firms beyond United
States tax Jurisdiction and control.

Again, we wish to express our appreciation to the Committee and we trust that
our comments will be useful to the Committee during Its present deliberations
and in the future.

Respectfully submitted,
PAUL H. D.AN , Jr.

Enclosure.

COMMENTS AND RECOMMENDATIONS REGARDING UNITED STATES TAXATION or FOR-
EIGN SOURCE INCOME AND RELATED MATTERS WITH PARTICULAR REFERENCE TO
THE LINKAGE OF TAX AND TRADE ISSUES AND THE IMPORTANCE OF UTILIZING
BOTH LEGISLATIVE AND INTERNATIONAL TRADE NEGOTIATING APPROACHES AND
TECHNIQUES To PRESERVE THE COMPETITIVE POSITION OF UNITED STATES FIRMS
ENGAGED IN INTERNATIONAL TRADING ACTIVITIES

Introduction

The purpose of this memorandum is to provide comments and recommenda-
tions regarding United States taxation of foreign source income and related mat-
ters, with particular reference to the linkage of tax and trade Issues and the
importance of utilizing both legislative and International trade negotiating ap-
proaches and techniques to preserve the competitive position of United States
firms engaged in international trading activities.

As related below, in accordance with recent international and unilateral tax
and trade developments, including changes in United States domestic tax law and
international trade proceedings and negotiations, with particular reference to the
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November 1976 Panel Decisions under the auspices of the General Agreement on
Tariffs and Trade ("GATT") on certain tax practices of the United States,
France, Belgium and the Netherlands, it is urged that the United States Con-
gress, and particularly the Members of the House Ways and Means Committee
and the Senate Finance Committee, reaffirm the need for legislative and nego-
tiating efforts directed towards placing United States owned firms engaged in
international trading activities on a substantially equivalent tax footing with
their foreign owned competitors.

Notwithstanding these considerations, the Carter Administration has recently
recommended the repeal of DISC and deferral of United States taxation of un-
distributed earnings and profits of foreign corporations controlled by, or as-
sociated with, United States shareholders, apparently, the Carter Administration
has based its decisions on a lack of understanding or concern for important
United States national and international Interests which are served by United
States participation in international trading activities through United States
owned firms which are subject to United States tax jurisdiction and control. It is
particularly unfortunate that the Carter Administration has come forward with
these proposals at a time when the United States is in the midst of major inter-
national trade negotiations, both with respect to the multilateral trade negotia-
tions in Geneva, Switzerland and the GATT panel decisions involving the tax
practices of the United States, France, Belgium and the Netherlands. Further-
more, the Carter Administration has undertaken these legislative Initiatives at a
time when the United States is experiencing its largest trade deficit in history.

It is also to be expected that the tax proposals of the Carter Administration to
eliminate deferral by expanding the Subpart F approach (current taxation of
the undistributed earnings and profits of controlled foreign corporations) to
cover a broader range of foreign source income (extend beyond present coverage
of so-called tax haven income) would necessarily Involve additional complexities
and problems in the administration of United States tax law.

Discussion

GENERAL CONSIDERATIONS REGARDING UNITED STATES TAXATION OF FOREIGN
SOURCE INCOME

Tax jurisdiction and taxation of foreign source income
A particular nation may tax the worldwide income of its nationals, restrict the

scope of its tax jurisdiction to a territorial basis (tax only domestic source in-
come), or provide for other means of limiting the taxation of foreign source
income.

In response to a United States Congressional Inquiry in March 1973, a study was
prepared under the auspices of the Council on International Economic Policy
("CIEP") regarding tax treatment by other nations of their own multinational
firms (taxation of foreign source Income).'

This study summarized the basic rules of the following countries with respect
to taxation of foreign source income: Belgium, Brazil, Canada. Denmark. France,
Federal Republic of Germany. Ireland, Italy, Japan. the Netherlands, Norway,
Switzerland, and the United Kingdom.

The analysis included:
1. Taxation of income of foreign branches of domestic corporations;
2. Taxation of foreign subsidiaries of domestic corporations;
3. Taxation of interest, dividends and patent royalties received from abroad;

and
4. Treatment of foreign taxes paid by domestic corporations and their sub-

sidiaries (in certain instances, Intercompany pricing practices were considered).
Although it is difficult to generalize concerning the effect of foreign tax systems

with respect to taxation of foreign source income, It should be noted that despite
varied approaches to taxation (worldwide. territorial, and vAried forms of
exemptions and credits). not one of the nations; considered In the CIEP study
taxed currently the undistributed profits of a foreign siihsidiary controlled by
local residents. Accordingly. to the extent that the United States taxes undis-
tributed profits of United States controlled foreign corporations on a current

1.See information submitted for the record by the Council on International Economic
Policy to the Subcommittep on Internntionnl Trade. Senate Finance Committee. Hearings
on Multinational Enterprises, February 26 through March 6. 1973.
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basis, this places United States based companies engaged in international opera.
tions at a competitive disadvantage and constitutes a departure from the general
scheme of international taxation practiced by other nations.
U.S. constitutional considerations

In accordance with the principal taxation provisions of the Constitution of
the United States (sometimes hereinafter referred to as the "Constitution"), the
United States Congress (sometimes hereinafter referred to as the "Congress"),
poss-sses the power to lay and collect, taxes, duties, imposts, and exercises to
pay the debts and provide for common defense and general welfare of the United
States.

Under the Constitution, as initially ratified, the Congress could only impose
direct taxes in proportion to the census (apportionment on the basis of popula-
tion)." However, lursuant to Constitutional Amendment, the Congress is now
empowered to lay and collect taxes on income from whatever source derived,
without apportionment among the several states, and without regard to any
census or enumeration.' Although the Congress has exercised its Constitutional
tax authority in enacting the provisions of the United States Internal Revenue
Code,5 administration of United States federal income tax laws has generally
been delegated to the United States Treasury Department and the Internal
Revenue Service.

unitedd States federal tax jurisdiction is based on two general principles.'
1. Nationality, under which the United States taxes worldwide income of

"United States persons" a and
2. Source of income, under which the United States taxes "United States source

income" of United States persons and "foreign persons", including "nonresident
aliens" and "foreign corporations" (in limited circumstances, the United States
taxes "foreign source income" of foreign persons "effectively connected with a
United States trade or business").

Accordingly, under relevant provisions of the Internal Revenue Code, non-
resident aliens and foreign corporations are subject to United States federal
income tax on: I

1. Income derived from United States sources; and
2. Income effectively connected with a United States trade or business.
The term "United States person" includes United States domestic

corporations."
U.S. taxation of U.S. corporations and foreign corporation 8

As noted i'bove, United States tax Jurisdiction is based on both nationality and
source of income. The United States taxes United States persons (citizens, resi-
dents, corporations, partnerships, trusts, etc.) on income from all sources.

The modern United States corporate income tax dates from 1909. At that time,
dometsic corporations were taxed on income from all sources and foreign corpo-
rations on income from business transacted and capital invested with the United
States. This jurisdictional pattern remained substantially unchanged until 1962.

The impact of tax on the foreign source income of United States persons was
softened somewhat in 1918 with the adoption of a foreign tax credit. Previously,
foreign taxes had merely been deductible, like state and local taxes. The credit
can apply to both the earnings and profits of foreign subsidiary corporations and
foreign branches. Only payments treated as income taxes, or "in lieu of income
taxes," qualify for the credit."

2See U.S. Const. Art. I. Sec. 8.
-See U.S. Const Art 1. See 9.
4 See U.S. Coast. Amend. XV!.

Sep Internal Revenue Code tf 1q54, as amended. Pitle 26 U.S.C. j 1 et seq. (sometimes
hereinafter referred to P the "I.k C.").

GThe Commissioner of Internal revenuee, with the approval of the Secretary of the
Treasury. is charged with the responsibility for prescribing and publishing rules and regu-
lations for the enforcement of United States income taxes. See I.R.C. I 62.

SI.RC. I I1 and 11(a) set forth very broad Jurisdictional rules. imposing tax on the
taxable income of "every individual" and "every corporation", respectively.

8 The term "United States person" and other relevant terms pertaining to United States
tax lirisdiction are defined and discussed subsequently in this memorandum.

9Sp I.R.C. 69 871. R72. 881 and 852 which limit United States tax jurisdiction with
respect to taxation of nonresident aliens and foreign corporations to income from sources
within te United States and income effectively connected with the conduct of a United
St?'tes trade or business.

10 I.R.C. # 7701(a) (.0) defines "United States person" to Include citizens, residents
domestic partnerships, domestic corporations, and domestic estates and trusts.

" See I.RC. if 901-906.

34-369 0 - 78 - 26
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The income of foreign corporations, if derived from business conducted outside
the United States, is generally not subject to current United States income
taxation.

In broad terms, a corporation is treated as a United States domestic corpora-
tion if it is incorporated in any of the states of the United States or the District
of Columbia and is treated as a foreign corporation if it derives its charter from
a foreign government

Foreign source income earned by a foreign corporation controlled by United
States persons is generally exempt from United States taxation until distributed
to shareholders who are United States persons.2' The effect of these provisions of
the Internal Revenue Code is that a United States person (United States share-
holder) Is allowed to defer paying United States income tax on undistributed
earnings and profits of a controlled foreign subsidiary corporation until such
earnings and profits are repatriated to the United States (this development is
often referred to as "deferral" of tax with respect to foreign investment).

A corporation receiving a dividend from a controlled United States domestic
corporation is generally entitled to exclude most of that dividend from its tax-
able income on the theory that it has already been subject to tax.u Dividends
from a foreign corporation are not entitled to this exclusion. Likewise, dividends
from a foreign corporation are not entitled to the $100 exclusion of dividends
received by individuals." Therefore, United States shareholders of foreign corpo-
rations are generally taxed fully on dividends received from foreign corporations.

A United States corporation which in any taxable year owns at least 10 percent
of the voting stock of a foreign corporation from which it received dividends Is
entitled to a foreign tax credit for income taxes paid by that foreign
corporation.1 '
Current taxation of undistributed earnings and profits of foreign corporations

Although United States shareholders (United States persons) of foreign cor,
porations are generally not subject to United States tax on the income of such
foreign corporations unless, and until, such income is repatriated to the United
States In the form of dividends (or remittances in the nature of a dividend),
United States shareholders of two categories of foreign corporations are effec-
tively subject to current United States taxation on certain types of undistributed
income:

1. "Foreign personal holding companies" ; and
2. "Controlled foreign corporations."

U.S. TAXATION OF FOREIGN PERSONAL HOLDING COMPANIES

A foreign corporation is treated as a foreign personal holding company:
1. If at least 60 percent of the corporation's gross income for the taxable year

is foreign personal holding company income (passive income such as dividends,
Interest, rents and royalties) ; and

2. If at any time during the taxable year, more than 50 percent in value of the
corporation's outstanding stock is held directly or indirectly by not more than
five individuals who are citizens or residents of the United States.1'

The rationale for the foreign personal holding company provisions is to prevent
a small group of United States taxpayers from incorporating their investments
overseas in order to escape taxation of investment income at the individual level.
The shareholders of a foreign personal holding company are subject to current
United States taxation on their pro-rata share of the corporation's personal
holding company income.

U.S. TAXATION OF CONTROLLED FOREIGN CORPORATIONS UNDER SUBPART F

In accordance with the provisions of the Revenue Act of 1962.17 the United
States Congress added Subpart F to the Internal Revenue Code in an effort to
deal with the problem of tax haven operations." Under this approach, United
States shareholders of controlled foreign corporations ("CFCs") are subject to

"See I.R.C. 1l 1. 11, 861-864, 881-883, and 1201.See I.R.C. 243.
"See J.R.C. 1116.
'5 See I.R.C. 1 902.
1 See I.R.C. Of 551-558.
17 See Revenue Act of 1962, P.L. 87-834, H.R. 10650, 87th Coni. 2d Seas.. 76 Stat. 960.

October 16. 1962."s See .R.C. J 951(a) (1).
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current United States income taxation on certain forms of undistributed tainted
income (tax haven or Subpart F income) :

1. Subpart F income, including foreign base company income and income
derived from insurance of United States risks;

2. Previously untaxed Subpart F income withdrawn from investment in less
developed countries; and

3. Any increase in investment in United States property to the extent it would
be taxable as a dividend if distributed to United States shareholders.

It should be understood that Subpart F taxes United States shareholders not
on their own income, but on the income of CFCs in which they own an interest.
This development relates to the consideration that there may be no jurisdic-
tional basis for taxing a foreign corporation unless it earns income from sources
within the country asserting jurisdiction to tax (or has income effectively con-
nected with business operations in such country). Therefore, Subpart F'jurs-
diction is predicated on United States citizenship or residence, rather than source
of income.
Controlled foreign corporations

A CFC Is defined as a foreign corporation whose total combined voting power
of all clauses of stock entitled to vote Is more than 50 percent owned, on any day
during the taxable year, by United States shareholders.1 '

A "United States shareholder" is defined as a United States person owning,
actually or constructively, 10 percent or more of the total combined voting power
of a CFC.'
Foreign base company income

Foreign base company income (as noted before, foreign base company income
is included in the definition of Subpart F income) is computed on the basis of
three components: 2'

1. Foreign personal holding company income;
2. Foreign base company sales Income; and
3. Foreign base company services income.

* For operational purposes, a primary issue often pertains to tax treatment
of foreign base company sales income. Essentially, a CFC engaged in buying
and selling personal property to, from, or on behalf of, a related person is treated
as generating foreign base company sales Income, unless the property has been
manufactured, produced, grown, or extracted in the CFC's country of incorpora-
tion or is intended to be used, consumed, or disposed of in that country, or both."
These rules are designed to subject to current taxation the income of CFCs
primarily engaged in selling, as opposed to manufacturing or similar actiivtles.

In applying the foreign base company sales income rules, the income of a
branch operation outside the CFC's country of incorporation is treated as foreign
base company sales income of the CFC when use of the branch has substantially
the same tax effect as if the branch were a wholly-owned subsidiary."z The
Treasury Income Tax Regulations set forth detailed rules for making this deter-
mination with respect to both sales and manufacturing branches. The effect of
this procedure is to prevent avoidance of tax by United States shareholders on
Income which In substance is identical to foreign base company sales income
,where the existence of such Income would not otherwise be recognized because
of formal unity of a CFC and its branch as a single corporate entity.2

Legislative chronology of subpart F
In accordance with the legislative history of Subpart F under the Revenue

Act of 1962, It Is clear that the United States Congress adopted the percentage
of voting power test contained in Section 957 (pertaining to the definition of
a controlled foreign corporation) and specifically rejecting percentage of value
and effective control tests, recognizing that United States shareholders should
only be taxed currently on undistributed foreign corporate profits where such
shareholders possess sufficient power to cause payment of dividends.

An analysis of the specific legislative chronology on this matter reveals the
following:

19 See I.R.C. 1 957.
20 See I.R.C. 1951(b).
In See 1.R.C. 0 91-4(a).
2 See I.R.C. 1 95(d) (1).
"See I.R.C. 954(d) (2).
" See Treas. Reg. I 1.954-3(b).
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1. The Treasury Department's original proposal to tax United States share-
holders currently on undistributed earnings of foreign corporations was re-
jected by the Congress as overreaching;

2. In a second and narrower proposal, the Treasury Department pressed Con-
gress to adopt a definition for CFCs which would be based on either a value
test or a voting power test (it should be noted that the Congress, on its own
initiative, did not consider a test beyond a voting power test) ;

3. Despite the suggestions and arguments of the Treasury Department, the
Congress selected the voting power test to determine CFC status.

4. The Congress concluded that United States shareholders should not be
taxed on undistributed earnings of a foreign corporation unless such sharehold-
ers had the requisite voting power to cause the declaration and payment of divi-
dendy.

5. The Congress was aware of other types of tests for determining CFC status,
such as percentage of value, practical control, effective control, etc. (the Con-
gress had often used such various control tests either individually or in com-
bination to remedy specific problems) and therefore, it is particularly signifi-
cant that the Congress did not select any test other than that of voting power
for the CFC definition.

House Ways and Means Committee hearings
It is important to recognize that early in the process of the legislative history

of Subpart F, various members of the House Ways and Means Committee ex-
pressed concern about the apparent approach of the Treasury Department re-
garding standards for the definition of a CFC. Apparently, the Treasury had
hoped to give the newly-proposed taxing mechanism the broadest possible scope
as demonstrated by its proposal that with respect to a corporation created
after enactment of the legislation, any United States shareholder owning ten
percent or more of the stock of a foreign corporation would be taxed on its share
of the foreign corporation's earnings even though no other United States -share-
holder owned stock in the subsidiary, i.e. a 10 percent ownership test rather
than a 50 percent ownership test would be applied to new foreign subsidiaries.

This approach attracted substantial opposition within the House Ways and
Means Committee, and the Treasury Department withdrew the proposal and
advanced another. The second Treasury initiative provided that a ten percent
or greater United States shareholder would be taxed currently on its pro rata
share of the foreign corporation's Income only If five or fewer United States
shareholders owned either (1) more than 50 percent of the voting power, or (2)
more than 50 percent of the value, of the foreign corporation's stock.'* Under
this method, the Treasury's test of control was a two-pronged alternative test,
i.e. ownership of either more than 50 percent in value or voting power would
cause a foreign corporation to be classified as a CFC.

Again, key members of the House Ways and Means Committee expressed
reservations about this type of control test. Senior Committee member Hale
Boggs and ranking Republican member John Byrnes (recognized within the
Committee as active and knowledgeable members in the foreign income area)
doubted that the United States had the power to pierce the veil of foreign
corporate entities in the manner proposed by the Treasury. despite Secretary
of the Treasury Dillon's opinion that the manner in which United States share-
holders of foreign personal holding companies were taxed established that the
Treasury approach was legally proper. Accordingly, Congressman Boggs (who
was not satisfied with Secretary Dillon's statement) asked that the staff of the
Joint Committee on Internal Revenue Taxation prepare and submit a memoran-
dum to the House Ways and Means Committee on this issue, such memorAndum
to be made an official part of the record of the hearings.8 As noted below, this
Joint Committee staff memorandum provides better evidence of Congressional
intent on this issue than the pronouncements of the Treasury.

The following colloquies involving members of the House Ways and Means
Committee and representatives of the Treasury Department are particularly
instructive on this matter:

25 See U.S. TreAs. Dent. Press Release D--186 (July 28. 1061).
"See Hearings on Presidont's 1961 Tax RecommendAtions Before the House Ways and

Means Committee, Vol. 1. p. 310. 87th Cong.. 1st Sess., May 4. 1961.
T See Hearings on President's 1961 Tnx Recommendations Before the House Ways and

Means Committee, Vol. 1, pp. 340-343, 87th Cong., 1st Sess., May 4, 1961.
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"Mr. BYRNES. [speaking to Secretary Dillon) You talked about American firms

abroad and U.S. companies abroad throughout your statement. That is the con.
text in which you put it. But what is a foreign subsidiary? Is is not, in the first
place, a corporation set up under a foreign flag? Let us say France. It is a
French corporation basically, is it not?

Secretary DILLON. That is correct. What we are talking about here as we
specifically define them is American-controlled subsidiaries, so we are talking
about ones where the control, a majority of the stock, is held by no more than
10 American stockholders, individuals or corporations. That is the definition.

Mr. BYRNES. But it is a foreign corporation in which Americans have the
principal investment as far as the stockownership?

Secretary DILLON. That is right. They manage and control it.
Mr. BYRNES. Your definition now is 51 percent?
Secretary DILLON. Over 50 percent.
Mr. BYRNES. Over 50 percent?
Secretary DILLON. Yes, so it could be 50 percent, anything that gives a

majority control.
Mr. BYRNEs. By less than 10?
Secretary DILLON. By not more than 10, American corporations or individuals.
Mr. BYRNES. In other words, if there are 11 Investors then and they own 50%

percent, it no longer is a foreign subsidiary?
Secretary DILLON. Our proposal draws a distinction between existing and

newly created foreign subsidiaries. The more than 50 percent test would apply
to subsidiaries that are presently in existence. For new companies that are not
now in existence there is a different and broader definition.

Mr. BYRNES. What is that?
Secretary DILLON. For corporations created after the enactment of our pro-

posal, deferral would be eliminated for any American stockholder with a 10
percent or greater stock interest.

Mr. BYRNES. So from now on, it is going to mean that it is not an American-
controlled corporation that we are talking about as far as the future?

Secretary DILLON. That is correct.
Mr. BYRNES. It is as little as 10 percent?
Secretary DILLON. That is correct.
Mr. BYRNES. If there are two American investors in a company and they each

have 5 percent, would that be then a foreign subsidiary of an American company?
Secretary DILLON. That is a question we would have to consider. If they were

related, I think it would.
Mr. BYRNES You mean by blood, or marriage, or what?
Secretary DILLON. I mean a business relationship.
Mr. BYRNEs. As far as those that are there maybe you are not saying, 'Yankee,

come home,' but you are saying for the future, 'Yankee, you better stay home,
because you just should not even get a 10 percent investment in a foreign
company.'

However, that company in which you own only 10 percent of the stock is a
French corporation is it not?

Secretary DILLON. That is correct.
Mr. BYRNES. Governed by the laws of France?

.Secretary DILLON. That is right.
Mr. BYRNES. Insofar as what that company does by way of distribution of

profits or income, investments it makes, where It makes them, and so forth, the
American does not have any control, does it?

Secretary DILLON. Normally, not in the case you mentioned where there is less
than a majority control of the subsidiary.

'Mr. BYRNEs. We are talking about the minimum that this can go down to, the
10 percent stock ownership.

Secretary DILLON. That is correct.
Mr. BYRNES. So that certainly as far as these are concerned, we cannot in any

way refer to them as American firms or American businesses, can we, that we
are going to tax?

Secretary DILLON. In the future, we feet that this 10 percent limit which we
picked is an arbitrary one. If we wanted to set a limit at some other place, that
would avoid evasion by just reducing from 50 percent to 45 or 40 percent and still
maintain effective control, maybe we would come out at some different place.
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We thought 10 percent was reasonable considering the form which new foreign
investments have been taking. By putting this into the future, I do not think any
American company or individual would make an investment that large in a for-
eign company or in, for that matter, a domestic company unless he had a voice
in the management and had some say in what was going to happen. And I would
think that with that voice he could make the necessary arrangements to be sure
that an adequate amount of dividends would be returned to him at home or else
he would not make the investment on that basis.

Mr. BYRNES. That is an interesting theory concerning how you control this
corporation, but fundamentally what we are talking about here, are ice not, as
far as the corporate veil, the entity, is concerned, as Mr. Boggs mentioned, igi
either a French corporation or a Dutch corporation, et cetera.

Secretary DILLON. That Is correct.
Mr. BYRNES. And yet, we are going to tax some of the earnings of this foreign

corporation, are we not, by this action?
Secretary DILLON. The earnings accumulated for the American stockholders,

yes.
M r. BYRNES. We are not talking here at all about distributed earnings, are we?

They are taxed today, are they not? Other than in the 'gross up' section?
Secretary DILLON. That is right.
Mr. BYRNES. So that what we are talking about now are undistributed earn-

ings of a foreign corporation in which American corporations have some interest?
Secretary DILLON. That is correct.
3fr. BYRNES. 1, too, share the concern of Mr. Boggs as to how you can consti-

tutionally move in on this foreign corporation and on undistributed earnings
and say we have to have the tax that our country would have if they were dis-
tributed. You suggest that you have a precedent in the foreign personal holding
company. I was also under the imnreesion that this decision re'olred around the
concept that this personal holding company was really an incorporated pocket-
book and that, therefore, it was a tax evasion device and for that reason the
court was willing to discard this concept of the corporate entity to pierce the
corporate veil.

Secretary DILLON. I do not think as far as foreign law is concerned there is
that sort of thing.

Mr. BYRNES. I am talking about U.S. law. That is what you are trying to apply_
here, LT.S. law to . Frennh corporation. You sv we can do it hpeause we do it to
a foreign personal holding company. A foreign personal holding company is a
foreign personal holding company, organized under the laws of France.

Secretary DILLON. I think It is perfectly clear that there is no U.S. law that
says we cannot do what we propose.

Mr. BYRNES. I thought even in the co-op case one of the things the court said
was we cannot put the tax on somebody until he gets something of value. You
could not tax a dividend if the person never received the dividend, did not have
any right to its enjoyment, and might never have the right of enjoyment, and
therefore. conQttutiopn lly. we could not tax it.

Secretary DILLON. We will be glad to submit a legal brief of our own which,
together with the legal brief which the joint staff, should help clarify this
situation.

Mr. BoGos. Mr. Chairman, Mr. Stain has completed his brief. We got permis-
sion to put It in the record. I wol, suggest that Mr. Stam also make his brief
available to counsel for the Treasury Department to see whether or not they can
answer it.

The CHAIRMAN. All right. The brief that will be prepared under your direction,
will be Inserted at the same point.

(The above mentioned briefs are on pp. 311 and 313, respectively.)
Secretary DILLON. Thank you very much, Mr. Chairman.
Mr. BYRNES. Mr. Secretary, do you know any foreign country that taxes

American corporations or any other foreign corporations on the basis that you
are suggesting here that we tax funds in a foreign corporation?

Secretary DILLON. The German law, as I said earlier, operates under the basis
of management and control, which Is related to what we are talking about. Their
definition of a Germany company, that is. a taxable entity, is not based on the
place of Incorporation alone. They will look through the factor of foreign incor-
poration and tax the company on its entire income if management and control
is in Germany.
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Mr. BYRNES. We are also talking about a 10-percent possibility here of owner-
ship. Do you mean to tell me that with regard to an American corporation that
may have a 10-percent German ownership--that ownership may have come about
because of patents or something else-that Germhany comes in and taxes tho
undistributed profits to the tune of, let us say, 10 percent of the profits on the
theory this belongs to a German and therefore applies the German tax against
it when it is undistributed?

Secretary DILLON. This comes back to the question of what is management
and control. I said that the 10-percent figure was arbitrary, as setting what we
thought in the future would be a clear limit below which there would be no
management or no control.

Now, maybe that figure could be set higher than this. That would be something
that we would be perfectly glad to consider with the committee. The thing we
are trying to do here is to set it low enough so as to prevent the avoidance of the
general principle if the principle should be adopted."

Treasury Department legal memorandum
In a legal memorandum from General Counsel of the Treasury Department

Robert H. Knight to Secretary of the Treasury Dillon, it was the opinion of the
Treasury Department that the subject Treasury proposal, including both the 50
percent threshold test for existing foreign corporations and the 10 percent
threshold test for future foreign corporations, wold he held valid under the
United States Constitution both with respect to the taxing power and the power
to regulate foreign commerce."

Joint committee staff legal memorandum
The Joint Committee staff memorandum confirmed the basic concern and think-

ing of members of the House Ways and Means Committee, particularly on the
question of the appropriateness under the United States Constitution of subject-
ing United States taxpayers to current tax treatment with respect to undis-
tributed corporate income on the basis of constructive receipt: *

"The administration's proposal is that the income earned by foreign corpora-
tions be taxed to the American shareholders without any distribution or dividend
declaration. This raises certain basic questions as to whether or not the share-
holder has income within the meaning of the 16th amendment when he has re-
ceived nothing and does not have the right and power to demand any payment."
[Emphasis supplied.]

The staff memorandum emphasized the separateness of corporate entities, even
in the case of a United States subsidiary wholly-owned by a foreign government,
and distinguished the Subpart F proposal from the foreign personal holding com-
pany provisions which were described as a special case which must be viewed as
depending on the power of Congress to prevent an obvious tax-evasion device.
Finding no basis to justify current dividend-like taxation of undistributed foreign
corporate earnings, the staff memorandum further concluded that the construc-
tive receipt had no application because the United States shareholder had no
power to declare a dividend and therefore lacked the power to demand the pay-
ment which makes the constructive receipt doctrine operative. Accordingly, the
Joint Committ&e staff memorandum rejected the Treasury Department's conten-
tions and adopted the view that only when a United States shareholder possessed
the power to declare a dividend would the constructive receipt theory provide an
appropriate basis for current taxation.
1973 and 1974 tax proceedings

In January 1973. the Cbairman of the House Ways and Means Committee an-
nounced that extensive public hearings would be held on tax reform, specifically
noting taxation of foreign income.

In November 1974, pursuant to tentative decisions on tax reform proposals, the
House Ways and Means Committee agreed to modify the definition of foreign base
company sales income to exclude income arising from the sale of goods manufac-
tured abroad. This change was reflected in a bill entitled, the "Energy Tax and

Is See memorandum prepared hy the United States Treasury Department entitled. "Opin-
ion re Proposal to Include In Gross Income of United States Sharebolders Undistributed
Earnings and Profits of a Controlled Foreign Corporation". June 12. 1961.

2See memorandum prepared by the staff of the Joint Committee on Internal Revenue
Taxation entitled. "Constitutional Power to Tax Shareholders on Undistributed Income of
a Corporation, p. 311.



1616

Individual Relief Act of 1974", introduced by Congressman Mills and referred to
the Committee on Ways and Means.3

The Report of the House Ways and Means Committee accompanying the
"Energy Tax and Individual Relief Act of 1974" provided an explanation of the
Committee's reasons for this contemplated change In the definition of foreign base
company sales income : 3

"Your committee's bill changes the definition of foreign base company sales
income (i.e., what sales income constitutes tax haven income) to exclude sales
income from goods manufactured, produced, grown, or extracted outside of the
United States."
Tax Reduction Act of 1975

In March 1975, the President of the United States signed the Tax Reduction Act
of 1975 (sometimes hereinafter referred to as the "TRA"), thus providing for
several significant modifications concerning United States taxation of foreign
source income: I

1. The so-called "30-70" "safe haven" or "shielding" rules which had applied to
CFCs where foreign based company income constitutes less than 30 percent of
gross income were amended to reduce the relevant threshold test to less than 10
percent;

2. The minimum distribution exception to current taxation of Subpart F in-
come was terminated;

3. The exclusion for certain foreign personal holding company income reinvested
in less developed countries was eliminated; and,

4. The exception for foreign base company shipping income was limited to in-
come reinvested in shipping operations.

The relevant House bill had contained no provisions amending United States
rules for CFCs and their United States shareholders Nor did the Senate Finance
Committee recommend changes in this area of United States tax law."' Neverthe-
less, pursuant to amendments voted on the floor of the Senate, it was provided
that United States persons holding a one percent or greater interest in a foreign
corporation would be taxed currently on their proportionate share of the income
from such a corporation in cases where more than 50 percent of the stock of the
corporation was controlled by United States persons.

The House and Senate conferees adopted a compromise approach which did not
eliminate deferral across-the-board, but rather expanded on the Subpart F ap-
proach to tax specific categories of income on a current basis: I

"The conference substitute provides for a number of specific measures which
substantially expand the extent to which foreign subsidiaries of U.S. corporations
are subject to current U.S. taxation on tax haven types of income under the so-
called subpart F rules of the Code.

C S * * * * *

"The conference substitute repeals the minimum distribution exception to the
subpart F rules which, under present law, permits a deferral of U.S. taxation on
tax haven types of income in cases where the foreign corporation (or various
combinations of foreign-related corporations) distributed certain minimum divi-
dends to their U.S. shareholders. The effect of repealing this exception is to tax
currently all income of foreign subsidiaries of U.S. corporations which is deemed
to be tax haven income under the existing so-called subpart F rules of the Code.
An exception to this provision -as made for agricultural commodities not pro-
duced in commercially marketable quantities in the United States. Under the
exception, these commodities grown (or raised) abroad are to be excluded from
fore gn hasa company sales income."

It was noted at the time of conference, that unless an agricultural commodities
exception was adopted, the competitive position of United States owned firms

30 See 1 332. Energy Tax and Individual Relief Act of 1974, H.R. 17488, 93rd Cong. 2d
Sess... November 21. 1974.

31 See Report of House Ways and Means Committee accompanying H.R. 17488, pp. 313
and 132. H Rep. No. 93-1502, 5;3rd Cong. 2d Sees., November 26. 1974.

3 See 5 602, Tax Reduction Act of 1975, P.L. 94-12, H.R. 2166, 94th Cong. 1st Sess., 89
Stat. 58. March 29. 1975.

33 See Tax Reduction Act of 1975. H.R. 2166. 9Ith Cong. 1st Sees., March 17. 1975.
See Report of the Senate Finance Committee accompanying H.R. 2166, Sen. Rep. No.

94-36, 94th Cong. Ist Sess.. March 17, 1975.
r- See Conference Report accompanying H.R. 2166, p. 70, Rep. No. 94-120, 94th Cong. lot

Sees,, March 26, 1975.
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participating in international agricultural commodities trade would be under-
mined with the result that this important business would be transferred to foreign
owned firms beyond United States tax jurisdiction and control and that this would
be contrary to important United States national and international interests.

It was recognized that under United States tax law, U.iIted States owned firms
had for many years competed on an equal tax footing with foreign owned firms
in world agricultural trade. As a result United States owned firms were involved
in a significant portion of this trade. However, if United States owned firms were
required to pay taxes on a current basis they could not compete in this market,
as they possess no special advantages such as technology or established brand
names that would enable them t,, auboro suci a sginnLant tax disadvantage.
United States firms buy and sell the same commodities as their foreign owned
competitors. No other country in the %8orld taxes earnings on this trade on a
current basis.

Following enactment of the Tax Reduction Act of 1975, it was recognized that
certain ambiguity was inherent in language chosen to create the new agricul-
tural commodities exception.
Tax Reform Act of 1975

The issue of the agricultural exception was raised again during proceedings of
the House Ways and Means Committee in late 1975.3 The consensus was that a
technical amendment was probably incorporated in the 1975 House Bill to accom-
plish this purpose, provided : V

"(a) IN GENERAL.-The last sentence of paragraph (1) of section 954(d) (re-
lating to definition of foreign based company sales Income) is amended to read as
follows:

'For purposes of this subsection, personal 1,ro1erty does not include
agricultural commodities which are significantly different in grade or type
from and are determined by Secretary of the Treasury after consultation
with the Secretary of Agriculture not to be readily substitutable for (tak-
ing into account consumer preferences) agricultural products grown in the
United States in commercially marketable quantities.'"

The House Ways and Means Committee advanced the following arguments in
support of revising the language of the Tax Reduction Act of 1975: "

* * * One of the categories of tax haven income subject to current taxation
under the subpart F provisions of the code is base company sales income. The Tax
Reduction Act of 1975 contained an amendment which provides that base cor-
pany sales income does not include the sale of agricultural commodities which
are not grown in the United States in commercially marketable quantities. It has
come to your committee's attention that questions have been raised as to the
extent that this exclusion applies to agricultural products which are of a differ-
ent grade or variety from the same product grown in the United States. Your
committee believes that sales of foreign-grown agricultural products which are
not readily substitutable for U.S.-grown agricultural products should not be in-
cluded within the definition of foreign base company sales Income in the case
of sales made to third countries. Your committee is aware that these sales are
highly competitive and that if the profits on these sales were subject to U.S. tax
on a current basis, U.S.-controlled foreign companies would have dificulty com-
peting with foreigno-cmntrollcd companies. Accordingly, your committee believes
it is appropriate to permit this category of income to retain the tax advantages
of deferral until the profits arc repatriated to the United States." [Emphasis
supplied.]

Nowithstanding the clear concern of the House Ways and Means Committee
that the United States owned companies be given a continuing opportunity to
compete for this important business, it was recognized that substantial complex-
ity might be involved in interpreting this language as a consequence of inherently
difficult constructions.

36 See Committee Print prepared for the use of the Committee on Ways and Means by
the staff of the Joint Committee on internal Revenue Taxation concerning U.S. Taxation
of Foreign Soucre Income, p. 8. September 27, 1975.

37 See Section 1025 of the Tax Reform Act of 1975 (concerning limitation on definition
of foreign base company sales income In the case of certain agricultural products), H.R.
10612, p. 211 and 212, Rep. No. 94-658, 94th Cong., 1st Sess., November 12. 1975.

as See Report of the House Ways and Means Committee accompanying H.R. 10612, p. 221,
Rep. No. 94-658, 94th Cong., 1st Bess., November 12, 1975.
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Tax Reform Aot of 1976
In early December 1975, the full House passed the Tax Reform Act of 1975,

H.R. 10512, and referred the bill to the Senate. Because of time constraints and
other considerations, the Senate Finance Committee directed its immediate atten-
tion to the tax reduction provisions of the 1975 House bill and did not undertake
consideration of the tax reform provisions of the bill.

During the month of December 1975, the House and Senate debated and acted
on this legislation and then forwarded a bill to the President to extend tax re-
ductions until June 30, 1976. The tax reform provisions of the 1975 House bill,
including the provisions modifying the agricultural exception to Subpart F, were
not considered by the Senate Finance Committee in 1975.

In February 1076, the Chairman of the Senate Finance Committee announced
that the Committee would begin hearings in March 1976 on major tax revision
proposals and extension of expiring tax cut provisions. Following these hearings,
the Senate Finance Committee proceeded with mark-up of the subject tax legisla-
tion and reported out a bill for comideration of the full Senate in June 1976?

Based on considerations noted above, the Senate Finance Committee initially
adopted an agricultural commodities exception based on the third market country
approach: I

"SEC. 1025. LIMITATION ON DEFINITiON OF FOREIGN BASE COMPANY SALES INCOME- IN THE CASE OF CERTAIN AGRICULTURAL PRODUCTS.

(a) IN GENERAL.-The last sentence of paragraph (1) of section 954(d) (re-
lating to definition of foreign base company sales income) is amended to read as
follows: 'For purposes of this subsection, personal property does not include
agricultural commodities grown or produced outside the United States if sold for
use, consumption or disposition outside the United States.'

This approach provided a clear and easily administered standard which would
enable United States owned firms to compete for this important third country
trade without significant doubts about the tax consequences under United States
laws.

The following reasons for adopting this approach were noted in the Senate Fi-
nance Committee report."
"Certain agricultural products

Reasons for change
As indicated above, one of the categories of tax haven Income subject to current

taxation under the subpart F provisions of the Code is base company sales income.
The Tax Reduction Act of 1975 contained an amendment which provides that base
company sales income does not include the sale of agricultural commodities which
are not grown in the United States in commercially marketable quantities. It has
come to the committee's attention that questions have been raised as to the
extent that this exclusion applies to agricultural products which are of a dif-
ferent grade or variety from the same product grown in the United States. The
committee believes that sales of foreign-grown agricultural products for use,
consumption, or disposition outside the United States should not be Included
within the definition of foreign base company sales income. The committee is
aware that these sales are highly competitive and that if the profits on these sales
were subject to U.S. tax on a current basis, US.-eontrolled foreign companies
could hare difficulty competing with foreign-con trolled companies.- Aceordithgly,
the committee believes it is appropriate to permit this category of income to
retain the tax advantages of deferral until the profits are repatriated to the
United States. [Emphasis supplied.]

Explanation of provisions
The committee's amendment provides that for purposes of the tax haven

foreign base company sales rules of subpart F, personal property does not include
agriculture commodities grown or produced outside the United States if sold for
use, consumption or disposition outside the United States. The committee believes
that this rule will be easier for the Internal Revenue Service to administer than
either the rule contained in present law or the rule contained in the House bill."

30 Sep Report of the Committee on Finance. United States Senate, accompanying R.R.
10612. Rep. No. 94-938. 94th Conr. 2d Sess.. June 10. 1976.

40 Spe P.R. 10612, Rep No. 94-938. 94t, Cong.. 2d Sees.. p. 471. June 10. 1976.
'I See Report of the Committee on Finance. United States Senate. accompanying H.R.

10612, Rep. No. 94-938, 94th Cong., 2d Sess., pp. 232-233, June 10, 1976.
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As noted above; In accordance with its consideration of the House-passed
Tax Reform Act of 1975, the Senate Finance Committee initially adopted an ag-
ricultural commodities exception based on the third market country approach.
This language was subsequently dropped from the Senate-passed Tax Reform
Act of 1976.4

Although the House-Senate Conference Committee on the Tax Reform Act of
1976 chose not to adopt the agricultural exception to Subpart F under Section
1025 of the House-passed Tax Reform Act of 1975, it is significant that both the
House Ways and Means Committee and the Senate Finance Committee had
determined that important United States national and international interests
would be served by preserving an ongoing opportunity for United States owned
firms to participate in International agricultural trade, the final provisions of the
Tax Reform Act of 1976 left unchanged the language of the Tax Reduction Act of
1975 on this matter."

ECONOMIC AND TRANSACTIONAL DISTINCTIONS INVOLVING INTERNATIONAL
TRADING OPERATIONS

The decisions of the House Ways and Means Committee and the Senate Finance
Committee to create a new Subpart F exception for income derived from sales of
agricultural products produced abroad reflected awareness that in certain in-
stances. United States interests are not served by taxing the operations of
United States owned foreign corporations on a current basis. More specifically,
the Congress recognized Inherent economic distinctions between manufacturing
and mining activities on the one hand and agricultural marketing and inter-
national trading operations on the other. These industries involve fundamentally
different international economic and marketing considerations. A manufacturing
company may utilize a trading affiliate in a low-tax jurLsdiction to handle exports
of its products manufactured within or without the United States. Owing to the
nature of manufacturing processes, such arrangements could potentially displace
United States exports of domestically manufactured goods as a consequence of
the ability to shift manufacturing processes to various countries.

Conversely, trading of commodities In international commerce is not similarly
susceptible to this form of shifting and United States export displacement. For
example, grains, oilseeds, and other agricultural commodities are produced by
individual fa-mers in particular countries. The nature and quantity of agricul-
tural commodities depends on matters such as climate, available land, etc. Al-
though most-production is consuimed In the producing country. residual supplies
are sold in world trade channels by exporters and intermediate resellers un-
related to the farmer-producers. Consequently, international agricultural trad-
ing activities have traditionally involved a structure that includes intermediate
resellers (organized In low-tax jurisdictions) which are controlled by both
United States owned companies and foreign owned companies.

As noted above, the Congress has recognized that the effect of taxing on a cur-
rent lasts the income of United States owned International trading companies
would be to shift Important commercial advantages to foreign based interna-
tional trading companies.
International commodities trading

United States controlled foreign based trading companies compete in a com-
plex business requiring skilled management and extensive resources. The hislc
role of international commodity traders is to anticipate demand for commodities
throughout the world and to position themse'ves in relation to each of the basic
elements of commodities trade-for example, the commodity itself, freight, for-
eign exchange and, in some cases, import levies-so that they can compete for
sales as demand emerges. Back-to-back purchases and sales are rarely possible.
Instead. positions must be taken before the emergence of new demand or new
supply Is fully reflected in price adjustments. Risk is unavoidqble because
values of each of the elements of a commodity trade are subject to continuous
change. Effective management of risk In this environment Is critical to success.
Both the volume and value of the commodities invol-ed in international trans-
actions are enormous. Tiherefore, substantial working capi tal is required. Trading
firms traditionally operate facilities required to handle and transport com-
inodities.

41 See H.R. 10612, 94th Cong., 2d Sess.. August 6, 1976.
" See Tax Reform Act of 1976, P.L. 94-455, H.R. 10612, 94th Cong., 2d Sess., 90 2ltat

1520, October 4, 1976.
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The need for related companies in international trading operations
Although theoretically, United States trading companies could avoid Sub-

part F problems by dealing with unrelated companies. as a matter of practical
necessity, this is not possible. As noted below, related companies have been re-
quired not for tax reasons, but rather for business an(l m'irketing purposes.
Furthermore, as noted elsewhere, it is essentially impossible to shift earnings and
profits among related companies as a consequence of other provisions of United
States tax law.

A number of considerations are involved in deciding whether a domestic af-
fl'lated company is necessary to be competitive in buying comnniod;ties from or
selling commodities to a particular country. For example, the limited amount of
business available may not justify the costs of organizing a separate company
(Greece, Norway, Sweden, Kenya and Tanzania). Limitations imnosed hv the
local government often are decisive (Eastern Europe and in the People's Re-
public of China). The dominant role of a government marketing agency may
limit competitive opportunities for domestic affiliates (South Africa).

On the other band. in other countries it is often necessary to use a local sub-
sidiary engaged in domestic marketing, exporting and importing grain. To the
extent that a significant free market operates within an exporting country, it is
seldom possible to compete as an f.o.b. buyer with other international trading
firms which can originate grain through offices and elevators controlled by a
domestic affiliate. Sellers in these countries sometimes require and usually pre-
fer to deal with a domestic subsidiary whose representatives are available to
provide within the jurisdiction of the host country. The same considerations
often apply to selling grain in countries of ultimate destination. Moreover, both
in selling and buying countries, market intelligence gained through involvement
in domestic market operations improves opportunities for concluding trades.
This can be true even in countries in which government marketing boards play an
important role (for example, Canada and Australia). Thus, the decision t6
organize and deal through a domestic affiliate both in buying and selling agri-
cultural commodities turns mainly on business considerations as distinguished
from tax considerations.

Although related companies are often used in these transactions, as a practical
matter, there Is limited need for concern regarding prospects for shifting earn-
ings and profits among a group of related companies for tax purposes. Policing
of intercompany pricing among related firms dealing in agricultural commod-
ities is more simple and effective than policing of transactions in manufactured
goods. Prices are easily established based on transactions publicly noted by
commodity futures exchanges. Furthermore, comparisons are possible between
transactions involving identical commodities with related and unrelated firms.
Therefore, in this context, the United States Internal Revenue Service can ef-
fectively audit these transactions under Section 482 of the Internal Revenue Code
(pertaining to arms-length standards for related companies). in a continuous
basis, which provides further support for the proposition that the decision to
establish domestic marketing subsidiaries in supplying and consuming coun-
tries (and transactions among these related companies) are predicated on
business and marketing considerations rather than on considerations.
Typical transactions

The following transactions will illustrate the operations of related companies
in international agricultural trade; the limited scope of proposed exceptions;
and competition at each stage among United States controlled and foreign con-
trolled foreign based firms. In each case, transactions can involve the related
company organized in the country of origin to assemble commodities from pro-
ducers and local resellers; a related company operating in a country of ultimate
use to receive the shipment, break it down. and resell it to local users; and,
between these different elements, a separate risk taking profit center capable
of assessing world market conditions, anticipating demand, identifying supplies
available from diverse sources, assembling other elements of an international
transaction and putting them all together in a saleable package that meets the
needs of sellers in originating countries and buyers in countries of ultimate use.

Production and use abroad (third market countries)
ABC Grain Company, Ltd., a Canadian corporation, may buy wheat from

the Canadian Wheat Board and resell it f.o.b. Canadian port to ABC Interna-
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tonal, a United States affiliated international trading company. ABC Interna-
tional, in turn, will resell it c.i.f., or c and f, to an Italian buyer for redistribu-
tion to flour millers within Italy (Italian buyer may be a related company). In
such a transaction, the ABC group of companies would compete at each stage
with foreign controlled international commodities trading firms.

Production in United States and use abroad (U.S. exports)
Sales of United States grains and other agricultural commodities to foreign

destinations typically involve a number of different channels, usually begin-
ning in a company organized In the United States. Sales of wheat to India, for
example, almost always involved direct sales from a United States company
to the Indian Buying Mission, which maintains offices in the United States. A
sale of United States corn to Western Europe could involve a United States
company as the f.o.b. seller to an affiliated international trading corporation
which avails Itself of United States tax incentives designed to stimulate United
States exports f.o.b. an American port. The affiliated international trading
corporation, in turn, could resell c.i.f. to an unrelated third party for resale in
Western Europe. A sale of United States wheat to the Soviet Union also might
involve a sale by a United States company to an affiliated international trading
corporation f.o.b. delivered on board at an American or St. Lawrence port and
a resale by the affiliated International trading corporation to the Soviet grain
buying agency.

Production abroad and use in United States
Sales of agricultural commodities produced abroad and imported into' the

United States also involve somewhat different patterns, usually culminating
with a purchase by a United States company. For example, a United States con-
trolled affiliated company in the Philippines, purchases coconut oil and coconut
meal from local firms and resells it to buyers in the United States (including its
United States parent) and in Western Europe (possibly to an affiliated com-
pany for resale in the country of ultimate consumption).
Effects of current taxation on competition between U.S. owned foreign sales

companies and their foreign owned competitors
Without an appropriate exception, United States controlled international

trading companies would be subject to United States current taxation on un-
distributed earnings of most sales of agricultural commodities produced and
consumed outside the United States. Such transactions would not have been
subject to current taxation in the past. Foreign controlled foreign based inter-
national trading companies, able to utilize arrangements which do not subject
them to current taxation on Income derived from these transactions, will possess
a decisive competitive advantage.

The effect of differential tax treatment can be illustrated by an example:
A French based company and a United States based company may engage in

similar transactions involving international trade of agricultural commodities.
Such commodities can originate from any of a number of major exporting na-
tions, such as the United States, Canada, Brazil, Argentina, South Africa, Aus-
tralia or the European Community, and move to a number of major importing
areas, such as Western Europe, the Indian subcontinent, the Middle East, Cen-
tral America or elsewhere. A French based company and a United States based
company -may operate through foreign subsidiaries established in Panama in
order to participate on a competitive basis in such international agricultural
trade. Each of these companies may purchase soybeans grown in Brazil and
ship the commodity to a European nation, realizing a profit of $100 on this type
of transaction.

If a Panamanian subsidiary of a United States based company is forced to pay
accelerated United States income tax (current taxation of $48 by means of elim-
inating deferral)), the United States based company would have substantially
less capital available for competitive purposes ($52 as a result of the $48 United
States tax on $100 profit). In contrast, a Panamanian subsidiary of a French
based company would pay no immediate tax, as neither Panama nor France
would impose a current tax on this type of transaction, thus, all $100 of pre-tax
profits would be available for future competitive purposes.

Thus, under these circumstances, the United States controlled foreign based
company would not be able to compete with foreign controlled counterparts in
the third market countries trade in agricultural commodities:
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Limited capacity to absorb taxv disadvantages
Unlike United States controlled firms manufacturing products abroad and dis-

tributing them in world markets through a foreign based sales company, United
States traders in basic agricultural commodities in world markets possess no
unique advantages like established brand franchises or product superiority to
offset fundamental tax disadvantages. The products they offer-agricultural
surpluses of other countries-are the same products offered by foreign based
competitors, acquired from the same sources, and distributed to the same
markets.

Financing international trade
An essential requirement for successful competition in this trade is access to

adequate amounts of capital. Major sources are retained earnings and borrow-
ings. Impact of differential tax treatment on retained earnings is clear. However,
the impact of differential tax treatment on the ability to borrow capital to
finance trade is less clear, but equally important.

Capital requirements for international trading operations have increased sig-
nificantly as commodity prices have risen above levels in the 1960s. Moreover,
because prices now fluctuate through a broader range than before, the risks to
lenders financing international agricultural trade has increased. Thus, risks
associated with lending funds to international traders have increased simultane-
ously with their capital needs.

There is substantial competition for capital in this area. and foreign based
firms (operating with the same prudence and skill as United States based firms)
would have a substantial competitive edge over United States based firms if
United States based firms are penalized by changes in United States tax law
which would provide a comparative advantage to their foreign based competitors.

Human resources
As noted above, risk is unavoidable In international trading of agricultural

commodities because the values of all elements of a commodity trade are subject
to continuous change. Back-to-back transactions involving these elements are
rarely possible and therefore success Is heavily dependent upon human judgments
of future events. Skilled merchants and traders, capable of managing risk In
this environment, are an essential resource in international trading operations
United States owned firms cannot attract and hold skilled merchants and traders
also sought by foreign based firms If, because of substantial tax advantages,
earnings from operations reflecting the same level of skill and insight are no
more than half the earnings of their foreign competitors.

Collateral effects on U.S. exports
An ability to compete effectively on an international basis in global com-

modities transactions would severely limit the capacity of United States based
international trading companies to locate and expand markets for surplus agri-
cultural commodities produced in this country.

The needs of buyers of agricultural commodities in international markets often
can be met by supplies from a number of possible origins. Indeed, sellers are
often given the option of supplying agricultural commodities produced in dif-
ferent countries. United States based International trading firms typically have
substantially greater investments in facilities for originating, handling, trans-
porting, storing and delivering agricultural commodities produced in the United
States, and therefore have a greater incentive to encourage the purchase of
commodities produced In this country wherever possible. Their inability to com-
pete in all international transactions involving agricultural commodities would
deprive the United States of opportunities that would otherwise exist for sub-
stituting exportable surpluses of agricultural commodities produced in the
United States.

It is important for another reason that United States based firms participate
in transactions involving commodities produced abroad even where the pos-
sibility of substituting United States commodities does not exist. Market intel-
ligence gained in these transactions increases the effectiveness of U.S. based
international trading firms in selling United States produced commodities abroad.
Market Intelligence enables a trader to anticipate events and to take positions
before prices adjust to reflect the Influence of new supply and demand. By trading
in all International markets, United States based international trading companies
are better positioned to sell agricultural products produced in the United Staten.
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CONGRESSIONAL CONCERN ABOUT THE COMPETITIVE POSITION OF THE UNITED STATES
IN INTERNATIONAL TRADE NEGOTIATIONS

Trade Act of 1974
In his opening statement 6f March 4, 1974, commencing the Senate Finance

Committee hearings on the Trade Reform Act of 1973, H.R. 10710 (later to
be voted into law as the Trade Act of 1974), Chairman Russell B. Long stated: "

"I was very much in favor of the Trade Expansion Act of 1962. I still desire
an 'open nondiscriminatory, and fair world economic system,' but I am tired
of the United States being the 'least favored nation' in a world which is full
of discrimination. We can no longer expose our markets, while the rest of the
world hides behind variable levies, export subsidies, import equalization fees,
quotas, and a host of other practices which effectively bar our products."
[Emphasis supplied.]
GATT reform

In the context of reform of the General Agreement on Tariffs and Trade
("GATT"), the Congress has specifically instructed United States trade nego-
tiators to seek revision of those GATT articles which discriminate against the
United States, and it is clear from the statutory language that the Congress
was particularly concerned about this matter with respect to the DISC:"

"The President shall, as soon as practicable, take such action as may be neces-
sary to bring trade agreements heretofore entered into, and the application
thereof, into conformity with principles promoting the development of an open,
nondiscriminatory, and fair world economic system. The action and principles
referred to in the preceding sentence include, but are not limited to, the
following-

"Mhe revision of GAIT articles with respect to the treatment of border
adjustments for internal taxes to redress the disadvantage to countries rely-
ing primarily on direct rather than indirect taxes for revenue needs . .

Congressional oversight involving international trade negotiations
The Senate Finance Committee has stated that the Congress will be actively

involved in securing full reciprocity and equal competitive opportunities for
United States interests:"

"The Trade Reform Act, as reported by the Committee, Is intended to be
more than a delegation of authority for negotiated reduction in the rates of
duty. While a significant authority to reduce tariffs would be provided to insure
the flexibility the trade negotiations will require, our foreign trading partners
and our negotiators are on notice that the authority must be exercised to obtain
full reciprocity and equal competitive opportunities for U.S. commerce."

House Ways and Means Committee task force on U.S. taxation on foreign
source income
During the course of consideration of the Tax Reform Act of 1975, the

House Ways and Means Committee established a special task force to study
United States taxation of foreign source income (sometimes hereinafter re-
ferred to as the "Foreign Source Income Task Force"). This task force was
instructed to report its findings and recommendations to the full Committee.1

On March 8, 1977, the Foreign Source Income Task Force Issued its report
(sometimes hereinafter referred to as the "Foreign Source Income Task Force
Report")."

Based on its deliberations, the Foreign Source Income Task Force recom-
mended no changes with respect to the tax treatment of deferred earnings of
foreign corporations controlled by United States shareholders."

"4See Hearings before the Senate Finance Committee concerning The Trade Reform Act
of 1973, H.R. 10710. Part 1, p. 2, 93rd Cong., 2d Seas., March 4 and 5. 1974.

"See 1 121 of the Trade Act of 1974, P.L. 93-618, H.R. 10710, 93rd Cong., 2d Seas., 88
Stat. 1978, January 3, 1975.

"•ee Report of the Senate Finance Committee accompanying H.R. 10710, p. 1S, S. Rep.
No. 93-1298, 93rd Cong.. 2d Sess., November 26. 1974.

61 See Press Releabs No. 12. House Ways and Means Committee, January 5. 1976.
4" See House Wars and Means Committee report entitled. "Recommpndattons of the Task

Force on Foreign Source Income", 95th Cong., let Sees., March 8, 1977.
Id. at p. 59.
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The final statement of the Foreign Source Income Task Force oh this mat-
ter not only reconfirms strong support for International and multilateral ap-
proaches to certain international tax policy issues (as distinguished from uni-
lateral action under the Internal Revenue Code), but the language chosen for
this purpose is even broader in scope than the language contained in earlier
draft reports: "

"In its consideration of the several questions referred to it, the task force
found that fundamental change by the United States in the taxation of foreign
source income in many areas requires the agreement and cooperation of foreign
governments. Certain changes which might otherwise have been appropriate
were found not to be acceptable if unilaterally adopted by the United States
because they would subject U.S. businesses operating abroad to tax while their
foreign competitors would not be similarly taxed, thus placing the U.S. busi-
nesses at a competitive disadvantage. Others were found to be unacceptable
because they would subject foreign busineqses to U.S. tax under circumstances
involving a substantial possibility of retaliatory taxes by foreign governments
against U.S. businesses operating abroad. Therefore, in addition to its specific
recommendations directed toward the particular issues considered by the task
force, the task force strongly recommends that steps be taken to initiate multi-
lateral discussions between the United States and our major trading partners
to consider a broad range of tax and investment questions, in particular those
area where unilateral action by any single nation is not feasible." [Emphasis
supplied.]

OATT PANEL DECISIONS ON CERTAIN TAX PRACTICES OF THE UNITED STATES, FRANCE,
JIELGIUM, AND THE NETHERLANDS

GATT DISC panel decisions
In accordance with procedures under the provisions of the General Agreement

on Tariffs and Trade "GATT"), a panel was established In July 1973 to examine
a complaint submitted by the European Communities ("EC"), pursuant to
paragraph 2 of Article XXIII of the GATT, relating to United States tax legisla-
tion on the Domestic International Sales Corporation ("DISC"), and to make
such findings as would assist the Contracting Parties of GATT to make recom-
mendations or rulings provided for in paragraph 2 of Article XXIII of GATT
(this panel is sometimes hereinafter referred to as the "GATT DISC Panel").

The EC requested the GATT DISC Panel to find that the DISC system was
incompatible with the relevant clauses of GATT regarding export subsidies.

In the course of its proceedings, the GATT DISC Panel held consultations
with the EC and the United States, and background arguments and Information
were submitted by both parties.

Based on its findings, in November 1976, the GATT DISC Panel concluded
thnt the DISC legislation, in some cases, had effects which were not in accordance
with United States' obligations under Article XVI(4) of GATT and that as it
had found the DISC legislation to constitute an export subsidy which had led
to an increase in exports it was also covered by the notification obligation con-
tained in Article XVI(1) of GATT and that accordingly there was a prime
face case of nullification or impairment of benefits under GATT.
GATT European tax practices panel decisions

Partially in response to the aforementioned EC complaint, the United States
initiated counter claims and proceedings against certain tax practices of France,
Belgium and the Netherlands alleging that such tax practices constituted export
subsidies In violation of GATT. In accordance with GATT procedures, separate
GATT panels were established in July 1973 to examine the United States com-
plaints with respect to each of the subject countries, pursuant to paragraph 2 of
Article XXIII of the GATT. and to make recommendations or rulings provided for
In paragranh 2 nf Article XXIII of the GATT (these panels are sometimes here-
inafter collectively referred to as the "GATT European Tax Practices Panels").

The United States requested the GATT European Tax Practices Panels to
find that certain tax practices of France, Belgium. and the Netherlands violated
Article XVI(d) of GAT'' and that there was therefore a prima fadie case that
these practices were nullifying or impairing benefits accruing to the United
States under GATT.

3Id. at p. 2.
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The United States also suggested that the fouLr complaints involting tbo DISC
and certain tax practices of France, Belgium and the Netherlands should be
considered together because they raised the same principles concerning applica-
tion of GATT.

In the course of its proceedings the GATT European Tax Practices Panels
held consultations with the United States, France, Belgium and the Nether-
lands, and background arguments and relevant information were submitted by
each of these parties.

Based on their findings, in November 1976, the GATT European Tax Prac-
tices Panels concluded that the tax practices of France, ,Belgium and the Nether-
lands, in some cases, had effects which were not in accordance with the respec-
tive obligations of these countries under Article XVI(4) of GATT and that as
these practices had been found to constitute export subsidies which had led to
increases in exports they were also covered by the notification obligations con-
tained in Article XVI(1) of GATT and that accordingly there were prima facie
cases of nullification or impairment of benefits under GATT with respect to the
subject practices of each of these countries.
Representative GATT panel findings and determinations on income tax practices

of France
The GATT panel on French tax-practices related the following factual aspects

regarding the tax practices in question."
"The French Income tax system for corporation Is based on the territoriality

principle which, in general, taxes Income earned in France but not income arising
outside France. It Is a principle deriving from the history of the French system
dating back to the begiffning of the century. French companies are liable to
corporation tax solely In respect of profits made by enterprises operating in
France and of profits taxable by France under an international double taxation
agreement (Article 209:1 of Code Generale des Impots).

"Under the territoriality rule as applied by France profits generated by under-
takings operated abroad are exempt from French taxation. On the other hand, a
French eonipaliy is not entitled to any foreign tax credit and cannot deduct losses
suffered abroad, apart from exceptions specified below.

"Ninety-five per cent of dividends from the French or foreign subsidiaries of a
French company is excluded from the profits of the parent corporation. Participa-
tion by the parent in the subsidiary must exceed 10 per cent (Article 145 and 216
of CGt)."

On the effects of the territoriality principle as applied by France for taxation
of foreign profits, the panel noted: u

"The representatives of the United States pointed out that France followed the
territoriality principle of taxation, and that as a result, did not tax the export
sales Income of foreign branches or foreign sales subsidiaries of domestic manu-
facturing firms. Taxes on such income were the most part permanently forgiven
rather than merely deferred. He Stated that the exclusion apparently extended to
foreign source income from activities carried out by a French selling corporation
through its own agents or employees abroad even without a foreign permanent
establishment, as income from transactions which were separate from the corpo-
ratfon's'Frefich operations and which constituted complete commercial cycles out-
side France were excludable. The representative of the United States argued that
these provisions, and! relaxed intercompany pricing rules and other practices in
relation to export transaction, ,treated'a distortion in conditions of international
coinpetition Di that they afforded remission or exemption of direct taxes In respect
of exports in violation of France's commitment as a contracting party under
Article XVI: 4. The permanent exemption could be freely used by the domestic
manufacturing firm. The relative tax burden on the sales of products for export
as against domestic sales was lower as a result of the remission.

"The representatives of the United States argued that, by organizing a foreign
branch or subsidiary in a low-tax country, a French manufacturing firm could
enjoy the low-tax rate on that portion of the total export sales income which was
allocated to the foreign branch or foreign sales subsidiary, that the amount of
export sales income allocated to foreign sources was generally substantial, that
under the French system the right to tax foreign income was given up. He con-

" SeeReport of GATT Panel on Income Taxes Maintained by France, p. 2, November 2,
1976.

u ld. at p. 4.

34-309--78-27
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eluded that at a minimum the sales element of export earnings was exempt from
taxation and therefore subsidized in violation of Article XVI: 4."

The panel stated the following concerning the effects of the territoriality prin-
ciple as applied by France for taxation of foreign dividends: "

"The representatives of the United States stated that under the territorial
principle, profits of a foreign subsidiary were not consolidated with the profits of
its French parent, and so not taxed in France. He went on to make the point that
even if the subsidiaries' profits were repatriated in the form of a dividend, 95 per
cent of it was deducted from the taxable income of the company, whether or not
the foreign subsidiary was subject to taxes in its country of residence, and
whether or not the rate of tax applied by that country was less than the French
rate. In fact, the dividend was not expected to be taxed at all, as the remaining
5 per cent was considered to be deducted as ordinar- expenses against the taxes
of the recipient corporation. He argued that this amounted to a permanent
exemption from taxation."

In its conclusion and recommendations, the panel determined the following:"
"The Panel noted that the particular application of the territoriality principle

by France allowed some part of export activities, belonging to an economic proc-
ess originating in the country, to be outside the scope of French taxes. In this way
France has foregone revenue from this source and created a possibility of a
pecuniary benefit to exports in those cases where income and corporation tax
provisions were significantly more liberal in foreign countries.

"The Panel found that however much the practices may have been an incidental
consequence of French taxation principles rather than a specific policy intention,
they nonetheless constituted a subsidy on exports because the above-mentioned
benefits to exports did not apply to domestic activities for the internal market.
The Panel also considered that the fact that the practices might also act as an
incentive to Investment abroad was not relevant in this context.

"The Panel also noted that the tax treatment of dividends from abroad ensured
that the benefits referred to above were fully preserved."

"The Panel therefore concluded that the French tax practices in some cases had
effects which were not in accordance with French obligations under Article
XVI : 4."

"The Panel considered that the fact that these arrangements might have existed
before the General Agreement was not a Justification for them and noted that
France had made no reservation with respect to the standstill agreement or to the
1960 Declaration (BISD, 9 Suppl. p. 32).

"The Panel was of the view that, given the size and breadth of the export sub-
sidy, it was likely that it had led to an increase in French exports in some sectors
and, although the possibility could not be ruled out that the tax arrangements
would encourage production abroad and a decrease in exports in other sectors.
nonetheless concluded that it was also covered by the notification obligation of
Article XVI: 1.

"In the light of the above, and bearing in mind the precedent set by the Uru-
guayan cases (BISD, 11 Suppl. p. 100), the Panel found that there was a prima
faole case of nullification or impairment of benefits which other contracting
parties were entitled to expect under the General Agreement."

The relevant GATT panels charged with responsibility for reviewing the in-
come tax practices of Belgium and the Netherlands made findings and determina-
tions similar to those for France in concluding that the tax practices of Belgium
and the Netherlands were also In violation of GATT obligations.
Congressional involvement in GATT panel proceedings

During the course of GATT consideration of DISC and certain tax practices
of France, Belgium and the Netherlands, Mfembers of the House Ways and Means
Committee and the Senate Finance Committee participated in the GATT ses-
sions in Geneva, Switzerland. Based on these international proceedings, and
other arguments and submissions, Members of the House Ways and Means
Committee and the Senate Finance Committee have recently indicated that the
United States should take a hardline position on these issues in international

Id. at p. 7.
Id. at pp. 11-18.
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-trade negotiations (as distinguished from United States unilateral action on
DISC), and that such an approach comports with United States international
tax and trade policy objectives and United States international negotiating
opportunities.

Although representatives of the European Communities and the United States
raised the GATT Panel Decisions at the GATT Council meeting in Geneva,
Switzerland on March 2, 1977, it is understood that this matter has, on several
occasions, been postponed for further consideration. In this regard, it is im-
portant for the representatives of the United States to be well prepared on sub-
stantive and procedural issues and negotiating techniques in order to maximize
opportunities for obtaining beneficial results for the United States in these
proceedings. Such efforts should emphasize consultations and technical analysis
involving Members and staff of the House Ways and Means Committee and the
Senate Finance Committee, staff of the Joint Committee on Taxation, and offi-
cials of STR and Treasury in an effort t6 obtain a United States domestic con-
sensus on these issues before undertaking specific initiatives in an international
context.

In the past, representatives of the United States federal government have ex-
perienced ongoing difficulties in attempting to secure open and nondiscrimina-
tory treatment for United States exports through elimination or reduction of
trade distorting practices of other nations.

Nevertheless, new opportunities are now available concerning the relation-
ship of United States domestic tax legislation and international trade pro-
ceedings and negotiations, particularly in the matter of the GATT Panel Deci-
sions. Accordingly, at this time, it would seem particularly unwise for the United
States to unilaterally eliminate or reduce DISC benefits, thereby handicapping
United States trade negotiators.

Again, it should be urged that the United States regain DISC, and other tax
benefits, Including deferral, under United States domestic tax law until such
time as requisite concessions have been obtained from our trading partners.
Such an international trade negotiations approach (as ditsinguished from uni.
lateral legislative action) comports with United States international tax and
trade policy objectives and strengthens the United States bargaining position
by providing needed leverage and negotiating tools for dealing with the trade
distorting and discriminatory practices of other nations.

Conclusion and Recommendations

Although It Is difficult to generalize concerning the effect of foreign tax sys-
tems with respect to taxation of foreign source income, it should be noted that
despite varied approaches to taxation (worldwide territorial, and certain forms
of exemptions and credits), not one of the major free market trading nations
of the world, other than the United States, taxes currently the undistributed
earnings and profits of a foreign subsidiary controlled by local residents. Ac-
cordingly, to the extent that the United States taxes undistributed earnings and
profits of United States owned international trading firms on a current basis,
this places United States based companies engaged in international trading op-
erations at a competitive disadvantage and constitutes a departure from the gen.
eral scheme of international taxation practiced by other nations.

During the course of considertion of the Tax Reduction Act of 1975, the 'Tax
Reform Act of 1976, and the more recent deliberations and recommendations
of the House Ways and Means Committee Task Force on Taxation of Foreign
Source Income, the United States Congress has Indicated an increasing aware-
ness that, in certain instances, United States interests are not served by taxing
currently the undistributed earnings and profits of United States owned foreign
corporations.

More specifically, the Congress has recognized inherent economic distinctions
between manufacturing and production operations on the one hand, and inter-
national marketing and trading activities on the other. These industries involve
fundamentally different transactional considerations. A manufacturing company
may utilize a trading affiliate in a low.tax jurisdiction to handle exports of its
products manufactured within or without the United States. Owing to the nature
of manufacturing processes, such arrangements could potentially displace United
States exports of domestically manufactured goods (and United States jobs) as
a consequence of the ability to shift manufacturing processes to foreign countries.
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Conversely, trading operations In international commerce are not similarly sus-
ceptible to this form of shifting which could result in displacement of United
States exports and jobs.

In the absence of continuing deferral on the undistributed earnings and profits
of United States owned firms derived from international trading activities, the
competitive position of such United States firms will be undermined and ulti-
mately this business will be transferred to foreign owned firms beyond United
States tax jurisdiction and control.

Under United States tax law, United States owned international trading firms
have for many years competed on a substantially equivalent tax footing with
foreign owned firms in world trade. As a result United States firms now handle
a significant portion of this trade. However, if United States firms are required
to pay taxes on a current basis they will not be able to compete in this market.
United States firms possess no special advantages which would enable them to
absorb significant additional tax burdens. United States firms buy and sell the
same commodities as their foreign owned competitors.

As stated in the reports of the House Ways and Means Committee and the
Senate Finance Committee noted above, it was determined that it was neces-
sary to provide an exception for sales of agricultural commodities in interna-
tional trade in order for United States owned firms to continue to participate
in this highly competitive business.

In assessing the Carter Administration's tax proposal to eliminate deferral,
it is Important to give due consideration to the deliberations and decisions of
the House Ways and Means Committee Task Force on Taxation of Foreign
Source Income which directed considerable attention to the very Issues now
iised by the Carter Administration. In this regard, the record establishes that
the Committee's Task Force on Taxation of Foreign Source Income specifically
determined that it would be Inappropriate to adopt the changes now recom-
mended by the Carter Administraiton. Furtheri.iore, the recommendations of the
Committee's task force noted that problems associated with international tax
issues do not always lend themselves to unilateral solutions, but rather require
international approaches and negotiations. Accordingly. the statements of the
task force clearly support the proposition that the unilateral action now recom-
mended by Carter Administration to eliminate deferral across-board would be
contrary to important United States national and International interest. For
example, a comparative analysis of tax burdens imposed on foreign owned firms
by other countries relative to the tax burden Imposed on United States owned
firms by the United States clearly demonstrates that the competitive position of
United States owned firms engaged in International trading activities would be
undermined by the unilateral tax changes recommended by the Carter Admin-
istration (unless commensurate tax changes were adopted simultaneously by
other countries).
. The Carter Administration's tax proposals would also change the threshold
rules concerning the definition of a controlled foreign corporation. The legisla-
tive history on this matter under the Revenue Act of 1962 indicates that the
House Ways and Means Committee rejected similar recommendations of the
Kennedy Administration on this subject. In this regard, the Kennedy Adminis-
tration had also proposed the adoption of a value test, as distinguished from a
voting control test, for determining whether a foreign corporation should be
treated as a controlled foreign corporation for purposes of Subpart F of the
United States Internal Revenue Code.
. The points and concerns expresesd by the Congress when this issue was last
examined pursuant to the Revenue Act of 1962 are still present today. The pri-
mary reason for Congressional rejection of the Kennedy Administration's pro-
posal to, in effect, utilize a value test rather than a voting control test related to
eon iderations of fairness and' equity which suggested that United Stntes share-
holders should not be taxed on the undistributed earnings and profits of a foreign,
corporation where such shareholders could not cause a divided distribution to the
United States, i.e. the United States shareholders would be unable, as a matter
Of law, to require the foreign corporation to distribute dividends to the United
States shareholders. Accordingly, it is important to recognize that if the Carter
Administration's proposed value test were adopted, notwithstanding the prior
legislative history on this Issue noted above, this could result In United States
taxpayers being forced to pay current United States taxes on income which the
United States taxpayer had not received and over which the United States tax-



1629

payer bad no means of requiring a dividend distribution to the United States.
The Carter Administration's proposal to change the threshold definition for a
controlled foreign corporation by substituting, In effect, a value test for the
voting control test under present law, would be contrary to considerations of
equity and fairness which were of major concern to the House Ways and Means
Committee and the Senate Finance Committee when the United States Congress
last considered this issue.

During the consideration of the legislation which was enacted into law as the
Trade Act of 1974, various representatives of the United States Congress ex-
pressed concern about the United States position in world trade while specifically
noting the need for an open, nondiscriminatory and fair world trading system.
It was recognized that the United States could no longer expose its markets while
other nations utilize all manner of government-instituted practices to effectively
bar United States products and distort international trade.

As part of Congressional oversight of international trade negotiations, the
Congress has indicated that it will be actively involved in securing full reciproc-
ity and equal competitive opportunities for United States interests and has noted
that the Trade Act of 1974 was intended to be more than a delegation of authority
for negotiating duty rate reductions and that United States trading partners
and United States negotiators should be on notice that this authority milst be
exercised zo accomplish these objectives.

In accordance with the relevant GATT Panel Decisions noted above, it is sig-
nificant .hat the GATT panel on French tax practices (which was representative
of the other GATT panels on the tax practices of Belgium and the Netherlands)
determined that as a result of the territoriality principle of taxation France did
not tax the export sales income of foreign branches or foreign sales subsidiaries
of domestic manufacturing firms and that taxes on such income were for the
most part permanently forgiven rather than merely deferred.

Although representatives of the United States federal government have ex-
perienced ongoing difficulties in attempting to secure open and nondiscriminatory
treatment for United States exports through elimination or reduction of trade
distorting practices of other nations, substantial opportunities are now available
concerning the relationship of United States domestic tax legislation and inter-
national trade proceedings and negotiations, particularly in reference to the
subject GATT Panel Decisions.

Furthermore, as related above, the House Ways and Means Committee Task
Force of Foreign Source Income has reconfirmed its strong support for utilizing
international and multilateral approaches with respect to certain international
tax policy issues so as to preserve important United States national and inter-
national interests. In this regard, unilateral changes to the United States Internal
Revenue Code, which would further increase the effective tax burden on United
States firms which now participate in international trading activities, would
only serve to undermine the competitive position of such United States firms and
would result in a transfer of this business (and any income generated by this
business) to foreign owned firms beyond United States tax jurisdiction and
control.

Based on the points, authorities, developments and considerations set forth
above, It is urged that Members of the Senate Finance Committee continue their
efforts to assure that United States owned firms engaged in International trading
activities will be placed on a substantially equivalent tax footing with their
foreign owned competitors.

STATEMENT BY DAYTON-HUDSON" CORP.; FEDERATED DEPARTMENT STORES; J. C.
PENNEY CO., INC.; K MART CORP.; SEARS, RoEBucK & CO.; AND THE MAY CO.

I. INTRODUCTION

A. Proposed amendment to the law
The 10 percent Investment tax credit should be extended to qualified invest-

ment In new and rehabilitated retail structures. Although it has been confined
to machinery and equipment, the Investment tax credit was originally designed
and proposed to apply to business structures as well-- -retall, other commercial,
office, industrial and agricultural. The House bill, H.R.'13511, would allow the
credit for the cost of rehabilitating an existing building of the type mentioned.
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That is a step forward, but greater efficiency and productivity gains would be
achieved by allowing the credit for the cost of new buildings as well. At a
minimum, the credit should be allowed for the cost of replacing an existing
structure with a modern, efficient structure on the same site or in the same
market or service area. It is often more economical to replace an outmoded
structure than to rehabilitate it.
B. Special case for retail structures

The case for extending the credit to new and rehabilitated retail structures
is especially compelling.

The capital needs of the distribution sector are great and growing; the per-
centage of the fixed capital investment devoted to structures by retailing is
more than twice that of manufacturing where nearly 80 percent is spent on
machinery and equipment already eligible for the credit. The manufacturing
sector and the distribution sector are the two engines of the economy-one to
produce goods and the other to distribute them. Both add value. Greater effi-
ciency from increased capital investment in the distribution sector holds down
final prices and exerts a strong pull-through effect on manufacturing. Yet, while
retailing contributes nearly as much to the GNP as manufacturing, the distribu-
tion sector receives only nine percent of the investment tax credit-45 percent
of which goes to manufacturers. That disparity Is in a significant part due to
the fact that retail structures are excluded from the credit-even though struc-
tures are the basic productive tool of the retail sector and play a major role
in increased efficiency and, hence, productivity. In part for the same reason,
retailing pays a high effective rate of tax compared to other sectors of the
economy. Measured in constant dollars, investment in commercial structures his
actually declined by 28 percent since 1973.

Nevertheless, a dollar of capital Investment in retailing is associated with
more than three times as many jobs as a dollar of capital investment in manu-
facturing. In 1977, 22 percent of the nonagricultural work force was in retail and
wholesale trade-17 percent in retail alone. One out of every five new jobs created
In the 1970's has been in the retail sector. Retailing is nationwide, in every vil-
lage. town and city, where it contributes to all local economies. In part because
of that accessibility of jobs, and because of the high ratio of part-time Jobs in
retailing, retailing plays a major role in alleviating "structural unemployment."
Many women, youths and older persons wish to work, but cannot work full time
and would otherwise be unemployed. For example, about half of the 400,000 em-
ployees of Sears, Roebuck and Co. work part time.

It. DEFINITION AND FUNCTION OF RETAILINO

A. General
Retailing is an extension and necessary element of all consumer products

industries-manufacturing and agricultural. The largest single segment of retail
trade is GAF which includes general merchandise as well as the apparel, appli-
ance and furniture categories.' The other principal elements of retail trade are
food stores, stores selling building materials, hardware and farm equipment, and
automotive sales.

The functions of the distribution sector, the manufacturing and the agricul-
tural sectors are interdependent. The function of retailing is to provide the capi-
tal and skill to assemble the physical output of the economy, to bring those prod-
ucts to the marketplace in the right quantities and locations, and to provide them
to consumers at the least possible cost. The output of the retail sector Is thus a
service-and the value of that output by the retail sector was about $200 billion
or ten percent of the Gross National Product in 1977. In effect, the distribution
sector provides a market, and assumes the risk, with its own capital, of being
able to resell the output of the other sectors of the economy.

B. Efficiency of distribution function exerts a strong pull-through effect on
economy

Both manufacturing and distribution add value to the final product and enter
into its cost. An efficient distribution system creates a market and exerts a strong
"pull-through" effect on manufacturing. Without mass distribution there could
be no mass production or mass consumption. Conversely, an Inefficient distribu-
tion system will have dampening effect, by increasing costs and impeding flows,
that may offset incentives in the manufacturing sector and throughout the
economy.

I U.S. Bureau of the Census, U.S. Census of Retail Trade; 1972, Series RC-72-S-2.
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Retailers' costs consist of the amount they pay for their inventory plus the
costs they incur in distributing and selling those products. Retailing is highly
competitive and to the extent that through efficiencies the costs of distribution
are less, the products of manufacturers will be available to the consumer at lower
prices, which stimulates demand and production.
C. Effliency of retailing has resulted in lower consumer prices

Over the past 25 years the Consumer Price Index rose 128.3 percent while the
Department Store Inventory Price Index rose only 81.9 percent.

While the costs of inventory and construction, and operating expenses of pay-
roll, rent, taxes, utilities, and the like were rising at a much more rapid race,
mark-ups by department stores have increased by only a small margin-from
37.94 percent of gross sales in 1967 to 41.12 percent in 1976.2

These results are in part attributable to efficiencies achieved by the retail in-
dustry through new, and improved methods, and the introduction of new tech-
nologies in the purchasing, handling and location of inventories both as between
stores and within the store, space design and utilization, store location and size,
merchandise display and location, point of sale Inventory control and account-
ing, personnel use, and tile like. Retail structures play a vital role in achieving
those efficiencies.
D. Critical role of retail structures in retail efflcfency

A retail structure is the basic productive tool of the industry; and such struc-
tures have increasingly become specifically, scientifically designed facilities. The
emphasis in retailing is increasingly focused on making space more productive.

A modern, efficient retail structure must be both the optimum size and at the
proper location to serve the market most efficiently. New design and construction
techniques are used to hold down energy and other operating and maintenance
costs associated with the building itself. Moreover, the overall configuration of
the building, and the design of its interior space, is in a large part the ultimate
constraint on the retailer's ability to employ new, efficient techniques of per-
sonnel use, goods storage, access, handling, display, sale and delivery which are
critical. Thus, many older retail structures simply are too old-fashioned to ef-
ficiently serve their market and must either be substantially modernized where
possible or replaced.

III. MAGNITUDE AND CHARACTERISTICS OF RETAIL SECTOR
A. General

Consumer spending represents over 64 percent of the Gross National Product,
and more than 54 percent of expenditures for personal consumption is in retail-
ing.8 In 1977, total retail sales were $708 billion ; ' so that in that year 37 percent
of the total value of the output of goods 5 flowed through the approximately 1.9
million retail establishments' located throughout the country.

The fixed assets of retail trade establishments, when last surveyed in 1972,
were over $61 billion. The figure for 1978 would be much higher, not only because
of Inflation but because of continuing capital expenditures In 1972, retailers
purchased $327 billion worth of merchandise and their average inventories rep-
resented an investment of $55 billion at cost." Purchases in 1976 had risen to $466
billion and average inventories increased to $76 billion.1 '
B. Employment and payroll

1. Employment intensive.-Retaillng has a payroll of about $80 billion U and
currently employs more than 14 million people. In 1976, "general merchandise"
retailers alone employed 3.8 million people."2 One out of every 6x jobs is in
retailing.

I Financial and Operating Results of Department Stores and Specialty Stores; 1976.
Natfnnsl Retail Merchants Assoclatlon.

3 Based on U.S. Bureau of Economic Analysis, 1976 Personal Consumption Expenditurese
by Type of Products, in 1972 constant dollars.

'Economic Report of the President, january 1978. p. 810.
a Based on U.S. Bureau of Economic Analysis. 1977 GNP was $1,890 billion.
' U.S. Bureau of the Census, 1972 Census of Retail Trade.
7 ,Statistical Abstract of the United States 1977, p. 836.
9 Idem.

STT. R Bureau of the Census. Current Business Reports, 1978 Retail Trade, pp. 11-18.
30 bId., 1976 Retail Trade.It U.S. Bureau of Labor Statistics. 1976 average weekly earnings for retail trade was

$113.96 Total payroll is derived by multiplying $113.96 by 52 weeks and further multiply-
ing hv t1'e number of employees on retail trade payroll.

, 1977 Statistical Abstract, p. 404.
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2. New job creation.-The growth in employment in retailing has been acceler-
ating. One out of every five jobs created in the 1970's has been in the retail
sector.

Since the end of World War I, employment in retailing has increased by more
than 150 percent; in the past 10 years alone, it has Increased more than 40
percent.

In contrast, employment in manufacturing has increased by less than 30
percent since the War and not at all in the past decade.u

3. Large number of jobs associated with capital investment in retail sector.-
A Study prepared at Northwestern University, using input/output analysis, con-
chudes that a dollar invested in retail is associated with three times as many
permanent Jobs compared to a dollar invested in the manufacturing section.1
This study shows that the direct employment effect is the same-those jobs to
construct the plant and equipment-but that the indirect employment effect-
permanent jobs associated with operating the facility-is three times greater
wherg-teiLrrvestment is made in the retail sector.

The following Table I confirms that the number of jobs per dollar of capital
investment is at least more than twice as high In retailing compared to
manufacturing.

TABLE 1.-EMPLOYMENT, ASSETS, AND ASSETS PER WORKER IN MANUFACTURING AND RETAIL TRADE, 1976

Wholesale and
Manufacturing retail trade

Employment (millions) ................................................... 19. 6 SA . 3
Assets (billions) ..................................................... 883.9 3.0
Assets per worker ....................................................... $45, 097 1, 743

4. Alleviates structural unemployment-part-time jobs, women, youths, el-
dcrl.-Retailing is especially Important in alleviating structural unemployment.
A growing portion of the persons unemployed are relatively untrained and un-
skilled, or do not seek full-time jobs. A higher level of general economic activity
will not necessarily absorb them into the work force. Their talents do not match
the jobs that will be created with higher levels of economic activity.

Many retailing employees are, of course, highly skilled and experienced. But a
large percentage of retailing jobs can be filled by less skilled, less experienced
workers. There are, for example, large numbers of stock persons, materials
handlers, maintenance personnel and clerks with relatively routine duties.

Equally Important, retailing provides a very large number of part-time jobs,
thus giving employment to older persons, students and mothers with children
who need and want jobs but cannot work full time. Sears, Roebuck and Co., for
example, employs a total of 400,000 persons, of whom about half are part-time
employees.

Furthermore, retailing jobs tend to be geographically more accessible than
those in other sectors of the economy. By the nature of their business, stores are
located where people already live, and are distributed throughout populated
areas. Stores are not generally located In remote, unsettled areas nor are retail-
ers interested in building there, because that is not where their customers are.
C. Capital requirements; structures are a large part

1. General.-The capital requirements of retailers are great and growing. It
Is projected that the five largest retailers alone will in 1978 have spent about $1.4
billion on fixed capital Investment. In the aggregate, it is estimated that In 1977
the retail industry spent about $7.3 billion on fixed capital investments.

2. Structures are a, large part.-Modern, efficient structures are especially im-
portant to greater efficiency in the retail sector. Yet, much of the retail footage
in the U.S. is obsolete and more is becoming obsolete each year.

Retail space becomes obsolete for a number of reasons: (1) a retail establish-
ment may be located in a geographical area where the market Is declining; (2)
changing consumer preferences, shopping patterns, and competition may result

2a Genso s o Retail Trade. 1978. U.S. Bureau of the Census. RC-72-A-1. Employment anti
Earnso. Dflecenber 1977. U.S. Bureau of Labor Statistics, p. 63.

14 "The Anplleatlon of the Investment Tax Credit to Commercial Strunturps." ITakey
Benmshay. Philip Ginsburg, Eugene M. Lerner, Northwestern University Graduate School
of Management, 1977.
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in retail establishments being either tqa large or too small to serve the market-
place where they'exist; (3) existing physical layouts maybe "old-fashioned" in
design and construction, may be energy inefficient, and may entail inefficient
and costly use of labor or uneconomic storage, access and inventory management;
and (4) many retail establishments are too old to efficiently serve the markets
where they exist and return a reasonable profit to the operator of the business.

For these reasons, and because a retail store must be renovated, remodeled and
modernized many times during its lifetime, retailers are required to make large
capital investments merely to maintain their existing levels of sales. At the same
time, additional stores and support facilities are necessary to provide a dis-
tribution system of sufficient size and efficiency adequately to serve the economy
in the face of growing population, shifting population patterns, changing shop-
ping habits and new consumer preferences.

3. New construction lagging despite large Investments.-The percentage of their
capital investment devoted to structures by retailers Is more than twice that of
the manufacturing sector, where most fixed capital investments are for ma-
chinery and equipment already eligible for the investment credit.

Yet, in an absolute sense, investments are lagging despite the need for new
capital expenditures. Between 1973 and 1977 investment in commercial struc-
tures (other than office buildings) has actually declined by 28 percent, when
measured in constant dollars. In contrast, measured in constant dollars, business
investment in machinery for manufacturing has recovered from the recession
in 1974 and is steadily increasing.

The dramatically escalating costs of structures have made needed expansion,
replacement and renovation programs increasingly difficult for retailers. From
1960 to 1976, the cost of commercial and factory buildings increased by 154
percent-much faster than the GNP deflator which increased only 95 percent.Tu
In addition, retailing pays the highest effective tax rate of any sector of the
economy--40 percent or more. In part, that is because an unusually large por-
tion of a retailer's capital expenditures are for investment in structures which
are presently excluded from the investment tax credit. It should also be noted
that ever since 1962 the maximum rate of depreciation on structures has steadily
been reduced by a series of amendments to the tax law; thus providing a further
disincentive to investment in retail structures.
D. Retailing is nationwide

1. No regional bias in allowing the credit for new and rehabilitated retail
structures.-There are about two million retail establishments located nation-
wide in every town and village, in the city and in the suburbs. Thus, unlike many
Industries which are concentrated in a few areas, retailing-is dispersed nation-
wide and contributes importantly to the economies of, all communities in all
areas of the country-as will the Increased capital Investment and employment
resulting from extending the Investment tax credit to new and rehabilitated
retail structures.

Thus, extension of the Investment tax credit to retail structures will tend
to lessen the regional bias in the present Investment tax credit for machinery
and equipment, the benefits of which are more concentrated in the manufacturing
states.

2. Importance of retailing to towns and cities: Urban redevelopment.-By
definition, retail and other commercial buildings form the economic framework
,of a town or city. As industrial plants tend less and less to be located in cities
because of environmental concerns and other factors, -the particular suitability
.of retail businesses will become Increasingly important.. This was recognized
by a recent study by the Congressional Budget Office.

Because of population shifts and other changes in local economies, parts of
many medium-to-large cities around the country have begun to decay. Where
this has occurred, urban redevelopment often starts with a new, large and modern
retail store which serves as the catalyst and anchor for revitalizing the whole
area. The additional employment and consumer traffic generated by such a
new retail establishment quickly attracts other businesses to the area, and

hos 1protoss of redevelopment gdes on.
Retailers are leaders lh improving the center cities. In Brooklyn, ChicagO,

Philadelphia, Boston, Detroit, Oakland, Houston, and Portland, major retail

IsE'onomic Renort of the President, January 1978, p. 260 and E. H. Boeek--Building
Cost Index, 1971 Statistical Abstract, p. 773.
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developments are augmenting and refurbishing the older business areas as
places to shop and work. But these are only major examples. The same thing
Is happening all around the country almost daily.

The function of the "downtowns" is changing. Incomes of city-dwellers are
rising and in some major cities there is a movement toward increased center-city
living, especially by singles and young couples as well as older couples without
children, many of whom find the density and proximity to office and commercial
employment and urban amenities preferable. Downtown shopping malls are in-
creasingly attractive to consumers.

& Retail growth 18 balanced; no flight from oentral oities.-Ooncerns have been
expressed by some that extension of the investment tax credit to new industrial
structures would hasten some perceived flight of industrial plants away from the
older central cities and toward new, less crowded areas of the country. It is not
thought that such would be the case even with industrial plants. Certainly, it
could not be the case with retail establishments.

Retail stores must be located in population centers--where their market is. As
the population grows in new areas, additional retail stores will be added to serve
those larger retail markets. But it would not be the case that existing retail stores
in existing population centers would move to the new area. A retail store would
relocate a major distance away only if there were a major shift, as opposed to
growth in population, and that could, of course, occur only over a long period of
time.

When a retail store relocates, it is normally to a nearby location-sometimes
only a few blocks away and sometimes even a number of miles away, but gen-
erally in the same market or service area.

Even in areas where there has been a growth in suburban areas surrounding
central cities, and consequently a growth in suburban retail stores to serve that
expanding market, it Is a mistake to assume that this growth represents a shift
out of the downtown or central city retail location.

A recent survey ' of retail development projects In metropolitan areas all
around the country indicates a reasonable balance between new urban and new
suburban retail facilities.

Of 69 reported examples of retail development projects, in operation or pro-
posed, 38 were urban and 31 were suburban. The urban developments total about
11 million square feet, employing (or expecting to employ) about 56,000 people
with an estimated payroll of about $350 million, and paying an estimated $100
million in local taxes. The suburban developments involve upwards of 23 million
square feet of leasable area, employing an estimated 55,000 people with annual
payrolls estimated at $425 million, and paying upwards of $40 million in local
taxes.

In most of the cities cited, retail development is both urban and suburban,
not urban or suburban. That is, retailing is expanding in response to the changing
demands both in the cities as major shopping areas and, at the same time, in
response to the demands of suburban populations.

In most cases, retail development in important metropolitan areas was taking
place (more or less simultaneously) in urban and suhnrbn sections. Tn Hart-
ford, in Atlanta, in New Orleans, in Portland, In Salt Lake City, in Seattle, urban
and suburban developments have proceeded in parallel. In Chicago, six major
urban projects have been undertaken or are proposed, long with eight in the
suburbs and neighboring communities. In Boston two urban projects, including
the redevelopment of the historic Faneull Hall area are matched by two outlying
developments in Chestnut Hill and Manchester, New Hampshire. In Detroit, one
very large urban center is in pronipect along with the already opened and well-
known Renaissance Center, and two large projects are already in operation in
outlying communities. In downtown Philadelphia the Gallery and Market Street
East project links two department stores, while several regional shopping malls
have opened in the suburbs in the past four years. In Houston large-scale projects
have been developed In the city and in the suburbs.

IV. FEDERALTAX TREATMENT OF RETAILING

Retailing receives a relatively small share of the investment tax credit. Also,
depreciation allowable on the Industry's large capital investment in structures
has been steadily reduced. and retailing pays tax at the highest effective rate
of any sector of the economy.

Is Conducted by Management Horizons, Inc., Columbus. Ohio.
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A. Investment tax credit
Relative to the manufacturing sector, retailing has received substantially less

blmefit from the investment tax credit. There are two reasons for that result.
The allowance of the credit only for tangible personal property and the exclu.

sion of buildings and structural components; and
The allowance of the credit for "other tangible property" if used as an integral

part of manufacturing, 7 but not if used as an integral part of retail trade. See
section 48(a) (1) (B).

As already mentioned, the cost of buildings and structural components consti-
tutes a high percentage of fixed capital investment by retailers, but such costs
are a relatively small portion of fixed capital investment in the manufacturing
sector where the cost of equipment-which is eligible for the credit-is predomi-
nant. Moreover, in the case of manufacturing large portions of capital invest-
ment for assets which might otherwise appear to be part of a building or to be a
land improvement, qualify for the credit as "other tangible property." The most
glaring discrepancy between manufacturing and retailing in that respect is illus.
trated by two major investments in "other tangible property" common to both
sectors-central air conditioning and parking lots. Manufacturers generally are
allowed the credit for parking lots associated with an industrial facility and for
air conditioning systems to maintain temperature and humidity control.

Table II shows that the distribution sector (wholesale and retail trade) re-
ceives a comparatively small portion of the investment tax credit, despite the
fact that it accounts for nearly three-fourths as much of the Gross National
Product as the manufacturing sector.

TABLE II

Percentage Percentage of
contribution Investment tax credit

to GNP In 1972 received In 197Z

Retail and wholesale trade ............................................... 17.2 8. 7
Manufacturing .......................................................... 24.6 45.6

B. Depreciation
When the investment tax credit was enacted in 1962, retail and other structures

were thought to enjoy favorable depreciation rules. At that time, retail structures
could be depreciated under the 200 percent declining balance method in section
167(b) and depreciation on structures was not subject to recapture. Also, the
depreciable lives then permitted for structures were perceived by many to be
liberal. Since 1962, allowable depreciation on retail structures steadily has been
reduced. At the same time, allowable depreciation on machinery and equipment
has steadily been increased which has.benefitted retailers relatively less than
manufacturers.

In 1964, section 1250 was enacted to recapture upon disposition of a structure
the excess of accelerated depreciation over straight line depreciation. Section
1250 was made more stringent by further amendment in 1969. Also in 1969,
section 167(J) was added, which limited depreciation on retail structures to the
150 percent declining balance mode. Retail structures have beea excluded from
the shortening of depreciable lives for machinery and equipment which occurred
in 1962 with the introduction of guideline depreciation in Revenue Procedure
62-21 and which occurred again in 1971 with the enactment of the asset deprecia-
tion range system in section 167(m).

In the meantime, the prescribed depreciable lives for retail structures, which
might have been thought liberal in 1962, have become increasingly inadequate to
replace retail structures increasingly made obsolete or inefficient by new tech-
niques of space utilization, design, shifting population patterns and the like.
The effect of inflation has been particularly great in the case of structures. the
cost of which has inflated half again as fast as prices generally.
C. Effective Federal income tax rates

Retailers as a group pay federal income tax at a high effective rate-about
40 percent or more.u

"7 Or as an integral part of production or extraction, or of furnishing transportation,
communications, electrical energy, gas, water or sewage disposal services. See also section
48(a) (1) (M.) (11) and (i1).

Is Department stores reporting to the National Retail Merchants Association in 1976 paid
an effective income tax rate of 43 percent.
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One study of effective tax rates concludes that retailing pays the highest
effective rate of tax of any sector of the economy and has consistently done so
over a period of years. Study of the Effective 1976 Income Tax Rates of Selected
Large U.S. Corporations, Table IV." While the industry believes that this study
understates the effective rates of tax, it does Illustrate the relatively high burden
of tax borne by the retail sector.
D. Payroll taxes

Retail trade pays a dispropotIonately large share of payroll taxes. Retail trade
is labor-intensive, but it also employs a large number of part-time workers.
The entire compensation of such part-time workers tends to be covered by the
taxable wage base, whereas the wage cutoff tends to hold down the effective
rate of payroll tax on wages paid full-time employees. This doubling-up effect
in the case of part-time employees increases the tax paid by retailers as a per-
centage of total payroll.

V. COMMENTS AND RECOMMENDATIONS WITH RESPECT TO THE HOUSE BILI-H.R. 13511

A. Credit for rehabilitation cost of existing structures is a positive step forward
which should be retained

The credit allowed by section 314 of the House bill for rehabilitation expend-
Itures Is a positive step forward in bringing about a greater degree of neutrality
in the application of the investment tax credit and should be retained.
B. Expansion of the credit to include new structures as well

The credit In section 314 of the Iouse" bill should be expanded to allow the
credit for the cost of a new structure s- well aftfor expenditures for rehabilitating
an existing structure. The apparent reason In the House bill-for limiting the credit
to rehabilitation of existing structures was the concern that allowance of a
credit for new structures might accelerate relocation of businesses-particularly
Industrial plants-away from the older urban areas.

Such concern is generally unfounded. The limitation to rehabilitation is an
unnecessary restriction which sacrifices far too much of -the benefits to be
derived-by the cities, all areas of the country and the economy generally-from
extending the credit to new structures as well.

The Congressional Budget Office study-which is the principal source of con-
cern about an adverse effect on inner cities-expressly recognized that any such
effect would tend to be counter-balanced by allowing the credit for new retail and
commercial structures which would benefit the inner cities.

Contrary to the concerns of the Congressional Budget Office study, it is doubt-
ful that even a credit limited to new and rehabilitated industrial structures would
cause any significant relocations of existing industrial plants. The relocation of
an existing industrial plant is an enormously expensive proposition, that also
involves many complex factors other than the cost of fixed capital investment.

As long as the credit were allowed for both the rehabilitation of an existing
industrial plant as well as for the construction of a new plant, the credit for
the cost of the structure should tend to be a neutral factor. A dollar spent for a
structure at either the old location or a new location now costs a dollar since
no credit Is allowed. If the 10 percent credit were allowed, the cost would be 90
cents at either location-no relative change.

It should also be remembered that only a relatively small part of the cost of
relocating an Industrial plant would be attributable to the structure. The greater
cost is the machinery and equipment for -the new plant-most of which could
not economically be moved from the old plant. Machinery and equipment at the
new location is already eligible fof the 10 percent investment tax credit.

There is in fact very little relocation of industrial plants, as distinguished
from the addition of new Industrial plants which reflects new economic growth
in newer, less urban areas.
C. Expansion of credit to include replacement structures and expenditures to

en large existing structures
Even if the credit were to be confined to existing structures, the credit in sec-

tion 314 of the House bill should be expanded to include the cost of a structure
which replaces an older outmoded structure at or near the same location. For

* a Cong. Ree., January 28, 1978, p. E168.
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example, it Is often more economical and productive to replace an older out-
moded structure, by rebuilding it on the same or a nearby site, than to rehabili-
tate it. In the case of a retail store, the credit could be allowed if the new store
was in the same market area as the store it replaced. The credit could be allowed
for a new industrial structure if it was not more than 25 miles away from the
outmoded structure it replaced.

In addition, section 314 of the House bill unnecessarily denies the credit for
an expansion of an existing structure even when that expansion occurs in con-
nection with the rehabilitation of the structure.

Also, if the credit is to be confined to existing structures, at least one glaring
disparity in the treatment of the retail sector and other sectors of the economy
under the present credit should be corrected. Section 48(a) (1) (B) of the Code
should be amended to permit the credit for "other tangible, property" used as an
integral part of the conduct of retail and wholesale trade. Presently, only such
property used as an integral part of manufacturing, production, or extraction,
etc. [but not retail or wholesale trade] is eligible for the credit.

CALIFORNIA-NEVADA ANNUAL CONFERENCE
OF THE UNITED ITHODI4T CHURCn,

Berkeley, Calif., August 18, 1978.
Re Moynihan-Packwood bill, S. 3111.
Mr.1MICHAEL STERN,
Staff Director, Committee on Finance,
Dirksen Senate Offce Building, Wa8hington, D.C.

To MEMBERS OF THE SENATE FINANCE COMMITTEE: I ask you to support the
above bill for one basic reason. That is, I believe it will provide an additional
incentive to charitable giving. My basis for wanting to see charitable giving
increased in this country is because it has traditionally, is currently, and can
be in the futu:,e, the avenue which releases not only millions of dollars into causes
that are of great benefit to this country's people and thus to the nation, but It also
releases millions of hours of voluntary service that will not be triggered In any
other way. Each of us has but to examine the heritage we've received to realize
the vast benefits that have come from the strong current of charitable organiza-
tions in our country. I believe a vote for this bill and for any other measure that
tends to increase charitable giving cannot but help the people and the country
in a way that far exceeds any matching benefits from the tax dollars that are lost.

A proper balance, of course, between tax dollars and charitable dollars must
be maintained, but we have begun In this country to allow and encourage and
receive the number of charitable dollars that could be used to maximum benefit
to all concerned. Persons like myself working in this field to encourage others
to see the value in charitable contributions, not only in their own live,, but in
that of others, will be greatly encouraged by reflections of this same spirit in
the Senate, the House and the whole Congress.

Thank you for your consideration.
Sincerely, JOHN C. ESPIE,

Development Olcer.

COMMENTS OF ERNST & ERNST ON THE PROPOSED REVEN- E ACT OF 1978-H.R. 13511

Ernst & Ernst is an international firm of Certified Public Accountants with
118 offices in the United States and 160 offices in 59 other countries. We provide
accounting, auditing, tax and management consulting services to clients engaged
In various forms of commercial, governmental and other activities.

Gcnerak. Comments

Our comments on this proposed legislation are designed to further the follow-
Ing primary objectives:

Simplification of our tax system;
" In'creaged'equity. or fairness In its application; &nd

.. Indentives fot greater productivity, capital investment and employment.
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We have included comments in this statement on selected subjects that we,
believe will be of particular interest to the Senate Finance Committee. None
of our comments are made on behalf of clients of our firm.

Specific Comments

CORPORATE TAX RATES

Proposed change (1.R. 13511).-The Ways and Means Committee has pro-
posed that the present corporate tax rate structure would be repealed and re-
placed with a five-step structure beginning in 1979. The following chart pro-
vides a comparison of rates under present law and under H.R. 13511.

[in percent)

Tax rate under Tax rate under
present law H.R. 13511

Corporate taxable Income:
0 to $25000 ....................................................... 20 17
$25,000 to $50,000 .................................................. 22 20

to $5,000 ... 48 3075,OO to I6o 6Ko : oo_ . ...... . ..... . . -........... .. . ..,:484
ver $100,000 ...................................................... 48 46

Ernst d Ernst comments.-Tax relief can be achieved by reducing rates directly,
Increasing surtax exemptions and restructuring rates to provide desired gradua-
tion. Increased surtax -exemptions or graduated rate schedules can direct more
rate relief to smaller corporate taxpayers. We support rate reductions effected
In such a way as to give smaller businesses greater relief. However, we do not
support changes in rate schedules that produce higher tax rates at any income
level than presently exist. We believe that corporate rate reduction is needed to-
day and that all corporate taxpayers should benefit from that rate reduction.

INVESTMENT TAX CREDIT

In general, taxpayers are currently granted a credit against tax equal to 10%
of their "qualified" investments in certain specified properties having estimated
useful lives of three years or more. Most buildings and their structural com-
ponents do not qualify for this credit, nor do expenditures incurred-to rehabilitate
existing buildings. The investment tax credit may annually offset the first $25,000
of tax liability and 50% of tax in excess of that amount. Unused investment tax
credits may be carried back three years and forward seven years.

Proposed change (H.R. 13511).-The House Bill would extend the availability
of the investment credit and make it permanent. The specific changes are as
follows:

The 10% Investment credit and the $100,000 limit on the amount of used prop-
erty eligible for the credit would be made permanent.

The 50% limitation would gradually be raised to 90% at the rate of 10 per-
centage points per year beginning with taxable years that end in 1979.

The investment credit would be extended to rehabilitation expenditures In-
curred in connection with existing buildings used in all types of business except
buildings which are used for residential purposes. Eligible buildings would in-
clude factories, warehouses, office buildings, hotels, motels and retail or whole-
sale stores which have been in use for more than five years.

The limitation on the amount of investment credit available for pollution con-
trol facilities would be relaxed where the taxpayer has elected rapid amortization.

Ernst d Ernt Comment.-We continue to support the basic concept of the
investment tax credit. This credit reflects the Federal government's willingness
to share the risk of investing in qualified business properties; it helps provide
a greater return on business venture capital (which in today's economic seems
desperately needed) ; and it tends to reward efficiency and the use of modern
technology.

Extending the availability of the investment credit to rehabilitation expendi-
tures incurred in connection with certain existing buildings should provide a.
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necessary stimulus to encourage businesses to obtain maximum utilization from
their plants. Long-range certainty regarding the investment tax credit should
also help foster greater investment confidence and more positive attitudes iu
the business community.

Although we prefer the proposed 90% limitation to the present $25,000 plus
50% limitation, greater encouragement may be needed to stimulate new invest-
ments by capital-intensive industries which have been depressed in recent years,
by businesses with long-term contracts and by new businesses. This encourage-
ment could take the form of rate increases and/or extension of the carryover
period. We would also support a refundable feature for the investment tax credit.

CAPITAL GAINS
Alternative capital gains tax

Proposed change (H.R. 13511).-The election for individuals to have the first
$50,000 of net capital gains taxed at an alternative rate of 25% would be re-
pealed, effective for tax years beginning after 1978. Thus, all such gains would
be subject to tax at one-half the marginal tax rate on ordinary income. The 30%
alternative tax on capital gains recognized by corporate taxpayers would not be
affected by the Bill.

Ernst & Ernst comments.-While the proposed repeal of the alternative tax
on capital gains recognized by individuals would provide some simplification,
we believe that the overall effect of such a measure probably would counteract
efforts to encourage capital formation. Thus, while the elimination of the alter-
native tax can be rationalized on the basis of simplification, we suggest that its
elimination can be better accomplished through an overall reduction in the rates
of taxation on capital gains. Such a reduction could be accomplished simply
and effectively by adopting the proposals advanced during President Kennedy's
administration, which would have increased the excluded portion of capital gains
from 50 percent to 70 percent, thus providing a maximum effective tax rate on
capital gains of 21 percent. A greater capital gains exclusion would be shared
equally by taxpayers in all income tax brackets, whereas a reduction in the capital
gains tax rate (to pre-1970 levels) would only benefit those taxpayers whose
marginal rate of tax exceeds the rate of tax on capital gains.
Minimum and maximum tax

Proposed change (H.R. 13511).--Capital gains would be removed from the list
of tax preferences for individuals, corporations, estates and trusts, effective for
tax years beginning after 1978. This change would reduce the present maximum
effective rate of tax on capital gains for individuals to 35 pc!-cent by eliminating
the 15 percent minimum tax and the requirement that personal service income
be reduced by one-half of net capital gains in applying the maximum tax rules.

An alternative minimum tax would be provided at the rate of 10 percent on
the excluded one-half of an individual's net capital gains, reduced by a $10,000
exemption. The alternative minimum tax would be imposed only to the extent
this tax exceeds the individual's regular tax liability. (The alternative minimum
tax base would exclude any capital gain realized on the sale or exchange of an
individual's principal residence.)

Ernst & Ernst comments.-We support the proposal to eliminate capital gains
from the list of tax preferences for both minimum and maximum tax purposes.
Imposition of the minimu'r tox has adversely affected capital formation and no
longer appropriately serves the purpose for which it was enacted, i.e., to insure
that high-income individuals, who obtain the bulk of their income from such
sources as capital gains, pay at least some income tax. We believe that the
alternative minimum tax, which would be payable only to the extent it exceeds
an individual's regular tax liability, is a more appropriate way to accomplish
the intended purpose. It should not impede capital formation and it should
respond effectively to the objectives set forth by President Carter for meaningful
tax reform. The appropriate rate for this alternative minimum tax (proposed
at 10 percent) should be based on considerations which include equity for affected
taxpayers as well as overall revenue needs.

We also believe that the present requirement that personal service income
be reduced by tax preferences should be repealed. This offset encourages complex
tax planning and forces individuals to consider the effect on personal service
tn npie of transactions giving rise to preference items. It seems to us that this Is
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exactly the kind of complexity that the Administration and Congress should
seek to avoid. Furthermore, with the elimination of capital gains as a preference
item, the revenue effect of this complex provision would be of very little
Significance.

Ernst & Ernst believes that the policy of reducing the incentive for tax shelter-
iig investments is sufficiently served by the minimum tax without requiring
the additional penalty of reducing the benefits of the maximum tax. Further-
more, the clear effect of the minimum tax a.s an "additional tax" has been effec-
tively demonstrated. For these reasons, we find it inconsistent and inequitable
to create a greater "regular tax" based on the sane tax preferences that give
rise to the minimum tax.
Gain on salc of a principal rcAidence

Proposed change (H.R. 13511).-An individual, regardless of age, could elect
to exclude from gross Income $100,000 of any gain realized on the sale or exchange
of his or her principal residence. The exclusion would apply only once in a
taxpayer's lifetime, and would be available only if the present nonrecognition
treatment for rollovers is not elected. It would apply with respect to gain realized
on the sale or exchange of a principal residence which the taxpayer has owned
and occupied as a principal residence for the two-year period which Immediately
precedes the sale. The exclusion woulP apply to sales or exchanges which are
closed after July 26, 1978.

In addition, the Bill provides that an individual could elect not to recognize
gain on the sale of more than one principal residence within an 18-month period
if a replacement principal residence is purchased and occupied within that
period, and if each sale and purchase is attributed to the individual's reloca-
tion for the convenience of his or her employer. Gain not recognized would
reduce the individual's tax bacis for each new residence.

Ernst & Ernst eomrnent.-We support the proposal to exclude the first $100.000
of any capital gain recognized on the sale of a principal residence. This change
is appropriate since the realization of capital gain on the sale of a personal resi-
dence would probably be attributable In large part to the effects of inflation
during the period the property was held.

In addition, we support the provisions in H.R. 13511 which provides for non-
recognition of gain on residential sales which result from an individual's relo-
cation for the convenience of his or her employer. This change would help to
eliminate artificial restrictions on the mobility of our work force which result
from hardships imposed by our tax laws.

INFLATION ADJUSTMENT (INDEXING)

Proposed Change (H.R. 13511 ).-Beginning in 1980 taxpayers would be allowed
to adjust the basis of certain capital assets inward by the rate of inflation.
For eligible assets sold after December 31, 1979. the basis adjustment would
reflect the rate of inflation indicated by the consumer price index for the hold-
ing period of the asset. However, the adjustment would be made only with re-
spect to increases in the consumer price index occurring after December 31,
1979. In general, assets eliible for the basis adjustment would be common
stock, real property (including land, structures and mineral interests in real
property) and tangible personal property as defined for purposes of the invest-
ment credit.

Ern8t & Ernst comments.-We support the provisions in the House proposal
which would recognize the effects of inflation and provide a limited system of
indexing to compensate for excessive gains caused by inflation.

An alternative to indexing tax rates for individuals Is to periodically enact
tax cuts when inflation causes de facto tax increases and accompanying eco-
nomic hardship. This iN the route Congress has chosen to follow since 1964 by
enacting six tax reduction acts in the past fourteen years.

While tax rate reductions for individuals can provide a temporary substi-
tute for indexing, they do not provide an appropriate long-term solution to the
capital formation problems of corporate and individual taxpayers.

Somewhat akin to the problems of indexing the income tax base are the
problems of accounting for inflation, and in that regard we testified on April

14, 178 before your Subcommittee on Taxation and Debt Management on the



.1641

proposed Tax Indexation Act of 1978 (S. 2738). At that time, we presented
to the Subcommittee a practical new approach for computing depreciation for
tax and financial accounting purposes that we think will achieve many of the
objectives to aid capital formation that are encompassed in S. 2738 and H.R.
13511.

Under our proposal, businesses would base their annual depreciation allow-
ances for both tax and financial reporting purposes on the current cost (based
on an objective index) of replacing the underlying assets. In times of infla-
tion, the increased costs of the assets would be measured by the increase in
the implicit deflator for capital goods as reported in the National Income an4
Products Accounts (or such other convenient measure as Congress might con-
sider appropriate).

The Ernst & Ernst proposal, called Current Cost Depreciation (CCD) has
the advantages of more clearly reflecting income by a better matching of reve-
nues a nd related costs, preventing misleading distortions In financial state-
ments caused by high rates of inflation, and avoiding computational complex-
ities that might be introduced by attempting to determine fair market values
of capital assets based on subjective estimates and appraisals.

In order to determine the economic impact of the introduction of this change
in tax and financial ao-'ounting procedure, Ernst & Ernst engaged Chase Econo-
inetric Associates, Inc. (CEAI) to study the macroeconomic impact of CCD. The
CEAI study shows that if CCD had been adopted effective January 1, 1977
applicable only to new investments after that date:

The initial impact of the change in 1977 would have been modest, primarily
as a result of the lagged effect of changes in the tax laws on investment.

1978 purchases of producers' equipment would be $1.1 billion higher in terms
of 1972 price., or $1.6 billion higher in ternis of current prices, while nonrest-
dential construction would increase an additional $1.3 and $2.2 billion in con-
stant and current dollars, respectively. Accordingly, fixed business investment
would be 1.8% higher than would otherwise be the case.

Unemployment would be 0.15% lower for 1978.
Real Gross National Product (GNP) for 1978 would rise $4.6 billion, or 0.3%.
The primary revenue loss to the Federal government from higher depreciation

allowances in 1978 would be $5.2 billion, higher interest payments would cost
an additional $0.5 billion and higher cost of Federal government purchases
would be $0.1 billion. Transfer payments would be $0.3 billion lower because Qf
the increased level of economic activity. Additional tax revenues induced by
higher growth in 1978 would be $2.2 billion, leaving a total increase in the
Federal budget deficit of $3.3 billion.

In addition, the CEAI study shows that the application of CCD on new equip-
mont would have a significant positive effect on the economy. It would create
400,000 new jobs by 1980 without increasing the rate of inflation, since the
higher level of demand would be offset by an improved level of productivity. The
increase in the Federal budget deficit would be minimal; as a result, capital
markets would not be upset, and interest would not be materially affected.
Investment in producers' durable equipment would rise by an additional 2%
by 1980, while nonresidential construction would be 5 /2% greater. On balance,
CCD would strengthen capital formation, growth and employment without the
negative side effect of higher inflation which usually accompanied fiscal stimulus.

Since the Finance Committee's announcement of these hearings indicated that
all previous testimony on the subject of indexing the tax system would auto-
matically become part of the record of these hearings, we have not included
copies of our proposal, "Current Cost Depreciation," or the accompanying
report, "The Macroeconomic Impact of Current Cost Depreciation," prepared
by Chase Econometric Associates, Inc. Copies of these reports were incllidea
,with our statement on the proposed Tax Indexation Act of 1978 (S. 2738) ; how-
ever, we would be pleased to provide additional copies.

-.We are aware of the Carter administration's objection to the adoption of ah
Indexing proposal. We regard the indexing proposal in I.R. 13511 as a good
start. -Since it would not become effective until 1980, -Congress would be pro-
vided with an additional year to further develop a system of indexation. We
therefore support retention of this provision. ..

34- 369--78- 28
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SMALL BUSINESS TAX CHANGES

Subckhpter "5" corporations
Proposed change (H.R. 18511).-In order to simplify the Subhapter S rules

and facilitate use of this election, the proposed legislation would increase the
number of initial shareholders permitted an electing corporation from ten to
fifteen. A husband and wife would be counted as one shareholder regardless of
whether or not they five in a community property state or the manner in which
the stock is owned by them, e.g., joint tenants, tenants in common, etc.

The Bill also extends the period of time for making Subchapter S elections.
If enacted, the period of time for making a Subchapter S election would include
the entire preceding taxable year of the corporation as well as the first 75 days
of the taxable year for which the election is to be effective. Shareholders who
acquire stock after the date an election is filed will not have to file a consent
to the election.

Ernst d Ernst comments.-We know from experience that miny small busi.
nesses have not elected taxation under Subchapter S because of the technical
restrictions and complexity of the law and regulations We believe that the
changes proposed in H.R. 18511 will help to alleviate some of these unnepeswry
restrictions, Including the increase in the permissible number of shareholders.
We support these proposed changes.

We note that two provisions generally proposed as part of President Carter's
tax program have been omitted from the House Bill. Those provisions would
have: (1) Permitted certain testamentary t, usts and revocable living trusts to
qualify as shareholders following the death of the grantor, and (2) permitted
the later absorption of losses in excess of a shareholder's stock investment and
debt of the corporation for a loss year, if in a subsequent year the shareholder in-
creases his investment in the corporation's stock or debt (i.e., a carryover of ex-
cess losses). The former proposal would permit a taxpayer to plan the administra-
tion of his estate more flexibly and economically without the threat of an un-
necessary tax trap triggered by the taxpayer's death; and the latter proposal
would provide greater parity of treatment with the present partnership rules
and thereby further the concept of horizontal equity for similar small business
taxpayers. We therefore recommend that consideration be given to including
them in the final legislation. If there are special implementation problems with
respect to the latter proposal, we suggest that these be handled through a broad
delegation of regulation authority.
Small business "section 1244" corporation stock

Proposed change (H.R. 13511).-Presently, ordinary loss treatment, rather
than capital loss treatment, is provided in certain cases for'small business corpo-
ration (Section 1244) stock that is disposed of at a loss. This special treatment
which is accorded only to individuals owning issued stock is liberalized under
the Bill as follows:

The amount of Section 1244 stock that a qualified small business corporation
may issue would be increased from $500,000 to $1,000,000.

The equity capital limitation on corporations wishing to qualify as small busi-
ness corporations for purposes of Section 1244 would be repealed. Therefore, a
qualifying corporation could continue to issue additional common stock under
Section 1244 without regard to the amount of its equity capital to the extent that
the amount received for common stock issued does not exceed $1,000,000.

The maximum amount of ordinary loss from the disposition of Section 1244
stock that may be claimed in any one taxable year would be increased from
$25,000 to $50,000. For married taxpayers filing joint returns, this limitation
would be increased from $50,000 to $100,000.

The present requirement that a written plan to issue Section 1244 stock must
be adopted by the issuing corporation would be dropped. Only the first $1,000,000
worth of common stock issued could qualify as Section 1244 stock.

Ernst d Ernst oomments.-We support the House proposals to liberalize the
rules relating to small business stock. They should assist in raising needed capi-
tal by decreasing the risks of such investments. We also believe that these changes
provide some simplification and therefore should contribute to greater effective
use of this section of the law by small businesses.
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DEFERRED COMPENSATION PLANS

Proposed change (H.R. 13511).-On February 3, 1978, the Internal Revenue
Service issued proposed regulations which provide that if a taxpayer can choose
to have some portion of his current compensation deferred, such amounts would
be treated as received by the taxpayer in the earlier taxable year.

For private sector plans (plans maintained by taxable entities) the Bill would
negate the intent of these proposed regulations by providing that compensation
,deferred under unfunded deferred compensation plans would be subject to the
principles of law in effect on February 1, 1978, i.e., without regard to the pro-
posed regulations.

For State and local government plans, the Bill would negate the objectives
of the proposed regulations and enact a new Code provision. Under the new
provision, employees and independent contractors performing services for a State
or local government or tax-exempt rural electric cooperatives (and their affili-
ates) would be able to defer annually an amount equal to the lesser of $7,500 or33 1/ % of their current includible compensation.

Ernst d Ernst contments.-We agree with the House proposals which would
continue present law In determining the taxable year for the inclusion of com-
pensation deferred under unfunded deferred compensation plans maintained
by a taxable entity. In addition, we agree with the intent of the new Code pro-
vision which would permit deferral of compensation by an employee or an inde-
pelndent contractor of a State or local government.

Ernst & Ernst testified on May 4, 1978 at the Internal Revenue Service hearings
on the proposed amendments to the regulations under Section 61 of the Internal
Revenue Code. We opposed the proposed regulations because we believed they
fail to adequately define the types of plans and arrangements within their scope
find, with resicet to plans which will be affected, they create additional uncer-
tainties and inconsistencies in the application of the revenue laws. In addition,
the proposed changes are contrary to existing case law and are mandated by no
change in the statute; thus, the changes are an improper subject for a rule-
making proceeding. At that time we urged that the proposed regulations be
withdrawn. We would be happy to provide copies of the comments we submitted
to the IRS on this subject for your further consideration.

ARBITRAGE BONDS

Proposed change (S. ,370).-While not part of the House proposals, your
Committee did devote time during the tax revision hearings to S. 3370, a bill
introduced by Senator .3entsen to suspend certain Treasury Department and
Internal Revenue Service action dealing with State and local financing (arbitrage
bonds). Essentially, S. 3370 would negate the proposed amendments to the income
tax regulations under Section 103 of the Internal Revenue Code, which were
published in the Federal Register of May 8, 1978, and the holding In Revenue
Ruling 78-302, by declaring them invalid. The object of the Bill would be suspend
further rulings and regulations In this area in order to enable Congress to review
the entire area and make appropriate policy decisions.

Ernst d Ernst ,ommets.-We are already on record as being in agreement
with the objectives of S. 3370. In that regard, Ernst & Ernst testified on July 25,
I9 in opposition to the proposed regulations at an Internal Revenue Service
hearing on the matter. We opposed the proposed regulations because they repre-
sented poor administrative practice and urged that they be withdrawn for the
following reasons:

Computation of yield.-The permissible rate of earnings on investments pur-
.chased with tax-exempt bond proceeds under the proposed amendments can be
significantly lower than the issuer's elfectlve borrowing cost. Also, the costs of
purchasing, carrying and selling investments are to be disregarded in computing

.yield on the investments and will result In artificially high yields.
Invested sinking funds.-The proposed amendments will place severe limita-

-tions on the general Investment and bond financing programs of local govern-
mental units. This is so because investments of revenues or taxes In any fund
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that could be deemed to be a sinking fund would be considered to be "bond'
proceeds" subject to arbitrage yield restrictions.

Reliance on opinions of bond counsel.-The regulations are unclear and will
cast doubt on the validity of opinions issued by bond counsel as to the tax-exempt
status of an issue. Investors have come to rely on the opinion of bond counsel
and therefore any uncertainty could result in higher interest costs to overcome
the increased risks perceived by investors.

Congressional ifntent.--Tfhe regulations establish limitations beyond what
Congress intended.

We would be happy to provide complete copies of the comments which we
submitted to the IRS on this subject.

If you have any questions regarding these comments and If we can be of further
assistance, please contact either Robert G. Skinner or Edward D. Ryan in
Cleveland, Ohio, 216-861-5000; or Joel Forster in Washington, D.C., 862-0000.

STATEMENT OF EMPLOYEE RELOCATION COUNCIL

The Employee Relocation Council (ERC) appreciates this opportunity to
submit written testimony urging the enactment of Section 406 of H.R. 13511 re-
lating to rollover of gain on sale of a principal residence in connection with
commencement of work at a new principal place of work. It is respectfully re-
quested that the following statement be included in the record of the Senate
Hearings on H1.R. 13511 before the Committee on Finance.

ERC is a non-profit organization concerned with the various problems sur-
rounding the transfer of employees between various work locations. Its mem-
bership currently consists of 582 corporations and government agencies. Last
year, the aggregate transfer volume of our members was approximately 150,000
employees per year. As such, ERC is deeply concerned with the problems of
changing one's employment location.

UNINTENTIONAL EFFECT OF 1975 TAX RFPiUCTION ACT

Section 406 corrects a troublesome, unintended effect caused by the Tax Re-
duction Act of 1975. This Act amended Section 1034 of the Internal Revenue Code
of 1954, "Sale or Exchange of Residences," by lengthening from twelve months
to eighteen months the replacement period for reinvesting the proceeds from the
sale of a principal residence without incurring tax on any gain from such sale.
Congress, in amending Section 1034, intended to benefit taxpayers by allowing
them more thne to relocate and invest in new residences while deferring capital
gains tax. However, because of some parallel amendments to certain rules of
detail of Subsections 1034(c) (4) and 1034(d). the 1975 amendment has had the
opposite and unintended effect of increasing the tax burden of some relocating
employees.

Under the 1975 amendment. individuals who sell more thiu one principal resi-
dence within an eighteen-month period are subject to tax on the net gain from the
second and subsequent sales. Consequently, taxpayers who transfer for employ-
ment purposes more than once in an eighteen-month period, and purchase and
sell homes accordingly, are faced with an increased tax burden. An example of
how this situation may occur follows:

Assume that an employee realizes a $5,000 gain on a sale of house A for $30,000
in month 1, purchases and occupies house B for $30,000 in month 2, sells house
B for $45,000 in month 17. and purchases house C for $45,000 and occupies it in
the same month. In such event, the $15,000 gain with respect to house B would'
be taxable, pursuant to section 1034(d) while the $5,000 gain with respect to
house A would be deferred. Prior to the 1975 amendment, the gain with respect
to both houses A and B would have been deferred.

Requiring taxpayers who relocate for employment purposes to recognize gain
upon the sale of their homes is inequitable. Imposition of tax in such .a situation
may well result in a taxpayer not having sufficient after-tax funds to afford a new
residence comparable to his prior residence. Such a result is a deterrent to the
mobility of the American worker.
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CHANGES MADE BY SECTION 406 OF H.R. 13511

Section 406 corrects the above inequity by waiving the eighteen-months rule
-of Subsection 1034(d) when the sale of a principal residence is connected with
commencing work at a new principal place of work. As such, Section 406 is a
highly beneficial provision which will significantly lessen the burdens of Ameri-
can workers in relocating.

nC RECOMMENDATION

We strongly urge the adoption of Section 406.

FAMILY SERVICE ASSOCIATION or AMERICA,
Washington, D.C., August 14, 1978.

I1on. RUSSELL B. LONG,
U.S. Senate, Senate Finance Committee,
Wa shington, D.C.

DEAR SENATOR LONG: It is our understanding that your Committee will lie
meeting on the 21st of August to consider. among other tax matters. S. 3111 spon-
sored by Senators Daniel Moynihan and Bob Packwood. This legislation would
amend the Internal Revenue Code of 1954 to allow the charitable deduction to
taxpayers whether or not they itemize their personal deductions.

As you may know. recent years have seen the erosion of the financial base of
the nonprofit voluntary sector of our country. This has occurred because of in-
flation and the changes in federal tax policy which have led to greater use of the
standard deduction by most taxpayers. These two factors have contributed to a
loss of approximately $5 billion from the nonprofit sector since 1970. The In-
creased use of simplified income tax returns poses a serious problem for charities
by eliminating a major incentive for charitable giving. This bill addresses that
problem.

Our National Board voted in May to endorse the provisions of this legislation.
It is our belief that a free. pluralistic society is strengthened and enhanced by a
strong voluntary sector. Our country is unique in that philanthropy plays a far
larger role in the United States than in any other country. This nonprofit segment
of the private sector reaches into almost every field of human interest supporting
an incredible variety of institutions including symphonies, museums, libraries,
universities, as well as social services organizations. We believe, as do the spon-
sors of this legislation, that it is important to maintain the nonprofit sector as a
balance to big government in a democratic society.

We urge your support of S. 3111 both in the Finance Committee and on the
Floor of the Senate.

Thank you for your kind attention.
Sincerely,

PATRICIA LANGLEY,
Washington Representative.

STATEMENT OF ROBERT D. HEDBFRO, CHAIRMAN, An Hoc COM MITTEE,
FINANCIAL ANALYSTS FEDERATION

The 14,500 member Financial Analysts Federation (FAF) is the professional
association of securities analysts and portfolio managers. We believe our mem-
bers play a significant role in the allocation of investment capital in this country
and that we have a unique expertise to offer the Committee as it considers
changes in the taxation of the corporate income stream: reducing the corporate
tax rate, reducing tIme capital gains tax rate, and possible reduction in double
'taxation of dividends. We have prepared a study which compares the effects of
these three tax change proposals. A table summarizing the results of that study
is attached.

We were curious as to which of the various and controversial tax proposals
would be most effective in increasing equity capital formation. We decided we
would try to find out *here the truth lay by doing what we do professionally,
.analyzing companies and making investment decisions. We decided to apply the
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techniques of securities analysiss to corporations as a whole, treating the com-
bined data for this country's corporations as though it were one company, and
adjusting the data to reflect the various tax cut proposals. (The data we used
were for non-financial corporations as compiled by the Department of Commerce
and the Federal Rseerve Board.) They include all of our country's corporations
except financial companies such as banking and insurance. The data base is, there-
fore, America's businesses from the smallest mom and pop corporation to General
Motors.

As any good analyst does, we worked the data six ways to Sunday to examine-
the effects of reducing the corporate tax rate, reducing the capital gains rate, and.
reducing double taxation of dividends.

The results are very disturbing. We found that at present tax rates investment
in our country's non-financial corporations would be unattractive to investors in
tax brackets paying more than a 25% capital gains tax rate. Their after tax re-
turns from dividends and capital gains would be less than they would get from
municipal bonds where the investment risk is lower. In other words, as invest-
ment professionals we could not recommend investment in our country's non-
financial corporations to those paying more than a 25% capital gains tax rate-
and on a risk adjusted basis possibly not even to those in lower tax brackets. Risk
taking has become unattractive.

We found that reducing the corporate tax rate would only minimally Increase
the attractiveness of Investment. Reducing the double taxation of dividends would
have some beneficial effects on investors in the lower tax brackets. Studies show
such investors tend to invest largely for dividends. For higher tax bracket inves-
tors, reducing double taxation of dividends would have about the same impact as.
reducing the corporate tax rate.

Our study's findings suggest that In the current high interest rate environment
we must have a significant cut in the capital gains tax rate if we are' to have the
investment funds available to finance new companies, new technology, and new
competition to keep our established companies competitive In world-wide markets
and to create a large economic pie for all our people to share. Without it we may
face a vicious cycle of decaying. obsolete plants, rising prices, Increasing un-
employment, and a declining relative standard living.

I would like also to address some of the questions which have been raised br
others in regard to these tax considerations.

There are no windfall profits. At the end of 1977 the market value of non-
financial corporations was virtually the same as it was ten years ago. With the ex-
ception of 1974 and 1975, most equity Investments made during that time show a
loss.

A cut In the capital gains tax is not a giveaway to the rich. Neither they nor
anyone else has capital gains to tax until money is invested and the investment
is later sold at a profit. As our study shows, at current tax rates equity Invest-
ment Is simply unattractive to investors in the higher tax brackets. We believe
the economy and the country need this equity investment and are poorer without
it.

Estimates of the cost in Treasury revenue resulting from a cut in the capital
gains tax rate are not realistic. Without capital appreciation, there are no
capital gains, and on average there has been no capital appreciation in the market
value of nonfinancial corporations over the last ten years. If as a result of tax
changes, the stock market goes up, as we believe it would, there would then be
capital gains to tax and an increase in Treasury revenues.

We can generate significant Increases in equity capital only by bringing more
investors back to equity investments. A reduction in the corporate tax rate even
to 44% would increase corporate equity capital by less than $10 billion. In con-
trast, at the end of 1977 the market value of all stocks listed on the New York
Stock Exchange was $796.6 billion. A mere 1% increase in the value would in-
crease equity capital by $8 billion, a 10% increase by $80 billion.

On May 6, 1978, the Board of Directors of the Financial Analysts Federation
unanimously adopted the following resolution. I quote:

"We believe that a high level of capital formation is essential to (1) create
ample employment opportunities, (2) limit inflation, and (3) maintain a rising
standard of living for the American people, and 0
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"We, therefore, urge federal. government action, both executive and legislative,
to stimulate capital investment by appropriate policies, including reduction in
the tax burden on corporate earnings and on the dividend and capital gains in-
come of investors."

Our study completed since then finds that a significant reduction in the capital
gains tax rate would be the most effective tax change to stimulate capital forma-
tion. We have, however, provided the Committee with a table demonstrating the
relative effects of three possible tax changes.

While we cannot, at this point, statistically support our feeling, we urgently
request that if the maximum capital gains tax rate is not reduced to 25%, the
alternative tax provision be re-instated. Eliminating the alternative tax provision
would fall heavily on middle-income investors, a group important to this country
in many respects, and further discourage investment by them in equities.

Attachment.



U.S. (NONFINANCIAL) CORPORATIONS: PROJECTED RETURN COMPARISONS

[In percent

Nonfinancial corporations projected returns

48 percent corporate tax rate 46 percent corporate tax rate 44 percent corporate tax rate ixed-income investment altrnatives
Without With lo er- Without With 10 per- Without With 10 per-

dividend cent dividend dividend cent dividend dividend cent dividend 3-mo Treas- Bell System Municipalinterest interest interest interest interest interest ury bills I bonds bondsI

PRETAX RETURNS

Capital gains returns ...................................
Dividend/interest return 3 --------------------------------

Total return -------------------------------------

AFTERTAX RETURNS

50 percent or more of capital gains taxed:
Present maximum rate:

50 percent capital gains/70 percent dividend tax:
Capital gains returns -----------------------
Dividend/interest return ' --------------------

Total return ----------------------------
H.R. 13511 maximum rate:

35 percent capital gains/70 percent dividend tax:
Capital gains return ' .......................
Dividendjinterest return ' .....................

Total return ----------------------------
Hansen/Steiger maximum rate:

25 percent czpital gains/70 percent dividend tax:
Capital gains return 2 ---------------------
Dividend/interest return k -------------------

Total return ----------------------------

25 percent capital gains/50 percent dividend tax:
Capital gains return 2 -- ----------------
Dividend/interest return k -------------------

Total return ----------------------------

. 6.2 6.2 6.5 6.5 6.7 6.7 ------------------------------------------
- 6.5 6.5 6.7 6.7 7.1 7.1 6.7 9.0 6.6
. 12.7 12.7 13.2 13.2 13.8 13.8 6.7 9.0 6.6

3.2 3.2 3.3 3.3 3.4 3.4 ------------------------------------------
2.0 2.2 2.0 2.2 2.1 2.3 2.0 2.7 6.6
5.2 5.4 5.3 5.5 5.5 5.7 2.0 2.7 6.6

4.1 4.1 4.2 4.2 4.4 4.4
2.0 2.2 2.0 2.2 2. 1 2.3 2.0 2.7 6.6
6.1 6.3 6.2 6.4 6.5 6.7 2.0 2.7 6.6

4.7 4.7 4.9 4.9 5.0 5.02.0 2.2 2.0 2.2 2.1 2.3 2.0 2.7 6.6
6.7 6.9 6.9 7.1 7.1 7.3 2.0 2.7 6.6
4.7 4.7 4.9 4.9 5.0 5.0 ...............................

3.3 3.6 3.4 3.7 3.6 4.0 3.4 4.5 6.

8.0 8.3 8.3 8.6 8.6 9.0 3.4 4.5 6.6



12% percent capital gainsJ25 percent dividend tax:
Capital gains returns ...........----------
Dividend/interest return k ..................

Total return -----------------------------

40 percent of capital gains taxed at ordinary income rates:
29 percent capital gains/70 percent dividend tax:

Capital gains return I ---------------------------
V;vidend/interest return k -----------------------

Total return .........-......................

20 percent capital gains/50 percent dividend tax:
Capital gains return -- -----....................
Dividend/interest return k -----------------------

Total return ----------..----------...........

10 percent capital gains/25 percent dividend tax:
Capital gains return I ..........................
Dividend/interest return' .......................

Total return ................................

30 percent of capital gains taxed at ordinary income rates:
Long proposal:

20 percent capital pins/70 percent dividend tax:
Capital gains return 2 ......................
Dividendinterest return3 . . . . . . . . . . . . . .

...

Total return ............................

15 percent capital gains/50 percent dividend tax:
Capital gains return .....................
Dividend/interest return ' ...................

Total return ............................

7%4 percent capital gains/25 percent dividend tax:
Capital gains return' -----------------------
Dividend/interest return 3 

.....
. . . . . . . . . . . . . .

Total; turnn ............................

5.5
4.9

5.5
5.4

5.7
5.0

5.7
5.5

5.9
5.3

5.9 -----------------------------------------
5.8 5.1 6.7 6.6

. 10.4 10.9 10.7 11.2 11.2 11.7 5.1 6.7 6.6

- 4.5 4.5 4.7 4.7 4.8 4.8 ------------------------------------------
S 2.0 2.2 2.0 2.2 2.1 2.3 2.0 2.7 6.6

. 6.5 6.7 6.7 6.9 6.9 7.1 2.0 2.7 6.6

5.0 5.0 5.2 5.2 5.4 5.4 .........................................
- 3.3 3.6 3.4 3.7 3.6 4.0 3.4 4.5 6.6

. 8.3 8.6 ? 8.9 9.0 9.4 3.4 4.5 6.6

5.6 5.6 5.8 5.8 6.0 6.0 .........................................
4.9 5.4 5.0 5.5 5.3 5.8 5.1 6.7 6.6

. 10.5 11.0 10.8 11.3 11.3 11.8 5.1 6.7 6.6

. 5.0 5.0 5.2 5,2 5.4 5.4 .........................................
2.0 2.2 2.0 2.2 2.1 2.3 2.0 2.7 6.6

. 7.0 7.2 7.2 7.4 7.5 7.7 2.0 2.7 6.6

. 5.3 5.3 5.5 5.5 5.7 5.7 ------------------------------------------
3.3 3.6 3.4 3.7 3.6 4.0 3.4 4.5 6.6

& 86 8.9 8.9 9.2 9.3 9.7 3.4 4.5 6.6

. 5.7 5.7 6.0 6.0 6.2 6.2 .........................................

4.9 5.4 5.0 5.5 5.3 5.8 5.1 6.7 6.6

. 10.6 11.1 11.0 11.5 11.5 12.0 5.1 6.7 6.6

I Salomon Bros. estimates for bellwether issues, June 21, 1978.
Compound annual rate of return.

'Average annual rate of return.
Notes: Projections are based on 1977 data for nonfinancial corporations from Department of

Commerce and Federal Reserve Board. Using techniques of securities analysis. 1977 pretax and
attertax return on equity capital and dividend payout ratios are projected and adjusted to reflect

different corporate tax rates. Stock market prices are assumed to increase commensurate with rise
in aftertax profits.

For full discussion of methodology see: Investor Returns and Tax Policy, a study by Marilyn V.
Brown, C.F.A., for the Financial Analysts Federation Ad Hoc Tax Committee, July 5, 1978.

Source: Table prepared by Marilyn V. Brown, C.F.A., for the Financial Analysts Federation Ad
Hoc Tax Committee, Aug. 16, 1978.
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STATEMENT OF THE FINANCIAL EXECUTIVES INSTITUTE 1

SUMMARY STATEMENT

Financial Executives Institute (FEI) believes that H.R. 13511, as passed by
the House of Representatives, is an economically sound "step in the right direc-
tion" in our national tax policy. Taken in its entirety, the bill provides a long
-overdue change toward encouraging additional savings and investment and away
from the strong bias in favor of consumption.

We believe an overall tax cut somewhat higher than that contemplated by
H.R. 13511 would allow for the stimulation that will be needed in the economy
and would not contribute to inflation, provided the cut is accompanied by off-
setting reductions in federal expenditures.

FEI strongly supports the reduction in the corporate tax rate from a top rate
of 48 percent to 46 percent. We. feel, however, as we have expressed to the
Senate Finance Committee in earlier testimony, that a permanent rate reduc-
tion to 42 percent should be phased in over time, consistent with sound fiscal
planning. We believe that if additional rate reductions are implemented on a
timely basis, any "revenue loss" will be more than offset in a very short time by
additional revenues from the increased employment that will result from new
investment generated by additional equity in the form of increased retained
earnings.

The reduction in taxation of capital gains will also stimulate new investment
.and increase the availability of equity capital. It is essential that both new and
established businesses be able to finance more necessary new investment with
equity capital rather than debt capital. FEI also supports the provision that
makes the 10 percent investment credit rate permanent, and expands its avail-
ability to rehabilitation of structures and its application to 90 percent rather
than 50 percent of Income tax liability. We believe, however, that the building
of new structures, as well as the rehabilitation of old structures, should be
eligible for the credit and that the phase-in period to reach the 90 percent level
of application should be considerably shortened from four years to no more than
two.

FEI favors the idea of further aiding small business enterprises In their
struggle to prosper and expand. We recommend, however, that rather than add-
ing graduations at the lower income scale in the income tax rates for corpo-
rations, this assistance should be accomplished more simply and soundly by
increasing the amount of income subject to the surtax exemption. The increase
should be to an amount which gives at least as much stimulus to small business
as the proposal passed by the House.

Our more comprehensive comments which follow on these and several other
provisions of the bill are directed toward those which directly affect corporate
'business. Nevertheless, we support the concept that personal income tax reduc-
tions should give relief to the often forgotten "middle income" taxpayer. We
suggest that any changes that may be considered by the Senate Finance Com-
mittee in this area should retain this relief.

FE recognizes that policies we have proposed in earlier communications with
the Senate Finance Committee, such as a flexible capital cost recovery allowance
system (depreciation reform) And mitigation of double taxation of dividends,
will have to await consideration on another day. We do wish to emphasize our
belief, however, that tax changes to stimulate capital formation and new
investment are of paramount Importance to our country's economic growth.

CORPORATE RATE REDUCTIONS

The current 48% tax rate for corporations should be reduced. The most direct
and effective tax change to increase cash flow to all corporate business, large
and small alike, comes through rate reduction. This increase is immediate and
is an aid to both capital and labor intensive corporations. This stimulus will
help ease inflationary pressures by increasing productive capacity as well as
worker productivity. It is now generally recognized that the U.S. lags its com-
petitor industrial countries in new investment by almost any comparative
measurement criteria. We must begin immediately to increase the percentage

I Financial Executives Institute is the recognized professional association of 10.000 senior
financial and administrative executives In more than 5.000 companies, large and small, rep-
resenting a broad cross section of American national and international industry.
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of our wealth spent on new and more productive industrial capacity. It Is also
most essential that business expand through equity rather than debt financing.
Corporate rate reduction will increase much needed cash flow, and will assist
business to more successfully finance expansion with additional equity, since
the reward for risk taking will be enhanced. This is particularly desirable since
the long time bias in favor of debt financing has led many businesses to be
nearing the practical limits of their capacity to finance in this way. We do urge,
however, that the corporate rate be reduced to a maximum of 42% rather than
46%, over a fiscally responsible phase-in period.

The rate reduction specifically intended to assist small business is most
-welcome. We do not agree, however, that increasing the number of steps in the
:graduation in rates is the most effective or efficient way to accomplish this. Not
only does the method adopted in H.R. 13511 increase the complexity of the tax
code, but it also moves in the direction of economic inefficiency. Putting more
"steps" or "brackets" between the lowest and the highest tax rate for corpora-
tions will not solve the "penalty for growth" problem. It will inevitably create
more pressures for additional "brackets" or "Indexing" for selected corporations
which we believe should be avoided. The simpler and more efficient method is
to raise the amount of income exempt from the corporate Income surtax to a
more realistic level. In this way, a business can grow to a more substantial and
sound income threshold before the surtax is assessed.

CAPITAL GAINS

As discussed above, it is imperative that our corporate business be able to
finance additional expansion with a sound balance of both debt and equity. We
have for too long ignored the significant impact of the tax laws on the financial
market. Just as many provisions of the corporate tax law inhibit equity financing,
the personal income tax changes of recent years have also had a serious adverse
impact on the individual's capacity and incentive to save or invest at risk. The
changes which are advocated in H.R. 13511 are not only significant but necessary
to encourage formation of the much needed venture capital to revitalize our in-
.dustrial economy. And even though the change may be significant, it should
only be considered a start toward removing the burden which our tax laws put
on risk capital. It should be kept in mind that even if these changes are imple-
mented, the United States will still have a higher tax on capital gains than
most competitor industrial nations.

INVESTMENT CREDIT CHANGES

We believe that it is highly desirable to continue the current investment
tax credit of 10% on a permanent basis. The effectiveness of the Investment tax
credit as a stimulus to investment and job creation is proven. It is also apparent
that its effectiveness is greatest when the taxpayers, many of whom have sig-
nificantly long lead times for planning and construction, have some assurance of
tax policy for the future. This change will give the investor such assurance.

Extension of the credit to cover expenditures for the rehabilitation of exist-
ing structures is also sound. In most instances, investment in structures is an
integral part of the total expenditure necessary to provide the tools essential
for job creation or retention. The provision in the House bill should not, how-
ever, exclude new structures. We do not believe that restricting the credit to
rehabilitation will have any noticeable impact pro or con relocation of business
facilities. If both rehabilitation of old and construction of new facilities are
covered, location will still be a neutral factor just as it is under present law. If
rehabilitation of structures is covered and new structures are not, few, if any,
situations will exist where rehabilitation rather than replacement would be
marginally preferable.

We do not believe that this difference will have significant impact where a
move to another location is desirable for other business reasons. The other fac-
tors such as market proximity, labor availability, etc., would in almost all cases
far outweigh the one time initial credit. The credit could, however, make a
significant impact on the ability to make any investment.

The 90% tax liability limitation is a favorable change in the investment
credit provision& This will allow cyclical and developing businesses to get more
effective utilization of the investment credit. To more effectively assist those
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businesses which cannot use all of the credit under current law to increase cashr
flow for immediate new investment, it is suggested that the phase-in period be
removed or in the alternative be reduced to no more than two years.

The provision which will allow the full 10% investment credit when eligible
pollution control facilities are amortized over a five-year period is desirable.

Ve would recommend deletion of the condition that eliminates this option if the-
expenditure is financed with industrial revenue bonds. FBI does not believe
that there should be any penalty attached to arranging the most desirable financ-
ing for mandated facilities which are in the public interest and are not productive
assets. There is no "economic" life to these facilities to Justify other than an
Immediate writeoff for these investments. It is therefore unjustified and not in
the public Interest to make more difficult the financing of these very significant
mandated expenditures.

SMALL BUSINESS PROVISIONS

FEI supports the provisions of the House bill designated specifically for small
business as well as the increase in the limit on small issues of industrial develop-
ment bonds. We would point out, however, that the provision wherein additional
first year depreciation would in the future be restricted to taxpayers with an
adjusted basis in depreciable assets under $1 million should not be adopted.
Strictly arbitrary provisions such as this can be self-defeating. A taxpayer that
is capital intensive and that really needs the additional depreciation will be the
first to be cut off under this proposal while a less capital intensive business with
more cash flow and higher profits could continue receiving the additional deprecia-
tion on new investments. We recommend that the dollar limit of the present
provision simply be increased to recognize the higher level of prices existing
today.

EMPLOYEE BENEFITS

Deferred compensation under private nonqualifled plan or arrangements
The provision of the bill barring IRS from finalizing its proposed deferred

compensation regulations issued on February 3, 1978 is a sound corrective meas-
ure. Those regulations would have eliminated most nonqualified deferred com-
pensation arrangements contrary to longstanding regulations, rulings, and estab-
lished case law. Therefore, we strongly urge adoption of this provision.

As a companion measure it is proposed in the bill to extend the existing
rules governing deductibility of employees' deferred compensation to deferred
payments for services performed by independent contractors. Without comment-
ing on the propriety of this proposal, we do not believe it is proper to include it
in the bill as piecemeal legislation. Consideration of its merits would be more
appropriate at a later date.

CASH OR DEFERRED PROFIT-SHARING PLANS

The bill permits a participant in a qualified "cash or deferred" profit-sharing
plan to defer tax on amounts paid into the plan. This proposal fills a void which
has been in existence much too long. There is no sound reason why properly tax-
qualified cash or deferred profit-sharing plans should be considered in the same
light as salary reduction plans. Unfortunately, this has been the situation since
the issuance in 1972 of proposed regulations relating to salary reduction plans.
Enactment of this provision would reclarify an area which should not have been
made uncertain in the first place.

TAXATION OF FOREIGN INCOME

FEI endorses the exclusion from H.R. 13511 of any provisions that would
Increase taxes paid by U.S. coroprations on Income from foreign operations by
phase-out of deferral and DISC as originally proposed by the Administration.

The Senate Finance Committee has received expert testimony from others as
to the importance of U.S. exports In providing U.S. employment and the critical
role in promoting U.S. exports played by foreign subsidiaries of U.S. corpora-
tions. Elimination of deferral would impose a tax burden on earnings of foreign
subsidiaries of U.S. corporations not borne by foreign based multinationals, thus
impairing the ability of U.S. companies to compete in world markets. This could
only lead to a reduction in U.S. exports, a weakening of the U.S. economy and a,
further deterioration in our balance of payments position.
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Although the amount is difficult to determine, DISC has contributed sub.
stantially to the growth in U.S. exports. Further, it is the only positive offset
the U.S. has to tax policies of other governments in support of their export
industries. Particularly in view of the U.S. trade deficit, it would be ill advised
for the U.S. to phase out this provision of current law, an action which would
have an adverse impact on U.S. exports.

FOREST INDUSTRIES COMMITTEE ON
TIM BER VALUATION AND TAXATION,

Washington, D.C., August 11, 1978.
:Senator RUSSELL B. LONO,
Russell Senate Offce Building,
Wqs.h ington, D.C.

DEAR MR. CIIAIRIIAN: In your announcement of hearings on the President's
tax cut bill to begin August 21, you pointed out that testimony presented in
earlier hearings on capital gains tax cuts was already part of the record
and, therefore, you expressed hope that new testimony would not duplicate
that previously submitted.

In deference thereto, the Forest Industries Committee on Timber Valuation
and Taxation will not present testimony although, clearly, the capital gains
Issue is one which has a major effect on timber growers.

The Forest Industries Committee on Timber Valuation and Taxation strongly
urges tlh adoption of pre-1969 capital gains rates for both individuals and
corporations and hopes that in its deliberations, the Senate Finance Com-
mittee will recognize the Importance of that change to the over four million
timber growers in the United States and to the nation's housing and other
timber product needs.

All forecasts of timber supply and demand, both private and public, Indicate
substantial under-investment in reforestation and that timber supply is fall-
Ing short of our long-term needs.

I am taking the liberty of enclosing a copy of our testimony which we
presented to Senator Byrd's Subcommittee on July 14, 1978 which, in -turn,
encloses a copy of our testimony to the Committee on Ways and Means on
March 9, 1978.

We would he pleased to cooperate with you and your colleagues as the legis-
lation proceeds.

Sincerely yours,
WILLIAM K. CONDRELL,

General Counsel.
Enclosure.

STATEMENT OF FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND
TAXATION-JULY 14, 1978

This statement is presented on behalf of the Forest Industries Committees
on Timber Valuation and Taxation, a voluntary organization of over 4,000
timber growers of all sizes and from every region of the country. The Com-
mittee was formed in the early 1940's for the purpose. of overcoming then
existing inequities in the capital gains, treatment of timber. It has served since
that time to advocate federal income, -estate and capital gains tax policies which
will make possible sufficient investment in timber growing enterprises to meet
the nation's expanding need for lumber, paper, chemicals and the many other
products of our forest resources.

Seventy-two percent of the nation's commercial timber is in private ownership.
Fifty-nine percent- is owned by individuals, farmers, partnerships and small
corporations. Thirteen percent is owned by integrated forest products companies.
All have a stake in the development of tax policies which adequately take Into
account the long investment cycle and the extraordinary risks in timber growing.

On many occasions in the p.st we hav had the opportunity to report to your
Committee and other Committees of Congress on the specific economic and
social benefits which have resulted from the ,pplication of capital gains tax
rates to the full spectrum of capital transactions in timber. In 1044, before Con-
gress corrected inequities in the law, there existed powerful disincentives for
sustained-yield management -of private timber tracts. The decline In the na-
tion's timber growing stock prior to 1944 reflected that unwise policy. The
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drama-tic reversal in investment patterns subsequent to 1944 clearly demon-
strates that, when given fair treatment in relation to other capital investment
opportunities, timberland owners are able to respond to consumer demands for
forest products.

The specific details of this renaissance in private sector timber management
Is a matter of record. To provide you with the most recent accounting, we are
Including with this statement a copy of our March 9, 1978 -testimony before
the House Committee on Ways and Means. In it we relate the improvements
which have occurred in the private timber sector resulting from the applica-
tion of Sections 631 (a) and (b) of the Internal Revenue Code. These provisions
ensure that capital gains applies to the full rarfge of transactions common to the
production and disposal of timber, including those required for sustained-
yield management. In those hearings we also provided our analysis of Presi-
dent Carter's proposed changes and our recommendations regarding capital
gains, the minimum tax, and the investment credit as they would affect timber
Investments.

GENERAL CAPITAL GAINS DISCUSSION

It is the purpose of your hearings to examine general capital gains provisions
and their impact on the full range of capital investment. Therefore, we will not
repeat those details with respect to the justification for Section 631 (a) and (b)
treatment of timber transactions and which are a matter of record in past
hearings.

It is appropriate, however, that timber investments be cited as a unique ex-
ample of the need for more moderate capital gains tax rates. We know of no
other single enterprise where the time required to bring an initial investment
(forest plantings) to economic maturity is so great. Depending upon the quality
of the growing site, the region of the country, species and other factors, that
period can range from 25 to 75 years. During the growing period the Investment
generates no income, only expenses. The risks of loss by fire, disease, windstorm
and other natural causes is high; and insurance against such losses is unobtain-
able. The liquidity of such an investment is very poor. Imputed interest costs for
the lock-in of capital for such long periods without current income is extremely
high. The after-tax rate of return on timber growing has historically been unac-
ceptably low. The rate of return in the forest Industries sector for all functions,
including manufacture, has averaged below that of the manufacturing sector
generally.

With all of these built-in handicaps to the attraction of capital, the timber
growing sector is an illustration of what is happening in many areas of capital
investment today-and what could well happen in more favorable investment
areas in the future unless adequate recognition is given in tax policy to capital
formation requirements.

To summarize briefly: during that period when the maximum capital gains
rate for both individuals and corporations was 25 percent, the nation's timber-
land owners were investing in improved timber management at a rate sufficient
to keep up with expanding consumer requirements and at the same time build a
cushion of supply for the future. The latter is essential became of the length
of time required to nurture a timber crop to economic maturity. Trees whikh
were planted in the late 1040's and early 1950's are only now becoming availAble
for harvest and some that were planted during that period won't he harvested
for another 10, 20 or 30 years. The timber investment activity of the 30-.year
period following 1944 had the beneficial effect of warding off a "timber famine"
which had been predicted by government and private experts to be upon us by
the 1970's and 1980's.

But the timber supply-demand relationship continues to 'be a major concern.
The U.S. Forest Service predicts that by the year 2000 we will need 20 billion
board feet more timber each year than will reach normal harvest stage each
year. (That amount of wood would satisfy the needs of 400.000 single-family
dwellings.) But the same tax incentives which were in effect from 1944 to 1969
are no longer there.

rNCEINTrVE EFFECTS OF CAPITAL GANS

The essence of the capital gains incentive If, the differential between the ap-
plicable capital gains rate and' corresponding ordinary income taxe rate. Among-
othPr things that differential serves two vital functions in the nrocesq of cspit't
formation and retention: (1) It encourages capital savings and investment, and
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(2) it mitigates the effects of inflation on nominal gains and reduces the amount
of real capital taxed away by the government.

In the United States today there is a real need for both functions. Of all the
major industrial nations of the free world, the United States has the lowest ratio
of savings to income. On the second point, the tax on inflated gain and subse-
quent reinvestment in value-inflated assets often leave the investor with less real
capital after a transaction than before. This not only deprives the taxpayer of
his savings-on which taxes have already been paid-but also robs our economy
of the benefits of real growth in capital assets.

With both of these factors working against us, it is simply not possible for our
economy to do what is needed to provide the capital stock to support a growing
labor market, to provide the Innovations and efficiencies needed to hold down the
prices of consumer products, and to provide the overall economic growth neces-
sary to meet the revenue needs of local, state and federal governments for
essential public services.

It is no accident that the sluggish growth in the nation's capital stock coin-
cides with the diminution of the differential between capital gains aqd ordinary
income taxes.

DIMINUTION OF CAPITAL GAINS BENEFITS

Savers and investors have seen the capital gains tax differential shrink dra.
inatically over a period of less than ten years.

Prior to 1969, the effective capital gain rate for individuals was 50 percent
of the ordinary rate, with a maximum of 25 percent. For corporations, it was
a fiat 2b recent. The 1969 Revenue Act and subsequent enactments departed
from that historic pattern. The differential for corporate capital gain, i.e., the
difference between ordinary income tax rates and capital gains tax rates has been
reduced from the 27 percent that prevailed for many years to 18 percent at the
present time. Earlier this year, President Carter submitted a series of tax
recommendations to the Congress which, if adopted without change, would
further reduce the differential to only 14 percent.

While the basic inclusion of "one-half the gain" in the ordinary income tax
calculation Is still in the law for individual capital gains, the elimination of the
alternative 25 percent tax on all but the first $50,000 of gain and the adoption
of the Minimum Tax on Tax Preferences have reduced the overall incentive for
risk investments by Individuals.

The extent to which recent enactments have diminished the stimulus for
savings is greater than most people realize. The so-called Minimum Tax alone
has resulted in a 60 percent increase in the maximum rate of capital gain of
individuals. If President Carter's recommendations were adopted, it would be
even higher. When you consider the effect of treating one-half of long-term capital
gains as a preference for computing the Maximum Tax on Earned Income as
well as the Minimum Tax on Tax Preferences, the maximum tax rate on capital
gain of individuals has almost doubled in less than 10 years.

The following table illustrates this dramatic shift in federal tax policy on
capital gain.

Maximum rate on individuals per $100 of long-term capital gains

Effect of minimum tax on tax preferences: Perent
Pre-1969 --------------------------------------------------- 25
1969 act ---------------------------------------------- 36. 5
1976 act ---------------------------------------------- 39. 875
Carter proposal --------------------------------------------- 42. 5

Effect of both maximum tax on earned income and minimum tax on tax
preferences:

Pre-1969 ---------------------------------------------- 25
1969 act ---------------------------------------------------- 45.5
1976 act ---------------------------------------------- 49. 125
Carter proposal ----------------------------------------- 52. 5

Thus, when both the minimum and maximum taxes are considered, the top
Irate on capital gains is neary 50 percent. This hardly squares with the rhetoric
*we so frequently hear. Nor does It square with sound national policy. When
political cliches are put aside and our need for capital is viewed realistically, It
is abundantly clear that present policies are not adequate for the task.
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CAPITAL GAINS DIFFERENTIAL FOR CORPORATIONS

When we consider the corporate capital gains structure, the detrimental
.erosion of the past several years is even more dramatic.

Prior to 1964, the differential in corporate capital gain was 27 percent, repre-
seting the difference between the statutory 52 percent corporate rate and the
flat 25 percent capital gain rate. When the corporate tax rate was reduced to
48 percent, the differential was thereby narrowed to 23 percent. In 1966, the
corporate capital gain rate was increased to a flat 30 percent and corporate
gain was also made subject to the minimum tax, making the differential between
ordinary income and capital gain 18 percent or less. If President Carter's cor-
porate tax reduction proposal Is adopted without a corresponding reduction in
the corporate capital gains rate, the differential would be only 14 percentage
point-approximately one-half the pre-1964 capital gains incentive * * * and
it affects all corporate gain, whether ordinary earnings are high or low.

RECOMMENDATIONS

It is apparent from the history of recent tax changes that the importance of
capital investment has not been fully recognized in the evolution of our tax laws.
certainly for timber growers-and jilst as likely for investors in other types of
assets-the capital gains incentive has been gradually eroded to the point where
it is grossly inadequate to meet national needs. The trend toward closing the
differential between capital gain, and ordinary Income represents a direct tax
on capital. The trend must be reversed.

The Forest Industries Committee on Timber Valuation and Taxation reiterates
its long-held position that the capital gains structure should be returned to its
pre-1969 status. We see absolutely no conflict in this position with the concept
of tax equity or with the need of government entities to generate sufficient
revenue to provide public services. To the contrary, history amply demonstrates
that economic activity expands as incentives for capital formation are enacted.
As economic activity expands, so do revenues for every level of government and
so do the opportunities for gainful employment and for capital savings by a larger
segment of the population.

We congratulate you, Mr. Chairman, and the members of your Subcommittee
for conducting these hearings. A full examination of policies affecting the taxa-
tion of capital gains and the impact of those policies on our economic vitality is
greatly needed. We hope the information we have provided and the suggestions
made will be helpful to you in that process.

SUMMARY STATEMENT OF FOREST INDUSTRIES Co)MITTEE ON TIMBER VALUATION
AND TAXATION-MARCH 9, 1978

PURPOSE OF FOREST INDUSTRIES COMMITTEE ON TIMBER VALUATION AND TAXATION
TESTIMONY

To oppose changes in the Internal Revenue Cost which will diminish the
capability of landowners to invest in modern forest management practices and
to urge adoption of new capital recovery provisions which will help make possible,
the needed high level of investment in the nation's forestlands to meet predicted
future needs for wood and fiber.-.

PRESIDENT CARTER'S RECOMMENDATIONS

The President's proposal to revise the minimum tax and to eliminate the
capital gains alternative tax represent a continuation of the steady erosion that
has occurred In the capital gains tax benefit over the Past several years. When
coupled with the failure to recommend a reduction in the corporate capital gain
rate to correspond with the proposed reduction in the ordinary income tax rate,
the President's tax package would further diminish capital investment incentives
at a time when the balance has already been tipped too far against savings and
Investment. I I : o

FEDIMAL TAX POtICY AND TIMBER SUPPY

The historic relationship between fair timber tax policies and improvement in
the nation's private sector timber supply is clearly demonstrable. There is vivid
contrast between the pre-1944 era (when capital:gains treatment was denied to
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timber owners who managed their lands for continuous production) and the
post-1944 era during which capital gains treatment has served as the cornerstone
of a remarkable renaissance in the management of the nation's private forest
Resources.

PROJECTED DEMANDS FOR TIMBER

Government studies clearly indicate that substantial shortages of timber will
begin to affect our economy within the next two decades. By the year 2000, the
shortfall is projected to be 20 billion board feet per year--enough to build
1,400,000 single family homes each year. If we wait until the shortage is upon
us It will be too late because it takes from 25 to 50 years to produce timber
suitable for conversion to lumber and plywood.

TIMBER IS A UNIQUE RESOURCE

Because it is constantly renewable, timber is unlike any other basic raw ma-
terial. Public policies which fail to recognize and capitalize on that renewability
by making it economically advantageous to accelerate the regeneration and
growth processes are shortsighted policies. On the other hand, the adoption of
specific measures designed to overcome the natural and economic risks involved
In long-term timber investments will bring dividends of an assured future supply
of a critical commodity, both short-term and long-term job creation, and higher
future tax revenues to all levels of government.

DIFFICULTIES OF ATTRACTING CAPITAL

It is estimated that $16 billion in capital is needed now and in the very near
future to enable private timber owners to bring their commercial timberlands
to an adequate level of production to prevent shortages of supply. Approxi-
mately $13 billion of tils is needed on the 59 percent of commercial timberland
controlled by individuals and farmers. The historical low rate of return and
the long-term Illiquidity of funds invested in timber will make it virtually
Impossible to attract that much capital under present conditions.

RECOMMENDATIONS

The Forest Industries Committee on Timber Valuation and Taxation:
1. Recommends that the minimum tax concept be reevaluated and if it is to

be retained that it be converted to a true "minimum" tax instead of being an
additional tax on already taxed income as at present. If the existing concept is
detained in the law, the deduction for "other taxes paid" should be restored to
100 percent instead of being eliminated as proposed by the President;

2. Recommends retention of the capital gains 25 percent alternative tax;
3. Recommends reduction in the corporate capital gain rate by 4 percentage

points to correspond with the proposed reduction in the corporate ordinary
income tax rate; and

4. Recommends that the 10 percent investment tax credit be extended to
,capitalized forest regeneration expenses and that such expenditures be amor-
tized over a seven year period.

STATEMENT OF FOREST INDUSTRIES COMMITTEE OF TIMBER VALT'ATION AND TAX-

ATION-MARCHI 9, 1978
This statement is presented on behalf of the Forest Industries Committee on

Timber Valuation and Taxation, a voluntary organization of over 4,000 timber
owners who support the adoption and maintenance of federal tax policies which
are compatible with the economics of intensive regeneration and management
of the nation's private timber resources.

Represented among the Forest Industries Committee's supporters are timber-
land owners of all sizes and from all timber producing regions of the country-
from small tract owners and forest farmers to the largest of the integrated
forest products enterprises. Our industry is easily the least concentrated of
the resource based industries with approximately 80 percent of the privately-
held commercial forest acreage being in the hands of non-industrial owners.

There is no question about the unanimity among all sectors of the industry
when it comes to the Important role of federal tax policy in determining the
quantity of growing timber which will he available for harvest in future years

34-.209-78-- 29
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and in determining the extent to which the resource can be managed for higher
productivity. Virtually all growers have a stake in those policy decisions-in
proportion to their contributions to the nation's supply of wood for processing
into consumer products.

PRESIDENT CARTER'S RECOMMENDATIONS

It is our intention in this statement to address several specific aspects of
President Carter's income tax recommendations of January 20, 1978 as well as
the general impact on timber producers of present and proposed federal income,
estate and capital gains tax provisions.

It is the President's purpose, as stated in his message, that proposed tax
reductions and improvements in the investment credit provisions "will provide
the consumer purchasing power and business investment strength we need to
keep our economy growing strongly and unemployment moving down."

We applaud the proposed individual and corporate tax reductions as beiug
generally conducive to those objectives. However, there are other elements of
the Presid -'t's proposal-and there are omissions in the proposal-which would
adversely impact timber growers in relation to other sectors of the economy.

PROBLEMS IN PRESIDENT CARTER'S RECOMMENDATIONS

The capital gains provisions of the Internal Revenue Code-specifically Sec-
tions 631 (a) and 631 (b)-have historically served to help overcome the extraordi-
nary natural and economic disincentives for long-term capital investment in
timber growing. Other incentive provisions of the Tax Code which are intended
to benefit raw material production do not apply to timber. Nor does the invest-
ment credit currently apply to capital investments in reforestation. Capital
gains treatment is the sole existing tax incentive.

Yet, in three major aspects, the pending proposal would significantly reduce
the incentive effects of capital gain. Each of these will be covered in detail in
this statement but our concerns can be summarized as follows:

The essence of the capital gain incentive is the differential between the applica-
ble capital gain rate and the corresponding ordinary income tax rate. Prior to
1969, the effective capital gain rate for individuals was 50 percent of the ordi-
nary rate with a maximum of 25 percent. For corporations, it was a fiat 25
percent. The 1969 Revenue Act and subsequent enactments departed from that
historic pattern. The differential fo' corporate capital gain, i.e., the difference
between ordinary income tax rates and capital gains tax rates, has been reduced
from the 27 percent that prevailed form any years to 18 percent at the present
time. If the President's recommendations are adopted, the differential would be
further reduced to only 14 percent. Our testimony will demonstrate that the
risk capital needed to meet national goals for timber supply is not likely to
be forthcoming under such conditions.

While the basic 50 percent factor is still in the law for individual capital
gain, the elimination of the alternative 25 percent tax on all but the first $50,000
of gain and the adoption of the minimum tax on tax preferences have reduced
the incentive for risk investments by individuals. The largest acreage of timber
in the United States is in individual or farm ownerships. These offer the
greatest potential for improved supply if the owners can afford to implement
the current state of the art in forest management. But, the trend of reductions
in capital gain benefits and the constant threat of even greater adverse actions
have made it more difficult for these owners to justify higher investments in
reforestation and intensive management. The President's proposal would-in two
significant ways-contribute to those difficulties.

The first of these is the proposed complete elimination of the alternative tax
for individuals which will affect those who can best afford to practice intensive
forestry on their lands.

The second is the proposed change in the minimum tax which would further
reduce the capital gains incentive--and certainly would give non-industrial, in-
dividual timber owners even more reason to question the advisability of institut-
Ing timber management programs.

Therefore, while the President says his intention is to provide "business In-
ve-tmnent strength." the specifics of his proposal would clearly have the opposite
effect on the potential of timber growers to generate the large amounts of capital
required to meet public policy objectives.
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SUMMARY OF RECOMMENDATIONS

Ultimately, the nation can realize the full potential of its privately owned
forests only through a carefully formulated combination of incentives. These in-
centives must recognize the long-term commitment necessary to forest manage-
ment and the greater-and different-risks imposed by this unique requirement.

Therefore, the Forest Industries Committee on Timbe Valuation and Taxation
makes the following recommendations which are explained in greater detail at
the conclusion of our statement.

We recommend that the maximum rate for timber capital gains should not ex-
ceed one-half the rate for ordinary income and, in the case of individuals, should
be limited to a rate of 25 percent.

The corporate capital gain rate should be lowered by the same number of per-
centage points as the ordinary corporate rate is reduced. This would maintain
the level of incentive which currently exists-a level already critically low be-
cause of changes in the capital gains structure brought about by recent
enactments.

If the so-called minimum tax is to be retained in the law, it should be made a
true minimum tax rather than an additional assessment on specific forms of in-
come which have already been taxed at the full statutory rate. Since the greatest
negative impact of the Minimum Tax is on capital gain, another solution would
be to eliminate capital gain from the definition of "preference income."

In the area of estate taxation, it is important that we emphasize the need to
avoid such burdens as to force the breaking up of private timber holdings. Spe-
cificially, the "carryover of basis" rule should be repealed.

Finally, we believe the President's proposal to extend the 10 percent invest-
ment tax credit to new classes of property should include capitalized reforesta-
tion costs, along with a seven-year amortization of those expenditures.

These policies would more adequately recognize the existing need for heavy
initial investment in reforestation as well as the long period required before the
investor realizes a return on that investment.

With that Introduction, we wish now to recount briefly the historical relation-
ship between federal tax policy and private sector timber supply, the difficulties
of attracting capital investment to timber growing, and the crisis that is certain
to develop within the next 2 or 3 decades if those difficulties are not overcome.
And, finally, we will address the specific proposals pending before your Commit-
tee as they relate to the timber producing sector of the economy.

FEDERAL TAX POLICY AND TIMBER SUPPLY

There is probably no more dramatic example of the direct relationship between
tax policy and producer response than is clearly evident in the history of the
timber economy throughout the 20th century.

It is common knowledge that the nation's timber resource was in a state of
alarming decline during the period up to the early 1940's. For the most part, tim-
ber operations were conducted similar to mining or petroleum production ... the
emphasis was on extraction. There was a difference with timber, of course, and
the difference was that the harvested timber resource could be regenerated-either
by natural means or by careful management to accelerate the reforestation and
growth processes. Unfortunately, the federal income tax policies then in effect
weighed heavily against the latter.

Prior to 1944, timber was recognized as a qualified capital asset-along with
land and improvements for farm or business use, commercial properties and
equity interest in other enterprises-but only if the timber was liquidated by the
owner in a lump-sum transaction. If, on the other hand, the owner chose to man-
age the resource on a sustained yield basis-if he replanted or managed It as an
ongoing investment through selective or periodic harvests-the owner was denied
capital gains treatment. Also, if the owner harvested timber for processing in his
own plant, he was denied capital gains treatment. These anomalies came about
because of a ruling by federal tax authorities that such transactions indicated
that the timber was not a capital asset but instead was being held primarily for
sale to customers in the ordinary course of trade or business. In other words,
sustained yield timber operations-which in some areas required up to 50 years
or more to complete a marketing cycle-were viewed for tax purposes the same
as a food crop planted in the Spring and harvested in the Fall or as inventory in
a hardware store.
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Thus, the tax laws of the time fostered a continuation of economically waste-
ful and counter-productive practices on private forestlands. In effect, they im-
posed a severe tax penalty on those who wished to manage their lands wisely. As
a consequence, there was too much indiscriminate cutting; soil and watershed
values were lost; vast acreages were abandoned for taxes because the owners
could not afford to do anything with them; and far too much timberland was
converted ot marginal farm production-with sorrowful consequences for both
the land and the operators.

1944 ACT O CONGRESS

In 1944, Congress eliminated this major disincentive to sustained yield private
forestry. By extending capital gains treatment of timber transactions to sales of
managed timber and to the transfer of timber assets for manufacture in a mill
-operated by the timber owner, Congress declared it to be in the public interest to
stimulate capital reinvestment and improved management of timberlands.

The response of timberland owners must have surprised even the most opti-
mistic advocate of the tax reform. Up until 1944, the inventory of growing stock
on private forestlands was declining by 7 billion cubic feet per year. This trend
was dramatically reversed immediately following Congress' action, demonstrat-
ing that landowners were philosophically committed to the proper management
of their lands but had simply not been able to Justify it economically. In the 33
years since adoption of what are now Sections 631(a) and 631(b) of the Internal
Revenue Code, the nation's inventory of standing timber has increased by more
than 175 billion cubic feet. Planting of seedlings-which was almost nonexistent
prior to 1944-Is now in the hundreds of millions each year. In some of the better
managed lands, 5 or more seedlings are planted for each mature tree harvested.

In the years immediately preceding 1944, government and private experts were
predicting a "timber famine" by the 1960's and 1970's. And, the predictions were
based on what have since proven to be substantial underestimates of consumer
demands for wood products. But, in spite of those unexpected demands, the tim-
ber growers of the country have not only kept pace with the needs of our econ-
omy, they have actually grown more each year than is harvested.

TIMBER SUPPLY AND DEMAND TO THE YEAR 2000 AND BEYOND

Now we face a new crisis. In Its 1973 comprehensive report, "The Outlook for
Timer in the United States". the U.S. Forest Service tells us where we are going
in terms of what Is currently known about consumer requirements and the state
of the nation's timber resources. The study concludes that by the year 2000. the
United States could experience a shortfall in timber production of over 20 billion
board feet per year.' That amount of lumber would build 1.400.000 single-family
homes each year. But. homebuilding is not the only sector which would he
adversely affected by such a damaging shortage of timber. Over 5,000 co',sumer
products are derived from our forests-commodities which are essential to edu-
cation, communication, sanitation and health and many of which contribute
in unique ways to the maintenance of the American standard of living.

Enlightened tax policies have made significant contributions in the past to the
development of our renewable forest resources. But, now, more than ever, there
is need to avoid tax changes which will make that development more difficult;
and there Is need to make substantial improvements if national objectives are to
be achieved.

Just as an earlier timber famine was avoided by the adoption of wise public
policies, current predictions of future shortages can also be thwarted. But, it
will require foresight on the part of those responsible for enacting and imple-
menting the nation's laws.

TIMBER IS A UNIQUE RESOURCE

Because timber Is fully renewable, It differs from other basic raw materials
which are finite in supply. A forest, in its natural state, is in a constant cycle
of destruction and renewal. And, contrary to some popular mist 9nceptions.
man has yet to devise harvesting techniques which are as fast and "efficient"

I There are approximately 6 board fept per cubic foot.
2 There are approximately 6 board feet per cubic foot.
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as those brought to bear by nature through fire, infestation, or disease. But,
regardless of how a forest is brought to the renewal stage-whether by man's
harvesting or by natural means-the natural process of regeneration is too slow
and too haphazard in most cases. Man's intervention through reseeding, planting,
protection from pests and disease, and other practices can have enormous
beneficial impact. Active management, while a young forest grows to maturity,
can more than double the volumes of usable wood produced on a given acreage.

Since these facts have been amply demonstrated in recent years, it may well
be asked, "Why doesn't every timber grower adopt these practices?"

The answer is twofold.
1. Diflcultiea of attracting capital

The renewability of forest resources and their potential abundance in this
country are strengths enjoyed by few other nations. Yet the commitment of
major amounts of capital over unusually long periods of time is required to
develop, maintain and utilize that resource in the most efficient way. It has
been reliably estimated that $16 billion or more is required for investment now
anq in the very near future if we are to meet projected market requirements in
the year 2000 and beyond.

The principal deterrent to capital investment in forest productivity is the long
period before investment in a forest can be recovered. In the West, the capital
invested may lie in a dead account for 30 years only then to be amortized over
the harvest cycle-a total of 50 years or more. In the South, capital is held in a
dead account foy 13 or more years only then to be amortized over the harvest
cycle-a total of 25 years or more.

Coupled with the extraordinarily long investment cycle is the historically
low rate of return on timber investments. Federal Trade Commission reports
indicate the return on timber, paper and allied products for the period 1966-75
was 5.8 percent compared with a return of 6.5 percent for all durable and non-
durable goods produced. University and government studies show comparable
low rates of return on timberland in all regions of the country and in all cate-
gories of ownership. (These figures are shown in greater detail on page 5 of the
attached material entitled "America's Renewable Resources."

The risks involved In timber management are unusually high. Compare, if you
will, the situation of two landowners who suffer total destruction of standing
timber by fire. One had left his land to natural regeneration and. therefore, his
loss was limited to the delay in future income he could expect to receive. The
other, however, had invested large sums in seedlings, mechanical site preparation,
spraying, fertilizing, thinning and other practices. He had constructed roads and
bridges to make it possible to conduct an intensive management program. He had
employed the counsel of professional foresters and had expended a great deal of
his own productive time in the development of the young timber resource. Con-
sequently, he lost not only the anticipated income from the property but all of
his capital investment and all of the money expended for non-capital costs. He
collected no insurance because insurance is simply not obtainable to cover such
a loss by a timber owner. And, current tax laws restrict the amount of his deduc-
tion for such a casualty loss to his original cost basis rather than the economic
value of his loss. Clearly, the owner who was doing the best job of managing his
timberland would suffer the greater loss in such a catastrophe.

It has to be concluded, therefore, that the timber capital gains incentive has
not been a windfall to timber growers. At best, the tax incentive can be said to
have only partially offset the negative factors of an extraordinarily long invest-
ment cycle, ongoing carrying costs, high risks, and potentially slender economic
return.

These are the handicaps which must be addressed by the Congress and by the
Executive Branch if it is to be our national policy to properly anticipate and
prepare for the timber supply needs of the United States by the year 2000 and
beyond * * * because we cannot wait until the shortage is upon us to take reme-
dial action. We will never find a way to grow a tree in that short a time.
2. Capital gaiN erolon-.-ln general

As stated earlier, the incentive impact of the capital gain tax rate is in direct
proportion to the differential between capital gain and ordinary Income tax
rates. Traditionally individual capital gains have been taxed at one-half of ordi-
nary rate with a maximum of 25%. The corporate capital gain rate was for many
years, prior to 1969, a fiat 25 percent.
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starting in 1964 and 1965 and continuing through the Tax Reform Act of 1976,
the capital gains differential for corporations has been steadily eroded. And,
starting with the Revenue Act of 1969, a similar erosion has occurred in the area
of individual capital gain.

a. Individual incentive.-In 1969, the 25 percent alternative tax for individ-
itals was eliminated on all but the first $50,000 of capital gain. This becomes a
significant factor when applied to the typical, medium-sized timber growing
operation. There are two valid reasons for this: (1) There usually must be sub-
stantial income before tlw're is even the possibility of an individual investing in
timber, and (2) the pat';ern of income (capital gain) from small and medium-
sized timber ownerships is generally such that it will be "bunched" rather than
being distributed evenly over the years. The combination of these factors makes
it more likely that the individual's tax liability on timber income will exceed the
traditional 25 percent maximum which had been in effect for many years.

Also in 1969, the so-called "minimum tax" was adopted. While its stated pur-r se was to put an end to tax avoidance through use of certain tax deductions,
has not had that effect. Many of those who paid no taxes on substantial incomes

still pay no taxes. But, many who were already paying the full statutory rate on
capital gain have had their tax liabilities increased through the minimum tax
assessment. When first adopted, the minimum tax at least allowed the taxpayer
to fully deduct "other taxes paid". Then, in 1976, this deduction was cut in half.
The President's pending proposal would eliminate entirely the dediuction for
such taxes paid, stripping away completely the pretense that it is indeed a "min-
Inium" tax and clearly making it an additional levy on income which has already
been fully taxed under the law.

While the list of "tax preferences" subject to the minimum tax is extensive, in
reality-according to Treasury Department studies-it boils down to being essen-
tially an additional tax on capital gain. Over 80 percent of minimum tax collec-
tions from individuals is attributed to higher assessments on capital transactions.

The increasing tax burden on capital gains due to the minimum tax can be
illustrated by the following table:

Maximum rate on individuals per $100 of long-term capital gains
Effect of minimum tax on tax preferences only: Pecent

Pre-1969 --------------------------------------------------- 25
1969 act ---------------------------------------------------- 36. 5
1976 act ---------------------------------------------------- 39. 875
Carter proposal --------------------------------------------- 42. 5

'hus, the effect of the Carter proposal is to raise maximum capital gains rates
to a level 70% above pre-1969 levels. The increase is even more dramatic when
you consider the effect of treating one-half of long-term capital gains as a
preference for computing the maximum tax on earned income as well as the
minimum tax on tax preferences.

Maximum rate on individuals per $100 of long-t.erm capital gains

Effect of both maximum tax on earned income and minimum tax on tax
preferences: Percent

Pre-1969 ---------------------------------------------- 25
1969 act ---------------------------------------------------- 45. 5
1976 act ---------------------------------------------------- 49. 125
Carter proposal ----------------------------------------- 52. 5

Thus, when both the minimum and maximum taxes are considered, the top
rate on capital gains will exceed 50 percent. This would still be true even if the
rate cuts in the President's Tax Program are considered. The effect of the Carter
Proposal, therefore, with both the minimum and maximum taxes considered, is
to increase the maximum tax on capital gains to a level 110 percent higher than
pre-1969 levels.

Therefore, through the combination of restrictions on the use of the alternative
tax, the imposition of higher taxes on capital gain by means of the minimum
tax, and through changes in the maximum tax on earned income, many non-cor-
porate timber growers have seen the capital gains incentive whittled down from
what they had anticipated when they first made their investment and others
bave very likely been discouraged from making such investments because of the
pattern of steadily decreasing benefit&
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b. Corporation capital gain rate differential.-In the corporate capital gains
structure, the detrimental erosion of the past several years in timber tax treat-
ment is even more dramatic.

Prior to 1964, the differential in corporate capital gain was 27 percent, repre-
senting the difference between the statutory 52 percent corporate tax rate and
the flat 25 percent capital gain rate. When the corporate tax rate was reduced to
48 percent, the differential was narrowed to 23 percent. In 1969, the corporate
capital gain rate was increased to a flat 30 percent and corporate gain was also
made subject to the minimum tax making the differential between ordinary
income and capital gain 18 percent or less.

President Carter now proposes that the corporate rate for ordinary income
be phased down to 44 percent but he has not asked for a reduction in the cor.
porate capital gain rate. Without a corresponding change in the corporate capital
gain rate, the differential, which is the essence of the incentive to make risk in-
vestments, would be only 14 percentage points-approximately one-half the pre-
1964 capital gains incentive.

As stated earlier, we believe the President's proposed individual and corporate
tax reductions will have beneficial impact on our economy. They will help stimu.
late general economic activity. However, if they are not balanced by proportional
incentives for new capital investment, they will not accomplish their full intended
effect.

The proposed changes in the investment tax credit, by making the 10 percent
rate permanent and by extending its application to Industrial buildings, will have
a salutory effect on some segments of the economy. But, as presently constituted
and as the President has proposed it be changed, the investment tax credit
would not alleviate the critical need for greater capital investment in timber
growing. We believe It Is logical to bring about a better balance in its stimulus
impact by extending it as well to the capitalized planting costs for timber.

It is apparent from this history of recent tax changes that the importance of
capital investment to timber growing has not been fully recognized in the develop-
ment of tax policy. The incentive that was enacted into law in 1944-and which
served so superbly in the national interest-has gradually been made less effec-
tive until it is now inadequate to offset the unique problems of timber growing.

Therefore, we are urging that ceretain elements of President Carter's tax
recommendations be rejected by the Congress, that the historic differential be-
tween capital gain and ordinary income taxes be restored and that additional
incentives be provided to make possible the level of investment needed to keep
America's renewable forest resources as productive as possible in our national
interest.

RECOMMENDATIONS

The Forest Industries Committee on Timber Valuation and Taxation, after
thorough consideration of President Carter's tax package, urges that the Con-
gress make several changes which we believe are fully consistent with the
President's intentions and with the acknowledged need to stimulate new In-
vestment in timber growing.

I. We recommend that the "minimum tax" concept be reevaluated to deter-
mine Its impact as a disincentive for taxpayer investments or activities which
have been determined by Congress to be socially or economically desirable. If
the concept is to be retained, the formula should be revised to make it a true
"minimum" tax rather than an additional tax on certain forms of income as at
present. One way of accomplishing this would be to adopt the formula in the
Ways and Means Committee tax refc.rm draft of September, 1974. This proposal
was an alternative tax on "economic Income" rather than an added tax on
preferences. If the existing formula Is to be retained, we strongly urge that cap-
ital gain be deleted from the definition of "preference Income". And, we strongly
oppose the President's muggestion that the existing minimum tax be retained and
made even more reeressive by eliminating the provision for deducting a portion
of "other taxes paid". Indeed, the deduction which was reduced last year to 50
percent should be fully restored if the present system is to remain in the law.

2. We recommend that the alternative tax on the first $50.000 of capital cain
be retained. The revenue impact of eliminating the alternative tax is minimal
yet, in our particular industry, there is considerable reliance on Investment funds
from individuals who would be affected by the change. We believe the potential
benefits In terms of individual timber ownerships far outweigh any arguments
we hare heard for repeal.
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3. We recommend that the corporate capital gain rate be reduced by 4 per-

centage points to maintain the present differential between the capital gain and
the proposed ordinary corporate income rate. We believe a point-for-point reduc-
tion is fully justified until corporate capital gain is taxed at one-half of ordinary
Income.

4. Even with capital gains benefits fully restored to the pre-1969 level, economic
studies indicate that the investment needs of the forest products sector will likely
be met only if another major impediment to investment is eliminated from the
tax laws. Cost recovery (depletion) on timber is now delayed until the timber
is sold or harvested-which, as we have indicated, may be 50 or more years from
the time of the investment in planting. For this reason, we recommend that the
10 percent investment tax credit be extended to capitalized forest regeneration
expenses and that such expenses may be amortized over a seven year period.
The investment credit has been remarkably effective in increasing capital
investment in various other sectors of the economy and we believe it also can be-
beneficial in stimulating productivity and creating new jobs in the timber grow-
Ing sector. We recommend specifically that such costs as site preparation. plint-
Ing, timber stand Improvement and other activities related to forest productivity
be treated the same as other job producing capital. The resulting increase in
timber supply will benefit the nation in many respects, not the least of which is
the future increase in tax revenue.

5. Although somewhat apart from the central theme of your current hearings,
the issue of estate taxation-and particularly the implementation of the carry-
over basis provisions of the Tax Reform Act of 1976--warrant attention by the
Congress. The overall effect of the carryover basis provisions on closely held
businesses and farm operations have been well publicized. We point out that. In
some respects, the impact on timber assets in an estate can be more severe than
on other types of capital assets. Premature liquidation of timber assets will be-
the result in some instances and the locking-in of such assets after the death-
of the owner will likely result in other instances. The carryover basis provision
results in a form of double taxation through payment of an inheritance tax on
the market value of the timber at the time of inheritance and payment of a
capital gains tax at the time the timber is sold based on the difference between
the original cost and market value at the time of death. In no case can we see
any compensating revenue or public interest benefits to offset the wrenching
disruption that the new carryover provisions will bring to individual ownerships
and to closely held timber owning companies.

CONCLUSION

Several times in recent years we have appeared before your Committee on
various tax proposals giving you our views on how they would affect the timber
growing business. Many of the points made in earlier testimony have not been
repeated in this statement. Such factors as the environmental benefits of wood
utilization compared to substitute products, the energy conserving characteristics
of wood products processing and manufacture and the broadly based economic
and employment patterns of our industry throughout every region of the country
have been covered in detail in the past. There is, however, one significant factor
that deserves repeating on this occasion.

Other nations have moved far ahead of the United States in their recognition
of the unique importance of timber resources in this era of resource decline.
In those free market economies where forest taxation practices have been-
studied, there has been a universal acceptance of the concept that timber pro-
ducing property is a uniquely valuable capital asset and that tax incentives are
essentil to overcome the inherent handicaps to investment and higher produc-
tivity. The trend in such countries as Great Britain, Norway. Sweden. Holland.
West Germany, France, Finland, Switzerland, Brazil. Australia, New Zealand
and Jgapan, in fact. in all free nations which have been studied, is not to reduce
tax incentives for timber Production bt to broaden and improve them.

Existing conditions in the United States are dlscouragfng sufficient investment
in timber growing to meet tomorrow's needs. And. every year of delay in Imple-
mentinir more adequate policies means a year of delay somewhere into the future
in realizing the tangible benefits in terms of ne,-ded wood supplies.

Therefore. we take this opportunity to urge a new and fresh look at the
problems outlined in this statement. We hope that the information provididi
and the suggestions made will be helpful to the Committee in that process.

Thank you.
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. STATEMENT BY MARTIN R. OLICK, DIxAnroa, CALIoRNIA EMPLOYMENT DEVELOP-
MENT AND CHAIRMAN, UNEMPLOYMENT INSURANCE CoMMrrrEE INTERSTATE OF

EMPLOYMENT SECURITY AGENCIES, INC.

I am Martin R. Glick, Director of the Caifornia Employment Development
'Department (EDD) and Chairman of the Unemployment Insurance (UI) Com-
mittee of the Interstate Conference of Employment Security Agencies, Inc.
(ICESA). As Chairman, I represent the State Administrators of the 53 State
Employment Security Agencies on unemployment insurance matters. The fol-
lowing statement is being submitted in my capacity as Chairman of the ICESA
Unemployment Insurance Committee and as Director of EDD.

We oppose the provisions of HR 13511 which would tax unemployment insur-
ance benefits. ICESA and California are opposed to taxation of UI benefits for
the following reasons:

1. Such a tax would impact most individuals when they could least afford it.
Many workers would have come up with additional monies for taxes while they
were unemployed or when they are returning to work after a period of unem-
ployment. The alternative, a "withholding" system, is simply unworkable.

First, to withhold some portion of an unemployed worker's UI check defeats
the very purpose of the system, i.e. to temporarily replace an urgently needed por-
tion of the wages of a worker who has lost his/her job through no fault of his/her
own. Secondly, every UI claimant would have to have a portion of his/her UI
benefits withheld, as there would be no way to identify which individual work-
ers who were receiving unemployment insurance benefits actually met the annual
income definition, until the end of the tax year.

2. This bill has been advanced as a measure which affects only "the rich" who
don't need unemployment benefits." We don't believe that to be true. However,
even if it were true, this proposal would inject an element of "need" into an
Insurance program that historically has provided benefits based solely on work
history., Present guidelines provide that UI benefits should replace 50 percent
of lost wages. Taxation of UI benefits would be inconsistent with such guide-
lines because it would reduce the present wage replacement rate. We believe
that the receipt of UI benefits should remain a right to those who qualify irrespec-
tive of annual income.

More importantly, however, it is simply not true that the unemployment insur-
ance tax proposal here applies only to the wealthy. First, it is based on last
year's income (the tax year) not current income. As pointed out above, many
persons will be unemployed, receiving no income at the time the tax is due.
Second, two-wage-earner families warning $25,000 are not "rich" in today's
economy, especially in families witli children. Thirdly, since there is no provi-
sion in HR 13511 which would "irdex" this $25,000 line, such a definition of "the
wealthy" will shortly become e-en less valid as inflation moves people into
higher earnings brackets. Finally, HR 13511 provides that families with two
workers who now file separately to take advantage of state, and sometimes
federal, tax laws are fully taxed regardless of their income. These workers are
thus placed in a category whose unemployment insurance benefits are completely
taxed whether or not they meet the arbitrary "wealthy" standard set out in
this bill.

3. As stated above, while the $20,000 and $25,000 thresholds contained in HR
13511 may seem high today, inflation will quickly draw many more employees
into taxed status, especially in families with mre than one wage earner. We
would also expect taxation of unemployment insurance benefits to result in
substantial pressure to increase unemployment insurance benefits, to offset the
proposed income taxes. Taxes paid to the internal revenue service on unemploy-
ment insurance benefits would not accrue to the federal or state trust funds
which support the Ul program. Thit. in turn would mean increased employer
payroll taxes which are highly undesirable in a period when the nation should be
attempting to encourage full employment, not provide tax disincentives to
employers.

4. Taxation of unemployment insurance benefits would also create massive
administrative problems. The Internal Revenue Service would need to be notified
of unemployment insurance benefits paid to each individual annually, and recipi-
ents would also need statements of benefits received. This would require a multi-
tude of additional record keeping systems since unemployment insurance is paid
on a "benefit year" determined by the date of one's unemployment and, obviously,
rarely coincides with either a taxable year or a calendar year.
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5. Lastly, there Is an alternative to the provisions contained in this bill. The
National Commission on Unemployment Compensation, established by the Con-
gress in PL 94-566, is currently making a comprehensive study of a large number
of unemployment insurance issues, including taxation of unemployment Insur-
ance benefits. The Commission will report its findings to Congress in the near
future. The Commission's study and recommendations should not be preempted
by this proposal.

For all of these reasons, I would urge you, on behalf of ICESA and California,
to oppose the provisions of H.R. 13511 which would tax benefits as income.

TESTIMONY BY HENRY J. NORD, SENIOR VICE PRESIDENT, GATX CoRP.

My name is Henry J. Nord and I am the Senior Vice President of GATX Corpo-
ration of Chicago, Illinois. I appear before you today to present the views of
GATX on the investment credit provisions of H.R. 13511, the "Revenue Act of
1978."

GATX is a publicly owned corporation whose principal activity is the supply
of railroad freight cars to approximately 900 customers through the manufacture,
ownership maintenance and lease of approximately 61,000 freight cars, princi-
pally tank cars, representing the largest fleet of privately owned tank cars in the
world. Through its subsidiaries and affiliates, GATX is also engaged in other
activities, including the ownership and leasing of additional transportation
equipment in the United States and abroad.

As a major manufacturer and supplier of capital intensive equipment, GATX
has consistently encouraged the passage and continued retention of the invest-
ment tax credit. We believe it to be an economically efficient means of motivating
business to modernize and expand this country's productive capacity. We also
believe that modernization of the productive capacity of U.S. business and con-
sequent reduction of unit costs with accompanying increased employment is
essential to improve the competitive position of U.S. business in respect of im-
ports and simultaneously to improve the competitive position of U.S. enterprise
in export markets. Greater capital formation, leading to more efficient produc-
tion, will have a significant impact in reducing the rate of inflation and strength-
ening the U.S. dollar in foreign exchange markets.

Despite the demonstrated capital generating capability of the investment tax
credit. Congress has not yet seen fit to structure it so that its complete potential
can be realized. This is particularly so in the case of a capital intensive company
such as GATX.

Because the credit has been limited to 25 and now 50 percent of taxable in-
come, our company has not yet been able to utilize fully credits which have been
available to us for any taxable year. Even though the statute provides a limited
carryover of unused credits, we find that the overhang and possible expiration
of these credits is a severe deterrent preventing GATX from fully realizing our
capital generating potential.

To cope with part of this problem, GATX often elects to pass the credit through
to its lessees of railroad and other equipment. Unfortumatelv, however, this lease
mechanism, although helpful, has not permitted full utilization of the credit,
since the prime users of GATX and other manufacturers' equipment are indus-
trial producers whose businesses are themselves frequently in an excess invest-
ment credit position or whose size or profit levels are such that they cannot
benefit from the credit. On the other hand, enterprises which are not capital
intensive generally have ample room to benefit from the credit but do not have
the need for capital investment the credit was designed to induce. Thus, all
too often the benefit of the credit accrues only to those who need it least as an
incentive. Although Congress has enacted special rules easing the limitations on
the availability of the credit for airlines and railroads, these liberalizing rules
are not available to lessors or lessees of the railroad and airline equipment unless.
in effect, they are common carriers. Because GATX leases primarily to industrial
users, such as producers of liquid commodities, these special provisions are of
limited benefit to our company and others like us.

GATX believes that a rule of equality of treatment for investment credit
purposes should apply universally-without discrimination-as between rail.
roads and airlines and any other special interest, on the one hand and the cor-
porate manufacturer of tank cars on the other hand. Railroads, for example,
do not furnish tank cars which carry liquid commodities for others. Normally,
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the producer of the liquid commodity leases a tank car from a car manufac-
turer such as GATX. The liquid is then carried in the tank car on railroad lines
at the producer's direction. In that case, the railroad furnishes track anxd locomo-
tion and the producer pays freight for the movement.

To assure that all parties to this important business transaction (the railroad,
the manufacturer of the tank car, and the producer of the liquid commodity),
maintain a normal relationship in which the impact of the investment credit is
neutral as between each of them, a corporation, such as GATX, which is in
the business of supplying tank cars, should qualify for the investment credit
in the same manner and on the same basis as the railroad. The producer of the
commodity, will, of course, benefit equitably, since the amount charged for car
rental will always reflect full utilization of the credit. We are here maintaining
that economic equity dictates the same treatment for a railroad or an airline
and an equipment manufacturer-lessor. The use of leased cars (especially tank
cars and other special purpose cars) is a well established and efficient business
practice. There is simply no conceivable reason to disturb the present business
pattern by putting manufacturer-lessors of such cars at a disadvantage (tax
wise) in comparison to the railroads. If equality between the suppliers of freight
cars is not established, then we believe no special rule should apply to railroads
or airlines.

In light of the foregoing, GATX recommends that the following action be taken
by this Committee with respect to the investment credit provisions in H.R. 13511.

1. PERMANENCY OF THE 10-PERCENT CREDIT RATE

GATX urges enactment of the provision in H.R. 13511 to make permanent
the 10 percent rate of investment credit in. order to assure a positive and con-
tinued stimulus for capital investment.

As an executive of a highly capital intensive company, I can assure you that
certainty about future financial burdens is an absolutely necessary climate for
the making of critical long-range investment decisions. The history of the
investment credit-and therefore its efficacy as an investment stimulus-has
been impaired by the tax uncertainty that surrounds its impermanence, its rate
fluctuations and its availability. If this tax quicksand is eliminated by making
the credit permanent, this company at least and I feel certain that countless
others similarly situated, would be in a much better position to predict cash
flow, to measure future tax cost and to expand the scope of capital commitments.

2. INCREASE IN LIMITATION TO 90 PERCENT OF TAX LIABILITY

One of the most artificial and distorting aspects of the investment credit has
been the limitation on the use of the credit which may be claimed to an amount
based upon a percentage of tax liability. In the case of a company such as GATX,
which produces capital equipment for use by others, the percentage limitation
particularly inhibits the investment credit's function as a stimulus. Capital
intensive industries such as ours almost invariably have large capital expend-
itures in relation to taxable income.

Therefore, it is in the very industries where the potential impact of the credit
is greatest that the inhibiting effect of the present limitation is most severe.
If the stimulator effect which the credit is intended to have is to be fully felt,
the credt cannot go unused. To the exent that the cost of capital investments is
reduced through the allowance of the credit as an offset against an additional
40 percent of federal income tax liability, GATX can make significantly greater
capital investment commitments which it would not otherwise be in a position
to do.

Obviously, a 90 percent limitation on tax liability is far superior to the current
50 percent limitation. We believe, in fact, that no such limitation should be
imposed. Taxes which are offset by the investment credit will not only produce
more investment, but will also reduce the cost of equipment, thus directly tending
to reduce the rate of inflation and aid the country's foreign trade position.

GATX therefore strongly supports enactment of the provision in H.R. 13511
to increase the percent limitation on the amount of tax liability that may be
offset by the investment credit from 50 percent to 90 percent. However, GATX
urges that the proposed phase-in of the increased limitation over a four-year
period contained in such provision be eliminated and that instead the 90 percent
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limitation be made fully applicable beginning in the taxable year ending after
December 31, 1978. The availability of the full increase in the limitation beginning
in 1979 would be an extremely effective stimulus to capital investment by GATX
and other companies in capital intensive industries. We believe that the revenue
-cost of elimination of the proposed phase-in will be far outweighed by the positive
impact upon our economy which would result from substantial capital invest-
ments generated by the ability to utilize a greater portion of investment credit

4beginning In 1979 rather than in 1982.
Alternatively, we recommend that the limitation applicable to railroads and

airlines should be made applicable to corporations engaged in the business of
manufacturing railroad cars and leasing them to third parties for use over the
tracks of railroads. GATX believes that such equality of treatment between cor-
porate manufacturer-lessors and the railroads is essential to permit the railroads
to obtain the full benefit of the investment credit and to increase the supply of
cars as rapidly as possible. It is worth noting that the original Senate version of
the provision here in question applied to railroad property and was not restricted
to taxpayers which are railroads. (Section 1701(c) of II.R. 10612 as originated
by the Senate Finance Committee and passed by the Senate on August 6, 1976.)
Later, in the Conference. without explanation, the provision was amended to
restrict it to railroads. We strongly believe that the original position of this
Committee was sound and that therefore the Committee should reassert it. How-
ever, the proposed amendment should he limited to corporate mamufacturer-lessors
to prevent the use of the credit as a "tax shelter."

In conclusion, GATX supports enactment of the provision of H.R. 13511 to
make the 10 percent investment tax credit rate permanent. While GATX sup-

ports enactment of the provision to increase the limitation on the use of the
credit to 90 percent of the taxpayer's tax liability, we strongly urge that the
phase-in of the increased limitation he eliminated and that such 90 percent
limitation be made fully applicable beginning in the taxable year ending after
December 31, 1978.

Finally, if the intention is make more equipment available to railroads and
airlines, corporate manufacturer-lessors of such equipment should be treated
exactly the same as railroads. This wIll primarily benefit the railroads, which
will thus be assured of an adequate (and suitable) supply of cars to operate with.

WRiTTEN STATEMENT ACCOMPANYING TESTIMONY OF HENRY J. NORD,
SENIOR VICE PRESIDENT, GATX CORP.

This statement is submitted on behalf of GATX Corporation. its subsidiaries
and affiliates. GATX is a major United States industrial corporation. Its principal
offices are located in Chicago, Illinois.

SUM MARY

GATX's position on the investment tax credit provisions of H.R. 13511, "The
'Revenue Act of 1978", is as follows:

1. We support the permanent extension of the 10 percent rate of investment
credit.

2. While we support the increase in the limitation to 90 percent of tax liability,
we urge that su'?h increase be made fully applicable beginning in the taxable year
ending after December 31, 1978.

ECONOMIC REASONS

Our position, stated above. is based on our strong conviction that enactment
of these proposals is the most effcctivc way that Congress and the Administration
can create jobs and the capital formation necessary for that purpose. We believe
that modernization of the productive capacity of U.S. business and consequent
reduction of unit costs with accompanying increased employment is essential to
Improve the competitive position of U.S. business in respect of imports, and
simultaneously to Improve the competitive position of U.S. enterprise in export
markets. We conclude that capital formation, leading to more efficient production,
will have a significant impact in reducing the rate of inflation and strengthening
the U.S. dollar in foreign exchange markets.

The balance of this statement discusses the position of GATX Corporation as
a capital intensive company, presents our view of the past benefits and prob-
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lems of the Investment Tax Credit and outlines our detailed recommendations.
However, this presentation necessarily has a narrower focus and we emphasize
our conviction that the recommended Congressional action on the Investment Tax
Credit is in the broadest national interest of the United States.

OATX BACKGROUND

Founded in 1898, GATX maintains its executive offices at 120 South Riverside
Plaza, Chicago, Illinois. GATX's principal activity is the supply of railroad
freight cars to approximately 900 customers through the ownership, maintenance,
and lease of a fleet of approximately 61,000 freight cars, principally tank cars.

Other activities include:
The operation of public terminals at various locations in the United States and

abroad with facilities for the storage and handling (including mixing, blending,
packaging and drumming of liquid commodities) of chemicals, petroleum and
other liquid products.

The design, manufacture and sale of pneumatic conveying systems, cooling and
heat recuperating equipment, dust and fume control equipment and other in.
dustrial compressors.

The design, fabrication and field erection of facilities for storage of various
products (principally liquids).

The finance and finance leasing of transportation and industrial equipment in
the United States and abroad.

Operation of self-unloading bulk carriers on the Great Lakes.
The ownership, chartering, and operation of nonsubsidized United States and

foreign flag ocean-going vessels.
Research and development for GATX's operating subsidiaries as well as the

Federal government and others.

POSITION OF INVESTMENT CREDIT IN GENERAL

As a major manufacturer and supplier (if capital intensive equipment, GATX has
consistently encouraged the passage of investment tax credit leglslatii, as an eco-
nomically efficient means of motivating business to modernize and expand the
country's productive capacity. In GATX's direct experience, the investment tax
credit has functioned very effectively. Expenditures by GATX for railroad cars
In 1961 were $31 million. In 1977, this figure amounted to $84 million. In the pe-
riod between April 1969 and August 1971, when the credit was temporarily termi-
nated, expenditures were reduced by 42 percent, based on levels immediately
preceding the termination period.

Despite the demonstrated capital generating capability of the credit, the Con-
gress has not yet seen fit to structure it so that its complete potential could be
realized. This is particularly so in the case of a capital intensive company such
as GATX.

Because the credit has been limited to 25 and now 50 percent of taxable Income,
our company has not been able to utilize fully credits which have been available
to us for any taxable year. Even though the statute provides a limited carry-
over of unused credits,' we find that the overhang and potential expiration of
these credits is a severe deterrent to capital modernization and expansion.

To cope with a part of this problem, GATX has often elected to pass the credit
through to its lessees of railroad and other equipment. Unfortunately, however.
this lease mechanism, although helpful, has not permitted full utilization of the
credits, since the prime users of GATX and other manufacturers' equipment are
industrial producers whose businesses are frequently in an excess credit position
or whose size or profitability are such that they cannot benefit from the credit.
On the other hand, enterprises which are not capital intensive generally have
ample room to benefit from the credit but do not have the need for capital in-
vestment the credit was designed to Induce. Thus, all too often the benefit of the
credit accrue z only to those who need it least as an incentive. Although Congress
has enacted specIril rules easing the limitations on the availability of the credit
for airlines' and .-alroads,' these liberalizing rules are not available to lessors
or lessees of railroad and airline equipment unless, In effect, they are common

See generally section 46(b).
2 Section 46(a) (9).
2 Section 46(a) (8).
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carriers. Because we lease primarily to industrial users, such as producers of
liquid commodities, these special provisions are of limited benefit to our company
and others like us.

In fact, those special rules affecting railroads, airlines, as well as those enacted
in 1975 affected public utilities, while specifically helpful to those industries, in
effect alter the distributional impact of the credit, and thus, constrain its overall
incentive impact. Not only do these rules discriminate among types of equipment
eligible for the credit but, without substantial justification, they discriminate,
based on the nature of the user's business, among users of the same type of equip-
ment used for the same purposes. Therefore, Investment decisions are based on
considerations having little to do with President Kennedy's stated goal In pro-
posing a credit 17 years ago: "to provide the largest possible inducement to new
investment that would not otherwise be undertaken."' Rather than targeting
capital expenditure Incentives on industries with the greatest growth potential,
as the original credit did, the credit as now structured targets capital expend-
iture incentives on industries where future investment promises the greatest tax
savings.

GATX believes that a rule of equality of treatment for investment credit
purposes should apply universally-without discrimination-as between railroads
and airlines and anty other special interest, on the one band and the corporate
manufacturer of tank cars or the producer of the commodity carried in the .ar,
on the other hand. Railroads, for example, do not furnish tank cars which carry
liquid commodities for others. Normally, the producer of the liquid commodity
leases a tank car from a car manufacturer such as GATX. The liquid is then
carried in the tank car on railroad lines at the producer's direction. In that case,
the railroad furnishes track and locomotion and the producer pays freight for the
movement.

To assure that all parties to this important business transaction (the railroad,
the manufacturer of the tank car, and the producer of the liquid commodity),
maintain a normal relationship in which the Impact of the investment credit is
neutral as between each of them a corporation such as GATX, which is in the
business of supplying tank cars, should qualify for the investment credit in the
same manner and on the same basis as the railroad. The producer of the coin-
modify, will, of course, benefit equitably, since the amount charged for car
rental will always reflect full utilization of the credit. We are here maintaining
that economic equity dictates the same treatment for the railroad and the airline
and the equipment manufacturer (as lessor or seller) and the equipment user
(as lessee or buyer). If that equality is not established, then we believe no special
rule should apply to railroads or airlines.

Dr. Lyle E. Gramley, a member of the Council of Economic Advisors, In
testimony on behalf of the Carter Administration before the Senate Finance
Committee in June of last year, cogently made the point to which GATX strongly
subscribes:

"Business investment plays a dual role in the workings of the economic system.
It directly creates Job opportunities, income in the capital goods industries and
in the firms which supply them in the process that adds to the overall demand
for goods and services. But as it adds to demand, new investment also increases
supply. Because business investment affects both demand and supply, it plays a
crucial role in the simultaneous achievement of our several economic objectives."

The Carter Administration has forcefully recognized the crucial role which
the investment credit can play in creating jobs and income as well as expanding
our nation's productive capacity. We strongly support the Administration's
proposals.

SPECIFIC RECOMMENDATIONS

GATX recommends that the following action be taken by this Committee with
respect to the Investment credit provisions in H.R. 13511:
1. Permanency of the 10 Percent Credit Rate

As an executive of a highly capital Intensive company, I can assure you that
certainty about future financial burdens is an absolutely necessary climate for
the making of critical long range investment decisions. The history of the invest-

4 President's 1961 Tax Recommendations: Hearings on the Tax Recommendations of
the President Contained In His Message Transmitted to the Congress. Apr. 20, 1961, Before
the Committee on Ways and Means, 87th Cong., 1st Bess. 5 (1961-1962) (Message of Pres-
ident Kennedy).
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ment credit-and therefore its efficacy as an investment stimulus--has been
impaired by the tax uncertainty that surrounds is impermanence, its rate fluctu-
ations and its incomplete availability. If this tax quicksand could be eliminated,
this company at least and I feel certain that countless others similarly situated,
would be in a much better position to predict cash flow, to measure future tax
cost and to expand the scope of capital commitments.

GATX, therefore, urges enactment of the provision in H.R. 3511 to make
permanent the 10 percent rate of investment credit in order to assure a positive
and continued stimulus for capital investment.
S. Increase in Limitation to 90 Peroent of Tax Liability

One of the most artificial and distorting aspects of the Investment credit has
been the limitation on the use of the investment credit which may be claimed to
an amount based upon a percentage of tax liability. In the case of a company
such as GATX, which supplies capital equipment for use by others, the per-
centage limitation particularly inhibits the investment credit's function as a
stimulus. Capital intensive industries such as ours almost invariably have large
capital expenditures in relation to taxable income. Therefore, it is in the very
industries where the potential impact of the credit Is greatest that the inhibiting
effect of the present limitation is most severe. If the stimulator effect which the
credit Is intended to have is to be fully felt, the credit can not go unused. To the
extent that the cost of capital investments is reduced through the allowance of
the credit as an offset against an additional 40 percent of federal income tax
liability, GATX can and will make significantly greater capital investment
commitments which it would not otherwise be in a position to do.

Obviously, a 90 percent limitation on tax liability is far superior to the
current 50 percent limitation. We believe, in fact, that no such limitation should
be imposed. Taxes which are offset by the investment credit will not only pro-
duce more investment, but will also rtcduce the cost of equipment thus directly
tending to reduce the rate of inflation and aid the country's foreign trade
position.

GATX therefore strongly supports enactment of the provision in I1.R. 13511
to increase the present limitation on the amount of tax liability that may be
offset by the investment credit from 50 percent to 90 percent. However, GATX
urges that the proposed phase-in of the increased limitation over a four-year
period contained in such provision be eliminated and that instead the 90 per-
cent limitation be mdae fully applicable beginning in the taxable year ending
after December 31, 1978. The availability of the full increase in the limitation
beginning in 1979 would be an extremely effective stimulus to capital invest-
ment to GATX and other companies in capital intensive industries. We believe
that the revenue cost of elimination of the proposed phase-in will be far out-
weighed by the positive impact upon our economy which would result from
substantial capital investments generated by the ability to utilize a greater
portion of investment credit beginning in 1979 rather than 1982.

Alternatively, we recommend that the limitation applicable to railroads and
airlines should be made applicable to corporations engaged in the business of
manufacturing and supplying railroad cars and airplanes to such railroads and
airlines. GATX believes that such equality of treatment between corporate
manufacturer-lessors and the railroads and airlines is essential to permit the
railroads and airlines to obtain the full benefit of the investment credit and
maintain their competitive position.

For the convenience of the Committee and its staff, a draft of an amendment
which gives the same acceleration in the phase-in to corporate lessors of rail-
road cars as the House Bill grants to railroads is attached. A draft of a suitable
short explanatory statement is also attached.

CONCLUSION

GATX supports enactment of the provision of I.R. 13511 to make the 10 per-
cent investment tax credit rate permanent. While GAPX supports enactment
of the provision in H.R. 13511 to increase the limitation on the use of the credit
to 90 percent of the taxpayer's liability, we urge that the phase-in of the in-
creased limitation be eliminated and that the 90 percent limitation be made
fully applicable beginning in the taxable year ending after December 31, 1978,
or at least that corporations in the business of supplying railroad cars and air-
planes to railroads and airlines should qualify for the same limitation as is
available to such railroads and airlines.
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AMENDMENT TO H.R. 13511
Section 312(b) (7) of the bill strikes IRC See. 46(a) (8) (and See. 46(a) (9),
Adds a new See. 46(a) (8) which includes five subparagraphs, (A) to (E)

Amendment of bill:
Strike newly proposed subparagraph (8) (D) of see. 46(a) (entitled "RAIL.-

ROAD PROPERTY DEFINED"
.Substitute the following:
-(r)) RAILROAD I'ROPERTY DEFINED.-For purposes of this paragraph, the

term 'railroad property' means-
(I) in the case of a railroad, section 38 property used by the taxpayer

directly in connection with the trade or business carried on by the taxpayer
of operating a railroad (including a railroad switching or terminal comn-
pany)

(ii) in tihe case of a manufacturer of railroad cars, railroad cars manu-
factured by it and leased to others for use over the tracks of railroads.

STATEMENT To ACCOMPANY CHANGE IN BILL To GIVE MANUFACTURER-LESsORs OF
RAILROAD ('ARS THE SAME ACtELERATION IN TIlE USE OF TIlE INVESTMENT
CREDIT AS RAILROADS

The House Bill will make the Investment credit usable against 90 percent
of the tax (instead of the present 50 percent). However, for most taxpayers this
will be phased-in over four years.

In the case of railroads which have a large percentage of their investment
in railroad cars, the phase-in will occur much faster. This is appropriate be-
cause of the extraordinary need for more railroad cars. However, mnany rail-
road cars are owned by commercial manufacturer-lessors who lease them to.
manufacturers and processors for use over the carriers' tracks. These cars are
just as useful to the railroads as the cars owned by them. In many cases these
cars are designed and built for special purposes and could not economically be
built and supplied by the railroads. For this reason, the provision accelerating
the phase-in of the 10 percent use of the credit is expanded to include corporate
nminufacttirer-lessors of railroad cars. The provision applies only to corporate
ianufact urer lessors so that no "tax-shelter" possibilities are created.

GREEN GIANT CO.,
Chaska, Minn., September 1, 1978.

MICHAEL STERN,
Staff Director, Committee on Finance,
Dirkeen Senate Office Building, IVashintgon, D.C.

DEAR Mn. STERN: Thank you for your maligram regarding submission of a
written statement by us regarding tax legislation involving accruable coupon
redemption expense. Please consider our statement under H.R. 13511 and
related tax legislation matters.

Green Giant Company requests that proper consideration be given to the tax
accounting treatment of expenses of redeeming trading stamps and coupons.

Green Giant Company is a manufacturer of processed vegetables and the use
of coupons In its business represents a substantial portion of its promotional
program to promote the sale of its product as well as furnishing those families
taking advantage thereof to hold down the costs of its foodstuffs.

From the beginning Green Giant Company has followed and relied upon the
well established interpretation and application of Treasury Regulations which
govern the accounting for coupon expenses.

Recently, the Internal Revenue Service has attempted to reverse these long-
standing rules by merely re-Interpreting them. We would like the regulations
1.461-1 codified to asure us of the accounting treatment we believe we are pres-
ently entitled to.

We understand that the Finance Committee has already undertaken to pro-
vide partial relief to an amendment to H.R. 3060 but this should be expanded
to eliminate retroactive revocation and restore the accounting rule that has
applied for over 50 years.

Thank you for your consideration In this matter.
K. A. JOHNSON,

Director, Taxes/Riuk Management.
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GENERAL TELEPHONE & ELECTRONICS CORP.,
Stamford, Conn., September 6, 1978.

Re H.R. 13511
Hon. RUSSELL B. LONG,
Chairman, Senate Committee on Finance,
Russell Senate Office Building, Washington, D.C.

DEAR M. CHAIRMAN: We at General Telephone & Electronics Corporation
(GTE) have followed with keen Interest development of the current tax bill in
the Ways & Means Committee and in your Committee on Finance. GTE com-
panies, you may recall, employ over 200,000 persons in forty-ne States and fifteenl
foreign countries. GTE has more than 500,000 common stockholders, and the
GTE companies have an aggregate capital investment currently totalling about
$15 billion.

We are heartened by the increasing recognition in recent months of the role
of a sound tax structure in stimulating capital investment to sustain and expand
economic growth.

In order to provide the proper incentive to investors to invest, and to business
to increase capital spending, to the degree necessary to meet national economic
goals, the tax laws must be reformed to help remove the existing disincentives to
capital formation and personal investment.

We respectfully urge the Committee to report an amended bill containing the
following provisions pertaining to capital formal ion-

Investment Tax Gredit.-Permanently increase the investment tax credit
(ITC) to 12 percent for all businesses and raise the limitation on the credit to
90 percent. Since its inception the ITC has proved to be one of the most effective
incentives to capital formation and a beneficial economic tool generally by directly
stimulating Investment and helping to reduce unemployment and fight recession.

The ITC Is capital specific, i.e., there is no tax benefit without the taxpayer
investing in productive facilities.

ESOP'.-ESOP's and employee ownership give employees a stake In the
business and businesses another way to raise new capital. GTE believes that the
provisions of S. 3241 should be incorporated in tI.R. 13511, viz.:

Expansion of available ITC from 1 percent to 2 percent will increase an em-
ployee's stake in his company;

Broadening the ESOP provisions to include labor-intensive businesses (ITO
equal to 1% of total compensation) offers the same stock ownership opportu-
nities to employees of those businesses;

The deductibility of dividends paid on ESOP shares will provide further Incen-
tive for companies to institute ESOP plans;

Inclusion of provision regarding public utilities ensure that benefits go where
Congress Intends them to go-to employees; and,

Requiring that at least one-half of securities transferred to ESOP be new
Issue-securities will encourage new capital formation.

Automatic Dividend Reinvestmnent.-Stockholders should be permitted to re-
invest their dividends in newly issued stock of the dividend-paying corporation
without being penalized by having to pay a tax on dividends before they are
actually received. Treating reinvested dividends in the same way as stock divi-
dends would eliminate the Code's, present discrimination in favor of high
growth, low payout companies and against low growth, high payout companies.
Any reduction in the effective tax rate on capital gains on corporate stock would
exacerbate the existing discrimination. It is anomalous to speak of a proposal's
favoring capital formation if It discriminates against the most capital Intensive
industries of all, namely the utilities.

Moreover, automatic dividend reinvestment would more directly encourage
capital investment because it is capital specific, i.e., unlike a reduction in the
capital gain rate, which is available to a taxpayer liquidating his Investment,
the taxpayer must reinvest his dividends in order to get the tax benefit.

Obviously, a reduction in capital gain rates will encourage capital Investment
In the long term by raising the effective incentive to the Investor (and we do not
oppose a balanced tax package including a reduction In the capital gain rate).
but inclusion of automatic dividend reinvestment would yield a more balanced
and effective mechanism overall.

Automatic dividend reinvestment would effect another balance by conferring
a benefit on nonemployees, who cannot participate in ESOP's.

84-869--78--30
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Dividend reinvestment plans are particularly well-suited to the needs of the
small investor, because they provide a convenient, systematic, and inexpensive
means of investing. Furthermore, in an increasing number of plans, participants
pay no brokerage commissions or service charges. The popularity among small
investors is illustrated in the case of GTE's plan, wherein 84 percent of the
participants own 100 shares or less. The proposal in no way gives a new tax
benefit to the high-bracket taxpayer. He can currently minimize his taxes by
investing in low dividend-payout companies or tax-exempt securities.

Appended to this letter is statutory language embodying GTE's proposal on
automatic dividend reinvestment, which is similar to Senator Nelson's bill,
S. 3430.

We respectfully commend the foregoing elements as essential ingredients for an
effective, efficient, and balanced approach to capital formation In the 95th
Congress.

Respectfully yours,
THE DOA F. BROPHY.

Attachment.

AMENDMENT TO SECTION 305: ENCOURAGEMENT OF REINVESTMENT OF DIVIDENDS
SECTION -. ENCOURAGEMENT OF REINVESTMENT OF DIVIDENDS.

(a) AMENDMENT OF SECTION 305.--Section 305 (relating to distributions of
stock and stock rights) is amended by redesignating subsection (e) as subsection
(f) and by inserting after subsection (d) the following new subsection:

"(e) DIVIDEND REINVESTMENT IN CERTAIN COMMON STOCK.-
"(1) IN GENEAL.-Notwithstanding any other provision of this sec-

tion, subsection (a) shall apply to any distribution of eligible stock
by a corporation pursuant to a qualified dividend reinvestment plan.

"(2) ORDINARY INCOME ON CERTAIN DISPOSITIONS.-If the amount of
any distribution of stock was excluded from the gross income of any
taxpayer under subsection (a) by reason of paragraph (1), and if the
taxpayer disposes of such stock within 12 months of its distribution to
him, then notwithstanding any provision of this subtitle other than
section 116, an amount equal to the amount excluded from gross income
under subsection (a) in respect of the stock so disposed of shall be in-
cluded in the taxpayer's gross income for the taxable year in which such
disposition occurs. Such amount shall be treated as a dividend for
purposes of this title. The adjusted basis of such stock immediately
before such disposition shall be an amount equal to the amount in-
cludible in gross income by reason of this paragraph. For purposes of -this
title any stock to which this paragraph applies upon the disposition
thereof shall be deemed to be disposed of before any other stock of the
same class.

"(3) DEFIN ITIONS.-For purposes of this section-
"(A) QUALIFIED DIVIDEND REINVESTMENT PLAN.-The term 'qualil-

fled dividend reinvestment plan' means a written plan adopted by
a corporation under which-

(I) its shareholders who so elect may receive any distribu-
tion otherwise payable in property only in shares (including
fractional shares) of eligible stock equivalent in value (deter-
mined as of the record date of such distribution) to the
dividends waived;

(iI) dividends waived In respect of any distribution must be
used exclusively for the construction, reconstruction, erection
or acquisition of section 38 property; and

(ili) in the case of a parent corporation, the value of eligible
stock distributed under the plan (determined as of the record
date of each distribution) during any taxable year of such
corporation may not exceed the dividends received during such
year from members of the affiliated group of which such corpo-
ration Is the common parent corporation.

A written plan of a parent corporation shall be deemed to satisfy
the requirements of subparagraph (It) of this paragraph if the
amount referred to in such subparagraph must be used exclusively
for the purposes referred to in that subparagraph by such parent
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corporation or by one or more of the members of the affiliated
group of which such corporation is the common parent corporation.

"(B) DIVIDENDS w AIvED.-The term 'dividends waived' means,
with respect to any distribution, the amount which would have
been distributed to shareholders electing to receive eligible stock
pursuant to a qualified dividend reinvestment plan if such share-
holders had received the same amount of property per square as
shareholders of the same class not making such election.

"(C) ELIGIBLE STOCK.-The term 'eligible stock' means common
stock of the same class as the stock with respect -to which such stock
is distributed.

"(D) SECTION 88 POPERTY.--The term 'section 38 property' has
the same meaning as when used in section 48.

"(E) PARENT CORPORATIN.-The term 'parent corporation' means
a common parent corporation of an affiliated group.

"(F) AFFILIATED GROUP, Erc.-The term 'affiliated group' and
'common parent corporation' have the same meaning as when used
in section 1504 (a)."

GAMA,
Arlington, Va., August 30, 1978.

Senator RUSSELL B. LONG,
('1Cnirman, Committee on Finance,
Dirkeen Senate Office Building, Washington, D.C.

DEAR SENATOR LONG: In deliberations of the Senate Finance Committee on H.R.
13511, I would ask your consideration of two points on which the members of our
Association have special interest and expertise.

(1) For homeowners, their space heating unit is the largest energy using appli-
ance-and therefore offers the largest potential annual home operating cost
savings.

PROPOSAL

That the tax credit be extended to new energy saving furnaces and boilers
which not only reduce homeowner's annual operating costs of heating their homes
but will also help to conserve the nation's energy supply of oil and gas.

The Gas Appliance Manufacturers Association urged this view in direct testi-
mony at your hearings of September 12, 1977 on the National Energy Act. We
continue to feel that it is an extremely important, safe, effective option for home-
owners who are trying to do something to help themselves. (A copy of GAMA's
September 12, 1977 testimony is included for your convenient reference.)

(2) To stimulate increased productivity, the tax credit should be extended to
space heating of commercial and industrial structures. Over the years, the tax
credit has encouraged capital expenditures for more efficient production equip-
ment without providing an equal incentive for energy saving efficiencies afford-
able by more efficient space heating options for these facilities. To the extent
the cost of energy rises in the years ahead, the benefits of this provision would
become proportionately more valuable to industry as an offset to higher energy
costs. We would urge, therefore:

PROPOSAL

(a) That if the Committee endorses the extension of the investment credit to
new structures, that space heating controls and equipment be included. (We
would also assume that space cooling equipment should be included as being
essential to productive activity in sections of the country.)

We would recommend alternatively:

PROPOSAL

(b) That it the Committee does not extend the credit to structures, that space
heating controls and equipment be allowed to qualify for the credit on its own
merit-on the same basis as the credit is now available for production equipment.

This could help business upgrade the utilization of Its existing industrial facili-
ties or help offset the capital costs of new facilities.

This point was also urged in our September 12, 1977 testimony before the Sen-
ate Finance Committee.

The appliance industry stands at the threshold of providing new energy-
efficient space heating and cooling options. The availability of tax credits, often
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the critical factor in management capital expenditure decisions, could cause a
significant swing to energy conservation in this country.

Sincerely yours,
HARRY A. PAYNTER,

President.
STATEMENT OF GAS APPLIANCE M[ANUFACTURERS ASSOCIATION TO THE SENATE

CoMMIT'rEE ON FINANCE ON TIlE NATIONAL ENERGY ACT

(By Stanley W. Schroeder)

SUMMARY OF TESTIMONY OF GAS APPLIANCE MANUFACTURERS ASSOCIATION

(1) The best use of the residential tax. credit may be to give a homeowner the
option to replace (not retrofit) an existing residential furnace or boiler with a
new energy-savings heating unit.

(2) The best use of the business tax credit may be to encourage replacement
with energy-saving units in commercial or industrial facilities rather than try
to recapture wasted heat with add-on equipment. Energy saving in space heating,
and not only in manufacturing processes, should be encouraged.

By way of introduction, I am Stanley W. Schroeder, Director of Legislative
Services of the Gas Appliance Manufacturers Association (GAMA). With me is
John P. Langmead, GAMA's Director of Technical Services. The Gas Appliance
Manufacturers Association has thirteen divisions including manufacturers of gas
and oil furnaces, and gas boilers, burners, direct space heating, industrial forced
air, infrared heating, and controls. Our members manufacture approximately 95.
percent of all gas-fired products sold in this country in these areas. These firms
have survived in the marketplace as a result of their knowledge of the safe and
efficient use of energy. They would like to offer their observations based on this
knowledge.

GAMA believes that the pending legislation has overlooked opportunities for
substantial national energy conservation in the residential energy savings credit
and in the business investment credit for "specially defined energy property."

Residential energy credit
In looking at what the Administration proposal and the House have listed as

qualified energy conservation expenditures under proposed new Section 44C of
the Internal Revenue Code, we applaud providing a credit for home insulation, but
are concerned that when the homeowner turns to Improving his heating unit his
options will be limited to four specific measures for retrofitting existing heating
units; namely, by adding on flue dampers, intermittent ignition devices, clock
thermostats and/or replacing the burners of furnaces. What has been overlooked
is the possibility of replacing his old furnace with a new furnace that will include
one or more of these listed measures or other energy conserving features, and
additionally offers the possibility of having a properly sized furnace suited to the
heating requirements of the home alter the benefits of insulation have been taken.
into consideration. Incidentally, one of the retrofit measures in the House passed
legislation will be worthless to many homeowners-namely, replacing burners on
gas furnaces will not save energy and simply reducing the input of energy to the
furnace can even waste energy.
Advantages o1 the "New Furnace Option"

A. SafetV to the Consumer-There is serious concern that improper installa-
tion of add-on retrofit measures to furnaces out in the field can cause fire, ex-
plosion or asphyxiation of the homeowner and his family. To the homeowner
this is personal tragedy. To the furnace manufacturer, even though he had noth-
ing to do with the modification of his furnace out in the field by someone else,
it means involvement in product liability lawsuits, which because of the "deep
pocket" theory are likely to result in verdicts that can mean financial ruin to
small manufacturers. It would be a bitter irony if the Congress In an honest
attempt to help the homehowner reduce his energy bills and the Nation's energy
consumption, steered him down only the retrofitting path when there were
safer ways to go.

B. Cost to the Consumer and Manufacturer-Retrofltting an old furnace can
be much like filling potholes when a new road surface might cost no more and
provide a smoother, longer lasting surface. Sometimes patching potholes Is a
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good Idea; other times It is not. Utility programs exploring furnace retrofit
possibilities have found that a substantial number of furnaces out in the
field are not suitable for retrofitting. For many that are approaching the end
-of their useful life, retrofitting will provide no useful return on Investment.
The bottom line is what have you got for your money. We believe that in many
cases, if he had the option, the homeowner would find that a new furnace is
cost competitive with retrofitting-on an Installed cost basis-or would be
competitive if the residential energy credit were available for replacement as
well as retrofit.

The attached GAMA Memorandum on the "New Furnace Option for Home-
owners" was worked up with reference to the Administration Bill on the House
side. While better data will be forthcoming as time goes on, the Memorandum
sets forth some useful estimates of the comparative costs and energy savings
potentials of both the retrofitting measures and new furnace options as well
as the outside limits of the possible effects of each on the Federal Revenues.
-Obviously, no taxpayer could get more than the $400 tax credit (under the House
bill) which he must allocate for both insulation and "other energy conserving
measures." Actually, if we assume that the average energy saving replacement
gas furnace will cost around $650, only $130 of this credit would be used (if a
flat 20 percent rate were allowed). This $130 would help the homeowner to
purchase more efficient home heating equipment. Inasmuch as ahout I million
gas furnaces are normally replaced In this country annually, this would provide
a substantial opportunity for the residential energy conservation program to
get off to a fast start. It would provide an immediate Incentive, rather than wait
until new furnaces are produced to meet the minimum efficiency standards that
will be mandated in Title I of the National Energy Act. Historically, most
homebuilders of large housing developments have installed the cheapest model
they could purchase and will probably continue to do so. That leaves existing
homeowners, replacing furnaces in their own homes, who are likely to be the best
market for the more efficient furnaces. If this potential market becomes a reality
it will be a tremendous Incentive to research and development within the
industry.
Timing and Priorities

We note that the House-passed bill has an open-ended energy tax credit provi-
sion (which we hope the Senate will also do) so that other items can be added to
the list that the Secretary of Energy specifies as being of a kind that increase
the energy efficiency of the dwelling. There is no doubt in our minds that furnace
replacement by a unit with improved seasonal efficiency should end up as one of
the items on that list. However, it is quite obvious that items listed specifically
lby the Congress In the Act will receive first priority in scheduling the Energy
Agency's workload before the Energy Agency even begins to focus on what other
items should be on the list. If furnace retrofitting has a one or two year head
start over replacement furnaces, many consumers who are anxious to move ahead
with home heating improvements will have to do so without a chance to consider
what may be some of their best options. Having spent their money for retrofitting
they will understandably delay replacement with a new seasonably efficient fur-
nace thereby delaying the national movement towards energy conservation.
Suggested Amendment

GAMA, therefore, respectfully requests that the list of items specified for the
residential energy savings credit include:

" ( ) Heating units that replace or supplement existing heating units, Incor-
porate one or more of the items in this list or other energy-saving components
and provide a substantial energy saving to the residential user;

In addition, in order to insure that other energy-saving measures have a
chance of being considered, the list should be open-ended by adding as the last
item:

"( ) An item of a kind which the Secretary specifies by regulations as increas-
ing the energy efficiency of the dwelling."
Btw.iness Investment Credit for Specially Defined Energy Property

GAMA would like to point out an apparent misdirection of effort contained
In the list and qualifications for "specially defined energy property" available
for th? proposed business energy-saving credit.
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Most of the items on that list could be categorized as waste beat recovery
equipment. This overlooks the other way of conserving energy-not wasting
it in the first place. Much expertise among GAMA Members could make this a
significant area of national energy saving-if the list is made open-ended and
not limited by principal purpose tests that foreclose energy saving opportunities.
The House Bill, for example, limited the items listed to applications connected
with an industrial or commercial process, thereby overlooking the energy savings
possibilities in heating the industrial or commercial facility itself.
Suggested Amendment

Add to the list of "specially defined energy property":
"( ) Heating units that replace or supplement existing heating units and

provide a substantial energy saving to the commercial or Industrial facility;
"( ) Any other property of a kind specified by the Secretary by regulations:

the principal purpose of which Is reducing the amount of energy consumed in
any existing industrial or commercial facility and which is Installed in connection
with an existing Industrial or commercial facility that Is not subject to energy
use limitations contained elsewhere in this Act."

With such language the smaller industrial and commercial facilities would
receive a significant assist to convert to energy-saving heating units.

As with the residential energy conservation credit the Secretary's approval
would be needed for items to be added to the list. We are asking for a chatice to
make our case to the Secretary and that he not be limited by misguided principal
purpose limitations imposed by the Congress that would fail to recognize avail-
able energy conservation possibilities to avoid wasting heat in the first place.

Thank you for the opportunity to share our Insights. We would welcome any
questions you may have.

GROOM AND NORDBERG,
Washington, D.C., September 6, 1978.

Hon. RussELL B. LoNo,
Chairman, Committee on Finance.
Dlrkscn Senate Ofice Building, Washington, D.C.
(Attention Mr. Michael Stern, Staff Director, Committee on Finance.)

DEAR MR. CITAIRMAN: An August 2, 1978, the Committee on Finance Issued
Press Release No. 56 announcing that it would hold hearings on the President's
tax cut bill. The release also announced that the Committee would receive and
consider written testimony from persons or organizations who wish to submit
statements for thr' record. We are submitting this statement on behalf of The
Prudential Insurance Company of America in response to that announcement in
the press release.

On June 22, 1978, Senator Bentsen introduced S. 3218. That bill would make
perfecting amendments to the Internal Revenue Code similar to the amendments
made by section 2137 of the Tax Reform Act of 1976. That section enabled mutual
funds that investment in municipal bonds to pass through the character of the
tax-exempt interest earned on such bonds to their shareholders. S. 3218 would
extend equal treatment to individuals who invest in municipal bonds through
separate accounts of life insurance companies. The Prudential Insurance Com-
pany of America urges the Finance Committee to adopt S. 3218 in connection
with its consideration of the Administration's pending tax cut bill.

Senator Bentsen's statement concerning .9 8218 in the Congressional Record
of June 22, 1978, gives four reasons for the Senate to adopt this legislation. Briefly
stated, the four reasons are:

First, the proposal would broaden the market for municipal bonds. This would
help reduce the financing costs of state and local governments and thereby reduce
the costs of necessary public improvements. This is particularly important in
light of the significant, and increasing borrowing needs of state and local govern-
ments.

Second, this legislation would remedy the competitive disadvantage created
for life insurance companies by the 1976 Tax Reform Act. Prior to the 1976 Act.
investments in municipal bonds were made through fixed investment trusts, and
to a lesser extent, bank common trust funds and limited partnerships. As a result
of the 1976 Act, such investments can now be made through mutual funds.
Through what we regard as an oversight, ife insurance companies were not in-
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eluded in this provision and thus are the only financial intermediaries excluded
from the municipal bond market. Our amendment would remove this competitive
discrimination.

Third, our proposal would satisfy needs not being met by other financial inter-
mediaries. For example, annuities would offer retired persons the assurance of
a lifetime income. Also, insurance companies would be able to offer fixed-dollar
annuities with investment guarantees now missing from the exempt-interest
market place.

Since the enactment of the 1976 Act, municipal bonds funds have grown at an
extraordinary rate, with more than thirty funds having net sales of more than
$2.3 billion as of March of this year. This growth indicates both the effectiveness
of the 1976 Act in providing funds tothe municipal bond market and the competi-
tive disadvantage that has been created for life insurance companies which com-
pete to some extent with mutual funds in the individual Investor market.

As in the case of the mutual fund proposal, it is estimated that this proposal
will involve no revenue loss.

We express our appreciation for this opportunity to submit a written statement
for the record in support of S. 3218.

Very truly yours,
THEODORE R. GROOM,

Attorney for the Prudential Insurance Co., of America.

CITY OF PHOENIX,
OFFICE OF THE MAYOR.

August 29, 1978.
Hon. RUSSELL B. LONO,
U.S. Senator, Chairman, Committee on Finance,
Dirksen Senate 01mce Building, Washington, D.C.
(Attention Michael Stern, Staff Director)

DEAR SENATOR LoNGo: As Mayor of the City of Phoenix, I would like to submit
comments on S. 3370 which was introduced by Senator Lloyd Bentsen and was
the subject of a hearing held by the Committee of Finance on August 24. 1 would
like to request that this letter be made a part of the hearing record on S. 3370.

Introduction of S. 3370 and the hearing should not have been necessary. The
Treasury Department in the past year has issued a series of arbitrage and Indus-
trial development bond regulations relating to the purposes of Sections 103(c)
and 103(b) of the Internal Revenue Code of 1954. Most of these regulations were
issued with little or no consultation with State and local governmental officials
as to their impact on State and local financing. The furor created by Treasury
Department actions in recent weeks has resulted in issuance of "clarifying"
regulations and "reclarifying" regulations. Had Treasury Department officials
consulted in good faith with State and local government officials and their rep-
resentatives, this situation probably would not have developed.

I support the thrust of S. 3370 which is to restrict Treasury Department
authority to promulgate regulations, which exceed statutory authority and place
greater restrictions upon issuance of State and local bonds than those contem-
plated by legislation enacted by the Congress.

At the same time, almost all State and local government officials recognize
the validity of some arbitrage regulations. Many organizations of State and
local government officials have supported such regulations in the past and have
worked with the Treasury Department in developing them. All have stated their
willingness to do so in this instance.

Thus, I feel that all Treasury Department regulations, issued from December
1977 to date, with respect to arbitrage bonds and industrial development bonds.
should be rescinded or be revised to be acceptable to State and local offiels'..
Attached are some specific comments prepared at my request by Selden G. Kent,
Administrative Services Manager.

In closing, State and local governmental officials appreciate the responsive-
ness of the Committee on Finance in considering these matters. I appreciate
the opportunity to submit these comments and hope that this matter can be:.
resolved in the near future.

Sincerely,
IARGARET T. HANCE,

Mayor.
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To: 'Marvin A. Andrews, City Manager.
From: Selden 0. Kent. Administrative Services Manager.
Subject: S. 3370 and Treasury Department regulations.

With respect to the Treasury Department regulations, which are the subject of
S. 3370, we wish to submit the following specific comments:

1. The principal purpose of the regulations is to eliminate use of invested sink-
ing funds as a municipal financing technique. Monies paid into such sinking
funds, of course, are not bonds. These monies are either local taxes or other
revenues, which have been pledged by the governmental unit to assure bond
holders that their principal will be available in the sinking fund when the bonds
become due to retirement.

Treasury declares that such local revenue placed in a sinking fund will be
"treated" as bond proceeds, despite the fact that they obviously. are not bond
proceeds. These tax receipts and other monies are received on an annual (actually
on a monthly, weekly, and daily basis) and should not be subject to Treasury
Department regulation.

2. The regulations make no distinction between the use of invested sinking
funds for refunding bond issues and for new bond issues. This is the case despite
the fact that Treasury's concern about Invested sinking funds undoubtedly
stemmed from use of the technique in connection with refunding bond issues.

While Treasury's authority to regulate invested sinking funds used in refund-
Ing bond transactions may be a valid question, the recent regulations also extend
the restrictions to such funds established to repay principal and interest on new
bond issues issued for new local capital improvement projects. We see no justi-
fication for making new debt subject to such restrictions.

This is perhaps the most flagrant way the proposed regulations exceed Treasury
Department prerogatives. It results in direct regulation of State and local
financing practice.

Arizona local governments have been using Invested sinking funds for a num-
ber of years to finance new local delit. We understand that the Treasury Depart-
ment regulations would cost local taxpayers in one Arizona city over $20,000,000
In financing recently approved bond issues. Thus, the Treasury Department regu-
lations will result in increased costs for local taxpayers and consequently will
mean higher taxes or service charges or both for their taxpayers.

3. Despite its concern over invested sinking funds and arbitrage in connection
with refunding bond transactions, the Treasury Department apparently has
ignored the use of securities acquisition agreements in combination with an
invested sinking fund. This practice is relatvely new in refundings, but is not
addressed by Treasury regulations.

Under this procedure an issuer enters into securities acquisition agreements
with a third party investment firm to secure long-term investments for a sinking
fund and agrees to buy them at specified intervals over a number of years for
the sinking fund. An issuer, with no capital to make such long-term Investments,
and with no risk on its part, is able to assure itself of long-term, high-yield in-
vestments. This then does guarantee the Issuer a profit in the sinking fund.

Perhaps this practice should be looked at by Treasury. It may be more at the
root of Treasury's problem with invested sinking funds used in refundings than
the sinking funds themselves.

We know of no Arizona governmental unit using invested sinking funds that
has used securities purchase agreements. Initial investments for a sinking fund
have been made with the governmental unit's own funds and future investments
will be bought for the sinking fund at the then prevailing market. Yields on in-
vectments, made 5, 10, or 15 years from now, will depend on rates existing when
those investments are made.

4. Another area covered by the regulations concerns the certification process.
The regulations would tremendously increase the detail required in arbitrage
certifications and could result in even higher costs for an issuer.

Investors must be able to rely upon municipal officials as to the facts regard-
ing the use of bond proceeds. If there are errors, investors will have to suffer the
consequences, and some investors may withdraw from the market rather than
run that risk, thereby increasing bond prices for all state and local government
issuers.

The extent of the increased risk for investors is illustrated in "example 4" of
the regulations, which states that despite an arbitrage certification. if an "artifice
or device" is used to produce arbitrage profits then the bond issue will not be
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tax-exempt. Should Treasury ever tax investors under this example, the con-
sequence would be immediate and create turmoil throughout the market. This
cannot be allowed to occur.

The Treasury Department ruling process would create excessive delay, com-
plexity, and expense for local governments in issuing their securities. Most im-
portant, it would have to result in Treasury becoming more involved in State
and local government matters. Regardless of intentions, inevitably this would
mean more Federal regulation of State and local governments.

5. Under the proposed regulations, administrative costs of issuance are to be
eliminated from yield calculations, which again will increase expenses for State
and local government Issuers. The Treasury Department appears to be concerned
that the present regulations result in high issuing costs. We are also concerned
about costs, but the complexity of Treasury regulations themselves are the basic
cause.

Costs of issuance should be taken into account in determining the yield cal-
culations. Rather than eliminate costs as an element in yield calculations, a better
approach would be to set a realistic ceiling on the costs that can be recovered.

SELDEN G. KENT,
Administrative Services Manager.

HENKEL & LAMON, P.C.,
.itlainta, Ua., September 1, 1978.

Mr. 1ICHAEL STERN,
Staff Director, Committee on Finance,
Dlrkaen Senate Offce Building, Wa8hington, D.C.

DFAR aM. STERN: Pursuant to the Committee's press release of August 2. 1978,
the following statement on the Revenue Bill of 1978 (H.R. 13511) is submitted
on behalf of the National Association of Pension Consultants and Administra-
tors, Inc. We request that this statement be Included in the record of the Com-
mittee's proceedings regarding the bill.

1. Section 12' of I.R. 13511.-Secl ion 124 sets forth the general rule that under
a "cafeteria plan", employees will not be subjected to income tax merely because
one of their options under the plan is to take benefits in a form which would
otherwise be taxable, except to the extent that the employee elects a taxable
form of benefit.

We have no objection to this general rule, and indeed, there are sound argu-
ments In its favor. Most importantly, the rule would permit needed flexibility in
the establishment of employer-sponsored welfare plans since it would give to
each employee the flexibility to choose the mix of benefits most needed because
of his or her particular family or financial status.

However, section 124 of the bill would go far beyond this general rule and
would attempt to introduce into the law the unworkable concepts originally pro-
posed by the Administration for all employer-sponsored welfare plans. We
strongly oppose these features of section 124.

(A) DEFINITION OF "CAFETERIA PLAN" IS AMBIGUOUS

Sub-section (d) of section 124 defines a cafeteria plan as one under which:
"(A) All participants are employees; and
"(B) The partipilnnts may uhoos, ammg two or more benefits."
The referenced sub-section further provides that the term. "does not include

any plan which provides for deferred compensation." The definition is so loosely
drawn that it will be extremely difficult for many employers, particularly small
employers, to determine whether or not a particular welfare plan Is or is not
covered by the term "cafeteria plan". The effect of this uncertainty will be to
convert what was clearly meant as a special relief provision into a trap for the
unwary. Our concern in this regard Is heightened by the policy exhibited by the
Internal Revenue Service in recent years of interpreting statutory language in
tle manner most detrimental to taxpayers and often in derogation of the clear
Intent of the Congress.

For specific examples of the ambiguity of the definition, consider the following:
(1) It Is not unusual for an employer to provide that If his or her employees

choose to contribute some small part of the cost, the employer will pay tile bal.
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ance of the cost of group life insurance, group medical insurance, or group disa-
bility insurance. Does the fact that employees must be willing to contribute a
part of the cost to obtain such coverage mean that "the participants may choose
among two or more benefits", thereby constituting the program a "cafeteria
plan"?

(2) Assume an employer institutes a group term life insurance program. At the
time It is instituted, the employer has an informal arrangement for continuing
salaries while an employee is ill. Will the wage continuation arrangement and
the group term program constitute a single plan with separate benefits or will
each be considered a separate plan? Suppose an employee must contribute a small
part of the cost to participate in the group term program. Does this voluntary
contribution feature mean that the employee has a choice, thereby constituting
the entire arrangement a "cafeteria plan"?

These are not fanciful examples, but are very common situations whose status
would be clouded under section 124. The examples are by no means exhaustive.

It must be recognized that legislation in such an important field as employer-
sponsored health and welfare plans is not limited in its coverage to large employ-
ers with sophisticated knowledge of the law and with formal plans and programs.
'There are many small businesses which cannot afford professional guidance as to
complicated laws, and who may not even be aware that their wage continuation
and vacation policies may constitute welfare plans. If such employers become gen-
erally aware of "traps" and complexities in such plans, in many cases they will
simply not adopt a plan rather than incur the considerable expense of counsel
to avoid the traps.

If the restrictive provisions of section 124 are enacted, there will be a chilling
effect on adopiton and continuation of employer-sponsored welfare plans, partic-
ularly by small employers. With employee benefit plans in general still struggling
with the unintended fallout of the Employee Retirement Income Security Act of
1974 (ERISA) and the Age Discrimination In Employment Act (ADEA), this
Is clearly not the time for additional complexities and restrictions.

(B) DISCSIMIN'ATION PROVISIONS ARE VAGUE AND IMPRACTICAL

The "traps" to section 124 are contained in its discrimination provisions. While
there is an obvious appeal to the idea of enacting laws which prohibit "discrimi-
nation" in favor of highly compensated participants in welfare plans, the Imple-
mentalon of the idea leads into a morass of problems which will discourage many
employers, particularly those in the small business area, from becoming involved
in or continuing such plans. The discrimination rules, if enacted, will generate
much litigation and controversy, will curtail the adoption of welfare plans, and
will result in unfair tax assessments in situations where the taxpayer has no con-
trol over the matter.

The design and enforcement of anti-discrimination rules in connection with
qualified retirement plans has resulted in much controversy, audit disputes and
litigation. These rules, which have been applied in the retirement plan area for
a number of years, are still the subject of extensive comment and controversy
despite the fact that retirement plans tend to fall into a limited number of cate-
gories. Welfare plans, on the other hand, are of infinite variety and combination.
Such plans run the gamut from a simple oral statement at a hiring interview
that the employer will pay wages for a limited period while an employee is absent
due to illness, to highly developed, well-articulated, printed plans of large corpo-
rations Involving literally scores of fringe benefit programs. Applying vague dis-
crimination rules to such a myriad of plans and arrangements will be extraordi-
narily difficult for both the Internal Revenue Service and taxpayers.

There seems to be no quarrel about the proposition that it is In the public
Interest that employers be encouraged to adopt and expand plans under which,
at employer expense, employees are given protection against financial losses occa-
sioned by death, accident or illness. However, except in very limited circum-
stances, there is no law which requires an employer to adopt or expand a welfare
plan. Any legislation which makes the adoption or expansion of such plans more
expensive and more complicated, and particularly legislation which poses penal-
ties, will discourage the spread of such plans.

The proposed anti-discriminatlon rules in section 124 are vague to say the least
and undoubtedly will lead to confusion and bizarre results for those who attempt
to comply with them.
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Part of the problem is that while section 124 prohibits discrimination, it does
not define it. Section 124(c) simply states that a plan does not discriminate
here benefits or employer contributions do not discriminate. Section 124(g)
(2) states that a health plan is not discriminatory If it meets certain "contribu-
tion" criteria, and Section 124(g) (3) states that a participation requirement is
not dlscriiznnatory If It meets certain "years-of-service" critrela. While the sec-
tion thus gives a partial definition as to what Is nondiscriminatory, nowhere does
it define what is discriminatory. This definition is apparently left up to the In-
ternal Revenue Service. Delegation of such administrative discretion is patently
unwise and undoubtedly will result in more of the bizarre positions for which
the Internal Revenue Service has become Infamous in recent years.

For example, it would appear under the proposed rules that the following
could be discriminatory:

A small corporation maintains a medical expense reimbursement plan and a
contributory accident and health insurance plan covering the stockholder-em-
ployee and his two clerical employees. During a given year the clerical employees
are healthy. However, the stockholder incurs significant medical expenses not
covered under the insurance plan. The medical expense reimbursement plan
pays these expenses. For that year, it could be argued that the medical expenses
reimbursement plan discriminated as to benefits in favor of the stockholder.
This result would be preposterous, but does not appear to be prohibited under
section 124.

The Ways and Means Committee held public hearings with respect to the
Administration's proposals regarding tax reform. A great number of people
knowledgeable In the area of welfare plans submitted comments to the Com-
inittee. Most of these comments were to the effect that the Administration's
proposal regarding welfare plans constituted an unfair discrimination against
.mall business and would result in many small businesses terminating employer-
turonsored welfare plans. The comments to the Ways and Means Committee also
Pointed out that the Administration proposals in these areas could lead to ab-
surd results In many specific cases.

After careful] consideration, the Wayn and Means Committee wisely decided
not to adopt the Administration proposals regarding welfare plans. The proposal
regarding "cafeteria plans" was adopted as a last minute compromise and it is
questionable whether the Committee was aware of all its implications or was
aware that it could be construed to apply to plans other than formally designated
"cafeteria plans".

If the Congress intends to take such fundamental action in the welface plan
rrea as reflected in section 124, It should do so only after particular study and
efter opportunity for substantial public comment. It should not act precipitously
in an area which affects so many, particularly when it is questionable whether
many small employers are even aware that the action is contemplated.

2. Non-Qualified Deferred Comprnsation Arrangements.-Non-qualifled de-
ferred compensation arrangements fulfill a number of valld objectives both from
a business standpoint and a retirement standpoint. Although the Administration
has withdrawn proposed regulations which would essentally eliminate such ar-
rongements, and although its subsequent legislative proposals were soundly re-
jected by the House of Representatives, we are concerned that the Administra-
tion may attempt to revive its proposals in the Senate. The Administration pro-
posals world significantly alter long-standing concepts of cash-basis accounting,
and would appear to take no accounting of the role non-qualified deferred com-
r.ensatton arrangements take in the broader spectrum of public and private em-
ploylee benefit plans. The proposals would have a particularly detrimental im-
pact on small businesses and the self-employed.

We urge that the House passed provisions of H.R. 13511 (Sections 122 and 123)
be retained, and that no additional legislative changes be made in laws dealing
with nonqualified deferred compensation arrangements.

S. S. 3007.-S. 3007 was approved by the Senate Finance Committee, as
amended by Printed Amendment 8408, on August 4, 1978 and subsequently
passed by the Senate as H.R. 7820, on August 23, 1978. The bill is designed
to relieve persons, who have acted In good faith, from the punitive effects of
retroactive IRS employment tax audits pending final resolution of the employee/
independent contractor problem by the Congress. The bill would accomplish this
in two ways. First, it would prohibit the IRS from applying a new or changed
position in the area which is inconsistent with a general audit position,



1684

regulation, or ruling in effect on January 1, 1976. Second, it would recognize the
independent contractor status of individuals who have been treated consistently
and in good faith as independent contractors in reliance on rulings, cases, past
IRS audit practices, industry practices, or the taxpayer's own long-standing
practices. The bill would provide relief which is specific, administrable, and
certain. No relief would be given if the taxpayer's treatment of an individual
as an independent contractor constituted negligence, fraud, or intentional dis-
regard of rules and regulations. The bill would, until replaced by subsequent
legislation, control independent contractor/employee determinations for employ-
ment tax purposes and would provide Congress with time to study this area.

More importantly, it would relieve taxpayers who relied in good faith on existing
law from the crushing burdens of actual or threatened assessments. Since even
threatened assessments must be disclosed and can have a very harmful effect on
the stock values or credit of a company, this proposal would provide essential
relief which could not be provided by a mere suspension of actual assessments.
Finally, the bill would, by continuing the law as it existed before the IRS's
change In position, preserve the traditional independence of many small business.
men.

We urge continued Senate attention to H.R. 7320 (S. 3007). If the bill is not
addressed expeditiously by the House of Representatives, we urge that it be
included as a Senate amendment to the Tax Reform Bill of 1978. S. 3007 ad-
dresses a matter which is in dire need of immediate Congressional action and
its passage should not be delayed.

Respectfully submitted.
HARRY V. LAMON, Jr.,

General Counsel.
STANLEY H. HACKErT,
Associate General Counsel.

STATEMENT OF FORTESCUE W. HOPKINS

Mr. Chairman, members of the Committee, I appreciate this opportunity to
present to the Committee my suggestions as to the Effective Date and other
relief from the Minimum Tax Amendments of the Tax Reform Act of 1976 in
the case of amounts of long-term capital gain received after July 27, 1978
(date of first consideration by the House Ways and Means Committee of mini-
mum tax relief) pursuant to binding contracts entered Into on or prior to July 27,
1978.

For reasons which follow, I recommend that the minimum tax changes made in
TRA 76 with respect to the foregoing tax preference items be amended as
follows:

"Be it enacted by the Senate and House of Representatives of the United
States of America in Congres.* assembled, That subsection (g) of Section 301 of
the Tax Reform Act of 1976, is amended by adding at the end thereof the
following new subparagraph:

"(5) Special rule for installment sales and other dispositions. In the case of
capital gains preference items received after July 27, 1978, and on or before
December 31, 1978, which are realized as a result of a binding contract entered
into prior to July 27, 1978, the amendments (except for paragraph (2) above)
made by this section shall not apply. The one-half tax offset provided under sub-
section (c) shall first be applied to reduce preference income received before
July 27, 1978 and any unused balance thereof together with the remaining
half tax offset being applied against preference income received on or after
July 27, 1978."

The sole intended effect of the foregoing proposed legislation Is that with
respect to the foregoing preference items, the taxpayer will receive an offset
equal to his total tax liability for that year. However he would not be permitted
to take advantage of any tax carry over provision contained in the minimum
tax law prior to 1976.

Why should the recipients of installment sale proceeds be entitled to this relief
and not be required to wait for relief until the effective date set forth in H.R.
13511-January 1, 1978? The answer seems quite easy. Those who have prospec-
tive gains can now wait until January 1, 1979 to make their sales but those who
are receiving installment proceeds cannot make the election to wait until Janu-
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ary 1, 1979. Thus, with respect to them, H.R. 13511 acts in a discriminatory
manner.

In the case of an increase in capital gains taxes there is precedent for relief
for installment sales made prior to the enactment of the law. For example, in
the Internal Revenue Act of 1969. limiting the 25% rate to the first $50,000.00
of capital gains was, in the case of binding contracts entered Into prior to
October 9, 1969, not applicable to installment sale proceeds.

In 1977, Senator Curtis introduced S. 1955, a bill to delay the effective date
of the minimum tax changes of TRA for one year. His comments concerning this
legislation (Cong. Record July 2S, 1977, p. S13005) bear further reconsidera-
tion, as follows:

"As you may recall, the Tax Reform Act raised the tax rate and lowered the
tax exemption applicable to minimum tax. The Reform Act became law on Oc-
tober 4, 1976, but the minimum tax provisions were made effective retroactively
to January 1. 1976. This retroactively has had a severe adverse effect on many
individuals and small businesses who made personal and business decisions
relying on the law as It was at that time.

Now they find themselves with unexpected tax liabilities, not because the
taxpayer acted on the facts but because Congress acted after the fact.

There is precedence for delaying the effective dates that were originally made
retroactive. This Congress corrected the retroactive effect of the repeal of the
sick pay exclusion because we believed that it was basically unfair to impose
a tax burden on individuals without giving them the opportunity to plan for it.
The same equities apply in this situation. If we expect the taxpayer to volun-
tarily comply with our tax laws. then those laws must be as fair as possible.
Mr. President, the intent of the minimum tax was to insure that all citizens paid
some income tax regardless of the nature of their income. The law was never
intended to apply to citizens who have paid taxes over their working lives and
upon retirement sell their homes, businesses, or farms.

Yet it has come to my attention that many farmers, small businessmen, and
even homeowners were subject to the retroactive application of the minimum
tax in 1976.

We must assure the taxpayer that if he acts in accordance with present law
we will not later change the law to his detriment. I urge my colleagues to
support ue in this bill."

From the foregoing, it appears that in 1976 Congress, departing from a reasmon-
able precedent, unfairly and most Inequitably his installment and other males
with retroactive minimum tax increases. What Congress has put on retroactively,
equity would seem to suggest that Congress can take off retroactively. However,
What is being asked for here is not retroactive relief to January 1, 1978, although
it is certainly warranted, but, rather that those who are locked into installment
and other receipts for the rest of 1978 not be further discriminated against after
the date of public notice of minimum tax relief (July 27, 1978). For an actual
illustration of the 1977 tax effects of the retroactive minimum tax changes of
TRA 76 on a ten year installment sale of a family held business based on a bind-
Ing contract of March 4, 1975, please see my statement filed with the House
Ways and Means Committee on April 3, 1978.

The revenue effect of this proposal as It concerns proceeds from prior years in-
,Atallment sales would be minimal. Secretary Blumenthal's statement dated June
8, 1978, reflects proceeds from prior year installment sales for 1973 at 9.7 percent

of total capital gains. In 1962. however, the percentage of such gain.q in excess
of $10.000.00 was only 62 percent (see IRS Statistics of Income--1962. Sale of
Capital Assets pp. 47 & 49). Therefore, only 6 percent, 9.7 x 62) would be subject
to minimum tax but the half tax offset would reduce that figure by an unknown
amount (possibly as much as 50 percent). Therefore, as far as proceeds from prior
years installment sales are concerned, it would be reasonable to estimate the
revenue cost as low as 3 percent of 1978 minimum tax.

Although it cannot be estimated, the revenue effect with respect to transitionni
sales should also be quite minor (binding contracts between January 1, 1978 and
July 27. 1979. hut proceeds not received until after July 27. 1978). However. it
it should be the decision of this Committee to grant the relief requested, but to put
the binding contract date back to December 31. 1977. then the minimum tax re-
lief granted should also he retroactive to January 1. 1978.

In II.R. 1.,511. the effective date of relief from capital gains tax (and mhli-
jnimm tax) on personal residences was set at July 26. 1978. Tim equity for granting
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the same effective date (July 27, 1978) for taxpayers who cannot defer in-
stalinent or other proceeds until January 1, 1979, appears to me, at least, to he
equally as great (if not as politically attractive). Of course, if Congress should,
for all capital gains, accelerate the date of minimum tax relief to July 27, 1978,
or to January 1, 1978, then the relief here requested would be moot.

Respectfully submitted.
FORTESCUE W. HOPKINS.

STATEMENT REGARDING SEPARATE DEDUTcrIox FOB M EDICAL EXPENSES BY HEALTII
INSURANCE ASSOCIATION OF AMERICA

This is a statement on behalf of the Health Insurance Association of America,
representing a membership of over 300 insurance companies which write ap-
proximately 85 percent of the health insurance written by insurance companies
in the United States.

Wk, appreciate this opportunity to state our views in support of the present
separate deduction for health insurance premiums under the medical expense
deduction and against the elimination of that provision by the House-passed
tax bill, H.R. 13511.

Under present law, a taxpayer who itemizes his deductions may deduct one-
half of his health insurance premiums up to a maximum deduction of $150. The
rest may be aggregated with his other medical expenses and deducted to the
extent the sum exceeds 3 percent of the taxpayer's adjusted gross income. Under
the provisions of H.R. 13511, as passed by the House of Representatives, the
separate deduction for health insurance premiums would be eliminated. A tax-
payer's health insurance premiums would be deductibe only to the extent that,
when aggregated with other medical expenses, they exceed 3 percent of the tax-
payer's adjusted gross income.

The proposed elimination of this deduction is intended to simplify the individ-
ual tax return. While we endorse the general concept of simplification, we
strongly believe that this must be accomplished in a manner which preserves
tax equity and is consistent with sound tax policy. The proposed elimination of
the deduction for health insurance premiums does not meet these standards.

First, the present deduction (outside the medical deduction floor) for one-
half of a taxpayer's health insurance premiums was added in 1965 in order to
equalize to some degree the tax treatment as between an individual who pur-
chases health insurance and one who chooses to self-insure. Without this deduc-
tion, it is likely that the taxpayer who purchases health insurance would never
qualify for a medical expense deduction since his medical expenses are essen-
tially averaged out over a period of years and will usually fall below the medical
expense deduction floor. On the other hand, the medical expenses of taxpayers
not covered by insurance tend to be concentrated in particular years, thereby
making it likely that they will exceed the medical expense deduction floor in these
years and qualify for a deduction. It was felt by the Ways and Means Committee
in 1965 that such a disparity in tax treatment "may have the effect of discouraging
the provision of insurance protection against future medical bills." (See Ways and
Means Committee Report on H.R. 6676, 89th Congress, page 137.) For this reason,
the existing deduction was added in 1965. And it would seem even more important,
in view of the rising health costs, that it be maintained at this time.

The need for upgrading and broadening health insurance coverage is univer-
sally recognized. To destroy the present Incentives in the tax law for the purchase
of health insurance as part of a tax reform or simplification bill, while consider-
ing the best means to assure all Americans the best health insurance coverage,
is contradictory. The Treasury and the public would be better served if Americans
provided more, rather than less, health insurance for themselves.

To argue that the increased taxes on those persons providing their own defenses
against the catastrophic financial impact of major illness will be offset by an
increased standard deduction or otherwise lowered tax rates for all is no answer
to those adversely affected.

Many of those affected, particularly those struggling to buy their own homes
(and thus taking substantial interest and tax deductions) will have their tax
increased through the loss of the deduction, but will get no benefit from an in-
creased standard deduction. Similarly, a general tax deduction spread over all
taxpayers would only partially offset the increase in tax suffered by those losing
the health insurance premium deduction.
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The adverse results of this change will be magnified by the resulting increase
in city, county, and State Income taxes which are based on the Federal law.

Elimination of the separate deduction for health insur-ance (oes not mean
a simplified return for all taxpayers. Millions of taxpayers take the health insur-
ance premium deduction without taking a deduction for their other medical and
dental expenses. For many of these, repeal of the simple health insurance deduc-
tion will eliminate one line of the tax form (a minimal simplification at best),
but at the prl~e of higher taxes. For others, adding health insurance on to the
other medical deductions will bring them over the "floor". Then, to claim a smaller
medical deduction, they will have to justify not only their health insurance
premium payments but all their varied medical and dental expenses which
bring them up to the "floor". Thus, the life of some taxpayers would be simplified
at a price, but for others it would be made much more complicated.

BECOM MENDATION

If the Committee wishes to further simplify the return, we suggest the elimi-
nation of the existing limitation (50 percent or a maximum of $150). This would
not only help those individuals who provide their own health insurance protec-
tion, it would simplify both the preparation and the audit of the return. Par-
ticularly it would simplify the return for the person who now has to make two
computations instead of one.

The revenue effect of this proposal as it concerns proceeds from prior years
installment sales would be minimal. Secretary Blumenthal's statement dated
June 28, 1978, reflects proceeds from prior year installment sales for 1973 at 9.7
percent of total capital gains. In 1962, however, the percentage of such gains in
excess of $10,000.00 was only 62 percent (see IRS Statistics of Income-1962, Sale
of Capital Assets pp. 47 and 49). Therefore, only 6 percent (9.7 x .62) would be
subject to minimum tax but the half tax offset would reduce that figure by an
unknown amount (possibly as much as 50 percent). Therefore, as far as proceeds
from prior years installment sales are concerned, it would be reasonable to
estimate the revenue cost as low 'as 3 percent of 1978 minimum tax.

Although it cannot be estimated, the revenue effect with respect to transitional
sales should also be quite minor (binding contracts between January 1, 1978
and July 27, 1978, but proceeds not received until after July 27, 1978). However,
if it should be the decision of this Committee to grant the relief requested, but
to put the binding contract date back to December 31, 1977, then the minimum
tax relief granted should also be retroactive to January 1, 1978.

In H.R. 13511, the effective date of relief from capital gains tax (and minimum
tax) on personal residences was set at JUly 26, 1978. The equity for granting the
same effective date (July 27, 1978) for taxpayers who cannot defer installment
or other proceeds until JanuarY 1, 1979, appears to me, at least, to be equally as
great (if not as politically attractive). Of course, if Congress should, for all
capital gains, accelerate the date of minimum tax relief to July 27, 1978, or to
January 1, 1978, then the relief here requested would be moot.

Respectfully submitted. FORTESCUE W. HOPKINS.

HANIGSBERO, STERN & KEISER, P. C.,
CERTIFIED PUBLIC AcCOUNTANTS,

New York, N.Y., August 30, 1978.
SENATE FINANCE COMMIrrEE,
Dirksen Senate Offlce Building,
Washingtod, D.C.

GENTLEMEN: A broker-dealer in securities commonly receives large amounts
of dividend and interest Income from inventories of securities held for sale to
customers in the ordinary course of business and from interest received on cus-
tomers' margin accounts and other common securities business operations. Al-
though this dividend and interest income is largely offset by interest expense on
debt incurred to finance said securities inventories and other securities business
operations, the presence of gross interest and dividend income on a large scale in
relation to other gross income from the day-to-day bucIness of brokerage, consult-
Ing and underwriting, could cause such a business to be treated as a personal
holding company (hereinafter referred to as "PHC") if the stock ownership test
is also met.
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Sees. 541 et seq. of the Internal Revenue Code of 1954, and their predecessor
dating back to 1934, deal with personal holding companies on a definitional basis
centering around corporate gross income characteristics without any regard for
bona fide business and economic circumstances. In the broker-dealer situation,
although the net amount resulting from the differential between interest income
and expense is nominal in comparison to the total gross income, the entire cor-
porate taxable income (net of the attendant federal tax liability) would (if the
PHC rules applied) to be subject to mandatory distribution as a dividend or, in
the alternative, a 70 percent penalty tax.

The PHC provisions were first enacted in the Revenue Act of 1934 (P.L. 216,
73rd Cong., 2nd Sess.), and were directed at corporations controlled by a lim-
Ited number of shareholders and deriving their income from certain specified
sources. Congress had concluded that such corporations could be used to avoid
the personal graduated income tax.

The PHC rules originally defined a PHO as one where 50 percent of the stock
was owned by 5 or fewer individuals and at least 80 percent of its gross income
was derived from royalties, dividends, interest, annuities and gains from sales
of stock or securities (except dealers). Rents were included in the House version
of the legislation [H. Rep. No. 704, 73rd Cong., 2nd Sess., CB 1939-1 (Pt. 2),
562], but the Senate struck out rents as PHC income on the basis that real estate
concerns are in ". . . the nature of operating companies [rather] than mere hold-
ing companies." [S. Rep. No. 558, 73rd Cong., 2nd Sess., CB 1939-1 (Pt 2), 5961.

The House report, supra, also noted that new provisions ". . . should work no
real hardship upon any corporation except one which is being used to reduce
[taxes] upon its shareholders" "It is believed that a majority of these corpora-
tions are in fact formed for the sole purpose of avoiding the imposition of [tax]
upon the stockholders." The new system enacted gave the Treasury the power
to levy a penalty tax on a PHO or compel a distribution ". . .without any neces-
sity for proving a purpose of avoiding [taxes]."

There were corporations in certain industries which were legitimate operating
companies, but which became subject to the PHO rules merely due to the nature
of their income. Over the years, as Congress saw that the PHO statutes were pro-
ducing harsh results, it corrected these situations by providing exceptions for
certain industries. Section 542(c) excepts from the PHO definition banks, life
insui,-ince companies, surety companies, lending and finance companies, and small
bushies. investments companies ("SBIC").

I .he case of the SBIC, the PHC statutory exception was enacted subsequent
to the Small Business Investment Act of 1958, and apparently only after the
problem was called to the attention of Congress by a special interest group.

An SBIO, by the very nature of its purpose to provide loans and equity capital
to small business ventures, will have income consisting entirely of Interest and
dividend income. A mechanical application of the PHO gross income rules to
such a situation, where the PHR shareholder requirements are met, yields a harsh
result. This is documented in Rev. Rul. 59-69, 1959-1 OB 142, which seems to
have given initiative to the legislative process that, In 1959, excepted SBIO's
from PHO status by virtue of an addition to See. 542. This ruling, terse and to
the point, and without any sympathy, refused to relieve SBIO's from PHO status.

There was a series of events that followed closely on the heels of Rev. Rul.
59-69. since the PHO relief for SBIC's was enacted in September of 1959, effec-
tive for years beginning after December 31, 1958. Not only was Congressional
action swift, but also, by virtue of the effective date of the legislation, not one
SBIO was ever subject to the PH rules.

It is interesting to note that no exception is currently provided for brokers and
dealers in securities. Due to the nature of the securities business, large amounts of
dividend and interest income are generated from the securities held for sale to
customers and from charges made on customers' margin accounts. This income,
mechanically and inescapably, falls within the definition of PHO income. Thus a
corporation in the brokerage business is forced either to distribute dividends
or pay the 70 percent penalty tax. This deprives these corporations of operating
('apital at a time when the entire securities industry is suffering from well-known
capital problems.

Perhaps this situation was not as acute In the past when brokerage operations
were conducted through partnerships. However, the modern trend has been to-
ward Incorporation and many of the smaller brokerage houses are faced with this
problem. Legislative relief should be available.
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We have proposed that all brokers and dealers in securities, as defined by
state licensing law, or gauged by appropriate and existing SEO standards, be
excepted from PHC status by adding a new paragraph (9) to existing Code Sec-
tion 542(c). This section would be patterned after the existing legislation dealing
with lending and finance companies. A bill Is currently being drafted for con-
sideration by the House Ways and Means Committee. However, we feel that this
bill deserves the immediate attention of the Senate Finance Committee for inclu-
slon in its draft of current tax legislation.

Very truly yours,
LAUrENCE KFmsE.

KING & SPALDING,
Atlanta, Ga., August 22, 1978.

Re Senate finance committee hearings on H.R. 13511.
Mr. MICHAEL STERN,
Staff Director, Senate Committee on Finance,
Dirksen Office Building, Washington, D.C.

DEAR] MR. STERN: Pursuant to my telephone conversation with a member of
the Staff of the Senate Finance Committee, I have agreed not to appear at the
public hearing on H.R. 13511 but to state my position In writing for the record
so that it can be printed and distributed to members of the Finance Committee.

I wish to urge the Congress to increase the exempt small issue limits in Section
103(b) (6) of the Internal Revenue Code of 1954, as amended, of $1,000,000 and
$5,000,000 to $2,000,000 and $10,000,000, respectively.

Amendment of the exempt small issue limits is essential to offset the effects of
inflation and to restore to small Issue industrial development bonds the incentive
value Congress Intended them to have when it established the present limits in
1908. According to every official price index, the costs of commercial and Indus-
trial construction have almost doubled in the last ten eyars. Perhaps the most
accurate measure of the effect of inflation on construction costs during the rele-
vant period (1968-1978) in the GNP Deflator for Business Fixed Investment,
published in The Survey of Current Business by the United States Department of
Commerce. This index shows that the purchasing power of a dollar for plant and
equipment expenditures has fallen from a base of $1.00 in 1967 to $.507 in the
second quarter 1978.

Other official measurements of the Department of Commerce support these
figures. The Consumer Price Index shows that the purchasing power of a dollar
for consumer goods has dropped from a base of $1.00 in 1967 to $.512 In April
1978. and the Construction Cost Index shows that the purchasing power of a
dollar for commercial and factory buildings has fallen from a base of $1.00 In
1972 to $.621 in April 1978.

There can be no serious challenge that an Increase in the exempt small Issue
limits is required to offset the effects of Inflation, and I urge that this be done.

Respectfully submitted.
POPE B. MCINTIRE.

STATEMENT OF THE INTERNATIONAL ASSOCIATION OF REFRIGERATED WAREHOUSES

The International Association of Refrigerated Warehouse (IARW) Is a non-
profit trade association representing the public refrigerated warehousing in-
dustry. The association's membership consist of 408 warehouses throughout the
United States which operate approximately 75 percent of the public refrigerated
warehouse space in the country. In addition, there are 248 members in twenty-
eight other countries and territories.

The 408 U.S. members freeze, store and distribute an estimated 19 billion
pounds of frozen food products annually and are an indispensable part of the
country's perishable food marketing system.

As passed by the House, H.R. 13511 would make the 10 percent investment
credit permanent. IARW strongly supports this action. The on-again, off-again
aspect of the investment tax credit in recent years has created uncertainty, made
long-range planning difficult and discouraged capital investment.

The bill would also extend the investment credit to the rehabilitation of existing
structures, including industrial and office buildings, retail structures and ware-

34 -369-78-----31
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houses. Extending the credit to rehabilitation only is not very helpful as far as
public refrigerated warehouses are concerned as It falls to help the problem
which this industry faces of attracting capital for new construction.

Excluding refrigerated warehouses is also illogical and discriminatory. Why
should a food processor be able to take advantage of the investment tax credit on
his new buildings while the public warehouseman, who freezes and/or stores
the processor's product, be excluded from the same tax advantage with respect
to his new warehouse building? Certainly, freezing is as much a part of the food
processing procedure as cleaning, chopping, blending, packaging, canning, etc.,
which are carried on in the food processor's building. Refrigerated storage is also
a continuation of the process, for without it perishable foods would quickly spoil
and be useless.' In these circumstances, a public refrigerated warehouse is as
much an industrial building as a factory or utility which can apply the credit
to new construction.

Another factor which makes exclusion of new warehouses from benefits of the
investment tax credit unfair is the high cost of construction of refrigerated space.
The cost of construction generally has outpaced the cost increases for machinery
and equipment, and present allowable depreciation rates are already inadequate.
However, unlike an ordinary factory or utility building, a refrigerated warehouse
requires specialized construction calling for such extra features as heavy insula-
tion, vapor barriers, underfloor warming (to prevent frost heaving), heavy
refrigerator doors and other special features unique to such buildings. The cost
of constructing a refrigerated warehouse today in a metropolitan area is easily
$40-$50 a square foot exclusive of land, considerably more than for most other
types of industrial buildings.

A further problem is that the public refrigerated warehousing industry has a
much lower return on investment (an average of only 61/ percent before taxe.l)
than most manufacturing industries. Available capital tends t; flow to those
industries with a higher rate of return making it extremely difficult for the
refrigerated warehousing Industry to obtain needed capital.

The great majority of public refrigerated warehouses are small family-owned
or closely held businesses which adds further to the difficulty of obtaining needed
capital. One of the main purposes of the investment tax credit is to assist small
businesses in meeting their capital requirements for expansion and the creation
of additional jobs.

It is grossly unfair to deny the benefits of the tax credit for new construction
to such small businesses, especially one so vital to our nation's food economy,
while making it available to others. It also defeats one of the major purposes of
the ,redlt.

The food Industry in our country is vital, dynamic and changing rapidly and
constantly. Frozen food production is growing, new products are continually
coming on the market, markets shift, distribution patterns change. Thus, the
refrigerated warehousing industry which serves the food industry is not, and
cannot be, static. It must constantly expand to provide new service, create addi-
tional capacity or establish warehouses in new locations. There Is a definite
need for a greater and continuing flow of capital Into the industry and anything
which can be done to encourage this should be done. These changes also mean
that the refrigerated warehouse which is in the right location today may be in
the wrong location tomorrow or become inefficient or even obsolete because of
changes In materials handling technology. Under these conditions, rehabilitation
is not the answer.

For these reasons, we cannot urge too strongly that the investment tax credit
be made applicable to the construction of new refrigerated warehouses.

STATEMENT ON FREEER (00F) STORAGE AS AN ESSENTIAL PART OF FOOD PROCESSINo

(By Amihud Kramer, Professor Food Science and Director of TRRF Laboratory,
University of Maryland, College Park, Maryland)

All raw foods cannot be consumed at time of harvest. Thus, in order to provide
an adequate year-round food supply, most food must be processed, i.e., preserved
for up to a year, and in some instances, much longer. Foodstuffs are preserved

I See attehiment, "Statement on Freez(r (04F) Storage as an Essential Part of Food
Processing."
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primarily to retain life sustaining nutrients; however, the food supplies must
also remain organoleptically and functionally acceptable until consumed. Above
all, the stored food must remain 8afe, that is, free of pathogenic microorganisms.

Microbial spoilage can be looked upon as a kind of chemical spoilage in i iiich
a living organism is the catalyst of a chemical reaction. Most chemical reactions
are temperature-dependent; i.e., they proceed more rapidly as the temperature
is increased (up to a point where one or more of the reacting substances is
chemically changed by the high temperature) and more slowly as the temperature
is decreased. This is the basis of preservation by refrigeration. As the temperature
is reduced, the enzymatic processes which control the growth and reproduction
of microorganisms proceed at a slower rate until they either do not grow at all
or grow so slowly as to do little harm to food. While inhibiting microbial growth
low temperature also retards other chemical and physiological reactions that
cause sensory and nutrient losses. Thus, refrigeration comes very close to the ideal
method of food preservation; I.e., it maintains the food in an unchanged state
until it is used.

Freezing, which is a form of refrigeration, not only slows reaction rates, hut
also sequesters water by crystallizing it so that the bacteria which would grow
slowly at low temperature (the psycrotrophs) do not have sufficient water avail-
able for their life processes. LI]

In addition to bacterial inactivation, the freezing process consists of prefreezing
treatments, freezing, frozen storage, and thawing. This method of long-term food
preservation is generally regarded as being superior to canning or dehydration
when judged on the basis of retention of sensory attributes and nutritive proper-
ties. However, this in no way suggests that the freezing process is perfect, since it
is well known that significant amounts of some vitamins are lost during the
freezing process. Losses of nutrients during freeze processing can result front
physical separation (e.g., peeling and trimming during the prefreezing period,
or exudate loss during thawing), leaching (especially during water blanching), or
chemical degradation [2]. The seriousness of these losses depends on the initial
quality levels, the material involved, as well as the rate of freezing and, per-
haps, the most Important-the time and temperature of storage. Extensive
studies on losses in sensory quality as influenced by time and temperature of
storage were performed at the USDA Western Regional Laboratory in the
1060's [3], and at the Swedish Institute of Food Preservation in the 1970's [41.
Effects of storage temperatures on nutrient retention was thoroughly reviewed by
Fennema [2] and Kramer [5] in 1977.

Even fluctuations in freezer storage temperatures were considered, with the
tentative conclusion that temperature fluctuations of ±t5°C (9°F) damaged sen-
sory quality but they did not add to the main temperature effect on nutritional
quality [6]. A recent attempt was made to establish an actual per cent gain (+)
or loss (-) in market value where frozen product is stored at a specified tem-
perature [7]. Thus, for example, 2.1 percent of the value of Salisbury steak could
be preserved each month it is held at -20OF instead of 0.00F, but only a gain of
0.7 percent per month for macaroni and cheese. Obviously, if either product were
stored for just a few days at above 50C (410F), it would not only be worthless
from the sensory quality standpoint but could become a hazard to health, since
microorganisms were inactivated during freezing but not destroyed.

But even if frozen foods were packaged in a hermetically sealed container, they
would still be subject to spoilage unless stored In the freezer. During the usual
freezing operation, raw foodstuffs undergo drastic physical changes in that water
and other liquids go through a change of state. In this process, Ice crystals dam-
age cell walls and release enzymes which cause serious quality deterioration if the
product is not stored in a solid, that is, a frozen state, preferably at 00F or below;,
also, a portion of the microorganisms that survive the freezing process become
reactivated and may cause spoilage when product temperature Is raised abovq
freezing.

Thus, another view of this situation can be obtained by comparing the im-
portance of the container to the safety of canned food; to the continued freezer
storage of frozen foods to their safety. Since frozen foods are not usually
hermetically packaged and sterilized, frozen storage for frozen foods is as im-
portant and as much a part of the freezing process as maintaining the integrity
of the can, that is, keeping it in a hermetically sealed container, Is an integral
part of the canning process.
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STATEMENT OF W. THOMAS KELLY, PRESIDENT, INVESTMENT ANNUITIES
INSTITUTE, INC.

SYNOPSIS

As reflected In the Chronology and Summary that follows, the IRS' Issuance
of Revenue Ruling 77-85 is directly contrary to:

(a) The cogent viewpoints and urgent written requests of many Senators and
Representatives, and

(b) The IRS' own, insisted upon, position for the prior 14 years and over
70 public and private rulings, and

(c) The expressed will of the Senate by a vote of 57-26, and
(d) The clear intent and letter of the law in regards to this specific matter

as decided by the U.S. District Court, District of Columbia, and
(e) The expressed will of the House Ways and Means Committee by a vote

of 22-14.
Through its contemptuous acts the IRS has killed a fine, innovative company

and industry thereby inflecting millions of dollars of totally unwarranted loss
upon thousands of shareholders, agents, employees, and policyowners. Of far
more serious consequence, however, is the resultant IRS killing of a very fine,
Innovative, legitimate "Annuity" that was specifically designed to provide a
better means for our citizens to enjoy life's later years by living on (using up)
the capital and income of their individually selected Investment(s) over their
exact lifetime (s).

The Treasury's 1978 tax proposals to Congress attempted to tax all annuities
In the manner illegally imposed upon the Investment Annuity. These proposals
were soundly rejected by the House Ways and Means Committee, and such pro-
pos;sls have been dropped in the Treasury's comments to the Senate on the House
passed tax bill, HR 13511. Thus, the Investment Annuity stands out as being
grossly and Illegally (as per U.S. District Court) discriminated against by the
Treasury and the IRS.

It is entirely proper and equitable for the Senate Finance Committee and
Senate to correct this grave injustice by including in the 1978 Tax Bill (HR-
13511), appropriate corrective language along the lines of HR-12173 as in-
cluded herein (Exhibit F).

OHEONOI.OOY

1962.-The Internal Revenue Code was amended to permit life insurance com-
panies to establish "separate accounts" to facilitate the underwriting of variable
annuities.
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Under all variable annuities the policy owner's cash values and benefits "vary"
directly with the Investment results (appreciation, depreciation and income) of
the related "separate account." Therefore, while the insurer underwrites the
very important expense and longevity (mortality) risks of the variable annuity,
the policy owner assumes the investment risk regardless of whether the insurer
manages the "separate accounts" portfolios or whether the insurer delegates
that investment management to others.

1963.-An innovative form of variable annuity was developed and a new
lfe insurance company was organized to underwrite, sell and administer such
variable annuities. Appropriate tax rulings for the insurer and policy owners
were requested of the National Office of the IRS. Under these variable annuities
the insurer established a separate account for each policy owner and delegated,
under prescribed conditions established by the insurer, the investment manage-
ment of the separate account to the policy owner or to the policy owner's chosen
investment manager. The IRS recognized from the start that a new com-
pany and a new segment of the life insurance industry was to be bottomed
upon the National Office tax ruling to be issued.

1965.-From the start of its consideration of this tax ruling matter in 1963
until it issued its first basic ruling in 1965, the IRS consistently insisted that
the annuity under consideration was simply a variable annuity falling fully
within the separate account provisions of the law recently enacted in 1962.
Every relevant department of the IRS contributed to the IRS' very through
two-year consideration; and it was specifically concluded by the IRS that the
delegation of investment management to the policy owner by the insurer did not
change any elements of variable annuity taxation to the insurer or to the lx)licy
owner.

At about this time the brand name "Investment Annuity" was coined for this
innovative form of variable annuity. This was done solely for legitimate business
identification purposes and the name of the insurance company was changed to
First Investment Annuity Company of America (FIAC). (See Exhibit A for a
brief description of the Investment Annuity.)

1965-1977.-During this twelve-year period the National Office of the IRS.
issued over 70 public and private rulings covering different Investment Annuity
contracts for different markets. All rulings consistently reaffirmed and reinforced
the basic rulings established in 1965. Nine or ten other insurers emulated this
form of variable annuity during this period and secured appropriate and con-
sistent National Office tax rulings.

1976.-The IRS announced a reconsideration of its prior Investment Annuity
rulings and requested comments from interested parties on three specific areas
of importance to their reconsideration. The entire Investment Annuity indlustry
responded with relevant facts and complete, conclusive answers to the IRS'
Important questions; said answers clearly showing that the IRS' historic posi.
tion was correct legally, actuarially and in accord with industry practice in
regards to other variable annuities.

1977.-The IRS issued Revenue Ruling 77-85 that completely reversed its
historic, 14-year position as reflected in over 70 previous rulings! In isuling
Rev. Rul. 77-85 the IRS ignored the very questions it said in 1976 were so
Important to Its reconsideration!

Revenue Ruling 77-85 effectively and immediately closed down the entire
Investment Annuity industry and thereby put the innovative, pioneering com-
pany (FIAC) completely out of business.

1977.-The Senate passed Amendment 243 to HR 3477 by a strong vote of
57-26 (see Exhibit B) that deferred the effective date of Revenue Ruling 77-5
for one year to protect the legitimate interests of the Investment Annuity indus-
try and to give Congress the necessary time to consider the matter. Many members
of the Senate Finance Committee as well as other members of Congress were very
concerned about the precipitous and ruinous IRS action that completely revers-ed
longstanding tax law administration that had become imbued with the force of
law. (See Exhibits C, D and F1.)

This Amendment 243 was subsequently dropped In the House/Senate Confer-
ence Committee due to Treasury Department lobbying and the House/Senate
bargaining over resolving the House/Senate differences on H1R 3477.

1977.-Following the Conference Committee's dropping of Amendment 243.
FIAC sued the Treasury Department and the IRS in the U.S. District Court,
District of Columbia, for arbitrary, capricious and illegal acts in issuing Revenue
Ruling 77-85.
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After thorough consideration, the Court decided that the IRS' act was illegal
mid unreasonable; that the IRS had exceeded its statutory authority; was
motivated by theories of tax reform which was Congress' business; and the
substantial deference to the expertise of the IRS in this matter was unwaranted.
In plain language the Court clearly stated that the IRS, our Nation's adminis-
trator of our tax laws, didn't know what It was talking about! (See Exhibit E.)

The Treasury Department and the IRS appealed the District Court decision
and stated that anyone purchasing an Investment Annuity during the time span
of their appeal would lIe taxed retroactively if the IRS won its appeal. This IRS
threat precluded FIAC starting up its business again even though FIAC had
won a very strong victory in court on the merits. The only hope the Treasury
and IRS have for their appeal Is upon the highly technical court jurisdiction
question. The court appeals can drag on for years.

1977-78.-The day after the favorable Court decision was Issued, a major In-
surer made a Id(1 to purchase FIAC's corporate shell at liquidation value. When
FIAC was unable to secure any taxation accommodations from IRS and Treas-
ury for renewed selling, pending the outcome of the Treasury/IRlS appeal. tile
majority owner of FIAC (from the United Kingdom) voted to accept the liqui-
dation lid. All employees have been terminated. The acquiring insurer has
stated it has no intention to sell Investment Annuities.

The $3S0 million company that had evolved from the development and market-
ing of a fine innovative product in the public interest has been destroyed by the
illegal, arbirtary act of the IRS. All employees have, of necessity, been ter-
mninated. Over 4500 agents were left without the annuity to sell. Shareholders
have lost at least $20 million! (Investment Annuity stock was selling over $5
per share and incerasing in value when the IRS's illegal actions started; such
stock is being liquidated at less than $1.75 per share--at least a $3.25 per share
losz x 6.3 mtllioi shares outstanding equals $19.5 million.)

197--President Carter's 1978 tax proposals included taxing all annuities gen-
erally in the manner the IRS illegally forced on FIAC. The Treasury Depart-
ment's rationale for those tax proposals was basically the same the Court fonnd
to lie erroneous in the Investment Annuity matter. These tax proposals were
rejected by the House Ways and Means Committee in April, 1978; and, by a
strong 22-14 margin, the Committee voted to reestablish the Investment An-
nity as It had existed for 14 years prior to the illegal IRS reversal in March of
1977 via Rev. Rul. 77-85. (see Exhibits I and 2). Procedural constraints subse-
quently precluded this victory from being reflected in the 1978 Tax Bill (HR-
13511) as finally voted out of that Committee.

1978.-As the 1978 Tax Bill is considered by the Senate an opportunity prop-
erly exists for the Investment Annuity to be included therein. In such event
the matter will subsequently become a subject for consideration by the HTouse/
Senate Conference Committee that resolves the differences between the House
and Senate versions of the Bill.

SUMMARY

The Investment Annuity clearly provided an innovative, very attractive, badly
needed form of variable annuity underwriting for the American public. This has
been proven in the marketplace.

The IRS properly insisted upon variable annuity taxation for the Investment
Annuity from 1963 until 1977 and reaffirmed its own conclusions via over 70
public and private rulings prior to its arbitrary and illegal reversal of position.

Relevant law was established in 1962 contemporaneously with the original IRS
considerations. Relevant laws has not changed one iota during the past 16 years;
nor have the relevant facts changed one iota since the IRS' basic rulings com-
menced in 1965.

The Court had adjudged the IRS' Rev. Rul. 77-F5 to he illegal and unreason-
aile and that the IRS usurped Congress' prerogatives to establish and change
the law. In spite of the strong Court decision and the Court's stated "confident
assumption that the defendants will proceed appropriately, in good faith, and in
a manner fully consistent with the declaratory relief granted herein." the Treas-
ury Department and the IRS thwarted renewed sales by their threat to tax pur-
chasers retroactively if these regulatory agencies win their appeal. As a result
of these illegal acts, and threats, the Innovative company that had built up a fine,
legitimate $380 million business and who sued the IRS and won, has nevertheless
been brought to its knees and sold at a great loss.



1695

subsequent to the Court victory in the Investment Annuity and the IRS threat
of retroactive taxation, the Ways and Means Committee (a) rejected the Treas-
ury's proposals to tax all annuities in the manner forced upon the Investment
Annuity segment of the Annuity industry by the illegal Rev. Rul. 77-85 aind (b)
voted to reestablish the Investment Annuity as it existed prior to the 110' Illegal
Rev. Rul. 77-85 (see Exhibit F). Committee procedural constraints precluded
this victory from being included in IIR-13511 as presented to the Senate. Thus,
the Investment Annuity segment of the insurance industry has been and con-
tinues to be grossly and illegally discriminated against and abused by bureau-
era tic anarchy.

The Senate can and should correct this severe inequity and injustice by rein-
stating the Investment Annuity tax treatment as it was properly insisted upon
by the IRS for 14 years and over 70 rulings prior to the issuance by the IRS of
its illegal Revenue Ruling 77-85. A copy of IIR--12173 as considered and accepted
by the Ways and Means Committee during their April 19th mark-up, is appended
hereto (Exhibit F).

ExHIBIT A

Tiim INVESTMENT ANNUITY FORM OF VARIABLE ANNUITY
Briefly, the Investment Annuity form of variable annuity may be described

as follows:
(a) Any annuity is a very long term contract easily spanning 3, 4, or 5 decades.

Everyone knows that.
(h) A "fixed" dollar annuity loses purchasing power with inflation. Everyone

knows that.
(c) Not everyone knows about "variable annuities". A variable annuity accu-

nulates and pays benefits just like any other annuity (e.g. for life) except that
the annuity reserves (assets) are, according to law, placed into one or more
"separate accounts" of the insurance company and the variable annuity's bene-
fits and values move up or down in direct relation to the market value of the
separate account. If the separate account is invested in equities, the policy values
and benefits enjoy the opportunity for growth to keep up with inflation. However,
the annuitant also bears the risk of diminution if the separate account market
value declines. In all other respects, a variable annuity is identical in format to
a fixed dollar annuity, e.g. settlement options, non-forfeiture rights and values,
etc.

(d) The Investment Annuity is an innovative form of variable annuity de-
signed explicitly in the public Interest. The "variable annuity's" problem was
that the annuitant was often "locked into" the roller coaster of equity values and
he couldn't get off the roller coaster without ;urrendering his valuable rights
under the annuity by cashing in his policy. And. after benefits commence, he
couldn't even surrender his policy to get off the roller coaster if lie wanted to.

The Investment Annuity very simply and adroitly solved this very serious
problem for the annuitant by merely having the insurer delegate the investment
management of its variable annuity separate account to the policy owner, or to
the policy owner's chosen investment manager. Many Insurers delegate invest-
ment management on many occasions. In actuality, the insurance company estab-
lislhes a separate account for each annuitant. This is more expensive, of course,
but It provides a much better annuity for the general public. The Investment An-
nuity approach cuts through the Gordian knot of providing a truly suitable
annuity to meet everyone's objectives as these objectives change over time.

Delegation of investment management within prescribed limits established by
the insurer creates no taxation elements for the insurer for the policy owner that
are more or less advantageous or onerous than any other variable Annuity. The
government's tax revenue is the same under any variable Annuity.

As would be expected, some variable annuity policy owners are equity oriented,
others are very conservative and some fall in between. No insurer can offerjust
one annuity and expect it to meet the needs and desires of all the American peo-
ple: particularly, as those annuity needs and desires will undoubtedly change
over the many decades annuity contracts can remain in force. Just think back
over the past three, four or five decades and reflect upon the changes you've seen
in interest rates, bond prices and stock prices, etc., as well as changing personal
circumstances and family. Annuities easily stretch over that timespan.

Investment Annuities are an excellent product for Mr. & Mrs. Average Xtmeri-
can that permits them to adjust their annuity's investments) to fit their individ-
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ualized needs and desires as these will undoubtedly change over the years. In.
vestment Annuities fulfill a very real need to the great advantage of the Amerl.
can public.

EXHIBIT B

SENATE ACTION UPON THE INVESTMENT ANNUITY MASTER

Prior to and following the Issuance of Revenue Ruling 77-85, many Congressmen
(including many members of the Senate Finance Committee) urged the Treasury
Department and the IRS to defer the issuance or implementation of Revenue
Ruling 77-85 until Congress had had an opportunity to consider this matter.
These urgings went unheeded.

Subsequently, by a vote of 57 to 26, the Senate passed Amendment 243 to HIR
3477, Tax Reduction and Simplification Act of 1977, that deferred the effective
date of Revenue Ruling 77-85 "for a period of one year to give Congress-which
should make the change if a change is to be made-an opportunity to check into
this matter and see what is involved" (Congressional Record 86747, April 29,
1977).

The Rollcall Vote No. 125 Leg. supporting (57) the Investment Annuity position
is as follows:

SENATE FINANCE COMMITTEE MEMBERS

Allen (s), Baker, Bartlett, Bellmon, Bentsen. Burdick, Byrd, Robert C., Chiles,
Cranston, Curtis, DeConcini, Dole, Eagleton, Eastland, Ford, Garn, Goldwater,
Gravel, Griffin, Hansen, Hatch, Hatfield, Hayakawa, Heinz (c), Helms, Hollings,
Huddleston, Jackson, Laxalt, Leahy, Long, Lugar, Magnuson, Mathias, Matsun-
aga, McClure, Melcher, Packwood, Pearson, Percy, Randolph, Ribicoff. Roth,
Sasser, Schmidt, Schweiker (c), Sparkman, Stafford, Stone, Talmadge, Thur-
mond, Tower, Wallop, Weicker, Williams, Young, and Zorinsky; s-sponsor, c--
co-sponsor (FIAC's senators).

Not Voting (17) : Abourezk, Bumpers, Byrd, Harry F., Cannon, Case, Church
Domenicl, Durkin, Haskell, Humph rey, Inouye, Johnston, McClellan, Morgan,
Stennis, Stevens, and Stevenson.

EXHIBIT C
Mr. ALLEN. I certainly agree with the distinguished Senator.
Mr. CURTIS. I am somewhat familiar with this general problem.
I have written the Treasury expressing the view that they ought not do it.
I believe the distinguished Senator's proposal to delay it a year is a very

modest and reasonable one and it should be adopted by the Senate.
It is not fair to treat people and let an arrangement go on on and on for more

than a decade, cloaked with all the approval that can be given it and then up
and change it.

So I commend the Senator for offering the amendment.
Mr. ALLEN. I thank the distinguished Senator.
I Inquire of the distinguished Senator if he is not also impressed by the fact

that to continue the status quo that has existed for some 11 or 12 years would
not cost the Treasury one single penny; does that not also impress the distin-
guished Senator from Nebraska?

Mr. CURTIS. Mr. President, will the Senator yield further for me to have printed
in the RECORD a communication to the Secretary of the Treasury on this very
subject?

Mr. ALLEN. Yes, I am delighted to yield.
Mr. CURTIS. Mr. President, I ask unanimous consent to have printed in the

RECORD a copy of the letter addressed to Secretary Blumenthal, bearing date of
February 7, 1977, signed by the distinguished Senator from Texas (Mr. Tower),
and the Senator now speaking: and a letter that went to Dr. Woodworth of the
Treasury Department, signed by the distinguished chairman of this committee,
Mr. Long, by the distinguished Senator from Connecticut (.%fr. Riblcoff), by the
distinguished Senator from Wyoming( Mr. Hansen), by the distinguished Sena-
tor from Texas (Mr. Bentsen), and by the Senator now speaking.

Mr. President, I ask unanimous consent they be incorporated in the RECORD
as part of the colloquy between the distinguished Senator from Alabama and
myself.
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There being no objection, the material was ordered to be printed in the RECORD,
as follows:

WASHINGTON, D.C.,
April 6, 1977.

Hon. LAURENCE N. WOODWORTH,
A assistant Secretary, Department of the Treasury,
Washington, D.C.

DEAR DR. WOODWORTH: We urgently request that the Internal Revenue Service
defer publication and application of Revenue Ruling 77-85 for 90 days or until
the Congress can consider a proposal to postpone application of such ruling
pending congressional consideration of this problem. Revenue Ruling 77-85
reverses more than a decade of IRS rulings as to the tax treatment annuity con-
tracts. See attachment which covers some of these rulings.

We are informed that a bill will be introduced shortly which will have the
effect of continuing for a limited time the longstanding IRS ruling until the
IRS has completed its study of annuities and the Congress has had an opportunity
to consider this area.

Sound tax administration should avoid the result of causing Irreparable harm
to the investment annuity industry, unless the law Is clear, and then certainly not
prior to the time that the Revenue Service has a firm position on the law govern.
ing alternative areas that offer the affected taxpayers some chance of surviving
this administrative change of longstanding IRS rulings.

Temporary continuation of the longstanding rulings will simply allow time for
a more orderly resolution of an admittedly complex problem and will permit an
equitable disposition of the matter.

Thank you for your consideration. Please keep us advised with respect to this
matter.

With kindest personal regards.
Sincerely,

RUSSELL B. LoNo,
Chairman.

ABE RrarcoFF.
CARL T. CURTIS.
CLIFFORD P. HANSEN.
FLOYD BENTSEN.

WASHINGTON, D.C.,February 7, 1977.
Hon. W. M. BLUMENTHAL,
Secretary of the Treasury, Washington, D.C.

DEAR MR. SECRETARY: Through this letter we wish to register our strong opposi-
tion to a possible reversal by the Internal Revenue Service with respect to
Revenue Ruling 68-488 and letter rulings which involve the tax treatment of
investment annuity contracts. We understand that such a reversal is a possible
outcome of the IRS reconsideration of Investment Annuity taxation as indicated
in IRS News Release IR-1679 dated October 20, 1976. A reversal in the Service's
longstanding position concerns us as did the recent proposed changes that were
being considered with respect to fringe benefits and tuition remission.

Because of our continuing interest in the significant role played by the Invest-
ment Annuity segment of the life insurance Industry throughout the nation, we
have considered the possible Impact of such a reversal and are satisfied that it
would be inconsistent with the very long-standing position of the Revenue Serv-
ice. Moreover, implementation of this new and adverse interpretation of the treat-
ment of investment annuities would strike an unnecessary and unwarranted blow
at this growing segment of the insurance industry. Accordingly, we believe that
the proposed reversal should be withdrawn.

As you are probably aware, the "investment annuity" is a descriptive term
applied to a form of variable annuity contracts that require the policyholder,
rather than the Insurer, to select the investments that make up the policyholder's
own annuity policy reserve: in actuality, a "separate account" is established for
each policyholder pursuant to Section 801(g) of the Internal Revenue Code.

The attraction to the policyholder of this form of variable annuity Is that
the individual is not locked-in to a fixed dollar benefit subject to the erosion of
inflation as is the case with the "fixed dollar annuity" nor is the policyholder
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locked-in to a simple pooled equity fund selected or managed by the insurer
with the policyholder being at risk investment-wise as is the case with the usual
"variable annuity." Under an "Investment annuity" t ipoli yliohldr (or the
policyowner's chosen investment manager) can be as equity oriented or as a con-
servative as desired, and the investment selection or the Investment manager
can be changed by the policyowner at any time. This personalized investment
flexibility Is the only element tlat differentiates the so-called "investment annuiy"
form of variable annuity from the usual variable annuity.

In 193 a new life insurance company, formed solely to offer this annuity to
the general public, requested the IRS to rule whether the element of pollcyowner
Investment control would establish that Investment income would be taxed to
the policyowner or taxed to the Insurer.

We are advised that after two years of study by the IRS, the Service deter-
mined that the so-called Investment Annuity was a more flexible form of variable
annuity, and therefore would lie taxed as a variable annuity, i.., (1) Invest-
ment results would be taxed to the Insurer pursuant to Section 801(g) of the
Code and (2) the benefits would be taxed to the annuitant as variable annuity
benefits pursuant to Section 72 of the Code. No new law was created. The In-
vestment Annuity taxation is therefore identical with every other form of an-
nuity underwritten by life insurers pursuant to the Internal Revenue Code.

For eleven years thereafter until 1976 the IRS issued mnmy letter rulings
pursuant to Its historical position. It also published Revenue R11lil)g 69-4.SS,

ill of which repeatedly reaffirmed the position conclusively established by the
IRS in 1965 that the Investment annuity was a variable annuity. These rulings
encompassed the widest variety of annuity uses with the full knowledge by the
IRS that the insurers and the others involved would base their business deci-
sions and their contractual obligations with others in reliance on those rulings.

During this interval of over a decade an Important new segment of the in-
surance industry has been developed. The annuity has established itself in time
marketplace as being an attractive, more responsive annuity for many individ-
uals. The originating insurer, whose sole business Is the underwriting of this
annuity, now has over $300 million of assets under investment annuities, and
other insurers approximate this level for their investment annuity business.
Tens of thousands of policyowners, agents, employees and their families now
enjoy the benefits arising from the use or sale of this annuity product.

We understand that the IRS, at the end of 1976, recommended that the Service's
tax position be reversed so that the policyowner would be directly taxed on the
investment of the separate account rather than having these Investments being
taxed to the insurer. This would seriously damage thousands of persons and in-
stitutions that have relied upon the established government position.

It is, and has been, our view that IRS rulings are merely the position of the
Commissioner of Internal Revenue. However, it Is our further strong position
that when such rulings are repeatedly reaffirmed over such a lengthy period of
time as in excess of a decade, they become Imbued with the force of law and
must not be changed except by the expressed direction of Congress pursuant to
the legislative process.

We are enclosing a copy of Senator Long's recent letter to former Secretary
Simon that also expresses his concern about the procedure for changing the long-
standing tax treatment of Investment Annuities.

The present IRS recommendation which is not as yet in force, has, we
understand already gravely damaged the ability of Investment Annuity under-
writers to market their product because even the presumed possibility of adminis-
trative change destroys sales and sales momentum. Thus, may we urgently re-
quest that the IRS be instructed to resume the issuance of rulings based upon
its historic position. If the Treasury Is interested in pursuing any changes in
the IRS position, the Treasury should proceed to do so in the proper legislative
manner.

Sincerely yours,
CARL T. CURTIS,
JOHN TOWERS,

U.S. Senators.
Exuisrr D

BY MR. GRAVEL (FOR HIMSELF, MR. TnURMOND, AND MR. MATSUNAGA):

5. 1939. A bill to amend the Internal Revenue Code of 1954 to provide that the
U.S. Tax Court may issue a declaratory judgment with respect to the correctness
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of a precedential revenue ruling Issued by the Secretary of the Treasury which
modifies a revenue ruling issued at least 5 years earlier, and for other purposes
to the Committee on Finance.

Mr. GaAV:L. Mr. President, the legislation which I introduce today Is designed
to remedy a problem in the administration of our tax laws whi.h has vexed
taxpayers for niany years. Iln the tine I have spent oai the Senate Fintinne (on-
inIttee I have seen several examples on internal Revenue Service administra-
tive action which has caused difficult an( unnecessary problems for taxpayers.
I am sure that most of my colleagues are aware of the problem of which I speak,
having been approached at different times by affected taxpayers. The problem
to which this legislation Is directed is the periodic revision by the Internal Rev-
enue Service of long-standing interpretations of the tax law.

The Internal Revenue Servi(e issues revenue rulings which Interpret our tax
laws. These rulings are intended for the guidance of taxpayers and IRS agents
in the preparation and auditing of tax returns. These rulings do not have tile
force or authority of law. But, they do have far-ranging influence on the daily
operation of thousands of businesses ili our country.

The Internal Revenue Service takes the position that revenue rulings are
interpretive only ard therefore subject to change at any time. The Service inair-
tains that theoretically a ruling currently il effect reflects the law as it has
ahvnys been. Of course, the concept of a ruling as correctly rellectinig w at tire
law has always been Is a fiction since rulings are subject to change. Indeed,
rulings are often revised as the Interral Revenue Service reinterprets the law
in light of changing business climates, r d personnel. But, throughout this
process, the revenue rulings Nlnichi are current represent the Service's position
as to tie meaning of a pa z-heular tax law l)rovision.

Now, since the IRS and taxpayers both rely on revenue rulings for the order-
ing of their affairs, a change in an existing ruling can have drastic Colsequences.
If a taxpayer has built up a business based on existing interpretations of law
and then those interpretations are revised, lie may fina himself suddenly out
of business. Such an event hns occurred recently and many of my colleagues have
been approached by the affected taxpayers in the investment annuity Industry.
Now, I do not wish to speak here to the substance of the claim made by tire
investment annuity industry, but I would like to tell you something about how
that industry came to seek congressional redress during the recent consideration
of the Tax Reduction and Simplification Act of 1977.

In 1963 a new life insurance comal)ny was forced solely to offer Investment
annuities a type of variable annuity. The company requested the IRS to rule
whether the element of policyholder control of investments would cause invest-
ment income to be taxed to the policyholder or to the Insurer. The company
took the position that it should be taxed to the policyholder. The Service ruled
that there was not sufficient investor control to require the income to be taxed to
the Investor and therefore the Income would be taxed to the company. The
decision was based on section 801(g) of the Internal Revenue Code.

The Service issued its original ruling in this area in 1965. Again In 1969 It
published a ruling reaffirming the position established in 1965. The Service
knew full well that investors and businessmen were making daily decisions on
these revenue rulings.

In reliance upon these rulings a significant new industry developed, the in.
vestment annuity industry. The investment annuity established itself in the
market as a desirable investment on the part of many Americans. One company
specializing In such annuities had over $300 million in assets under its policies.
On 'March 9, 1977 disaster struck. The Internal Revenue Service reversed Itself
on investment annuities. Ili revenue ruling 77-$5 the IRS took the position that
the income from the investment annuity was taxable to the policyholder rather
than to the company.

This position is Just the reverse of its original holding of 11 years standing. It
is a position which the Service rejected in 1965 when it issued its original ruling.
Neither the facts nor the law had changed In the interim-the IRS had simply
changed its bureaucratic mind.

The issuance of revenue ruling 77-85 completely and immediately stopped the
sale of investment annuities. Agents were laid off, salesmen terminated, policy-
holders were left with investments of questionable value, and at least one com-
pany was faced with bankruptcy. The affected company sought to ameliorate
the IRS decision first through conversations with the Service and then through
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action In Congress. We here in the Senate acted to give some relief to this be.
leaguered industry. We adopted an amendment to the Tax Reduction and Sim-
plification Act of 1977 allowing a delay in the effective date of the ruling, but this
amendment was dropped In conference. The investment annuities industry was
left with no effective reco~prse in its disagreement with the Internal Revenue
Serve ice.

Why, you might ask, did the industry not take the IRS to court over this reve-
nue ruling? It certainly could and I understand has now done so, and won--and
it still does not solve the problem! But this does pot solve the problem for indus-
try. Under the law as It now stands, even If the industry challenges the ruling it
remains in effect until a court decision holds it to be invalid. It might take years
for the affected taxpayer to receive redress through tax court proceedings. In the
meantime the revenue ruling stands to prevent operation of the taxpayer's bust-
ites.s. This is because an Injunction against the IRS is specifically prohibited by a
Federal statute, the Anti-Injunction Act.

Now, Mr. President, I am not here to champion the investment annuity indus-
try or any other special Interest. The investment annuity industry is not the only
industry which has been adversely affected by a reversal of an Internal Reve-
nue Service ruling. I was personally involved in the legislative solution to another
revenue ruling reversal which affected the operators of private water companies.
Some public utilities obtain a substantial portion of their capital needs through
contributions in aid of construction from taxable income. Then in 1975 the IRS
revoked the 1958 ruling in revenue ruling 75-557. The change in the IRS ruling
Increased substantially the taxes of those utilities which had treated contribu-
tions in aid of construction as nontaxable contributions to capital. These utilities
had their taxes substantially increased by IRS reinterpretation of the law. But
because they operated as regulated utilities, they would not be able to pass the
cost of this increased tax through to their customers in a timely fashion. Since
the utilities, like the investment annuities industry, could not obtain an injunc-
tion against the issuance of this new ruling, its only recourse was through the
courts or the Congress. Unlike the investment annuities industry, the utilities
were fortunate Congress responded to their plight and passed remedial legislation
as part of the Tax Reform Act of 1976.

The two examples I have cited here are not unique. The IRS constantly reviews
revenue rulings and revises or reissues them. But rulings of long standing are
relied on by taxpayers and the Service alike, and by virtue of their age take on
the color of law.

Mr. President, relief through the courts from an Incorrect revenue ruling
reversal is a time consuming and costly process. During the entire appeals process
the challenged ruling remains in effect by virtue of the anti-injunction statutes.
If the ruling reversal is a real threat to the taxpayer's business or Investment,
that business or investment may well have disappeared before legal redress Is
obtained. Victory for the taxpayer in court, if victory comes, may be a hollow
and bitter experience when it comes too late to save his investment.

The legislative process provides limited redress to taxpayers. Indeed, the util-
ities industry found solace within the Congress and a solution to its problem.
But, that is rare. If the ruling reversal affects only a small group, or a group
without the financial resources necessary to wage a major legislative campaign,
Congress may well turn a deaf ear to the taxpayer's problem. The bill I propose
today, Mr. President, will provide taxpayers with redress through the courts
while at the same time allowing him to continue in the pattern established by
the Internal Revenue Service in earlier rulings until the courts have determined
that the IRS reversal of position was well founded in law.

Mr. President, I would like to summarize this legislation for the Senate. The
bill creates a new section of the Internal Revenue Code, section 7478. The section
provides that in the case of an actual controversy involving a ruling by the IRS
in which the IRS has reversed a published ruling of 5 years' standing or more,
an affected taxpayer may file a suit for declaratory Judgment with the Tax Court
to determine whether the ruling is consistent with the Internal Revenue laws to
which the ruling relates. I would emphasize, Mr. President, that this law only
applies to reversals of rulings which have been IRS policy for 5 years or more.
The bill also provides that when the IRS issues a ruling reversing, repealing, or
revising a ruling of 5 years' standing or more, the new ruling may not be effective
retroactively and may not become effective until 90 days from the day of pub-
lication. During the 90-day period any taxpayer directly affected may file a suit
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with the Tax Court. Filing suit In the Tax Court suspends the effective date of
the ruling beyond the 90 days until a determination is made by the Tax Court
and any appeal of that decision Is final.

Some will argue that delaying the effective date of the challenged ruling will
allow taxpayers affected by the ruling to operate under a fire sale approach, filing
suit only to give themselves a few more months to market a tax shelter or avoid
a tax. Mr. President, if that is necessary for justice to be done under our tax laws,
so be It. However, I would point out that this legislation does not apply to tile
issuance of new rulings by the IRS. It does not apply to situations where the IRS
has not had the opportunity to act. Mr. President, this right of appeal with the
delay of the effective date only applies where the Service, having acted In the past
and established the precedent under which the taxpayer operates, then reverses
its position for whatever reason. In the situation where the IRS reverses a long
held position I think it only fair that the burden of proof regarding the correct-
ness of its new position be carried by the Service before such a new position
becomes effective.

And so, Mr. President, in conclusion I would like to say that I hope my col-
leagues here in the Senate will adopt this much needed correction in the balance
between the power of the Government and the protection of our people. This bill
will do a small part in helping to restore the faith of the American people in our
system of raising revenues. It will, in its own small way, reconfirm that there is
justice in America.

EXHIBIT E

THE COURT ADJUDGED ILLEGALITY OF IRS REVENUE RULING 77-85

The United States District Court, District of Columbia, declared in Judge
Charles R. Richey's Memorandum Opinion of November 9, 1977:

"Revenue Ruling 77-85 is an erroneous and unreasonable interpretation of the
Internal Revenue Code, and, in view of this fact that substantial deference to
the agency's expertise is not warranted by the facts of the case, the court will
declare the ruling to be unlawful and beyond the Servicers' statutory authority."

"Revenue Ruling 77-85 is unlawful and beyond the Service's statutory au-
thority in that its determination that the policyowner, rather than the issuing
life insurance company, is the owner of the investment annuity custodial account
assets is erroneous and unreasonable."

"The Service's decision in Revenue Ruling 77-85 was not contemporaneous
with the enactment of Section 801(g) (1) (B), does not reflect a long-standing
agency position, and is inconsistent with earlier pronouncements and even one
subsequent announcement, of the agency. Accordingly, substantial deference to
the Service's expertise Is unwarranted in the instant case.

"Substantial deference to the Service's expertise is also unwarranted because
the Service was improperly motivated by considerations of tax reform when it
issued Revenue Ruling 77-85."

Judge Richey's Order stated that:
"Ordered, adjudged and decreed, that Revenue Ruling 77-85 issued by the

Internal Revenue Service on March 9, 1977, be, and the same hereby is, declared
to be unlawful and beyond the statutory authority of the Internal Revenue
Service; and it is

"Further ordered, adjudged and decreed, that the custodial account assets of
plaintiff FIAC's investment annuity contracts be, and the same hereby are, de-
clared to be owned by the issuing life insurance company for Federal tax pur-
poses; and it is

"Further ordered, adjudged and decreed, that plaintiff's FIAC's investment
annuity contracts be, and the same hereby are, declared to be 'contracts with
reserves based on a segregated asset account' within the meaning of 26 U.S.C.
Section 801(g) (1) (B)."

The IRS and Treasury refused to abide by this crystal clear Court Opinion
and Order and appealed. Clearly, as the Court had determined, "the Service was
improperly motivated by considerations of tax reform" in its illegal issuance
of Revenue Ruling 77-85. Obviously, too, that Court adjudged "illegal motiva-
tion" continues to exist as reflected in (a) the IRS' appeal and (b) the Treasury's
subsequent proposals to Congress to tax all Annuities in the manner illegally im-
posed by the IRS upon the Investment Annuity. These Treasury proposals were
soundly rejected, and properly so, by the House Ways and Means Committee.
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Thus the IRS' and Treasury's appeal of their Court adjudged illegality in the
Investment Annuity matter has maintained their gross and illegal bureaucratic
abuse of the Investment Annuity.

Congress can and should remove this illegal and discriminatory abuse by re-
establishing the tax treatment of the Investment Annuity to the format of any
other variable annuity and as insisted upon by the IRS for fourteen years and
over 70 rulings prior to the IRS' issuance of Its illegal Rev. Rul. 77-85. This
can be accomplished in the manner utilized in H.R. 12173 (Exhibit E).

ExHrBIT F1

EXTENSIONS OF REMARKS

LEGISLATION ON AN IS ANNUITY RULING

ion. Barber B. Conable, Jr., of New York, in the House of Representatives,
Monday, March 13, 1978.

Mr. CONABLE. Mr. Speaker, I have introduced legislation, II.R. 11182, designed
o remedy an injustice in the administration of our tax laws.

From 1963 to 1965, when the IRS issued basic rulings on this matter, all rele-
Vant departments of the national office of the Internal Revenue Service insisted
that an innovative form of annuity upon which the IRS had been asked to rule
was purely and simply a variable annuity pursuant to the separate account laws
that had been recently enacted in 1962. (For sales identification purposes this
variable annuity subsequently became known as the investment annuity.)

During the ensuing 12 years after 1965, the IRS reaffirmed its basic position
bver 70 times, including the issuance of revenue ruling 68-488 pertaining to de-
ferred annuities. On March 9, 1977, the IRS issued revenue ruling 77-85 that
completely reversed its long-standing rulings upon which an important segment
of the life insurance industry relied. The result was, and continues to be, devastat-
ing to this segment of the industry.

Many Representatives and Senators protested this action to the Treasury and
the IRS. On April 29, 1977, the Senate passed by a vote of 57-26 amendment No.
243 to HI.R. 3477, the Tax Reduction and Simplification Act of 1977, that would
have deferred the effective date of revenue ruling 77-85 for 1 year in order to
permit Congress the opportunity to study the matter and to legislate, if appropri-
ate. Amendment No. 243 was dropped in subsequent negotiations on H.R. 3447 by
the House-Senate conference committee.

Immediately after the conference committee completed its deliberations, one
insurance company, the originator of the investment annuity and whose entire
business was destroyed by the IRS reversal, sued the Internal Revenue Service in
the U.S. District Court, District of Columbia, for arbitrary, illegal and capricious
acts.

-On November 9, 1977, the Court ruled that revenue ruling 77-85 was unlawful
and beyond the statutory authority of the Internal Revenue Service. The judge
expressed the "confident assumption" that he IRS would proceed to rectify its
error without the need for the issuance of an injunction.

The IRS refused, stated tha it would appeal any injunction issued and would
retroactively tax any annuities sold during the interim of the appellate process
should the IRS win on appeal.

The President's 1978 tax program proposes the taxation of all nonqualified
deferred annuities in the same fashion as that contemplated under revenue ruling
77-85 which has been ruled unlawful In district court. The program encompasses
within it those annuities subject to revenue ruling 77-85. Therefore, pending con-
gressional action on the administration's proposal which may take a considerable

--period of time this one segment of the annuity industry continues to be singled
out and irreparably harmed by the IRS's action.

Thus, H.R. 11182 has been introduced to reinstate the tax treatment with re-
spect to annuity contracts with reserves based on a segregated asset account as
they existed prior to Issuance of revenue ruling 77-85. I believe this precipitous
action by the IRS In this matter has resulted in severe inequities and injustice.
The Government should not deal with its citizens in such a high-handed manner.
I hope that the House Ways and Means Committee will consider this matter
promptly to assure a reasonable and equitable resolution of the differences which
mow exist.
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ExHIBIT F2

(H.R. 11182, 95th Cong., 2d Sees.]

A BILL To reinstate the tax treatment with respect to annuity contracts with reserves
based on a segregated asset account as they existed prior to issuance of Revenue Rul-
ing 77-85

Be it enacted by the Senate and tlou8e of Representatives of the Unitcd States
of America in Congress as8embled, That In the case of annuity contracts which
have related amounts based on a segregated asset account, the tax treatment of
such contracts under section 61 of the Internal Revenue Code of 1954 (defining
gross Income) and section 801(g) (1) (B) of such Code (relating to contracts
with reserves based on a segregated asset account) shall be determined-

(1) without regard to Revenue Ruling 77-85 (and without regard to any other
regulation, ruling, or decision reaching the same result as, or a result similar to,
the result set forth In such Revenue Ruling) ; and

(2) with full regard to the rules in effect before Revenue Ruling 77-85.

STATEMENT or DR. JAMES WHALEN. PRESIDENT, ITHACA COLLEGE

Mr. Chairman, members of the committee: As President of Ithaca College,
an independent co-educational college of approximately 4400 students located
in Ithaca, New York, I am pleased to have the opportunity to present this testi-
mony. My basic tenet is that the administration's proposal to elimiate or curtail
deductions for casualty losses, medical expenses, and sales, gasoline and per-
sonal property taxes will have a negative impact on charitable giving by increas-
ing the number of taxpayers who will take the standard deduction on their income
tax returns. Using Ithaca College as but one representative of institutions of
higher education, I hope to demonstrate the magnitude of lost revenues which
could result from this proposed reform. My testimony will also stress concern
about what seems to be very dangerous, underlying principles of these tax
reform proposals, the results of which appear to contradict other federally
sponsored programs which have as their primary objective to provide an incen-
tive for charitable giving. Finally, my testimony will offer strong support for
the Fisher-Conable Bill, House No. 10795, which would extend to all taxpayers
a deduction for charitable contributions. The Fisher-Conable Bill speaks in a
very direct way to the importance of sustaining the strong role that private
philanthropy has played in the development of this country and opens the door
for all citizens to participate in the services of public good if they choose.

I will not go into a long narration of the very real benefits that private
philanthropy has provided this nation, past and present. Statements to this
effect have been very adequately attested to by John Gardner and certainly
stated forthrightly by Congressmen Conable and Fisher in the preamble of their
House Bill.

Allow me to begin my remarks, however, by elaborating on the general impact
which tax reform proposals have had on charitable giving in this country as the
number of people who take the standard deduction when filing their Income tax
form has increased from 50 percent to 77 percent over the past seven years.
Charitable giving decreased by 6 billion dollars during this same period. Now
we have before us a series of tax reform proposals which will have the effect
of further reducing the number of people who itemize their income tax return
by an estimated six million persons. It can be expected that this will have a
further negative impact on charitable giving. We all recognize the importance
of altruism in considering any gift, however, the concomitant tax incentive
plays a very important role in encouraging individuals to make these gifts.

If these present proposals are enacted, it is estimated that an additional six
million taxpayers will no longer have tax incentives to make a charitable con-
tribution. Due to the elimination of several of these deductions, people will be
forced to switch from itemizing their deductions to taking the standard deduc-
tion. Thus, the percentage of taxpayers who itemize their deductions will further
decrease from 23 percent to 16 percent. The trend which this action may per-
petuate in future years Is of great concern to us. As fewer and fewer taxpayers
itemize their deductions, charitable gifts will decline proportionately and will
slowly become a privilege of the "wealthy" taxpayer. As this occurs, the char-
itable deduction will loom larger and larger as a tax "loophole" and stand a
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good chance of being eliminated altogether. This indeed has very serious impli-
cations for the vitality of our institutions of higher education as we know them
today. All institutions of higher education benefit from the receipt of private
contributions. The range of these benefits is considerable, estimated to be as
high as 50 percent of operating budgets for some institutions down to 10 to 12
percent for others. In addition to assuring the plurality of the higher educational
systems, these gifts speak directly to the outstanding quality and vitality of
our colleges and universities.

In the case of Ithaca College, annual gifts in support of our current opera-
tions represent a very important and growing source of annual revenues. In
fact, these gifts represent the income on an endowment that we do not have.
They come from a broad base of support in that 60 percent of our total annual
giving dollars come from approximately 80 percent of our donors. We are very
proud of this broad base of support and strive each year to broaden it even
further. However, it is exactly this group of donors that will be most affected
by the tax reform proposals currently under consideration. These individuals
are in the $15,000 to $25,000 income range and contribute from $25 to $250 each
year to Lie College. According to our alumni surveys, fully two-thirds of this
group Itemize their tax returns. We estimate that the new tax proposals would
reduce this group who now itemize by at least 60 percent. In a recent random
sample of 100 of these alumni, 84 indicated that beyond the inherent desire to
make a gift to their Alma Mater, the tax deduction did provide an important
incentive. They indicated that they would be less inclined to give if they were
to take the standard deduction. Upon further questioning, many indicated that
although taking a standard deduction may not eliminate their charitable gifts
completely, it would certainly reduce them in amount. Several of our alumni
who presently make equal though modest gifts to several institutions, stated
that under the standard deduction condition they would make smaller gifts to
fewer (or perhaps only one )institutions.

Herein lies the real danger of this new type of tax legislation. For, we not
only benefit from the dollars which we receive from private sources but from
increasing the numbers of persons who contribute. Beyond the individuals
whom we ask to support us through their contributions, we are able to attract
support from corporate funds and private foundations on the basis of the
breadth of our constituent support. We fear the implications of this legislation in
diminishing these sources of support. Can we assume that these "matching"
sources will be likely to diminish as the charitable deduction's life comes into
jeopardy?

If so, we are ever more confused. For, recent actions by the federal govern-
ment have led us to believe that the "challenge" mechanism was receiving its
support. In announcing the new challenge programs within the Endowments
of Arts and Humanities, former President Ford asserted that "The private
sector must assume the major responsibility for sustaining (cultural) institu-
tions; but it is the Federal role to exercise leadership, to point the way." These
programs require that the sponsoring institution raise three dollars to every
one federal dollar they are awarded in support of humanistic or artistic activity.
Most of those matching dollars will come from small donors. By reducing the
number of persons in the general citizenry who will be able to claim tax deduc-
tions for such contributions, Congress is striking at the very mechanism which
these programs have endorsed to insure the ongoing life of these organizations.

Ithaca College itself is presently involved in a "challenge" year. Through the
generosity of a major private foundation, our alumini are being asked to
increase their contributions to the college by 41 percent in this fiscal year. We
are confident that our graduates will rise to that challenge. Nearly two-thirds
of the increase will be produced by gifts of under $250. We know the challenge
mechanism works. Its viability under the condition of reduced tax deductability
is not, however, assured.

We know that many of you are familiar enough with the support bases of
non-profit organizations to know that a significant portion of an organization's
charitable gifts come from relatively few wealthy individuals. However, allow
me to remind you that these "leading" donors generally began their Involvement
in the benefitting organizations through smell gifts at a time when they were
members of the income group whose further participation in private philanthropy
is not in question.
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The one bright spot that I see on the horizon is the Senate Moynihan-Packwood
Bill 8 3111. This Bill embodies the exact recommendation that I would make
to the committee and therefore I am pleased to lend my full support to this Bill.
By moving charitable deductions "above the line" without a floor we truly
encourage all of our citizens to exercise their own choice in the field of private
philanthropy.

ITEL CORP.,
Septcmbcr 8, 1978.

Re Proposal in H.R. 13511, the Revenue Act of 1978, To Extend the "At Risk"
Provisions to Closely-Held Corporations.

lon. RUSSELL B. LONG,
Chairman, Senate Finance Committee,
2227 Dirkaen Senate Building, Wa8hington, D.C.

DEAR SENATOR LoNG: We are a publicly-owned business services company head-
quartered in San Francisco, California, with offices in many principal cities
throughout the United States.

In the proposed Revenue Act of 1978, which your Committee is now considering,
there Is a provision which would extend the "at risk" provisions to closely-held
corporations in which five or fewer shareholders own 50% or more of the stock
that engage in equipment leasing and certain other activities. This provision
would affect many closely-held corporations which provide financing in lease
transactions because non-recourse borrowings, which do not meet the "at risk"
requirements, are an integral aspect of lease financing. Moreover, the proposal
to extend the "at risk" provisions to closely-held corporations engaged in equip-
ment leasing operations by requiring them to be "at risk" on the debt financing
would not only effectively preclude some closely-held corporations currently en-
gaged in lease financing from doing so *11 the future, but it would also deter many
other closely-held corporations from undertaking equipment leasing as a new
business activity. A brief description of the lease financing business and the role
of closely-held corporations In it is attached as Exhibit A.

We oppose this proposal for the following reasons:
1. It would interfere with legitimate business activities and discriminate un-

Justifiably against smaller corporations.
2. By restricting some present lessors and preventing new lessors from entering

into equipment leasing activities, competition in the marketplace would be re-
duced. Lessees would thus be deprived of lower financing costs and lessors of at-
tractive investments.

S. There is no evidence of which we are aware that the "at risk" provisions as
they now exist have permitted tax abuse by closely-held corporations engaged In
leasing, either at the shareholder level or in the accumulated earnings area.

A fuller discussion of these reasorg is attached in Exhibit B.
The desirability of leasing in furthering the goal of enhancing capital in-

vestment in our economy has been widely recognized. In the last few years,
closely-held corporations have helped advance this goal by increasing competition
among lessors, thereby providing more attractive financing to lessees and enabling
equipment to be leased to less creditworthy lessees, who often cannot obtain as
attractive financing from large banks or other Institutional lessors. These benefits
should not be discarded by Congress without sound reason.

We believe tax law changes should address real problems and abuses, not imag-
inary ones. Moreover, even if the perceived tax abuses are realistic abuses, ap-
propriate corrective legislation should be designed to directly eliminate the abuses
themselves, in a fashion that does not adversely affect the legitimate business
activities of small businesses, does not unjustifiedly discriminate against small
businesses, and does not Inhibit capital formation, as the extension of the "at-
risk" provisions to closely-held corporations would most certainly do. The rules
for leasing by corporations should be the same for all, unless valid reasons exist
for different treatment. The "at risk" extension proposal in question would not
enhance fairness in the tax laws or close any loophole. On the contrary, it would
lessen competition in the leasing marketplace, retard capital formation and
further complicate the tax laws.

We do not believe that excepting from the extension of the "at risk" provisions
those closely-held corporations regularly or actively engaged in leasing as a trade

34--369-78 -32



1706

or business, as some have proposed, is sufficient, since the "at risk" requirement
would still prohibit new lessors from participating in equipment leasing. We
recommend instead that the "at risk" extension not be extended to closely-held
corporations at all, or at the very least not apply to leasing activities.

A substantially Identical letter has been submitted to the Senate Finance Com-
mittee for the records of the hearing.

Thank you for considering our comments and giving us this opportunity to sub-
mit our views to you.

Very truly yours,
THOMAS F. MURPHY,

President.
EXHIBIT A

THE EQUIPMENT LEASE FINANCING BUSINESS

Lease financing is a method of financing the capital equipment needs of Amer-
icau business. For example, during the last eight years, Itel has arranged lease
financing for capital equipment costing nearly $3 billion. A brief description of a
lease financing transaction, the parties involved and the benefits to them follows:

1. The lease broker (such as Itel)-The broker arranges the lease financing
by bringing together the three principal parties to the transaction, i.e. the capital
equipment user (lesseee), the owner of the equipment (lessor), and the provider
of the non-recourse debt financing to the lessor (lender). The broker presents a
lease proposal to the prospective equipment user who then evaluates the proposal
with other leasing proposals and other methods of financing the equipment. If the
user selects the broker's lease proposal, then the broker obtains a lessor and
lender so that the equipment may- be purchased from the manufacturer and
leased to the lessee upon the terms and conditions contained in the proposal.
The broker supervises the preparation of all documents for the lease transaction,
arranges for the necessary legal and tax opinions and handles all administrative
as ects of the financing. For its services, the broker receives a fee from the lessor.

2. The lessee.-The types of businesses that have engaged in leveraged lease
financing, whether or not arranged by Itel, cover a broad range, and potentially
include all companies with needs for new capital equipment having a value
generally in excess of $1 million. Approximately 10 years ago, when leveraged
leasing initially became a popular method of financing capital equipment, leasing
was utilized primarily to finance railroad rolling stock and data processing
equipment, but since then the amount of equipment financed and the number of
businesses engaged in leveraged leasing have grown significantly, such that in
1977 in excess of $6 billion of equipment was lease financed by hundreds of
different lessees. Although there is no inherent limitation on the size of a lever-
aged lease transaction or the type of equipment leased, usually the cost of the
equipment subject to leases arranged by Itel is between $1 and $20 million and
typically involves transportation or data processing equipment. Similarly,
although leasing can be and has been engaged in by a great variety of businesses,
such financing tends to be more attractive to less creditworthy companies, often
providing such companies with greater financing flexibility than would otherwise
be available.

3. The lesor.-The lessor owns the capital equipment and contributes 20-40
percent of the cost of the equipment. Its return on the investment is comprised of
the cash flow in excess of debt service, the value of the equipment after the
expiration of the lease term, and the tax benefits associated with the transac-
tion, which include the investment tax credit, the depreciation deduction and
the interest deduction on the non-recourse debt. The debt is provided by a lending
institution. It is non-recourse to the lessor with the lender looking solely to the
rent to be paid by the lessee to service the debt and to a security interest in the
equipment as collateral for the loan.

Initially, the lessor in a lease financing was nearly always a credit corporation
or a large bank. However, as lease financing has grown, it has become necessary
to expand the number of lessors. These new lessors are often small banks or
industrial corporations. In many instances 50 percent or more of their stock is
owned by 5 or fewer shareholders. This expvndlng group of lessors has several
advantages: First, it increases competition among lessors, thereby providing
more attractive financing to lessees. Second, some lessees who could not other-
wise obtain lease financing are now able to do so. Third, lessors are able to make
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attractive investments in lease transactions which generate cash for use in
their businesses.

In summary, a lease financing transaction represents a sound economic invest.
meant on the part of the owner-lessor, constitutes a productive use of funds to
purchase capital equipment, and provides the lessee with the use of needed equip-
ment on a financial basis which is attractive to it.

EXHIBIT B

DISCUSSION OF OPPOSITION TO PROPOSED EXTENSION OF "AT-RISK"1 RULES TO
CLOSELY-HELD CORPORATIONS

It would interfere with legitimate business activities and discriminate unjusti-
fledly against smaller corporations.

The proposed legislation clearly deters closely-held corporations from engaging
in leveraged lease financing, which historically has been considered an econom-
ically desirable business activity, not only for the participants themselves, but
also for society at large. Indeed, the Treasury Department itself has recognized
that equipment leasing in an activity which should be encouraged, because leasing
has the desirable effect of making the tax incentives to new investment more
efficient.

Since equipment leasing is a desirable activity, and there is no evidence of tax
abuse, at least of which we are aware, by closely-held corporations engaged in
leasing, foreclosure of leasing as a business activity to such corporations is
unreasonably and unjustifiably discriminatory. Although economic discrimination
is not impermissible in itself, it is so when there is no demonstrable evidence
that the discrimination will serve a societally desirable end, and there is no
such evidence that the extension of the "at risk" rules to closely-held corpora-
tions will result in the societally desirable goal of curtailing tax abuse. We
believe that the basis for legislation should be evidence of its necessity, not an
absence of evidence that it is not needed.

By restricting some present lessors and preventing new lessors from entering
into equipment leasing activities, competition in the marketplace would be
reduced. Lessees would thus be deprived of lower financing costs and lessors of
attractive investments.

As discussed in Exhibit A-The Equipment Lease Financing Business-until
fairly recently most equipment lessors were credit corporations or large banks
Several years ago many lease brokers began marketing investments in lease
transactions to closely-held corporations in order to increase the suppply of
funds available to invest in leasing and to increase competition in the market-
place thus providing more attractive financing rates and terms to lessees. Addi.
tionally, some lessees which previously could not obtain lease financing or for
whom the rates or terms were unacceptable have now been able to obtain
attractive lease financing of their capital equipment requirements.

Finally, many smaller corporations are now able to compete with large cor-
porations, large banks, and credit companies in making attractive investments as
lessors in equipment leasing transactions. These transactions then generate cash
for use in their businesses.

There is no evidence of which we are aware that the "at risk" provisions as they
now exist have permitted tax abuse by closely-held corporations engaged in leas-
ing. either at the shareholder level or in the accumulated earnings area.

Although it may be possible to construct hypothetical situations In which tax
abuse might be possible in leasing activities by corporations in which five or
fewer shareholders own 50 percent or more of the stock, we are not aware of, and
nor can we realistically imagine, such a situation. Proving the absence of all
potential for abuse is of course difficult, if not impossible, but proving that some-
thing does not exist, at least theoretically, is frequently impossible. It should
not be necessary to prove the theoretical absence of tax abuse, such as avoidnnce
of the accumulated earnings tax; it should be necessary, however, to require that
there be some evidence of a realistic abuse. As the tax law currently exists in-
dividuals and corporations are treated differently for tax purposes. Thus. items
of income and deduction in any leasing investment by either a closely-held cor-
poration or a widely held corporation are taken at the corporate level, and such
tax treatment is unrelated to taxes imposed upon shareholders.
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STATEMENT OF TIMOTHY W. STANLEY, PRESIDENT, INTERNATIONAL ECONOMIC
POLICY ASSOCIATION

Mr. Chairman: The International Economic Policy Association is a nonprofit
research organization established in 1957 which has conducted authoritative
analyses of Issues affecting the U.S. balance of payments, trade, Investment,
foreign taxation, and raw materials questions. We have appeared before and
submitted views to the Senate Committee on Finance over the last two decades on
various of these topics but particularly on issues concerning the taxation of for-
eign-source income.

During my inst apearance before this Committee 1 during consideration of the
Tax Reform Act of 1976, we included an analysis drawn from a survey of our
member companies. We updated that survey in the spring of this year and the
annex to this brief submission contains the results of this latest undertaking.

Our survey's aggregated results showed that the worldwide tax burden of this
representative sample of American international companies is higher than that
for all American nonfinancial corporations. Treasury Department studies also
show that the nation's biggest firms (assets of $1 billion or more) pay taxes that,
oil average, amount to between 36.9 and 43.8 percent of their income.*

This means that U.S. multinationals do pay a fair share of taxes in their income.
This should help counter the misconception that international companies have
tax breaks which enable them to evade their fair share of tax obligations.'

American international business is concerned with the significant changes in
the taxation of foreign-source income proposed by the Carter Administration. But
the effect on American competiveness overseas of these proposals should be of
special concern to the Senate and to this Committee, given our current and
prospective trade and balance of payments deficits.

The U.S. need to earn foreign exchange has been highlighted by the previous
six-months' fluctuation in the value of the dollar. It has been estimated that
every 10 percent depreciation of the dollar is responsible for at least one and as
much as two percentage points of price increases. To the extent that we inhibit
the earning of foreign exchange for the United States, we increase our balance
of payments deficit and further weaken the dollar, lowering the returns to U.S.
national income, and affecting the overall economic and inflationary perform-
ance in this country. For example, based upon the nominal increase in the GNP
between 1976 and 1977 of approximately $183 billion, two percentage points of
additional inflation would equal $3.7 billion taken from national income.

The two most significant changes which the Administration has proposed are
the phaseout of the DISC and the elimination of the so-called "deferral." With

'See Tax Reform hearings before the Senate Committee on Finance. Apr. 9, 1976.
'See the article by Art Pine, "Biggies Pay Taxes, Two Surveys Indicate," in The Wash-

ington Post, Feb. 10, 1978.
3 The prevalence of this belief Is confirmed by a 1978 Yankelovich survey indicating that

"There is a widespread public sense that multi-nationals are paying less than their fair
share of taxes." In part, there is a failure here to distinguish between U.S. and foreign
taxes paid; for foreign governments have a clear and prior right to tax Income earned
within their jurisdictions. as part of their gross domestic product, by operations which
benefit in many ways from government and public services in those countries. And under
the well-established principles of avoiding double taxation, other governments give a tax
credit for such taxes. Tables. such as those inserted into the Congressional Record on
Jan. 26. 1978. p. E-168 show only American taxes paid against worldwide Income: and'
for some companies, this can be a very small amount, for the above reason. The misleading
nature of such comparisons has been confirmed by the above cited Treasury analysis.

4 There Pre of course other aspects of concern as well. One example is the Section 911
provision applicable to Americans working overseas, which involves significantly higher
costs for American firms than for their foreign competitors. News articles earlier this year
describe the bidding for a $3-plus billion telephone contract in Saudi Arabia In which two
Americnn-lerl consortia unsuccessfully bid against one headed by Phillips of The Nether-
lands. Among the reasons for this outcome, according to an article, was that: "The Amer-
icans also were obliged to raise their bids by tacking on large contingency funds to pay
the income taxes of Americans who would have come here to work and faced heavy tax
burdens under a proposeI UT.S Income tax law change." See "U.S. Firms Fail to Gain
Sandi Phone .Job." The Washington Post, Feb. 26. 197R. p. K-14. In addition, the with-
drawal of Americans (especially engineers and other technical persons) from overseas lobs
because of the Increased costs to U.S. companies, gives us a much lower presence from
which to promote our exports. The increased costs to American companies from the apnltca-
tion of the new Section 911 on those persons retained abroad are of course deducted as a
business expense, receing the total tax revenue to the government. Finnllv. some of the
proposals to amend the restrictions in the Tax Act of 1976 on service earningsi-namelv.
overseas convention attendance-may add to the problems of American companies operat--
ing In a highly competitive world.
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regard to DISC, this seems more an issue of trade than of tax policy, even though
DISC does involve postponement of taxes on income from certain export earn-
ings. The Administration contends that DISC is not very effective; other stud-
Ies indicate contrary results." Yet the fact that a number of European coun-
tries have made formal complaints under GATT that DISC is an export subsidy,
suggests- that it must be having its intended effect in maintaining American
export competitiveness. One of the original reasons for establishing DISC was to
provide American firms with some counterpart to the rebate of VAT enjoyed by
Europeans and others. Given the continuing contentiousness of that issue in in-
ternational trade circles, notwithstanding the recent decision of the U.S. Supreme
Court in the Zenith case, it would seem ill-timed for Congress to abolish this
measure.

In the long term, some negotiated agreements between the United States,
Europe and Japan on what forms of tax rebate (or in the U.S. case, postpone-
ment) are consistent with fair trade under GATT may be desirable. At that time
and in such context, it might make sense to discuss changing the U.S. DISC
system. But to do so unilaterally now appears unwise.

In the meantime, I would suggest that Congress review the specific trade issues
involved in the value added tax rebates used by other countries, versus the non-
rebated direct taxes of the United States and the necessity to seek alternative
solutions to the problems facing U.S. exporters in today's markets.

Unlike the case of DISC, the proposal to repeal "deferral" would not be elimi-
nating a special exception enacted by Congress. Rather, it would change the
normal tax incidence under the corporate form of organization; for the present
practice is based on the universal principle that income is taxed when it is
received by the taxpayer. The U.S. taxpayer is of course, the American corpora-
tion, not its foreign corporate subsidiary. To end so-called "deferral" would
therefore actually involve "premature taxation" of a type which would not be
accepted In other areas of American life. It would be a departure for the IRS
to tax a shareholder's pro rata share of the income of a domestic corporation
before it had paid him a dividend, except in special circumstances. Yet this is
what Is being proposed with respect to the income of legitimate foreign business
corporations which are not being used in a tax-haven context.

This would involve the extension of American tax jurisdiction in ways which
are bound to be harmful to American competitiveness, will produce illusory gains
in Treasury revenue,' and can only exacerbate our tax relationships overseas.

I have often wished that Congress would ask itself what the reaction in this
country would be if, let us say, Volkswagen of Pennsylvania had its normal cash
flow (on which the host region was counting for maintenance and expansion of
local facilities and jobs) substantially reduced by an obligation imposed from
abroad to pay German taxes before any of its U.S. profits had been remitted.
I believe that the Senators and Representatives from that state would be among
the first to protest. Yet, In effect, this is exactly what we are proposing to do with
earnings in other countries!

The response of such other countries is predictable: They would simply increase
the rates or timing incidence of their dividend withholding taxes or block the
remittance of funds--and if other countries do not, minority stockholders in some
situations may be entitled to do so by law. The net result, then, would be to pose
an additional tax burden on the American parent which must cut into its own
revenues, including those which might be earmarked for domestic expansion, to
pay the tax--or else borrow the funds at home or abroad-as companies did to
meet the former OFDI regulations--thus adding to the corporate debt burden.
No other country ' taxes the undistributed earnings of foreign subsidiaries, except
In clear tax-haven situations (as does the United States through Subpart F).
Why should the United States do so--especially when the principal losers will be
the U.S. companies (and thele 7 shareholders) which are doing the best job in com-
peting in markets around the world?

5 See testimony of Special Committee for U.S. Exports before the Senate Finance Com-
mittee. Aug. 21. 1978: also see White Paper: The Increased Importance of DISC As An
Element of U.S. Policy in International Trade, Special Committee for U.S. Exports,
August 1977.

Sepe: "Elimination of 'Deferral': The Effects of Additional Foreign Tax Payments on
U.S. Treasury Revenues and Company Tax Costs." Arthur Andersen & Company. April 1978.

7 Some countries do not tax foreign corporate earnings at all, and those that do so wait
until those earnings have been repatriated (based on analyses in the "Tax and Trade
Guide" as published for various countries by Arthur Anderson & Co.).
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At a time when the state of the world economy, the health of American com-
petition in that economy, the dollar, and the real growth of the American economy
itself are all subjects of anxiety, why should Congress take a step which can only
have an adverse impact on all of them. We will only succeed in harming America's
earning assets base at a time when the dollar problem demands that we protect
our potential exchange earnings.

The Administration's proposal regarding "deferral" is not well founded in
either tax theory, economics,' or public policy. Instead it seems a political "shib-
boleth" based upon outdated concerns. To the extent that the concern is U.S. jobs,
it is not the concern that is outdated but rather the allegation of job loss from
overseas invesment.'

We appreciate this opportunity to submit these brief comments because of the
critical impact of the Administration's proposals on American international
business.

TABLE I.-TAX EXPENDITURE' ESTIMATES FROM FISCAL YEAR 1979 BUDGET COMPARED WITH PRESIDENTIAL
AND TREASURY STATEMENTS ON TAX REFORM PROPOSALS

(In millions of dollars]

Calendar
Under 1979 Fiscalyear Fiscal year year 1979

Under present law' budget increase 1979 tax liability
proposals in revenue receipts perriscalear fiscal year gain (col. per President's

N78 1979 2 minus Blumenthal tax
(col. 1) (col. 2) (col. 3) col. 3) testimony 4 message a

Deferral of income of DISC's ......... 1, 135 1,235 870 465 249 664
Deferral of CFC's ------------------- 615 665 495 170 40 88
Exclusion for citizens abroad (911) .... 360 385 365 20 (e) ()

I Tax expenditures are defined by the Congressional Budget Act of 1974 as "revenue losses attributable to provisions
of the Federal tax laws which allow a special exclusion, exemption, or deduction from gross income or which provide a
special credit, a preferential rate of tax or a deferral of tax liability."

Special analyses, Budget of the U.S. Government, fiscal year 1979 (GPO, Washington, pp. 158 and 169, tables 0-1
G-2). Treasury tax statement, Jan. 30, 1978. Presidential tax message, release of Jan. 20, 1978.

3 Includes 3 elimination in each of next 3 yr (beginning in calendar year 1979) for deferral and DISC; also 1976 amend-
ments of exclusion for U.S. citizens abroad (911) effective Jan. 1, 1978.

' Statement before the House Ways and Means Committee, Jan. 30, 1978, table 9.
0 Preildent's tax message, Jan. 20, 1978, table 2.
6 Not available, separately.

SUBMISSION OF THE INTERNATIONAL ECONOMIC POLICY ASSOCIATION,
SEPTEMBER 1, 1978

ANNEX

SURVEY ON CHANGES IN TAXATION OF FOREIGN-SOURCE INCOME: RESULTS AND
ANALYSIS

The International Economic Policy Association limits its membership to a
select group of U.S.-based companies with substantial international experience
and interests. It is, we believe, broadly representative of the international sector
of the U.S. economy as a whole, except that it does not have any oil majors among
its members. In order to bring specific facts to bear on the questions being raised

'The U.S. Treasury initially estimated that the prospective revenue gain in fiscal year
1979 would be somewhere between $40 million and $170 million (see table 1). The Arthur
Andersen study referred to earlier Indicates that under the most reasonable assumptions,
the Treasury would gain no revenue at all, but rather than a full distribution of foreign
earnings In the 1976 tax year, for which the study was undertaken would have cost the
U.S. Treasury $235 million I

OThe latest EPA survey showed that in tax year 1976 this representative sample of
leading companies (a pproxlmately one-twentieth of the "universe" of U.S. Industrial
activity) paid $1.9 billion in foreign and domestic income taxes out of a pre-tax consoli-
dated Income of $4.5 billion-higher than the effective rate for all U.S. nonfinancial com-
panies. They exported $2.6 billion of which 36 percent was exported to their own manu-
facturing subsidiarles and affiliates abroad. Thus. of the 120,000 jobs directly and Indirectly
related to exports in the sample of companies, nearly 43.000 were related to the existence
of thos,! subsidiaries and affiliates-whose future viability could be affected by the pre-
mature U.S. taxation of their earnings.
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in connection with the taxation of foreign-source income, a survey was conducted
among the companies represented in IEPA in 1975 1 using tax year 1073 data.
This new 1978 survey was performed with a comparable base of companies, using
the tax year 1976. Like the previous one, it was conducted in a way which pre-
served the confidentiality and the anonymity of individual company responses.

THE STUDY'S RELATIONSHIP TO TOTAL INDUSTRIAL ACTIVITY

The relationship of the IEPA sample to the larger universe of U.S. industrial
activity remains approximately 1 to 20, as in the prior survey. From a base of
20 companies surveyed, the 12 actual respondents had total consolidated sales of
$55.2 billion and consolidated pre-tax income of $4.5 billion. These sales repre-
sented 5.7 percent of those of the Fortune 500' largest industrial companies list,
which in turn accounts for about 80 percent of all U.S. manufacturing sales.

Because of the anonymity and aggregation procedure, we do not know which
companies were unable to complete the questionnaire in time to meet the dead-
line necessitated by the Ways and Means Committee hearings schedule.' The
actual respondents, therefore, are unlikely to be entirely the same group as the
respondents in the previous survey (who were fifteen in number) making com-
parisons difficult between the two surveys. With that caveat, however, the cur-
rent aggregated sales figure appears to have increased by about 40 percent over
the three-year period, with a doubling of consolidated pre-tax income. A sub-
stantial part of the increase, of course, reflects the recent high rates of inflation.

EXPORTS

The respondents' export sales of U.S. manufactured goods and services totaled
$2.6 billion, 4.7 percent of total reported consolidated sales, and $937.5 million
(36 percent of exports) were sales to the companies' manufacturing subsidiaries
and affiliates abroad. This percentage of export sales to their subsidiaries and
affiliates represents a substantial increase over the 25.5 percent recorded in
the previous IEPA survey. Some of it may reflect previous devaluations of the
dollar, allowing for the normal time lag. This figure Is also substantially higher
than the last available Department of Commerce survey figure which showed
that 23.4 percent of all export sales of U.S. manufactured goods and services was
to MNC subsidiaries or affiliates abroad.' We understand that the Department of
Commerce is now engaged in collecting updated statistics under the authority of
the International Investment Survey Act and we would expect that the previous
figures, based on now obsolete data, would be significantly increased due, in
part, to the Intervening devaluations of the U.S. dollar.

MNC'S AND "EXPORT PLATFORMS"

The total foreign subsidiary and affiliate sales of responding companies was
$20.4 billion. It is important to note that the repatriated income from these
foreign operations is a substantial plus for the U.S. balance of payments--in
addition to the contribution which exports from the U.S. make to the balance
of trade. Of these sales only $348 million, or 1.7 percent, was exported to the
United States and the remainder, 98.3 percent, was sold in the country of pro-
duction or third countries. It should be noted that the reported exports to the
United States may have included some raw materials as well as transporttaton
equipment from Canada, part of which is subject to the special U.S.-Canadian
Auto Agreement.

For comparison purposes, the U.S. Department of Commerce Survey of Cur-
rent Business reports that in 1975. 6 percent of total sales of manufactured
products ($192 billion) by majority-owned foreign affiliates (MOFA's) was
exported back to the United States. If transportation equipment exports from
Canada (covered by our special agreement with them) are also excluded, the
percentage of manufactured exports to the United States from MOFA's equals
8.1 percent. Since the IEPA membership sample contained no companies that

See Tax Reform hearings before the Senate Committee on Finance. Anr. 9. 1976.
2 Fortune's Directory of the 500 Largest U.S. Industrial Corporations. Fortune, Ma1y 1977.
8 Of the 20 companies polled, all but 4 are represented In the 1976 500 list and over half

are within the first 100 companleq.
4Suivey of Current Business, U.S. Department of Commerce, Dec. 1972, p. 25.
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actually manufacture automobiles (but the respondents could have included
some companies involved in the trade of automotive parts and accessories),
we would expect our percentage to be lower than the overall 6 percent and close
to, if not below, the 3.1 percent excluding all Canadian transportation equipment.

The survey's actual percentage of 1.7 percent is only half that recorded in the
previous survey which, again, may be due to unavoidable differences in the
composition of the two groups of respondents. But tMe effects of the-dellar
devaluation through the downward float between 1974 and the end of 1976, as
well as the steadily increasing costs of production overseas, may also be reflected.
In particular, total labor costs (which for much of Europe now exceed U.S.
levels) would result in production shifts from foreign affiliates to domestic
facilities where this was possible and profitable. (That pattern would also be
consistent with the growth in the sample's percentage of exports to foreign
affiliates.) For example, in the automotive area, the announcements that the
Chrysler Corporation has started to produce the Dodge Omni and Plymouth
Horizon here in the United States rather than abroad, and Ford's reported plans
to start producing the imported Fiesta in the United States are confirmations of a
trend toward producing in the United States for the U.S. market when there
Is an adequate profit margin.

MNO TAXES

The total pre-tax- consolidated income of respondents to our current survey
was $4.5 billion, which was 25 percent higher than the response received on the
previous survey, of which part is certainly the effects of recent inflation, given
the slightly smaller number of responding companies. Total foreign and U.S.
taxes of $1.85 billion were paid on their income for an effective tax rate of 40.7
percent. This counters the popular misconception that large multinational com-
panies are tax evaders, since the effective rate of taxation for all U.S. corpora-
tions was 40.6 percent in 1976, according to the Department of Commerce Decem-
ber 1977 Survey of Current Business. This finding that these International firms
paid slightly more, rather than less, taxes than the U.S. average confirms the
pattern of the previous survey. And, of course, the respondents also paid many
other taxes as well, which would include excise, TVA, and social security taxes
which are not usually counted in the "income" tax category, making their total
tax burden even higher.

It should also be noted that arguments about "fair" tax shares based only
on U.S. taxes paid are inherently unsound. Under long accepted international
taxation principles, host governments have a prior right to tax the income
earned in their jurisdictions-which income benefits from government services
of many types, and home governments either do not tax the income again at all,
or else grant a credit to prevent double taxation. The worldwide tax burden is
thus a fair measure; and on this basis, this international sample shows that
MNC's do pay their share-and more.

EMPLOYMENT

It would appear that the differences in the 1975 and 1978 responding samples
skew the employment results so as to invalidate comparisons between them,
probably reflecting the absence of one or more large domestic employers in the
most recent aggregation. This, however, showed employment in U.S. operations
as 567,000 of which nearly 80,000 (14 percent) were directly related to exports
or other international operations and some 40.000 (7 percent) Indirectly, for a
total of 120,000,' or 21 percent of the aggregate U.S. employment. With 36 percent
of the sample's exports going to subsidiaries and affiliates abroad, it can be
Inferred that over 43,000 U.S. jobs were related to the existence of those over-
seas affiliations. Extrapolating this to the larger manufacturing universe (by the
factor of 20, as explained earlier) would give a figure of 860.000 U.S. jobs directly
and indirectly related to the operations of MNC's foreign affiliates, primarily due
to their "export-pull" effect. This, of course, does not include secondary employ-
ment in supporting but unrelated firms.

6Varied government statistics have Indicated that each $1 million of exports supports
anywhere from 30 to 50 jobs, depending on the degree of labor intensiveness; so the IEPA
survey's 120,000 Jobs appear commensurate with the sample's $2.6 billion in exports, which,

by this measure, should support between 80,000 and 130,000 Jobs.
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THE COST OF TAXATION CHANCES

In 1976 the Congress made several significant changes with regard to foreign
taxation in the Tax Reform Act of 1976. In particular they changed the DISC
rules, repealed Section 921, and amended the -law permitting the recapture of
overall losses. The combined effects of these actions on the companies in our
survey was $21.7 million. However, if the Congress had repealed the Domestic
International Sales Corporation, the combined effect on our sample would be an
additional $23.2 million. In the 1975 survey, eliminating so-called deferral and
changing the foreign tax credit to a deduction was estimated to involve a potential
cost to the responding companies of $336.4 million. However, the 1978 survey
discussed only the former (i.e., an assumed requirement to include in the com-
pany's income each year its proportionate share of all of the income of each
controlled foreign corporation in which Its own stock, actually or constructively).
This estimated cost (for the sample's 1976 tax year) aggregated $111 million.

Thus it is clear that there is a substantial cost involved in proposals to tax
currently (i.e., prematurely) the unrepatriated income of U.S. subsidiaries
abroad. It has been argued that this "reform" would increase the capital avail-
able for domestic investment in the Uitited States. However, four-fifths of the
survey's respondents indicated that if "deferral" were eliminated, the tax liabil-
ity would be paid all or mostly from U.S. funds and that, in many cases, they
would be blocked from repatriating funds from their overseas subsidiaries either
by statutory limitations, increased foreign withholding taxes, or local cash flow
requirements.

In addition, the responding companies indicated that there could be a reduc-
tion in U.S. jobs if deferrall" or DISC were eliminated, totaling some 8.4 thou-
sand positions. Of interest to this Committee would be the states listed in Ap-
pendix Table 1 (grouped according to the intensity of the detrimental effect
from lost jobs and business) most affected by the impact which elimination of
deferral and DISC would have on the responding companies' operations. Because
some of the respondents do not have DISC's, each aspect is shown separately.

The effect of U.S. tax actions on overseas employment is also an important con-
sideration. It has been argued that, over time, U.S. Treasury tax gains from
such changes would be illusory as the higher tax rates imposed on U.S. firms
abroad (in comparison with their local and international competitors) would
lead to a loss of markets and of profitability.

The same reasoning suggests that there would be significant reductions it
the sample's 515,000 foreign employees--which would worsen local unemploy-
ment without resulting in any U.S. employment gains. In fact, with the entire
industrial world now beset by problems of excess capacity, high unemployment
and related protectionist pressures, such actions would lead to even greater
efforts by foreign countries to substitute for U.S. exports and seek larger shares
of the U.S. market, neither of which would be beneficial to U.S. employment.

OTHER TAX ISSUES

One of the major changes made by the Congress in the Tax Act of 1976 dealt
with repealing Section 911 on expatriate workers. As a result, U.S. corporations
have had to boost their bids to cover the cost of maintaining Americans overseas.
These increased costs have resulted in a loss of competitiveness in foreign mar-
kets, particularly in service Industries and in manufacturing under service
contracts.

Among the IEPA respondents, the projected cost of changes as made by the
Congress on Section 911 was estimated at $20.8 million. If Section 911 were com-
pletely repealed, the cost to the companies could jump substantially to over $36
million. This could force some of these companies completely out of certain
competitive areas, especially high-cost locations.

Before the 911 changes were made, all survey respondents provided cost-of-
living adjustments, housing allowances and tax equalization for their employees.
The changes In 911 have meant that to make their U.S. employees "whole," U.S.
firms would have had to increase the amount of corporate funds spent on this

GA much more comprehensive survey is contained in the General Accounting Office's
Feb. 21, 1978 report to Congress on "Impact on Trade of Changes in Taxation of U.S
Citizens Employed Overseas. The GAO urges continuing tax Incentives "at least until
more effective policy instruments for promoting exports and commercial competitiveness
abroad are identified and implemented."
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which would presumably increase their U.S. corporate tax deductions. The
resulting net increase in revenues to the government resulting from the changes
in Section 911 is therefore probably relatively small. A recent U.S. Treasury
study showed that the largest percent (over three quarters of the individuals
who took advantage of Section 911 during the year surveyed, earned $30,000 or
less, and were not what would be termed high-paid executives. In fact, our survey
showed that among the companies responding (with aggregate foreign subsidiary
and affiliate sales of $20.4 billion) there were only 2,300 U.S. expatriate em-
ployees. This means that in the 272 manufacturing operations and the 359 sales
facilities located abroad by the companies responding, and out of total overseas
operation employment of 515.000 individuals, less than half of one percent
were Americans. This small number suggests that those who do work abroad per-
form essential managerial or technical functions.

Our survey revealed that, if 911 were replaced with cost-of-living adjustments,
dependent allowances or moving costs refunds and/or other types of allowances,
their order of importance would be that shown in Appendix Table 1. This table
also shows the average cost of the individual items from the responding com-
panies' previous experience.

Another substantial expense for U.S. corporations has been the tax cost of the
final IRS Section 861 regulations, estimated at $13 million for the IEPA
respolndents. Our survey shows (Appendix Table 3) the ranking of concerns
with regard to the important areas involved in the 801 regulations; with alloca-
tion of R&D expenses heading the list.

CONCLUSION

This 1978 survey confirms the key findings of the earlier IEPA survey regarding
a small but representative sample of major U.S. companies engaged in worldwide
busineqs: A significant part (over one-third) of their exports are to foreign sub-
sidiaries and affiliates and would clearly be reduced without those relationships.
Those exports and other international activities provide 120,000 U.S. Jobs--one
in five of the sample's aggregate U.S. employment. Of the total foreign subsidiary
and affiliate sales, less than 2 percent was exported back to the United States.
The respondents' combined total taxation was at an effective rate of 40.7 percent
in the 1976 tax year-slightly higher than for all U.S. corporations.

Understandably, the respondents were deeply concerned with the proposals
for tax "reform" which would undercut their international competitiveness.
"Deferral," DISC, Section 911 and the Section 861 regulations were of the greatest
concern, In that order. Their priorities for desired tax reforms were, in order,
tax rate reduction, extended (or permanent) Investment credit, and revised
accelerated depreciation rules. Significantly, these preferences and concerns were
all rated above "Integration" or elimination of double taxation of corporate
profits. No respondent would favor "integration" if a consequence were basic
changes in the taxation of foreign-source income to balance its revenue impact.

As a final observation, the Carter administration has issued a policy statement
on direct international investment flows calling, in effect, for neutrality-neither
incentives nor disincentives in government policy so that investment flows can
le determined by economic and market forces. A package of tax proposals which
consists on the one hand of reductions in taxes on U.S. Income and on the other
of premature or penalty taxation of the foreign-source income of America's most
internationally competitive sector seems oddly inconsistent both with this policy
objective and with the current global concern over the U.S. balance of payments
deficit.

APPENDIX

TABLF, 1.-States affected most acvcrelyt by elimination of '-Jeferral" and DISC
"Dcferral".-Group I, Alabama, Arizona, California, Colorado, Connecticut

Indiana, Iowa, Minnesota, New Jersey, New York, Ohio, Rhode Island, South
Carolina, Tennessee, Texas, and West Virginia.

Group II, Georgia, Louisiana, Massachusetts, Michigan, Oregon, and
Washington.

DIS6'.-Group I, Alabama, California, Kentucky. Michigan, New York, Ohio,
Rhode Island, South Carolina, Texas, and West Virginia.

7 Department of State statement of July 6. 1977 oIL "U.S. Government Policy on Direct
International Investment."
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Group Ir, Georgia, Indiana, Kentucky, Louisiana, Massachusetts, Michigan,
New Jersey, North Carolina, and Pennsylvania.

APPENDIX

TABLE 2.-Order of preference for specific exclusions for the costs of U.S.
employees abroad

[Average Cost From Previous Experience]

Tax Equalization ---------------------------------------- $12, 357. 00
Housing subsidy ------------------------------------------ 6, 814. 00
Cost-of-living adjustment ----------------------------------- 5, 357.00
Moving costs --------------------------------------------------- 11,416. 00
Vacation transportation and travel allowance --------------------- 4, 214. 00
Dependent allowance for education ---------------------------- 3, 500. 00

APPENDIX

TABLE 3.-Areas of major concern under section 861 regulations for U.S.
0orpora tions

(In order of importance)
1. R&D expense.
2. Interest costs.
3. Stewardship.
4. Legal and accounting costs.
5. Income taxes.
6. Losses on sale or exchange or other disposition of property.
7. Net operating loss deduction costs. -

LAW OFFICES GATENBEY, LAW & LEAGUE,

Chicago, Ill., September 7, 1978.

Re Section 314 of H.R. 13511, and H.R. 8244 and S. 2216.
Ion. RUSSELL B. LoNG,
Chairman, Finance Committee, U.S. Senate,
Russell Office Building, Washington, D.C.

DEAR SENATOR. LONG: We represent Cooperative Food Distributors of America
(CFDA), a national, non-profit trade association located at 2340 Des Plaines
Avenue, Des Plaines, Illinois. The members of CFDA consist of approximately
64 retailer-owned wholesale food distributors serving approximately 28,000 in-
dependently-owned food retailers. These wholesale distributors operate on a co-
operative basis in accordance with the provisions of Sections 1381 through 1388
subchapterr T) of the Internal Revenue Code and pay patronage dividends to
their stockholder-members each year In proportion to the volume of business
done by each such member with the cooperative organization.

The purpose of this letter is to request that the Senate Finance Committee, In
conjunction with Its consideration of the provisions of I.R. 13511 dealing with
the extension of the Investment tax credit to expenditures made in connection
with the rehabilitation of qualified rehabilitated buildings, incorporate into
this legislation the provisions of Section 2 of S. 2216 introduced in the Senate
by Senator Curtis on October 19, 1977. S. 2216 is identical with H.R. 8244, which
was introduced in the House on July 12, 1977 by Representative Neal Smith of
Iowa and 23 other Reprosentatives,.

Section 2 of each of S. 2216 and H.R. 8244 wonld remove the long-standing in-
equity presently imposed upon cooperative organizations by subsections 46(e) (1)
(C) and 46(e) (2) (C) of the Internal Revenue Code which limit the amount of
the qualified investment of a cooperative organization for investment tax credit
purposes to the cooperative's "ratable share". Under these two Bills no such
limitation would be applicable and the investment tax credit could either he
claimed in whole or In part by the cooperative or allocated to Its patrons based
upon the business done by it with or for such patrons.

Under Section 46e) of the Code, a cooperative's "ratable share" is determined
by multiplying the cooperative's nualifled investment by a fraction having tax-
able income as its numerator and having as its denominator its taxable income
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increased by the patronage dividend distributions which it has deducted in ac-
cordance with the provisions of Section 1382 (b) of the Code. Since most retailer-
owned grocery cooperative organizations (as well as similar organizations en-
gaged in the distribution of other consumer products such as hardware and drugs)
distribute to their member-stockholders all, or practically all, of the earnings
realized by them on the purchases made from them by their member-stockholders
in the form of patronage dividends, the amount of investment tax credit avail-
able to such a cooperative organization in connection with qualified investments
made by it becomes reduced either to zero or to a relatively nominal sum by ap-
plication of the "ratable share" formula.

The effect of the persent limitation is illustrated by the following example
concerning an investment of $50,000 in eligible property made by a cooperative
organization which distributes all but $1,000 of its earnings of $100,000 as
patronage dividends:

$1,000 (taxable income) over $100,000 (taxable income of $1,000 plus $99,000
patronage dividends distributions) times $50,000 (amount of investment) equals
$5oW.

Thus, on an actual investment of $50,000, the cooperative would have a qulall-
fled Investment of only $500 and would be entitled to an investment tax credit of
only $50.

One of the effects of the "ratable share" limitation on utilization of the in-
vestment tax credit by cooperatives has been to cause cooperative organizations
to enter into lease arrangements with leasing corporations which can pu .chase
equipment which is eligible for the investment tax credit and can claim the full
amount of the credit which the cooperative would have been entitled to claim if it
purchased the equipment itself and was not subject to the inequitable limitation
on use of the credit which is imposed by the "ratable share" provision. Although
use of such a leasing procedure usually enables the cooperative to finance its ac-
quisitions of major equipment items such as computer systems and inventory
handling and order filling systems at costs below those which would be incurred
in conventional debt financing, the freedom of choice of the cooperative in ob-
taining the last cumbersome and most economical financing for its major equip-
ment items is substantially restricted.

Moreover, there would seem to be no justification for the continuation of a
restriction such as the "ratable share" limitation contained in Section 46(e)
of the Code which has as its primary practical effect a considerable enhance-
ment of the number of transactions which are financed through leasing arrange-
ments which provide additional profits to those who are able to furnish that
particular type of financing. Among other things, additional expenses must be
incurred by a cooperative organization which utilizes the leasing method of
financing due to the many detailed and technical provisions which ordinarily
are included in the group of legal documents to be executed in connection with
the transaction.

Section 314 of H.R. 13511 which would extend the investment tax credit to
rehabilitation expenditures for certain qualified buildings Is basically a very
desirable provision which could provide a considerable stimulus for the rehabili-
tation and modernization of existing warehouse facilities operated by food whole.
salers and of existing stores operated by their member-retailers. However. the
provisions of Section 314 will be of little or no use to cooperative organizations
with respect to rehabilitation of their warehouse facilities so long as the ratable
share limitation provisions applicable to such organizations remain In the Code.
Moreover, because of uncertainty as to the status under Section 314 of F.R.
13:511 of rehabilitation expenditures paid by a lessee, an additional problem might
exist with respect to rehabilitated warehouse buildings occupied by retailer-owned
cooperative organizations by reason of the fact that many such organizations
lease their warehouse facilities under long-term net leases whereby all expenses
related to the facilities (including capital expenditures made for rehabilitation)
are paid for by the lessee.

Therefore, we submit that the provisions of H.P. 13511 relating to extension
of the Investment tax credit to expenditures for the rehabilitation of qualified
buildings should first be modified to make It clear that rehabilitation expendi-
tures paid for by a lessee will qualify for the investment tax credit even though
the lessee has not owned the building for at least 5 years from the time It was
placed in service, provided that the lessee has occupied the building for at last
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such a 5-year period. It is believed that such clarification is extremely impor"'
tant, since many warehouse facilities are built by developers who then lease
them to the wholesale distributors who commence to use them as of the time
they are placed in service.

The foregoing clarification would be an act of futility, however, insofar as
cooperative organizations are concerned, unless the Code is simultaneously
amended by repeal of the provisions of Section 46 limiting the amount of the
investment tax credit which can be claimed by a cooperative organization to its
"ratable share". Incorporation into the Code of the provisions of Section 2 of
S. 2216 and H.R. 8244 would have the effect of affording cooperative organiza-
tions the same treatment with respect to the investment tax credit as is presently
available to subchapter S corporations and partnerships, whose income, like that
of cooperatives, is basically taxed only once for federal income tax purposes.

Even In the case of many large cost items such as inventory handling equip-
ment and systems, delivery equipment and computer equipment which presently
basically qualify for the investment tax credit, retailer-owned cooperative orga-
nizations and the member-stockholders who purchase from them are at a dis-
tinct competitive disadvantage In that their opportunities to make use of the
investment tax credit are drastically limited by the "ratable share" provisions
of the Code, whereas large integrated chain organizations which compete with
such retailer-owned organizations and their retailer members can presently
claim the maximum investment tax credit on purchases of these types of
property. If it were not for the "ratable share" limitation, retailer-owned orga-
nizations and their retailer members would have been entitled to many millions
of dollars of investment tax credits in the year 1977 alone which they have
been prevented from claiming by reason of such limitation.

Accordingly, in the interests of equity and fairness and of furthering competi-
tion and improvement of efficiency in the distribution of consumer products, we
hereby respectfully request on behalf of CFDA that the provisions of Section 2
of S. 2216 and H.R. 8244 be incorporated into H.R. 13511 by the Senate Fi-
nance Committee. We are not familiar with the requirements of the Committee
in connection with the submission of written statements of this type, but we
are nevertheless enclosing 5 additional copies of this letter for the convenience
of the Committee and its staff.

Respectfully yours,
By FRED H. LAW, Jr.

STATEMENT OF THE LUTHERAN COUNCIL IN THE U.S.A., ON BEHALF OF THE AMERI-
CAN LUTHERAN CHURCH, LUTHERAN CHURCH IN AMERICA

This statement is presented by the Lutheran Council in the USA on behalf
of the following church bodies:

The American Lutheran Church, Minneapolis, Minnecmta, 2,437,000 U.S.
members. Lutheran Church in America, New York, New York, 2,990,000 U.S.
members.

These church bodies and their over 11,000 member congregations have a sig-
nificant supporting relationship to thirty colleges and universities, twelve theo-
logical seminaries, 100 day schools, 150 camps and conference centers, and over
300 hospitals, retirement homes and social service agencies. As such, they form
a significant portion of the charitable community in this country and provide
a variety of social, health and educational services to thousands of Americans
every year.

The Lutheran Council, continuing a long history of Lutheran cooperation in
the United States, was organized in 1966 and has among its functions, as stated
in its constitution, "to represent the interests of the Council and the interests
of a participating body so requesting, in matters that require common action
before . . . the national government . . ."

The Lutheran churches are concerned over the impact that certain proposed
alterations in the U.S. tax code would have on charitable giving. Our review of
the "Revenue Act of 1978," as approved by the House of Representatives, indi-
cates several proposed changes that would adversely affect-albeit indirectly-
the level of charitable giving. These are: (1) the proposed increase in the zero
bracket amount-formerly called the standard deduction-to $2,300 from $2,200
for single persons and to $3,400 from $3,200 for married couples; (2) the elim-
ination of itemized deductions for state and local motor fuel taxes and political
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contributions; and (3) somewhat tightened itemized deductions for personal
medical expenses. These changes would continue a trend towards encouraging
taxpayers to use the standard deduction. Yet by discouraging itemization, they
would also reduce the number of taxpayers able to take a deduction for their
charitable gifts. As outlined below, this would in turn reduce the total level of
charitable giving.

The Lutheran churches believe that a good tax structure should be simple,
easily understood and equitable. Consequently, we support the goal of simplify.
cation in the preparation of tax returns.

We also believe that a good tax structure should advance sound social goals and
should safeguard the freedom of voluntary organizations to fulfill them In a
responsible manner. The continued erosion in use of the charitable deduction
threatens this aim. For these reasons we urge the Congress to recognize the
uniqueness and social value of the charitable deduction by allowing all tax-
payers to take a deduction from gross income for their charitable gifts, whether
they itemize their other deductions or not. No limitations other than those In ex-
isting law should be placed on the use of this deduction.

Specifically, we endorse the approach found in S. 3111 introduced by Senators
Daniel P. Moynihan of New York and Bob Packwood of Oregon. We encourage the
Committee on Finance to include this form of targeted tax relief as a com-
ponent of the general tax relief measure now under consideration.

We base our support of this change on the following reasons:
(1) Negative impact of recent reforms on total giving.-The decline in the num-

ber of taxpayers who Itemize and who are therefore eligible to use the char-,
itable deduction from 54 percent in 1969 to an estimated 23 percent in 1977 has
had a negative impact on the total level of charitable giving. Econometric studies
by Professor Martin Feldstein of Harvard University have shown that the char-
itable deduction Is an important incentive for charitable donations. He estimates
that charities have loqt $1.357 billion in 1977 due to changes made In the stand-
ard deduction since 1970. His studies suggest that charities have lost about $5
billion in contributions during the 1970-77 period. Estimates by the American
Association of Fund Raising Counsel show that charitable contributions as a
percentage of gross national product fell from 1.98 percent in 1969 to 1.80 by 1974,
witn the decline the sharpest for givers in the $10,000-$25,000 income range.

(2) Uniqueness of the charitable deduction.-Relative to other currently item-
ized deductions, that deduction allowed for charitable gifts is unique and entitled
to special treatment. When persons contribute to charities, they voluntarily re-
duce their Income or net worth, whatever the tax treatment. Charitable con-
tributions have nothing in common with economic transactions such as interest
payments, nor with mandatory payments such as state and local taxes. Contribu-
tions are clearly distinguishable from medical payments. A charitable donation
is an expenditure whose essential characteristic is the advancement of voluntary
activities in the public Interest. Treating charitable contributions as a deduction
from gross Income conforms to the reality of the contributor's option In reducing
his or her net income. Moving expenses and alimony already receive such
treatment.

(3) Democratization of the charitable deduction-Recent statistics show that
over 80 percent of all charitable giving comes from those itemizing their tax
returns and using the charitable deduction---currently an estimated 23 percent
of the population. Reserving ,this tax treatment to a shrinking number of high
income taxpayers works against the preservation of a democratic pattern of giv-
ing and threatens to transform public perception of tLe charitable deduction into
that of an "elitist" tax loophole reserved for the wealthy. Allowing all taxpayers
to take the charitable deduction In addition to the standard deduction would
restore equity in the tax treatment of charitable gifts and encourage broader
citizen participation in the voluntary sector. The philosophy behind the charitable
deduction, when introduced in 1917, was that the income tax should be im-
posed only on consumable income and not on that portion which goes to public
uses rather than to the giver's personal advantage or enrichment. We urge the
Congress to reaffirm that approach.

(4) The voluntary sector: its value and future.--Churches and other vol-
untary organizations have proven their social value repeatedly in reducing suf-
fering, pioneering in social services, pointing to injustice and Invigorating and
diversfying our nation's public life. They have also formed a cushion against the
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awesome and sometimes impersonal power of ever more centralized government.
Voluntary organizations are basic to a free and open society and serve as a train-
ing ground for democracy. Religious organizations make a special contribution by
providing a moral basis for society.

However, we must also stress the serious financial impact recent developments
have had on the voluntary sector. Inflation has struck at program costs. Recently
enacted Social Security tax increases affected disproportionately non-profit orga-
nizations which had previously elected coverage for their employees. Where
private business can write off up to 48 percent of added FICA costs as a business
expense and compensate for the remainder with higher prices, non-profit organiza-
tions must bear the full brunt of the extra expenses. Cutbacks in programs will
in many cases result. The eroding base of the charitable deduction and the re-
suiting decline in income further affects the ability of the voluntary sector to
deliver services to the American public. Those receiving these services-the
poor, the sick, the disadvantaged-will suffer the most. Pressure on the govern-
mental sector-and the Federal treasury-will also grow.

(5) Generating new support.-Professor Feldstein's study indicates that for
each dollars of taxes lost by virtue of the deduction, charitable organizations
receive between $1.15 and $1.30. He projects that allowing all taxpayers to
take the charitable deduction would increase giving by approximately $3.8 billion
annually with a revenue loss to the Treasury of less than $3.2 billion. In addi-
tion, personal involvement follows financial support. The 1975 Report of the Com-
mission on Private Philanthropy and Public Needs found that an equivalent
dollar's worth of personal volunteer activity is generated for each dollar donated
to a charity. We should also note here that charitable organizations are labor
intensive. Therefore a large of charitable income 18 taxed through individual
federal income tax withholding.

(6) The indispensability of deductibility.-Preservation of existing patterns of
giving, as much as the stimulation of new donations, is involved when we argue
for universal application of the charitable deduction. Current economic and
governmental policy trends present a long-term threat to the ability of our
donors to give. Inflation gnaws away at real income and results In an artificial
tax increase by pushing taxpayers into ever higher tax brackets. Recently en-
acted Social Security tax Increases hit all employed persons with another major
tax increase. The governmental sector continues to consume a growing share of
total national income. Every indication suggests that these trends will continue,
If not accelerate, in the future. Recognizing the deductible nature of all charita-
ble contributions will help preserve the ability of all donors to give.

In sum, we believe that allowing all taxpayers to take the charitable deduc-
tion in addition to the standard deduction does not constitute subsidy. Rather,
it is sound social policy. Any resulting revenue loss. we believe, would be more
than offset by the increased flow of resources and personal commitment to volun-
tary activity on behalf of the whole nation. Such treatment would require only
a simple computation on the front of the tax form.

We believe that this change would reconcile a valuable incentive for charitable
giving with the commendable goal of tax return simplification; democratize the
base of the charitable deduction; increase Americans' propensity towards charit-
able giving; and strengthen the whole voluntary sector to the advantage of all
Americans.

We have appreciated this opportunity to make our views known to the
Committee.

STATEMENT OF HERBERT I. LAzERow, PROFESSOR Or LAW, UNIVERSITY OF
SAN DEn o

This testimony addresses only § 404 of H.R. 13511, capital asset basis increases
for inflation. It raises problems for the Committee's consideration in its further
deliberation on 1 404.

1. Should there be inflation adjustments in the income tax?
Inflation adjustments introduce further complexity and inequity Into the tax

system. In a country where inflation is minimal, no such adjustment should be
made because the problem is not great and the solution poses difficulties. With
less than a 6 percent inflation rate annually, Congress can adjust tax rates.
brackets, and other fixed amounts to roughly compensate for inflation. Congress
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has done so over the past 20 years. Likewise, the inflationary increase in asset
value is not generally great. Most assets would be turned over before significant
inflationary gains have occurred. Because of this, the complications of inserting
provisions to take care of inflation would outweigh the benefits to be derived
from them.

The converse is true when the rate of inflation exceeds 10 percent. With 10
percent inflation, an asset held for five years will, because of the compounding
effect, increase its nominal value by 55 percent, while experiencing no real eco-
P omic increase in value. Salaries can be expected to do the same. Such nominal
changes, unaccompanied by real economic increase, substantially change the
percentage of the individual's real income retained after taxes under our pro-
gressive tax system. Because of the rapidity with which changes must be made
Congress is unlikely to act quickly enough with respect to rates and rate brackets.
Other items such as the taxation of gains, inventories, depreciation, and loans
will be significant in amount, and worth correcting. They will require structural,
rather than rate, changes if they are to be meaningful.

2. Should inflation adjustments be divorced from each other?
It can be argued that the wage earner is more in need of inflation adjustment

than the holder of property. The assumption is that the capital owner is in a
high income bracket, and his gains are more or less regularly taken, while the
wage earner depends on his income for survival, and finds that while his nominal
income is rising, his real income after taxes falls because the progressive rate
structure relieves him of a large percentage of his real income. Further, it can
and has been argued that the principal reason for taxing capital gains at a lower
rate than ordinary income is because many nominal capital gains have a sub-
stantial inflationary component which is not real gain. In the light of these views,
it can be suggested that the first inflation adjustment should be for wages. There-
after, there should be inflation adjustments for business assets that figure in the
income statement, such as inventories and depreciation, and last in line should
come capital gains. In the alternative, it may be argued that there should be no
capital gains inflation adjustment as long as capital gains are taxed at a favor-
able rate.

On the other hand, it can be argued that while wages and other income can be
adjusted for Inflation simply by changing the rates, no such easy solution is avail-
able for capital gains. In order to be remotely accurate, the capital gains Inflation
adjustment must be structural, adjusting either basis, sales price, or the tax. It
can further be argued that the problems of adjusting depreciation and inventory
for inflation are enormous, and the impact of inflation on both those items con-
siderably less than its impact on capital gains. This is particularly true of in-
ventory, which normally turns over within a short period. Finally, it can be
argued that the lower rate on capital gains represents more than simply a re-
sponse to inflation. These gains accrue over a period of years and the lower rate
is an averaging, and may be necessary to encourage the sale of assets and to
avoid people being locked into them.

I do not wish to enter the debate on this Issue. Rather, having exposed the
issue, I wish to mention some technical problems of an inflation adjustment for
capital gains.

3. What type of inflation for capital gains should be adopted?
The literature discusses three types of inflation adjustments. One type is a

lowered tax rate such as is provided by the 50-percent capital gains deduction.
While such a simple adjustment is easy to administer, it does not respond pre-
cisely to the problem. The rate reduction is the same regardless of the inflation
that has been suffered since the asset was purchased. While it is possible to apply
graduated rates depending on the length of time the asset has been held, such a
provision complicates the law and fails to encourage disposal of the asset when
that is most economic.

A second proposal to adjust gain for inflation is to reduce the sales price and
depreciation back to constant dollars at the time of purchase. While such a pro-
posal has some appeal, it is less convenient in the case of a gain than Inflating
the basis to the year of sale because tax must be paid on the gain. It seems in-
appropriate to compute the gain in dollars of ten years ago, then to pay tax in
today's dollars.

The preferable system would inflate the purchase price to the time of sale.
Time-of-sale dollars are the dollars in which the tax will be paid so adjustment
to time-of-sale dollars will place the tax payment, the sales price, and the basis
on the same scale.
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Such inflation adjustment (called indexing) encounters a number of practical
problems. Most of the following problems are caused by conflict between two
very desirable goals-accuracy and practicality. Accuracy asks that indexing as
faithfully reflect inflation as possible so that only real gains are taxed. Accuracy
calls for indexing based on the cost of living index In taxpayer's locality adjusted
as closely as possible to the dates of purchase and sale as possible. Practically, on
the other hand, realizes that the income tax exists in an imperfect world, and
that complications cause additional costs for both taxpayer and government.
Practicality demands that the indexing be simple and easy to do; that it be easy
for the Revenue Service to audit; and that it be easy to explain to the average
taxpayer. The tax provision that results is inevitably a compromise between
accuracy and practicality.

A. Should there be a threshold before indexing occurs?
At best, indexing is a complicating element. Such complications are not justi-

fied for minor inflation. Where inflation is minor, it would be better to avoid the
complications of indexing.

Where should the line be drawn? I have suggested above that less than 6 per-
cent inflation does not Justify indexing, while more than 10 percent does. Any
/number between can be chosen, and the indexing made available only if the an-
(nual rate from purchase to sale exceeds the chosen percentage.

Also, a holding period could be required before permitting any inflation ad.
Justment. While a two-year period might be suggested, such a suggestion really
assumes no greater than current rates of inflation. Few people would suggest that
a one-year adjustment is inappropriate if the inflation rate were 50 percent per
year. Thus, the only appropriate theoretical floor is the inflation rate. But given
our historical experience, it seems appropriate to require at least a one-year
holding period, as for capital gains.

B. What measure should be used for the indexing?
Section 404 of the Revenue Bill of 1978 calls for an adjustment based on the

consumer price index of the month in which the asset is purchased and the month
in which the asset is sold. Such an adjustment requires precise mathematical
computation by the taxpayer. It also requires that the Revenue Service print
extensive tables in taxpayer instructions and program its computers to catch the
many mathematical errors likely to occur. While businesses will deal easily with
such a provision, individual taxpayers will not. It will be preferable to have a
provision somewhat less precise, but, easier to apply. For instance, all assets
bought during a particular calendar year might have a base at the consumer price
index at some mld-point of that year, such as June 30. The same would be true for
the year in which the asset is sold. Thus, the Revenue Service need only print a
factor by which the basis would be multiplied to be used for the sale of an asset
bought during a particular year. That factor would change each year depending
on the cost of living. For assets sold in 1981, the factor might be 1.2 if the asset
were acquired in 1980 and 1.4 if acquired during 1979. Such a system is less pre-
cise than the system in H.R. 13511, but much easier to administer. It is used in the
French indexing law. An alternative reaching the same end would use the average
for a 12-month period. Some lag here would be required, as forms must go to press
before figures are availaLle for the last months of the calendar year.

The consumer price index nationally, which is chosen by H.R. 13511, seems to be
the correct measure for the index. As noted above, the index for taxpayer's
locality would be more accurate, but would also be more difficult for taxpayers to
discover and get correct, and for the Revenue Service to audit. Further, we do not
make other tax distinctions by locality, even though the cost of living varies
widely from Austin to Anchorage.

The consumer price index is more logical than any of the many other indices
compiled by the federal government because we envisage the bottom line of invest-
ment as the generation of funds for future consumption.

C. How should increases in basis from subsequent investment be indexed?
The bill takes the sensible viewpoint that Increases in basis should be consid.

ered new invetments at the time of the increase, and indexed from date of invest-
ment to date of sale. Such a provision is preferable to securing an adjusted basis,
then indexing the entire basis from the date of the first investment. The latter
would give taxpayer the benefit of indexing even on dollars invested at later,
inflated times.

D. How should basis reductions, primarily depreciation, be treated?
Under H.R. 13511, depreciation is simply removed from the original basis before

the basis is Indexed. This gives the taxpayer less benefit than would accurately

34-369 0 - I - 33
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reflect real inflation where, as with depreciation, there are continuing payments.
For example, where the cost of living index goes from 100 to 150 in a straight line
increase over five years, taxpayer invests $100, and the taxpayer has depreciated
20 percent of the declining balance each year, his indexed basis under the bill
would be $49.16. A basis taking into account the year in which the depreciation
was taken would be $68.93, or roughly 40 percent higher. (See tables 1 and 2).
Taxpayer has a lower than accurate basis because H.R. 13511's system backdates
depreciation too far. In addition, the system is asymmetrical, providing accurate
measurement when that is not to taxpayer's advantage.

Despite the fact that the depreciation adjustment in H.R. 13511 is less accurate
than the ideal, it is much easier to handle. The necessity to constantly recalculate
is avoided. Such simplification is useful, especially when a new provision is first
enacted.

D. Should assets bought with borrowed funds be indexed.
The House excluded loans from the inflation adjustment, both for the lender

and the borrower. The two items offset each other. However, when property is
purchased with borrowed money, no inflation adjustment should be accorded be-
cause the borrowed money is subject to reverse adjustment. Put another way,
where an asset is totally financed through borrowed funds, and the entire loan
principal discharged with proceeds of the sale, there is no inflation loss because
taxpayer will pay off the loan in dollars worth less than those he borrowed. The
net result is that the taxpayer should be entitled to a full inflation adjustment
only in the absence of borrowing to purchase the asset.

In real life, matters are not that simple. Few can borrow the full cost of
assets we purchase. Nor do most people purchase major assets without some
financing. Matters are further complicated because loans taken out to purchase
assets are often paid off gradually. Real estate mortgages are normally paid off
at a rate which is not constant. The difficulty in computing the degree of payoff
would be extreme.

Three possibilities emerge from these difficulties. First, accuracy demands
that the basis be adjusted for inflation, and that a countervailing adjustment be
made as the loan is paid off. Such a rule would cause great difficulties in compui-
tation and require information not normally known by the homeowners or, if
known, not normally retained.

Second, the law could Ignore the fact that the asset was financed. This is the
path taken by H.R. 13511. This has the virtue of simplicity, but it is hard to see
why a person who has suffered no inflation loss should benefit by indexing.

The third and best course would be to establish certain broad categories for
use if property is purchased with borrowed money. Property with less than 25%
financing at purchase might be indexed as though unfinanced; property financed
between 25% and 75% of its purchase price might receive 50% of normal index-
ing; property with more than 75% financing might not be indexed at all. Ob-
viously, other numbers could easily be chosen. Though such measures are rough
rather than precisely accurate, they provide some equity without complicating
indexing too much.

E. How does indexing Interact with depreciation recapture?
§ 1245 and 12.50 of the Internal Revenue Code of 1954 provide for some re-

capture of depreciation previously taken if a depreciable asset is sold at a gain.
H.R. 13511 mentions nothing about these provisions. Presumably, under the bill
as presently drafted, no change is contemplated under I§ 1245 or 1250. But the
logic of indexing indicates that the amount to be recaptured should be indexed
also, thereby forcing the taxpayer to include at ordinary income rates not the
nominal depreciation formerly taken, but the real economic depreclatidn.

Perhaps the failure to consider this is the converse of the discussion in C above.
Depreciation is simply not indexed for any purpose.

F. Should Indexing apply for-purposes of losses as well as for gains?
H.R. 13511 applies Indexing to losses as well as rains. A nominal gain may

easily become a real loss through indexing Un thb basis. While some argue that
losses'should not be created by indexing, the economic principle of Indexing applies
re. ard!es of whether the net result is gain or loss.

The no-indexing-to-create-loss position mieht be buttressed by the fact that such
losses will offset other income,.on which there is no indexing. But the fact that the
taxpayer is denied a benefit in one area is no reason to deny him a benefit in
another.

G. For what years should indexing be available?
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H.R. 13511 limits indexing to gains accrued after 1978. Thus, 1979 is the base
year for all assets, no matter when acquired. Such a provision has little logic
to recommend it, except that it minimizes revenue losses In early years. Standing
as we are at the foot of five years of heavy inflation and lackluster stock market
Performance, retroactive application of indexing might create huge losses ill the
first year. Such a viev assumes immediate liquidation, wh!ch may not be in the
offing.

H. Should indexing apply to deflation also?
H.R. 13511 only applies indexing when it helps the taxpayer. But if taxpayer

suffers a loss through unindexed inflation, he equally has a gain through unin-
dexed deflation. The two sides of the coin should be similarly treated.

TABLF I.-BASIS WITH DEPRECIATION INDEXED SEPARATELY

Cost-of-living Depreciation Inflation Deduct from
Year Index taken factor basis

I .......................................... 1.1 $20.00 1.36 $27.20
2 ----------------------------------------- 1.2 16.00 1.25 20.00
3 .......................................... 1.3 12.80 1.15 14.72
4 .......................................... 1.4 10.24 1.07 10.96
5 ...................................... 1.5 8.19 1 8.19

Total . . . ..------------------------------------------- 67.23 ................ 81.07

Note: Indexed cost Is $150 ($100XI.5), less indexed depreciation $81.07, leaves indexed basis of $68.93.

TABLE 2.-Basis with depreciation indexed with cost

Cost ---------------------------------------------------- $100.00
Less depreciation taken -------------------------------------- 67.23

Adjusted basis ---------------------------------------- 32.77
Inflation factor ---------------------------------------------- X. 5

Indexed basis ----------------------------------------- 49. 16

MACALESTER COLLEGE,
St. Paul, Minn., Auslust 14, 1978.

Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
Washington, D.C.

DEAR MR. STERN: The following statement, in support of $. 3111, is submitted
to the Senate Committee on Finance by Dr. John B. Davis, President, and
Madison L. Sheely, Director of Planned Giving, Macalester College, Saint Paul,
Minnesota.

Five copies are enclosed for your convenience.

STATEMENT IN SUPPORT OF S. Sll,

Perspective: Private, non-profit institutions such as Macalester College are
dependent in large part on private philanthropy to sustain their public service
functions. Such private philanthropy is a great tradition in the United States of
America, where citizens have looked to one another to provide for the common
good.

The earliest institutions of higher learning In this country were privately orga-
nized and privately funded. Endowments today-in the billions of dollars-have
come from private sources, the charitable gifts of citizens from every walk of
life.

Since the adoption of the 16th amendment in 1913 there has been a continuous
interaction between federal tax policy and philanthropy. This interaction con-
tinues to be of vital concern to privately supported institutions, since tax laws
and tax policies affect the ability of such institutions to raise the funds so vitally
important if they are to meet their goals and serve the public at large.

Current Issue: S. 3111 proposes permiting all taxpayers to deduct their charit-
able contributions on their tax returns whether or not they itemize their deduc-
tions.
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I believe this amendment to current tax laws to be in the national interest as
well as in the Interest of charitable institutions.

Rationale: 1. Fairness for all taxpayers. Charitable contributions are a vol-
untary transfer of private resources to public uses for the common good. As
such they should be exempt from taxation, since they represent neither personal
consumption nor personal saving. This exemption, already available to those
who itemize deductions, should be available to all taxpayers.

It has been documented repeatedly over the past eight years, that the increase
in the number of taxpayers taking the standard deduction (zero bracket amount)
has been followed by a corresponding decrease In charitable giving. As Senator
Moynihan observed in introducing S. 3111, Professor Martin Feldstein estimates
that charities have lost about $5 billion in contributions since 1970, primarily
as a consequence of changes In the tax code. Much of this decline has come in
the contributions of middle income taxpayers, who would be especially helped
by S. 3111.

2. Importance of philanthropy. Federal tax policy should be an encouragement
to private philanthropy and should underscore the uniqueness of private giving
as the keystone of our pluralistic society. Making the charitable deduction avail-
able to all taxpayers would serve these important purposes. Saving taxes Is
not the primary motivation for philanthropy, but federal tax policy does set a
climate which either encourages or discourages philanthropy. The present situa-
tion, In which only a small minority of taxpayers itemize their deductions and
thus receive a charitable deduction, is both unfair and a discouragement to giving.

The charitable deduction should not be viewed as a tax "loophole", but as
basic tax policy in support and encouragement of private philanthropy.

3. Effect on major donors. Most privately supported institutions are dependent
on those few large gifts which make up the bulk of gift income. While con-
tinually attempting to broaden the base of support, we also recognize that major
gifts form the cornerstone of gift income. Such gifts are definitely tax-oriented.
That is, the size of such gifts, their form and timing, are all Influenced by tax
considerations. Changes In the tax laws in the area of charitable deductions
affect our ability to secure major gifts.

Conclusions: Private philanthropy is Influenced by federal tax policy. Tax
laws which restrict or reduce the charitable deduction also constrict funding
for privately supported charitable institutions. We believe that broadening the
availability of the charitable deduction by adoption of S. 3111 will substantially
enlarge our ability to secure gifts in support of our institution. We also believe
that losses to the federal treasury by reason of S. 3111 will be more than made
up by increased support for all charitable Institutions. JOHN B. DAvws. Jr.,

President.
MADrSON J1. SHEELY,

Director of Planned Giving.

MAYER, BRowN & PLATT,
Washington, D.C., August 23, 1978.

Re Section 201 of the Revenue Act of 1978 (H.R. 13511).
Hon. RUSSELL B. LONO,
Chairman, Committee on Finance, U.S. Senate,
Washington, D.C.

DEAR MR. CHAIRMAN: Section 201 of H.R. 13511 as passed by the House would
generally extend the "at risk" provision In Code section 46, but make it Inap-
plicable to "the holding of real property (other than mineral property)". Cur-
rently, the "at risk" provision In Code section 704(d) does not apply to any
partnership "the principal activity of which is investing in real property (other
than mineral property)" and the activities to which section 465 now applies do
not include holding or investing in real estate.

Regardless of the merits of the proposed extension, It should be borne In
mind that there are Important business considerations which often dictate the
use of single and multitler real estate partnerships. This was recognized by the
staff of the Joint Committee on Taxation in footnote 7 on page 97 of its General
Explanation of the Tax Reform Act of 1976. There it was made clear that the
present "at risk" provisions do not apply to a partnership whose primary activity
is investing in real property either directly or through other partnerships. We
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understand that no change In existing law is intended in this regard by section
201 of the House bill.

Nevertheless, consistent with this policy, if the section 704 (d) at risk provision
is repealed and the section 465 provision Is extended, It will be Important to
assure that the new provision does not apply to a partnershilp substantially all
the activities of which relate to the holding of real property for sale or rental
either directly or through other partnerships. This could be done either by lan-
guage in section 465 or by an appropriate statement In the Finance Committee
report. We would welcome an opportunity to work with your staff in this regard.

I am submitting this with five copies for inclusion In the record of your hear-
ings. If you have any questions or need any additional information, please
contact me.

Respectfully,
JERRY L, OPPENHEIMER.

MAYER, BROWN & PLATT,
Washington, D.C., August 23, 1978.

Re H.R. 13511-The Revenue Act of 1978.
Hon. RUSSELL B. LONG,
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C.

DEAR MR. CHAIRMAN: These comments on those provisions of the pending
Revenue Act (H.R. 13511) and related bills which affect employee benefits are
submitted on behalf of The ERISA Industry Committee (ERIC). Its ninety
members Include half of the nation's fifty largest industrial companies and
represent a cross-section of the nation's largest retailers, utilities, banks and
insurers.

ERIC members are genuinely concerned about the wellbeing of their employees.
The approximately 8.5 million participants in pension plans sponsored by ERIC
members represent about twenty percent of all participants in private pension
plans. Welfare plans sponsored by ERIC members cover about 22 million indi-
viduals, over ten percent of the nation's population. ERIC members also main-
tain a variety of nonqualified deferred compensation programs.

For the sake of brevity, these comments are summary, and we anticipate that
they will raise questions. Accordingly, we would welcome the opportunity to
amplify them through supplemental submissions, to confer with members of the
Committee and its staff, and generally to make the experience of ERIC's mem-
bers and counsel available to the Committee.

I. NONQUALIFIED DEFERRED COMPENSATION

ERIC strongly supports section 122 of H.R. 13511 which would reaffirm that
nonqualified deferred compensation plans of private employers are to be governed
by the principles In effect on February 1, 1978. The confusion and unsettling
atmosphere engendered by the lack of clarity in the Treasury regulations pro-
posed on February 3, 1978, can be quieted only by clear Congressional endorse-
ment of these longstanding rules. ERIC would strongly oppose, however, apply-
ing the Code section 415 limitations to such arrangements as proposed In section
121 of S. 3321.

IL. SIMPLIFIED PENSION PLANS, DEDUCTIBLE EMPLOYEE CONTRIBUTIONS, AND SPECIAL
MASTER AND PROTOTYPE PLANS

ERIC generally supports proposals which would foster the growth of private
plans, increase employee savings, and encourage capital formation. Thus, ERIC
generally supports the goals of the special master and prototype plan and sim-
plified pension plan concepts embodied in S. 3017 and S. 3140, respectively, and
supports the concept of deductible employee contributions to qualified plans,
such as those contemplated in S. 3288 and S. 3017. ERIC, however, urges that
arbitrary and unnecessary limitations on gross income for eligible employees,
such as those in section 303 of S. 3017, be rejected.

In addition, ERIC strongly urges that plans be given the option, and not be
required as contemplated by section 303 of S. 3017, to accept employee contribu-
tions. Attached is a copy of the August 23, 1978, comments we filed on behalf of
ERIC for the record of the recent joint hearings of the Subcommittee on Private
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Pension Plans and Fringe Benefits and of the Human Resources Subcommittee on
Labor on the several bills pending before those Subcommittees. On pages 20
through 22 of those comments we noted the significant problems which would
result if plans were required to accept employee contributions.

ERIC is also concerned that, as proposed, S. 3140 would deny participants In
simplified pension plans Important benefits enjoyed by participants in other plans.
Because simplified pension plans would, in essence, be individual retirement
accounts, the lump sum distribution treatment provide by Code section 402 and
the estate tax exclusion provided by Code section 2039'(e) would not be available.
Furthermore, contributions to simplified pension plans would be limited under
the proposal to the limits currently applicable to H.R. 10 plans. ERIC strongly
urges that participants in all qualified plans, should, at most, be limited by Code
section 415 and should enjoy the lump sum distribution treatment and estate tax
exclusion.

Irr. OTHER PROVISIONS AFFECTING EMPLOYEE BENEFITS

ERIC strongly supports the House decision to reject the President's proposals
to revise significantly the rules governing integration of Social Security and
private retirement plans, to establish complex and unworkable new antidiscrimi-
nation rules for welfare plans, and to repeal the $5,000 death benefit exclusion.

We are submitting this with five copies for inclusion in the record of your
hearings. We would welcome the opportunity to answer any questions you, the
members of the Committee or your staff might have.

Respectfully submitted.
JERRY L. OPPENHEIMER.
ROBERT H. SWART.

COMMENTS OF THE ERISA INDUSTRY COMMITTEE (ERIC), SUBMITTED BY JERRY L.
OPPENHEIMER; ROBERT H. SWART: MAYER, BROWN & PLAT; GEORGE J. PANTOS;
AND VEDDER, PRICE, KAUFMAN, KAMMHOLZ & DAY

INTRODUCTION
These comments are submitted on behalf of The ERISA Industry Committee

(ERIC). Its ninety members include half of the nation's fifty largest industrial
companies and represent a cross-section of the nation's largest retailers, utilities,
banks and insurers.

ERIC members are genuinely concerned about the wellbeing of their employ-
ees. The approximately R5 million participants in pension plans sponsored by
ERIC members represent about twenty percent of all participants in private
pension plans. Welfare plans sponsored by ERIC members cover about 22 million
individuals, over ten percent of the nation's population.

For convenience, these comments generally follow the order of S. 3017 and are
not necessarily in the order of importance to ERIC. For the sake of brevity, they
are summary and do not deal with every provision of each of the pending bills.
We anticipate that the comments will raise questions. Accordingly, we would
welcome the opportunity to amplify them through supplemental submissions, to
confer with members of the Subcommittees and their staffs, and generally to make
the experience of ERIC's members and counsel available to the Subcommittees.
We also hope to comment subsequently on proposals not considered herein.

I. MULTIPLE JURISDICTION (S. 901 AND S. 3017)

S. 3017 would consolidate in a new agency all responsibility for administering
Titles I and IV of ERISA and certain sections of the Internal Revenue Code.
S. 901 would allocate responsibility for various aspects of ERISA to either the
Treasury Department or the Department of Labor.

The principal multiple jurisdiction problems arose immediately after passage
of ERISA. Those problems have been largely resolved, and the multiple jurisdic-
tion matter is not now of major concern. There are now more pressing matters
pending before these Subcommittees and the Internal Revenue Service, Treasury
Department, Department of Labor, and Pension Benefit Guaranty Corporation.
Accordingly, we urge that this matter be deferred at least until the Administra-
tion's recent reorganization plan has been implemented and there has been a
reasonable opportunity to assess Its operation.
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V. REPORTING AND DISCLOSURE (5 4 OF S. 901, I5 2-4 OF S. 1745, 55 221-29 OF S. 3017
AND S. 8139)

ERIC generally supports the various proposals to simplify reporting and dis-
closure requirements. More specifically, ERIC supports the proposed (1) sim-
plified and cyclical annual reporting, (2) consolidation of Form ]lSB-1 and the
Form 5300 series, (3) elimination of the summary annual report, and (4) Sim-
plification of reporting of participants' benefit rights. These revisions should
reduce costly and unnecessary requirements, facilitate more efficient adminis-
tration of plans without reducing ERISA protections, and may encourage plan
adoptions and retard plan terminations.

Section 2 of S. 901 should eliminate problems resulting from the undue speci-
ficity in ERISA section 103. If, however, the present specificity is retained, the
proposed delineation of accountants' and actuaries' responsibilities envisioned by
sections 226 and 228 of S. 3017 should also reduce unnecessary duplication and
expense. Nevertheless, we would prefer to see these professions reach a satis-
factory accord without further government intervention.

We make three additional suggestions.
A. Consolidation of Forms (0 24 of H. 8017 and § 2 of S. 8193).-There is no

present requirement that a plan obtain an advance determination letter that it is
a tax qualified plan. The proposal to combine Labor's Form EBS-1 (the plan
description form) with the Serviee's Form 5300 series (determination letter
applications) should be carefully tailored so as not to require a plan to obtain a
determination letter from the Service before its tax qualification is recognized
or effective.

If a plan were not qualified until a determination letter was issued, given the
normal delay in obtaining a determination, there would often be no basis for
claiming a deduction for contributions made during the taxable year of adoption
of or amendment to a plan unless the contributions were recognized by the em-
ployees as income when made. Thus, for example, plan adoptions and amend-
ments, particularly at year-end, could be hindered or precluded. In addition, if
plans were required to obtain determinations, the Service would have to be re-
quired to rule with respect to all plans and all plan provisions. It has not always
been willing or able to do this in the past.

B. Notice to Interested Partie8.-ERIC strongly urges the repeal of Code sec-
tion 7476(b) (2) which, in effect, requires the notification of interested parties
prior to the filing of any request for a determination letter. ERIC supports the
proposition that participants and beneficiaries be informed of amendments which
affect them, but, as suggested by Senator Bartlett in his testimony, this notifica-
tion requirement is unduly burdensome and expensive, serves no useful purpose,
is generally ignored or misunderstood by participants, and duplicates other re-
porting requirements.

Under the regulations, the request for a determination letter must be filed
within a certain period of time after notification is given. This significantly re-
duces flexibility in adoptng plan amendments, particularly, for example, when
the amendments must be approved by a board of directors. If timely notice
cannot be given, amendments may be delayed from one plan year to the next.
Moreover, giving notice is often expensive where many work sites or retirees
are involved.

Participants and beneficiaries may object to a request for a determination
letter only on grounds that the plan Is not qualified. This is a matter the Service
can well decide without assistance from participants and beneficiaries. A provi-
sion cannot be rejected merely because a participant or beneficiary "doesn't
like" It.

Participants and beneficiaries receive notice of amendments through the an-
nual report, the summary of the annual report (which would be eliminated by
the current proposals), and updates to the summary plan description. If the
Service were ever erroneously to approve a plan or plan amendment, a partic-
ipant or beneficiary could obtain corrective action by civil enforcement under
ERISA section 502.

In short, little, if any, benefit is derived from these notices. Accordingly, and
In furtherance of simplifying ERISA compliance and reducing unnecessary costs,
the requirement of notice to interested parties prior to filing a request for a
determination letter should be eliminated.



1728

C. Reporting and Master Trust.-ERISA section 103 should be amended to
reverse the Labor Department regulations requiring plans of related employers
which invest through a single master trust to allocate on Forms 5500 assets of
the master trust to the individual plans. The required allocation is contrary to
generally accepted accounting principles, misleading to plan participants, ex-
pensive, and unnecessary. Each participating plan should be able to report Its
undivided interest in the master trust, accompanied by the trust's full financial
statement, as is permitted for common or collective trusts which commingle the
assets of plans of unrelated employers.

11. RECIPROCAL AGREEMENTS (§ 231 OF S. 3071)

ERIC understands that the purpose of the proposal is to permit mobile, short-
term employees, such as construction workers, to rely on a single plan for re-
tirement benefits. Generally, employer contributions for a specific employee are
readily ascertainable under multiemployer plans, and the proposal contemplates
the immediate transfer of such contributions to the "home plan" prior to the
employee's accruing any service related rights in the "away plan".

As drafted, however, the proposal might apply to a long-term participant in
any collectively bargained plan. including a single employer plan, even though
his share of employer contributions may not be readily ascertainable and his
entitlement to benefits may depend on complex actuarial assumptions and
formulae, Most employees, especially participants in single employer plans, do
not frequently change employment, and pension plans are appropriately designed
to benefit primarily long-term employees. ERIC is concerned that the proposal
might foster more rapid employee turnover. Accordingly, it should be restricted
to its original purpose and to multiemployer plans.

IV. REDUCTIONS IN RETIREMENT DISABILITY BENEFITS (S. 250 AND § 237 OF S. 3071)

ERIC strongly opposes the proposal to prohibit the reduction of pension benefits
by the amount of worker's compensation awards. Plans have been designed with
the knowledge that such offsets are permitted (see Rev. Rul. 68-234, 1968-1 C. B.
157), and there is no reason now to prohibit elimination of potentially very
costly duplication of benefits.

The policy against double Aeneflts has long been extant in Social Security (see
42 U.S.C.A. §§ 402(k) (2) (B), (k) (3), and 424(a)) and was recently reaffirmed
by Congress by requiring reduction of Social Security survivors' benefits for
persons receiving Civil Service annuities (see section 334(b) (2) of the Social
Security Amendments of 1977. P.L. 95-216).

Worker's compensation eligibility is determined solely by State panels, but the
cost is borne entirely by employers, Many employees take normal retirement and
subsequently receive worker's compensation. If disability benefits cannot be offset,
they may well be eliminated from retirement plans to the detriment of employees,
particularly those who are disabled in other than work related injuries.

V. JOINT AWD SURVIVOR ANNUITIES (f 238 OF 1. 3017)

ERIC strongly objects to the proposal, in effect, to amend significantly ERISA's
vesting rules and require retirement plans which provide annuity options to pro-
vide life insurance for all who are more than fifty percent vested. This proposal
would increase plan costs, might lead to reduced benefits, and would conflict with
existing life insurance programs.

Most participants who would be affected are relatively young. Their accrued
benefits are generally based on compensation and length of service. A 30 to 40 year
old with 10 or 20 years of service will generally not be in the higher compensation
ranges. Thus, the "insurance" benefit the surviving spouse would receive (one
half of the accrued vested benefit) would be relatively small. Furthermore. no
amount would be paid the surviving spouse until the employee would have reached
his earliest retirement age which often would be 20 or 30 years after his death.
Typical employees would not consider such "insurance" very valuable. Nonethe-
less, foregoing forfeitures on the death of participants would, in the aggregate.
increase funding costs. Furthermore, costs associated with administering elec-
tions, maintaining accounts, and paying annunities could be significant.

Th proposal to eliminate the option of reducing benefits if a preretirement
survivors' annuity is provided would force all participants, even those who are

* A A AS



1729

not married or otherwise do not receive this death protection, to share the costs.
We note that current law extends the "insurance" benefit only to those who could
have retired with joint and survivor benefits before death.

Furthermore, participants are commonly covered by group life insurance pro-
grams, without any waiting period for vesting, which provide death benefits of
two or three times compensation, regardless of age or length of service. The pro-
posal's increased cost could force many employers either to reduce benefits under
the plan or to terminate group insurance arrangements. In any event, the proposed
death benefit does not justify the increased costs.

ERIC also opposes the proposal to require lump sum payments to surviving
spouses of participants who are more than fifty percent vested from plans which
do not provide annuity payments. In addition to the "insurance" objections raised
above, we are troubled that the proposal apparently would not permit participants
in such plans to decline lump sum payments. Employees should have flexibility in
their estate plans. Indeed, due to divorces, subsequent remarriages, tax and other
factors, the surviving spouse may be the least appropriate beneficiary.

Moreover, many participants may wish to avoid the operation of Code section
20I3(c) which includes In a decedent's gross estate benefits payable in a lump
sum on death from a qualified plan. The required payment within sixty days after
the end of the year in which the participant dies also seems superfluous in view
of ERISA section 206(a) and Code section 401(a) (14).

ERIC proposes that all profit sharing, thrift and similar plans which currently
provide that a participant's entire account will be vested on death be made exempt
from any joint and survivor annuity requirements. Many such plans provide for
annuity payments and, therefore, must now provide joint and survivor annuities,
unless the employee elects otherwise. However, because the survivor is assured of
the total accrued benefit, even if not vested before death, the supposed ERISA
protections are unnecessary and unnecessarily increase the costs of maintaining
such plans.

VI. ELAPSED TIME (§ 289 OF S. 3017)

The proposal would remove any remaining doubt that ERISA permits (as
affirmed by Automated Packaging Systems, Inc., 70 T.C. No. 20 (May 15, 1978))
use of the elapsed time system of crediting service. It is used by many plans to
measure employee service by reference to the time elapsed between the date of
hire and the date of termination.

We urge, however, the deletion of that part of the proposal which would require
regulations to assure "that employees whose service is measured in terms of
elapsed time are, in the aggregate, not disadvantaged by the use of such system"
(emphasis added). An "aggregate" test would raise troublesome issues such as
(1) who are "disadvantaged employees"; (2) whether the measurement would be
made location by location, plan by plan, or for all participants with a common
employer; and (3) whether actual service records would be required to justify
the use of the elapsed time method.

VII. FUNDING OF FUTURE BENEFITS (§ 251 OF S. 8017)

ERIC strongly opposes the proposal to require that after 1980 a plan's funding
method take into account provisions of a plan which are not yet effective. It could
significantly alter customary collective bargaining practices, would accelerate
the cost of funding plans (and thus contribute to inflation), would result in sig-
nificant and unnecessary additional complexity, and could, therefore, result in
additional plan terminations.

The explanation of this proposal indicates that employers would be able to re-
duce contributions immediately in the event that an amendment were adopted to
reduce benefits in the future. The explanation, however, ignores the fact that plans
would be required to fund immediately future benefit increases.

Collectively bargained benefits typically are phased in over several years. The
commencement date of increased benefits is frequently as important as (or more
important than) the amount of the increase. The proposal would negate any ad-
vantage of deferring increased benefits to future years and would therefore make
bargaining more difficult.

Furthermore. the proposal would engender controversy and further complexity.
The proponents recognized that an amendment might never become effective.
Thus, the explanation suggests that regulations would be issued for "appropri-
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ately" adjusting the funding standard account in the event any provision is not
actually implemented. This would add further complexity to funding standard
accounts.

Finally, we note that the proposal would deem any provision "adopted but con-
tingent on a future event" as not effective prior to the occurence of the event.
This provision, although necessary, would be difficult to apply. More specifically.
it would exempt contingent provisions from immediate funding requirements, but
what contingencies are contemplated? Would increased benefits subject to con-
firmation by a board of trustees or by any employer qualify? In any event, future
benefit increases customarily might be made contingent on some event, even though
It was virtually certain that the event would occur. Thus, administering the pro-
posal could be difficult.

VIl. FIDUCIARY RESPONSIBILITY (1 9-11 OF S. 1745 AND PART 4 OF S. 3017)

ERIC generally supports the proposal in section 264 of S. 3017 to revise the
cofiduclary responsibility provisions.

Plans are established to provide important coverage for participants and bene-
ficiaries, and only incidentally to support other objectives, regardless of how
laudable. Accordingly, ERIC strongly opposes legislation to authorize or require
investment of plan assets in specific types of businesses or categories of assets
example, in new, small, regional or medium sized businesses or in low or moderate
income housing. Such legislation would inevitably lead to weakening the financial
resources relied upon for retirement security.

IX. IMPACT OF INFLATION ON RETIREMENT BENEFITS (§ 273 OF S. 3017)

ERIC strongly oppose any authorization of a Labor Department study regarding
requirements for cost of living adjustments to private plan benefits. The effect
of inflation cannot be isolated from a consideration of related issues. such as the
definition of an adequate" retirement income, the role of Social Security and
other government programs, their relationship to private pension plans, the mech-
anisms for funding future benefits, and the effect of indexed benefits on infla-
tion, capital formation, and economic growth.

Congress last year created a National Commission on Social Security to report
within two years on the adequacy of retirement income provided by public and
private plans, including the need for, and financial impact of, an inflation index
for the elderly.

Similarly, after a Labor Department study was proposed. the President estab-
lished a Commission on Pension Policy to develop within a year national retire-
ment policy. It is to focus on financing and benefit structures and effects on pri-
vate capital formation and economic growth.

In addition, the Advisory Council on Social Security is focusing on the retire-
ment income goals for Social Security and private plans, the impact of inflation,
and alternatives to the present system. The Council's reports are due on Octo-
ber 1, 1979.

Accordingly, any additional Labor Department study would duplicate the work
of these three bodies, would be completed significantly after their reports have
been made, and would unnecessarily dissipate resources.

X. THE DANIEL CASE (§ 274 OF S. 3017)

ERIC strongly supports the proposal to clarify that Federal and State securi-
ties laws do not apply generally to the interest of an employee in an employee
benefit plan. However, the proposal also must clearly cover profit-sharing and
thrift plans except for voluntary employee investments in employer securities.
As emphasized in its testimony before the Labor Subcommittee on October 14,
1977, ERIC believes that legislation is imperative if the Daniel 1 case is not
reversed by the Supreme Court.

Daniel raises the prospect of massive liability for unions and employers alike.
is at variance with ERISA, promises interference with labor-management rela-
lations and collective bargaining, applies yet another body of law to the regula-
tion of employee benefit plans, and needlessly involves another agency in a most
comprehensive regulatory scheme.

I DanieT v. INte atioa! Brotherhood of Teamsters, 561 F.2d 1223 (7th Cir. 1977), cert.
granted, 98 S.Ct. 1282 (Feb. 21, 1978).
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XL ERISA PREEMPTION (S. 1388)

FIRISA clearly and appropriately preempts State laws relating to employee
benefit plans. Nonetheless, recent court decisions have seriously eroded ERISA
preemption with regard to State mandated benefits and assignment or alienation
of benefits. Accordingly, ERIC urges (1) an appropriate reaffirmation of Con-
gressional intent and (2) the rejection of S. 1383 which would exempt health
plans from the ERISA preemption provision.

A. State Mandated Velfare Benefit.-Wadsworth v. Whaland I held that a New
Hampshire law mandating the inclusion of mental health coverage in all group
insurance policies issued in that State was not preempted because ERISA section
514(b) (2) (A) permits state regulation of 'insurance". Pennsylvania recently
adopted a law that would require medical plans to cover physical therapists serv-
ices. Other States require coverage for the services of psychiatric social workers
and chiropractors. Disparate State laws are particularly troublesome for multi-
state employers who frequently transfer employees (whose benefits and coverage
may thus change) and may have employees who live in one State but work In
another which imposes different requirements.

The States rarely reflect on the inflationary consequences of their laws or recog-
nize that resources available for employee benefits are limited. Mandating one
type of coverage often requires discontinuing another. For example, the trustees
of the plan in a companion case to lVadsworth now provide mandated New Hamp-
shire mental health coverage, but they were forced to discontinue previously pro-
vided dental and vision protection. In effect, these State laws preclude employers
and employees from determining which benefits should be provided. Thus, they
conflict with free collective bargaining.

'Employes and their dependents suffer from these State laws regardless of
how well intended. Faced with mounting costs, unwieldy administration and
vexatious litigation, some employers will terminate or curtail plans; others will
not adopt or expand them. ERISA's purpose to encourage the growth of plans
is thus frustrated. Moreover, Wadswortft has encouraged employers to self-in-
sure in order to avoid the reach of State laws. Su6h action, particularly in the
case of small or marginal employers, could be most unfortunate for partici-
pants who could look only to the resources of their employers for protection.

Significant confusion over the role of the States has been fueled by pending
litigation regarding, for example, the health insurance laws of California, Hawaii,
and Minnesota. ERIC strongly recommends that this confusion (and litigation)
be terminated by an appropriate reaffirmation of the ERISA preemption provi-
sions.

B. As8ignment and Alienation of Bcncfit8.-1DRISA provides that benefits
payable to a participant may not be assigned or alienated and would seem to
preempt any State law to the contrary. Nevertheless, the anti-assignment and
preemption provisions have not been properly applied in many family support
and divorce proceedings.

For example, in Cartledgc v. Miller, pending before the U.S. District Court
for the Southern District of New York, the plan administrator contested the
attempted garnishment of a participant's plan benefits. In an amious curiae
brief, the Department of Justice argued that Congress intended to prohibit cer-
tain involuntary transfers but also intended an implied exception for family
support orders. ERIC submits that no such exception was intended.

As a second example, we note that California courts now permit an employee's
spouse to Join a plan in which the employee has an interest, whether or not
vested, as a party to a divorce action. The plan may challenge the joinder only
upon a showing that the employee has no interest in the plan or that the order
grants different rights than those to which the employee is entitled, requires pres-
ent payment of future benefits or payments after the spouse's death, or awards
the spouse more than his community property interest in the plan.

Retirement plans are now being routinely joined in California divorce actions.
One ERIC member has been joined more than 40 times. Unless a plan Is pre-
pared to accept whatever may transpire in these proceedings, it must appear
and protect its interests through an attorney. The costs involved are high, but
so are the risks of not appearing. Indeed, acquiescence in a court ordered assign-

sWdsworth v. Whaland, 562 F.2d 70 (lst Cir. 1977), cert. denied, 46 U.S.L.W. 3645
(Apr. 18. 1978).
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ment may jeopardize a plan's tax status. In short, the burdens and risks pre-
sented by these proceedings are borne by other plan participants.

ERIC appreciates the financial problems of a dependent family or divorced
spouse, but it believes that Congress intended plans to make unencumbered pay-
ments to participants and to have all creditors enforce their rights against the
participant. We submit that an appropriate Congressional reaffirmation of this
policy Is urgently needed.

XII. LUMP SUM DISTRIBUTIONS (§ 301 OF S. 3017)

ERIC supports the principle that "defined benefit plans shall be considered
separately from defined contribution plans for purposes of determining the bal-
ance to the credit of an employee under the lump sum distribution rules." The
proposal should not be limited to multiemployer plans.

Generally, defined contribution and defined benefit pension plans of a par-
ticular employer cover different groups of employees or serve different purposes.
For example, one plan may be the "primary" pension plan and the other may be
a savings plan in which participation might be voluntary. An employee should
not be required, for example, to withdraw in a lump sum (with adverse impact
on savings) his interest in the "primary" defined benefit pension plan merely
to assure that a withdrawal of his Interest in the savings plan is treated as a
lump sum distribution. ERIC strongly urges that all defined benefit plans of a
single employer be treated as a single plan, separately from defined contribution
plans of that employer, as would be the rule for multiemployer plans.

rWe also suggest that the proposal be clarified by inserting the word "multi-
employer" before the word "plan" in each place it appears in proposed Code
section 402(e) (4) (C) (ii). Otherwise, the proposal might be read to require that
an employee who has rights under both a defined benefit multiemployer plan
and a defined benefit single employer plan of the same employer might have to
receive distributions from both plans to qualify for lump sum treatment.

finally, we note that no employer "maintains" a multiemployer plan. By
definition, such plans are maintained pursuant to collective bargaining agree-
ments with more than one unrelated employer. Thus, the words "contributed to"
should be inserted for "maintained" in proposed Code section 402 (e) (4) (C) (ii).

XIII. DEDUCTIBLE EMPLOYEE CONTRIBUTIONS, SPECIAL MASTER AND PROTOTYPE PLANS,
AND SIMPLIFIED PENSION PLANS (§ 803 AND TITLE IV OF S. 3017, S. 3140 AND 5. 3288)

ERIC supports proposals which foster the growth of private plans, increase
employee savings, and encourage capital formation. Thus, ERIC generally sup-
ports the goals of the special master and prototype plan and simplified pension
plan concepts embodied in S. 3017 and S. 3140, respectively, but objects strongly
to the proposal to apply the limits and other constraints applicable to H.R. 10
plans to simplified pension plans. All plans, large or small, should, at most, be
limited by Code section 415 and the other constraints applicable to corporate
plans.

More specifically, ERIC supports the concept of deductible employee con-
tributions to qualified plans, such as those contemplated in S. 3288 and S. 3017,
but urges that arbitrary and unnecessary limitations on gross income for eligible
employees, such as those in section 303 of S. 3017, be rejected.

In addition, ERIC strongly urges that plans be given the option, and not be
required as contemplated by section 303 of S. 3017, to accept employee contribu-
tions. The substantial associated administrative costs could dictate the choice
of a defined contribution rather than a defined benefit plan. For smaller em-
ployers, it might even lead to the termination of existing plans. Even with de-
fined contribution plans, employee contributions require separate accounts for
employer and employee contributions and, thus, entail additional costs. Ac-
cordingly, many employers do not permit employee contributions even for in-
dividual account plans.

Indeed. the additional costs may exceed many employees' voluntary contribu-
tions. Lower compensated employees generally do not take maximum advantage
of such programs. An election to contribute could be made annually. Once made,
however, the individual account would be maintained until the employee's in-
terest terminated. Thus, costs would be incurred indefinitely, even though a
particular employee might make a single contribution of less than $1,000.
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The cost inefficiencies would be exacerbated if an employer maintained more
than one qualified plan for the same group of employees. For example, many
larger employers maintain a defined benefit plan as the primary pension plan,
a savings plan, and a stock bonus plan. If each such plan were required to accept
contributions and employees were allowed to elect to which plan contributions
were made, the amount contributed to any particular plan could be relatively
minor, and employees might elect to disperse their contributions among such
plans.

The voluntary contribution proposal presents other problems. For example, it
does not state whether employee contributions can be withdrawn or the effects
of such a withdrawal. Nor does it indicate that a terminated employee may be"cashed out" if he has no nonforfeitable rights to employer contributions. Ad-
ministering small sums in such situations would be costly.

XIV. CREDIT FOR SMALL EMPLOYERS FOR ESTABLISHING PLANS ( 304 OF S. 8017)

The proposal to grant credits to small businesses which establish plans is
technically deficient and unfairly discriminates against larger employers and
against small employers who have responsibly established plans. Employers who
have not established plans would be "rewarded" at the expense of others (in-
cluding competitors) who have been more responsible. Moreover, no employer
should be denied a credit merely because it employs more persons who benefit
from the plan, has greater annual receipts, or is affiliated with another employer
and, thus, is a "large" employer.

The definition of "small business" under section 112 of the Small Business
Administration Act varies for different purposes (e.g., government procurement,
lease guarantees, loans, etc.) and for different industries. Thus, there would be
no certainty which employers might benefit from the proposal. Finally, although
proposed Code section 44C(e) would attempt to deny the credit to employers
who terminate plans, adjustments to the years for which a credit was claimed
may be barred by the statute of limitations. For example, if an employer who
claimed the credit terminated his plan in the uinth year following Its establish-
ment, all of the years in which the credit was taken generally would be "closed",
and we understand that the Service does not normally retain returns of individ-
uals or partnerships once the statute of limitations expires.

XV. CREDIT FOR IMPROVED PLANS (§§ 124 AND 305 OF S. 3017)

ERIC also opposes the proposal to grant income tax credits for "improved
plans" which permit "significantly earlier participation" and "significantly more
rapid" vesting than required by ERISA or if there is some other similar "sig-
nificant improvement" in benefits and rights.

This proposal would discriminate perversely against those "enlightened" em-
ployers who have in the past maintained plans which exceed the requirements
of ERISA by rewarding employers (including competitors) who have previously
maintained minimally qualified plans.

In addition, the proposal would be difficult, if not impossible, to administer.
How would the "significance" of an improvement be measured? A change in the
vesting schedule for one plan may have a far greater effect on the number or
percentage of vested participants than the same change by another plan. For
example, even a change from ten to five year "cliff" vesting may have very
little effect in some cases. Similarly, what would be a "significant improve-
ment" in benefits? Would a "normal" increase pursuant to collective bargaining
qualify?

XVI. RETROACTIVE DISQUALIFICATION OF PLANS (§ 307 OF S. 8017)

ERIC strongly supports the proposal to prohibit the Service from retroactively
disqualifying a plan unless It is determined that the failure to meet the qualifi-
cation requirements in preceding years was the result of an intentional fail-
ure or willful neglect on the part of the person maintaining the plan.

Prior to ERISA, a plan could be disqualified under the Code if, even inad-
vertently, it entered into a prohibited transaction or otherwise failed to meet
the strict qualification standards. ERISA eased his draconian rule somewhat by
substituting excise taxes for disqualification as the penalty for certain prohibited
transactions. The proposal would further ease the burdens on persons who make
good faith efforts to comply with ERISA and would further reduce the cases
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where innocent beneficiaries and participants are hurt by disqualification. In
Aero Rental, 64 T.C. 331 (1975), to a limited extent, the Tax Court applied a
similar rule, and its statutory adoption would be welcomed.

XVII. ACTUARIAL/ACCOUNTING STANDARDS (S. 2992)

ERIC generally supports efforts to provide meaningful data to all interested
parties. Nonetheless, we are troubled by the proposal to require the promulga-
tion of "uniform standards for calculating and reporting the assets and liabili-
ties of pension plans and for disclosing actuarial assumptions used in such
calculations".

We are particularly concerned and confused that the proposal would amend
Code section 412 which deals with minimum funding. Although generally ac-
cepted reporting standards might be useful for some purposes, we question the
need for further government intervention (with all the ensuing regulations
and cost) in this area and submit that flexibility in selecting actuarial methods
and assumptions is imperative, especially for funding purposes.

The Labor Department intends to propose within a month new reporting
standards and the American Academy of Actuaries, at the invitation of the
Financial Accounting Standards Board, is studying these and related issues.
S. 2992 should be deferred while these activities are ongoing and until the
purpose s of, need for, and implications of the proposal are better understood.
ECONOMIC IMPACT ANALYSIS OF A CAPITAL GAINS TAx RATE REDUCTION: REC-

OMMENDATION OF SEN.-TOR RUSSELL B. LONG-MERRILL LYNCH ECONOMICS, INC.

L INTRODUCTION

This report summarizes the economic impacts of a change in the calculation
of long-term capital gains taxes recommended by Senator Long in a speech
before the National Press Club in Washington, D.C., on July 26, 1978. The
Senator's proposal calls for a reduction in the taxable portion of long-term
capital gains from the current 50 percent level to 30 percent for individuals.
This taxable portion would be taxed at ordinary income tax rates ranging
from 14 percent to 65 percent. This part of the proposal is identical to that
put forth in 1963 by President Kennedy as part of the Administration's
recommendation for what became The Tax Reduction Act of 1964. However,
the proposal did not survive in the final version of that Act.

Though not completely described in Senator Long's remarks it seems his
intention to continue, in some form, the inclusion of capital gains as a preference
income item for the individual Minimum Tax "... to assure that no millionaire
would escape taxation." Current indications are that his final proposal will
include an "Alternative Minimum Tax" for individuals, details of which
have not yet been specified as of this writing. It Is also likely that the corporate
capital gains tax rate will be reduced in the final proposal-by an amount yet
to be determined.

Therefore, for the purposes of this study we assume that the personal
Minimum Tax and corporate capital gains tax structure will remain un-
changed from present law.' Accordingly, the analysis described here assesses
only the economic impact arising from the personal 30 percent inclusion and
the 14 percent to 65 percent tax rate schedule versus the current 50 percent
inclusion and tax schedule. Only these capital gains elements of the proposal
are assessed. That is, no other tax rate cuts on ordinary income are assumed,
even from the proposed downward shift in the income tax schedule.

The Senate Finance Committee staff indicates that the static estimate of
revenue loss from these elements of Senator Long's proposal would amount
to about $3.1 billion for the next fiscal year. This estimate takes no account
of the dynamic effects of increased capital gains and realizations which are
likely to ensue once the tax rate is cut. Nor does it include the likely effects
of increased personal and corporate income tax receipts which the stimulated
economy will generate. These factors can only be assessed in the context of a
complete economic simulation, results of which are presented in the next section.

1 Also. the capital gains Preference Item remains ot IS0 percent, not 70 percent of long-
term capital gains as other elements of the Long prdposal might imply.
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In assessing the economic implications of this tax rate reduction, we have
used the Merrill Lynch Economics Macro Econometric Model employing sub-
stantially the same methodology applied in earlier studies of the Steiger-
Hansen' and Jones' capital gains tax proposals. Use of this common approach
allows the direct comparison of economic impacts across the three proposals.

11. SUMMARY OF RESULTS

Exhibit I presents the key economic impacts through 1980, of Senator Long's
proposal in a comparison with the Merrill Lynch Economics Basic Fosecast.4
The tax rate cut is assumed to be effective in the third quarter of 1978.

In particular, the column headed "Senator Long" shows that his proposal
accelerates real growth through increased real business fixed investment while
creating over 300,000 new jobs by 1980. The stimulated economy results in
hightened tax receipts such that the Federal Budget Deficit falls by nearly
$4 billion in 1980. As in the earlier studies, the capital gains tax rate cut is
essentially revenue-neutral and therefore does not, itself, contribute to the
Federal deficit. That is, the capital gains tax rate reduction directly stimulates
the stock market (up 6 to 7 percent) generating potential incremental capital
gains tax liabilities sufficient to offset the statistically-calculated revenue short-
fall of about $3.1 billion.

EXHIBIT I.-COMPARATIVE ECONOMIC IMPACTS OF ALTERNATIVE CAPITAL GAINS TAX RATE PROPOSALS

[Versus MLE Basic Forecast: 1978 third quarter to 1980 fourth quarter]

Alternative proposals

Senator Stelger- Representativs
Long Hansen Jones

1. Acceleration in Real GNP Growth (percent) ........................ 0.3 0.2 0. 1
2. Additional jobs in 1980 (thousand) ----.-------------------------- 312 205 100
3. Reduction in the unemployment rate in 1980 (percent) --------------- .3 .2 .1
4. Increase in real business fixed Investment (billions of 1972 dollars). $4.6 $3.2 $1.5
5. Reduction in Federal budget deficit in 1980 (billions) ---------------- $3. 9 $2.3 $1.4
6. Increase In stock prices (percent) ------------------------------- 6-7 4-6 2-3
7. Decline in long-term bond rates (basis points) -------------------- 9-14 5-10 4-5
8. Increase in Federal funds rate In 1980 (basis points) -------------- 15 10 5
9. Increase in Inflation rate in 1980 (percent) .......................... 1 .1 0

In addition to these near-term impacts, longer term beneficial impacts can be
inferred from the enhancement of real business investment. Heightened plant
and equipment investment outlays serve to improve productivity-the well-spring
of an improving standard of living-while expanding the overall activity of the
economy to produce goods and services. As a bonus, both these effects would com-
bine to ameliorate the inflation problem in the longer term.

As in the earlier studies, Senator Long's proposal results in virtually no ad-
verse economic impact. Key exceptions include a slight acceleration in price in-
flation (up about 0.1 percent) and a small increase in the key short-term in-
terest rate (Federal Funds) resulting largely from the assumption that Federal
Reserve monetary does not accommodate the increased economic activity with
easier money.

In general, Senator Long's proposal results in more beneficial economic impacts
than the proposals assessed in the earlier studies. Exhibit I allows direct compari-
sons across the key economic indicators in the columns headed "Steiger-Hansen"
and "Rep. Jones". The main reason for this result is that, unlike the other
two proposals which cut tax rates only for the upper inconie individuals, Senator
Long's proposal effectively cuts the tax rate for all taxpayers having long-
term capital gains. Thus all taxpayers would face a reduced capital gains tax rate
which instills a much more broadly-based incentive to invest and realize capital

' Gary L. Ciminero. "Economic Impact Analysis of the Investment Incentive Act of 1978
(S 3065)." Statement of Testimony prepared for the Senate Committee on Finance, Hear-
ing of 3une 29. 1978. Merrill Lynch Economics, Inc.

8 _. "Economic Impact Analysis of the Cnnitnl Gains Tax Reduction: Proposal of
Rep. Jones." Merrill Lynch Economics. Inc. June 27, 1978.

The Basic Forecast of May, 1978 is used to allow a comparative assessment with the
earlier proposal studies.
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gains and a more pervasive distribution of tax benefits across income brackets.
Accordingly, the statistically-estimated revenue loss is highest for the Long
recommendation ' However, as indicated above, incremental capital gains resulting
from the stock market increase alone are sufficient to generate additional poten-
tial ttzx liabilities in excess of this static revenue loss.

Finally, any further reduction in capital gains tax rates from current levels,
whether in the personal Minimum Tax or the corporate ceiling rate, would likely
enhance the economic benefits above the levels reported here.

MIDWEST COUNCIL FOR INTERNATIONAL ECONOMIC POLICY,
Chicago, Ill., ,Septem ber 5, 1978.

Hon. RussELL LoNo,
Committee on Finance,
Dirksen Senate Office Building,
Washington, D.C.

DEAR SENATOR LoNo: The Midwest Council for International Economic Policy
was organized in 1973 by a group of Illinois-based companies with international
interests as a vehicle by which Midwest companies would study and express their
views on international economic policy problems and thereby help in the develop-
ment of sound solutions to such problems. Our activities have included testifying
and presenting our views on key international issues with committees of the
Congress.

Our membership has become increasingly concerned about continuing unfavor-
able trends in inflation and capital formation in this country, particularly
with respect to the manner in which our national tax policy often exacerbates
those trends. The attached statement of the Midwest Council demonstrates how
the Midwest in particular suffers economically as a result of the hesitant prog-
ress of the current business recovery. In addition, the statement discusses the
tax reform measures which we feel will encourage the economic recovery we all
hope is forthcoming.

While the principles in this statement are a general consensus of our mem-
bership, they do not purport to be the company policy of each member. Some of
the members have adopted specific corporate policies on the issues involved. We
believe the paper will be of interest to you as it represents the views of Midwest
businesses which have substantial business operations throughout the United
States and in more than fifty other countries. Our member companies are listed
at the bottom of our letterhead.

We hope this statement will be of use to the Committee as it begins deliberations
on the Revenue Act of 1978. We would be pleased to meet with any Committee
members or staff to discuss our experience and views should someone on your
committee desire such discussions. Please feel free to contact us should you have
any questions or wish further input.

Respectfully,
RICHARD A. HOEFS,

Chairman.
Enclosure.

STATEMENT OF THE MID-WEST COUNCIL FOR INTERNATIONAL ECONOMIC POLICY,
WASHINGTON, D.C.

1. TAX REFORM IN AN ERA OF INFLATION AND GREAT CAPITAL NEEDS

Economic objective8 of tax reform
Few will disagree with President Carter's stated concern that the U.S. needs

tax reform to stimulate economic improvement and capital formation. We share
these views for four basic reasons:*

First, to stimulate the economy in the short term;
Second, to promote regular growth in the long term;
Third, to provide a sound foundation for private sector expansion;
Fourth, to get the revenue necessary to finance government needs.

The Midwest and the Nation
The Midwest is particularly concerned about the hesitant progress of the cur-

rent business recovery because the national business cycle has a greater impact
on the Midwest than on any other section of the country.

a Long: $3.1 billion; Stelger-Hansen : $2.2 billion; Jones: $1.8 billion.
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During the postwar period, U.S. nonfarm personal income grew at an annual
average rate of 7.6 percent during expansions and 1.9 percent during recessions,
the cyclical swing being the difference or 5.7 percentage points. Taking 5.7 percent
as a base of 100, the cyclical swing in each state can be expressed as a percentage
of the U.S. average swing.

Which are the most cyclically sensitive states? At the top of the list is Michi-
gan with its cyclically sensitive auto industry at 195 percent of the U.S. average.
Indiana, largely due to the cyclical sensitivity of its steel mills, is second at
191 percent; and Ohio with its heavy industry is third at 160 percent. Illinois is
ninth at 122 percent and most Plains states are far lower. The attached Exhibit
1 demonstrates the cyclical sensitivity of broad economic regions of the country.
The table shows that the Midwest and Southeast are the most sensitive to cyclical
swings, but the Midwest stands out far above all others.

The Midwest also has a special relationship to the nation in regard to the bal-
ance of trade. The Midwest as a whole provides over half of the U.S. exports
of agricultural products, transportation equipment, and machinery. These In-
dustries account for 55-0 percent of total U.S. exports. Success in exporting in-
dustrial goods in very competitive markets requires that U.S. export firms enjoy
fair and consistent tax treatment of foreign income and expenses.
Capital needs and inflation

The position of the Midwest Council is that the key problems faced by the
business community today-whether in the Midwest or in the nation as a whole-
are: The need for capital; and the impact of inflation on business and capital
formation.

The United States needs to increase the share of its resources devoted to capital
investment in order to increase productivity and real wages and to provide jobs
for a growing labor force. The farmer, who at the end of the year finds that his
revenue exceeds his costs, can either spend the net proceeds on consumption or he
can invest in new equipment. With that equipment he can increase his produc-
tivity in future years. It is much the same for the industrialist or any business-
man as it is for the farmer.

A declining rate of investment in plant and equipment has recently been slow-
ing down growth in productivity and real wages. A congressional Budget Office
study shows the growth rate of plant and equipment per worker fell from 2.6
percent in 1965-70 to 1.6 percent in 1970-75. R( flecting this drop, the growth rate
in worker productivity fell from 2.4 percent in 1965-70 to 1.0 percent in 1970-75.
The slowdown in productivity growth has in turn resulted in slower growth in
real wages. Since 1969, real hourly wages have grown by less than 1 percent a
year. The U.S. needs to reverse this downtrend and can begin doing so by reversing
the tilt in the tax structure against business investment.

An additional reason noted above for increasing capital investment is to provide
jobs for a growing labor force. Each year on the average, there are 1.5 million
workers to be equipped with the tools of production. According to a Commerce
Department study of 1975, the U.S. needs to devote 12 percent of real G.N.P. to
business investment during 1975-80 in order to reduce unemployment to 5 percent.
However, between 1965 and 1974, business investment averaged only 10.5 percent
of G.N.P., and between 1975 and 1977, it averaged only 9.3 percent. Thus, business
investment must be accelerated to 13 percent or more if G.N.P. is to reach
economic and employment goals.

The U.S. lags other nations in investment, economic growth, and productivity
growth. This is shown in Exhibit 2. As would be expected, the nations in which
investment as a percentage of G.N.P. is largest are near the top in productivity
growth and G.N.P. growth and, incidentally, most have large favorable trade
balances. One will note from the chart the U.S. is overall last and the second to
last country is the United Kingdom.

In the U.S., investment is financed principally from corporate savings, and the
adequacy of corporate cash flow is much more important to maintaining a viable
level of Investment in the U.S. than In other industrial countries. Data in Exhibit
3 suggests that nearly two-thirds of domestic capital investment originates from
corporate sources, substantially more than for any other country shown.

The Inadequacy of domestic investment hag been a persistent problem since the
mid-1960's. It is the key weak spot of the present business recovery. A major
cause of this stubborn problem is4 the inflation which has eroded both the Incen-
tives and the means for domestic investment. Reported profits of nonfinancial

34-369 0 - 78 - 34
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corporations, after taxes, have increased 115 percent since 1965. But when
adjusted for inflation (underdepreciation and phantom inventory profits) they
have actually declined 5 percent. Real return on investment (adjusted for infla-
tion) has eroded. As shown in Exhibit 4, it was 3.7 percent in 1976-hardly an
incentive to invest at today's cost of money.

The effective corporate tax rate, adjusted for phantom inventory profits and
underdepreciation, peaked in 1974 and in the period 1974-76 substantially
exceeded the statutory 48 percent rate based on Commerce Department statistics.
Corporate tax cuts enacted since the 1950's have simply been insufficient to offset
the ravages of inflation.

Ii. POSnIxVE ASPECTS OF THE REVENUE BILL OF 1978, H.R. 18511

The tax reduction features of H.R. 13511 represent a step in the right direction
because they seem to reflect a recognition of the capital formation problem. In
justifying the business tax proposals contained in President Carter's initial tax
package, the Treasury Department's Detailed Descriptions and Supporting Analy-
sis states, "First, and of overriding importance, is the stimulation to capital
formation both in the near future and over the longer term... There has been
a downward trend in the rate of return on reproducible assets since the mid-
1960's, a trend that must be reversed."

As the Treasury Department analysis goes on to say, reducing the tax burden
on businesses has two effects. First, it increases cash flow and thus makes it
easier to finance capital expenditures. Second, lower tax rates and net tax pay-
ments Increase after-tax profits on investment, and this is an incentive for
companies to increase capital spending.

A reduction of the corporate tax burden has an additional effect: it helps to
offset the cost of inflation, which itself acts like an additional "tax" on profits.

This additional cost of inflation stems from the fact that businesses can deduct
only the historical cost of their utilization of physical assets (fixed assets and
inventory). In order to replace assets used up in production during a period of
inflation, higher prices must be paid than the historical prices paid for the old
assets. In other words, as mentioned earlier, much of reported profits are fictitious
since costs of production have been understated. Thus, profits are overstated for
tax purposes and corporations pay higher taxes than if their assets could be
charged off in real terms.

For these reasons, we support the idea of cutting the basic corporate tax rate
from 48 percent to 46 percent after 1979 and the reduction in the taxation of
capital gains.

We also endorse making the investment tax credit permanent at 10 percent,
extending it to the construction or rehabilitation of industrial and utility struc-
tures, and permitting investors to apply these credits to offset up to 90 percent
of tax liability in any one year. And, because we are all aware of the government-
imposed 'burden of increased capital expenditures for pollution control facilities,
we are pleased that the government wants to liberalize the investment credit
provisions to cover these facilities.

11T. PROPOSED REFORMS IN INTERNATIONAL TAX AREA

U.S. international business faces severe competition
Even though H.R. 13511 does not propose revision of the existing taxation

of U.S. International businesses, since the President proposed changes in such
taxation, we would like to comment on the Issues involved.

When changes in the law relating to U.S. international business are considered,
It is essential to remember that the International huiness arena is highly compet-
itive. The game Is played in the other team's stadium and under its rules. Most
important. the other team Is a very competent one. Every major economy in the
free world Involves strong competitors of many entries, local companies and
others. While we like to think U.S. business dominates the world economic
scene, that idea Is far from a fact.

To illhtrate this point, let's look at four countries where almost one-half of
U.,. foreign Investment is locarted--Oanada, the United Kingdom. Oermany and
France (ee Exhibit 5). In those four countries there are over 20 local com-
panies, owned by local persons or multinationals of other countries, with annual
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sales exceeding $500 million. Even in Canada, a nation of only 23 million people,
there are 30 non-U.S. owned companies with over $500 million sales. In that
country, over 25 percent of U.S. foreign investment is located, and many people
mistakenly believe that U.S. business has everything to itself. Looking to the
next country where 10 percent of U.S. investment Is concentrated, the United
Kingdom, there are 118 non-U.S. owned companies of such size. In Germany and
France there are almost 140 such size companies. In Europe in total there are
over 250 companies of such size; over 35 percent of U.S. investment is in Europe,
including countries not shown in the Exhibit.

Even this small examination of the world business scene is sufficient to
illustrate that the competition is strong. Historically, it has been assumed that
U.S. industry dominates world markets. While that once may have been true,
particularly because of the ravages of World War II, it no longer is true. The
relative position of U.S.-based multinational companies has declined significantly,
particularly in the last ten years. Exhibits 6 through 10 illustrate some facts and
trends regarding the world economic scene.

As Exhibit 6 demonstrates, in 1965 68 of the top 100 companies in the world
were American; in 1976 the number had declined to 48, a drop of 22 percent.
If petroleum companies are excluded, the drop is even more pronounced (See
Exhibit 7). In 1965, of the 87 companies of the world's top 100 which were not
in the petroleum industry, 57 or 66 percent were American. In 1976, of the 75
such companies, only 33, or 44 percent were American, a drop of almost 30 percent.

Another way to examine the trend is to compare the sales and assets of the
top American companies with the sales and assets of the top foreign companies.
Between 1965 and 1976 the total sales of the top fifty foreign companies grew
from 46 percent to 76 percent of total sales of the U.S. top fifty. The asset growth
of the top ten foreign companies compared to the top ten U.S. companies was
similar, going from 35 percent in 1965 to 67 percent in f976 (See Exhibits 8 and
9). As is evident from the lists in Exhibits 8 and 9, the foreign competitors are
generally well known and are from Europe and Japan.

A third way of reviewing the trend would be to look at a bigger picture, the
world gross national product (See Exhibit 10). In 1960, the U.S. economy pro-
duced 34 percent of world G.N.P. In 1975 we produced 25 percent. In contrast, the
share of the European Economic Community rose-by almost 5 percent and Japan
rose over 5 percent.

Clearly, U.S. business no longer is the only big kid on the block, If it ever was.
The local kids have grown up and, aided by the active support of their govern-
ments, have become top flight competition. In that competition, the taxation of
the competitors is a vital factor in determining which will survive and continue
to have an important share of the market. A significant additional tax imposed
on one competitor will put it in a weaker competitive position. That weakness
will be quickly recognized by the competition and exploited in many ways. If
the weakness is large enough and the competition is astute enough, in a short
time the competition will take over the market. When a competitor gains strength
in the market in one country, it will probably use that strength to increase its
position in markets in other countries. Eventually it could reach the posture of
being a strong competitor for the market in the home country of the competition
which had to pay the additional tax.
How do other countrie, determine taxable income?

If the United Stntes taxes the unremitted earnings of foreign subsidiaries of
U.S. lbnsines,. It would be imposing a tax which the competitors will not face
(See Exhibit 11). A comparison of the tax systems of seven countries where the
principal competition is located shows that none of them tax such unremitted
earnings other than on a Subpart F basis. Of equal Importance Is the fact that,
In six of the seven countries, a business can earn income abroad under condi-
tions where that Income is not even taxed in the home country when that busi-
ness brings it home as a dividend or foreign branch profits. Not shown in the
chart Is the fact that every country but Belgium and the U.S. allows special
deductions for Investments In or losses of foreign operations carried out through
foreign subsidiaries. Clearly, U.S. business is barely even with the competition
under present tax laws. If the U.S. tax law is changed as the President proposes,
certainly the competitive balance will be tipped in favor of the foreign competi-
tion.
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How do other countries tax foreign subaiditao?
How important is the change in taxation of foreign subsidiaries likely to be?

Will the change merely eliminate "incentives" offered by other countries to attract
U.S. investment and thus help keep that investment here? Many of the countries
where U.S. business invests have high corporate tax rates and one would think
that the foreign tax credit would eliminate the U.S. tax if deferral were elimi-
nated. Such a conclusion assumes, fallaciously, that our income tax law works
the same as the laws of other countries.

How do other countries determine taxable income? Under U.S. tax rules, the
taxable income in the other country will have to be restated to our taxable in-
come principles in determining the U.S. tax against which the foreign tax credit
applies. The four countries we looked at earlier where almost one-half of U.S.
investment is located are a good samljle of how other countries determine taxable
income (See Exhibit 12). All four countries allow special writedowns of inven-
tory with both Canada and the United Kingdom allowing it to compensate for
inflation. Three of the countries allow special depreciation deductions and
other fixed asset tax differences which significantly impact taxable income in
a manner different from the United States. The U.K. allowance of a 100 per-
cent write-off of the cost of new machinery and equipment probably presents the
greatest difference from U.S. principles, but Canada also allows a 50 percent
write-off. Two countries allow special reserve for estimated liabilities and two
treat capital gains much differently than we do.

All these countries are high-tax countries and therefore the allowance of such
adjustments to taxable income costs their national treasury significant revenue.
Thus the countries have made decisions which say that all businesses operating
there are entitled to pay less taxes. Those decisions are based on their economic
considerations, their political systems, their level of inflation and numerous
other national considerations. They are aimed at their many local businesses (as
well as foreign-owned businesses) and thus are obviously not particularly aimed
at stimulating U.S. investment there. Any U.S. Government action whicb would
effectively wipe out the consequences of such decisions on profits earned in those
Countries could result in the accusation that the U.S. is violating the sovereignty
of the countries involved.

conoluion
As the charts so graphically illustrate, elimination of deferral would signifi-

cantly hinder U.S. business in its competition in world markets. We strongly
believe that not only would we be strengthening foreign competitors in markets
in other countries but in our own domestic marketplace as well. We, therefore,
oppose any change in the taxation of foreign subsidiaries of U.S. companies.

XV. ELIMINATION OF DISC

A second "reform" which has often been proposed by the President and which
would be detrimental to business In particular and to the U.S. economy in gen-
eral is the elimination of the Domestic International Sales Corporation, or DISC,
tax incentive for exports. There are several reasons for our opposition to this
proposal.

Eirst, elimination could not come at a more inappropriate time, when the
country has continued to incur its largest trade deficit in history. As a matter of
interest, our official deficit counts imports on a F.O.B. ("free on board") basis,
which takes into consideration only the value of imported goods as they leave the
country. Most countries, including our major trade competitors, calculate imports
on a C.I.F. (cost, insurance, freight) basis, which adds to the value of the goods
the cost of insurance and shipping. If we did the same, the $26.7 billion U.S.
trade deficit in 1977 would be revised to over $36 billion.

Quite aside from the dimensions of the trade deficit is another problem that
has been ignored by the Administration, the steady decline in the U.S. share of
world exports, from over 20 percent in the early 1950's to about 12.5 percent in
1977. By contrast, Japan's share has more than doubled in the past 15 years to
8.0 percent. Germany's share has increased from 5 percent in 1950 to 11.5 percent
currently. Among major world commercial nations, only the United Kingdom's
share has declined as rapidly as that of the U.S.

It has been frequently asserted that the trade deficit in large part is due to
recent increases in U.S. petroleum imports. But is this the complete story? An
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examination of the trade statistics shows that the real problem is not only imports,
but also exports, and specifically a slowdown in the growth rate of our exports
in recent years.

During the years 1969 to 1977, U.S. imports have grown on an average of 4
percent to 4.25 percent each year. Exports, on the other hand, have slowed down;
from 1969 to 1974 they grew at an annual average of 8.3 percent, but since then
the annual average has fallen to only 1.75 percent, far below the growth rate for
imports.

In sum, the United States has steadily been losing ground to its competitors as
an exporting nation, and recently its rate of export growth has slowed appreci-
ably-yet the Administration wants to remove a key export Incentive!

This leads to a second argument in favor of DISC, namely, that it is one of
the few Incentives that U.S. exporters can take advantage of, in comparison to
what is available to exporters in other countries. Without DISC, U.S. exporters
are left with very few stimuli to sell overseas-chiefly the direct loan, guarantee,
and insurance programs offered by the Export-Import Bank and the Foreign
Credit Insurance Association.

Other major trading nations offer a great variety of export incentives, both in
terms of taxes and In other benefits. Looking strictly at tax incentives, many
countries offer what amounts to tax subsidies for exporters (See Exhibit 13)
either through regional investment incentives or via rebates of value-added taxes
on goods that are exported. This latter feature is the heart of the European
Common Market's tax system. There is no U.S. counterpart.

Furthermore, beyond the tax incentives that countries offer specifically for
exporting, their tax systems often operate to the advantage of exporters in
ways that the United States has chosen to avoid. Most countries refrain from
taxing the profits of trading subsidiaries located outside the home country. This
means that a French or Dutch company, for example, can set up an offshore
exporting company through which all export earnings are channeled. These
ea,'nings can then be used to finance other exports or foreign investments and
not be taxed as long as they are not remitted to the home country. The United
States, on the other hand, undermined such export companies in 1962 with the
adoption of the so-called Subpart F provisions of the tax code.

Furthermore, in the case of The Netherlands, Belgium and France, even when
export earnings are returned to the parent company they are either not taxed
or taxed only nominally.

DISC, in a sense, was a partial res toration of the deferral of tax on export
earnings. But since other countries effectively allow 100 percent deferral of tax
on export earnings, U.S. exporters are still competing literally with one hand
tied behind our back.

Outside the tax area, the differences are even greater. (See Exhibit 14). Most
countries not only offer programs like those of the Export-Import Bank, but go
well beyond. So-called "mixed" credits are offered exporters-a blend of low-
interest-rate, long-term foreign aid money along with more commercially priced
traditional export financing. Interest subsidies are common, and some countries,
such as France, Germany, Italy and Canada, also offer outright capital grants
in addition to loans on guarantees.

By contrast, the United States Eximbank loans are not subsidized, and the
Bank's interest rates are based on the cost of the money Eximbank borrows.
Foreign aid financing through the Agency for International Development is
available only for specific projects in certain less developed countries, and is
not "mixed" with straight export financing. The United States has no capital
grant program for exports.

This. then, is what United States companies face in competition for export
markets. The same facts are also relevant in another matter, the multilateral
trade negotiations now going on in Geneva.

One of the most difficult topics of discussion in Geneva is the issue of export
subsidies. Our trading partners want the U.S. to change its countervailing duty
law, which allows us to retaliate agaist subsidized exports of other countries
sent to the United States. In return the U.S. is asking for elimination of their
most blatant export subsidies. The trading partners claim that DISC is also an
export subsidy, which makes DISC something over which to bargain, along with
the countervailing duty law. In other words, retaining DISC is one of the few
weapons the U.S. has in the fight to eliminate foreign export subsidies, which
some U.S. industries have complained are hurting them. Does it make sense
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from a negotiating point of view to give up DISC unilaterally. when we have the
opportunity of getting something in return for it at Geneva?

Finally, only two years ago Congress amended the DISC system to meet
criticism that DISC was an unearned windfall to large exporting companies.
The argument against DISC was that these companies were already exporting
prior to DISC, so DISC merely gave them a reward for something they would
have done anyway. Since the 1976 changes, however, I)ISC deferral has been
granted only to export income that exceeds the annual average of a five-year
base period. In other words, now a business only gets DISC benefits if it in-
creases exports over what it was doing in previous years. As it now stands, DISC
acts as an incentive to keep exports expanding, which was its original purpose.

If Congress were to change the ground rules for a third time in six years, it
would only increase the uncertainty that businesss faces in planning. The last
change is two years old. The new DISC system should be given time to see how
it actually works to stimulate exports. We oppose any further increase in the
taxation of DISC income.

Cyclical sciaitirity of districts of the United Statc8

Area: Cyclical
swing

U.S. 100
Northeast ------------------------------------------------- 89
Southeast ------------------------------------------------- 99
Midwest ------------------------------------------------- 121
Southwest ------------------------------------------------- 3
Mountain ------------------------------------------------- 38
West ----------------------------------------------------- 79

NOTE.-Total stability would be represented by a zero swing. The normal swing of 5.7
nationwide Is represented by 100 above.

EXHIBIT 2.-INVESTMENT RATIOS COMPARED WITH GROWTH IN OUTPUT AND PRODUCTIVITY

jAverage 1960-761

Manufacturing
Investment/GNP GNP growth rate productivity growth

Percent Rank Percent Rank Percent Rank

Japan ----------------------------- 33.0 1 8.8 1 9.2 1
France ---------------------------- 24.4 2 5.0 2 5.9 2
West Germany ---------------------- 24.2 3 3.9 5 5.9 2
Canada ............................ 22.6 4 5.0 2 3.7 5
Italy ------------------------------ 21.0 5 4.6 4 5.7 4
United Kingdom -------------------- 18.6 6 2.5 7 3.4 6
United States ---------------------- 17.7 7 3.6 6 2.6 7

EXHIBIT 3.-FINANCING CAPITAL INVESTMENT

[Percent of total savings]

Noncorporate

Government
and foreign

Corporate Individual investors Total

United States ....................................... 65.5 31.4 3.1 100.0
Canada ------------------------------------------- 58.2 24.4 17.4 100.0
United Kingdom ----------------------------------- 59.7 37.7 2.6 100.0
West Germany ----------------------------------- 47.2 37.3 15.5 100.0
France .----------------------------------------- 52.7 32.5 14.8 100.0
Netherlands --------------------------------------- 41.7 39.4 18.9 100.0
Belgium ........................................... 42. 1 52.4 5.5 100.0
Sweden ........................................... 56.2 21.7 22.1 100.0
Australia .......................................... 30.1 50.5 19.4 100.0
Japan .............................................. 41.2 38.9 19.9 100.0

Data source: "U.N. Yearbook."
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EXHIBIT 4

RETURN-ON- INVESTMENT* AFTER TAXES

Nonfinancial Corporations
Percent

0 1
1955

1975:

1960 1965 1970 1975

*After-tax profits, excluding inventory profits, and adjusted
to reflect economic depreciation (double declining balance,
.75 Bulletin F service lives) as a percent of plant, equip-
ment, and inventories valued at replacement cost.

SOURCE : Calculated from Commerce Department by the Business Roundtable.

EXHIBIT 5.-COUNTRIES IN WHICH U.S. BUSINESS INVESTS AND COMPETITION LOCATED THERE WITH SALES
EXCEEDING $500,000,000

Percent of U.S.
investment Number of local

located there companiesCountry

Canada -------------------------------------------------------------------- 25.4 30

United Kingdom ---------------------------------------------------------- 10.3 215
Germany ------------------------------------------------------------------ 6.7 81
France --------------------------------------------------------------------- 4.9 56

Total European countries ---------------------------------------------- 21.9 252

Total --------------------------------------------------------------- 47.3 282

Sources: Commerce Department, London Times, Financial Post (Canada).

976 e:3. 7% 1
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EXHIBIT 6.-DISTRIBUTION OF THE WORLD'S 100 LARGEST INDUSTRIAL COMPANIES
(Ranked by sales]

Number of companies

1965 1970 1976Country

United States .............. ..............................
West Germany ..........................................................
Japan ..................................................................
France .................................................................
U nited Kingdom --------------------------------------------------------
Italy
The Netherlands.
O th e r --- --- ------- ------ ------ -- -- -------- ---------- --- -------- ------ --

Total com panies --------------------------------------------------

68
12
2
3
9
2
13

63
10
8
3
7
3
2
4

100 100 100

Source: Fortune, various issues.

EXHIBIT 7.-DISTRIBUTION OF THE NONPETROLEUM COMPANIES THAT ARE AMONG THE WORLD'S 100 LARGEST
INDUSTRIAL CORPORATIONS

(Ranked by sales]

Number of companies

Country 1965 1970 1976

United States-..
West Germany_-
Ja p a n ------- -- -- -- -- -- ---- -- -- ---- -- -- -- -- -- -- -- -- -- -- -- -- -- -- -- -- -- --
F ra n ce ---- -- --- -- -- -- -- ---- -- -- -- -- -- -- ---- -- -- -- -- -- ------ -- -- ---- -- --
United Kingdom.
Italy
The Netherla ....ns
O th e r; ... .. ...... .... .. .. .. .. ...... .. ...... .... .. .... .. .. .. .. .. .. .... ..

Total com panies --------------------------------------------------

57
12
2
3
8
2
22

49
10
8
2
6
2
2
3

33
1210
6
6
2
2
4

87 82 75

Source: Fortune, various issues.

EXHIBIT 8.--TOTAL ASSETS OF THE 10 LARGEST NONPETROLEUM INDUSTRIAL COMPANIES

[Ranked by sales in 19761

U.S.-based companies 1965 1976

General Motors .................................................................
Ford Motor ....................................................................
International Business Machines ..................................................
General Electric .................................................................
Chrysler -----------------------------------------------------
International Telephone & Telegraph ----------------------------------
U.S. Steel ----------------------------------------------------------------------
E. I. du Pont de Nemours ........................................................
Western Electric ----------------------------------------------------------------
Procter & Gamble ---------------------------------------------------------------

Total --------------------------------------------------------------------

$12,586 $24,442
7,597 15,768
3,745 17,723
4,300 12,050
2,934 7,074
2, 022 11,070
5,452 9,168
2,848 7 027
2,303 5,178
1,337 4,103

45,124 113,603

Source: Fortune, various issues.

48
12
11
87
3
2
9
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EXHIBIT 9.-TOTAL ASSETS OF THE 10 LARGEST NONPETROLEUM INDUSTRIAL COMPANIES

[Ranked by sales in 1976]

Foreign-based companies Country 1965 1976

Unilever ------------------------------ United Kingdom ......................... $3, 105 $7, 794
Philips' ---------------------------- I The Netherlands ------------------------ 2,728 12,245
Renault ................................ France -------------------- ------ - 524 2, 733
Hoechst ................................ West Germany ........ ....... -......... 1,157 8,754
Basf ----------------------- ------ _---_ do ------------------------------- I, 051 6,579
Daimler-Benz ------------------------------- do ------------------------... ----- 556 3, 566
Volkswagenwerk ------------------------... do ------------------------------- , 137 6, 144
Bayer ....................................... do --- -------------------- 1........ 165 8,517
Nippon Steel ----- _---_----------_--- Japan ------------------------- 2........ 278 11,625
Siemens--- ............................ West Germany .......................... 1,401 8,230

Total .................................................................... 15, 602 76, 187

Ratio of assets of top 10 foreign companies to assets of top 10 U.S. companies (percent) .... 34.6 67. 0

Source: Fortune, various issues.

EXHIBIT 10.-SHARES OF WORLD GROSS NATIONAL PRODUCT

[In percent]

Country .1960 1970 1975

United States ---------------------------------------------------------- 33.7 30.7 25.0
EEC (excluding United Kingdom) ----------------------------------------- 12.8 15.8 17.1
United Kingdom ------------------------------------------------ 4.7 3.8 3.6
Japan -------------------------------------- ----------------- 2.6 6.2 8.3
AlIother countries---------------------------------- ------------- 46.2 43.5 46.0

Total ------------------.--------------------------------------- 100.0 100.0 100.0

Sources: "International Economic Report of the President," 1976, and OECD data.

EXHIBIT It.-TAXATION OF INTERNATIONAL BUSINESS

Does country tax profit of foreign subsidiary-

Are foreign
When When paid as Earnings of Is foreign tax earnings taxed as

Home county unremitted dividends foreign branch credit given a practical matter

Belgium ................. No ----------- No ----------- No ---------- Not needed ... No.
France --------------- -No ----------- No-No .................. do --------- No.
Germany ------------------ No' --------- Yes ---------- Yes ......... Yes ---------- No.
Italy2 -------------------- No ............. Yes ---------- No ----------- Partially -------- Partially.
Japan ...................... No' ----------- Yes ---------- Yes ---------- Yes..-.------ No.
The Netherlands ............ No ---------- No----------Yes --------- Yes --------- No.
United Kingdom ----------- No ----------- Yes ---------- Yes ............ Yes ---------- No.

1 Germany has limited subpart F type of provisions. Japan will have limited subpart F type provisions ei;ective Apr. 1
1978.

2 Italy only taxes foreign branches which do not have separate management and accounting. It only allows foreign tax
credits for taxes paid on branch income and for withholding taxes.

EXHIBIT 12.-SUMMARY OF UNUSUAL TAX DEDUCTIONS OR EXEMPTIONS IN 4 KEY COUNTRIES WHERE U.S.
BUSINESS -INVESTS

United
Nature of item Canada France Germany Kingdom

Corporate tax rate (percent) .................................. 42 or 48 50 44 to 61 52
Arbitrary inventory write down ............................... X X X X
Very fast depreciation -------------------------------------- X ........................ X
Depreciation of goodwill ------------------------------------ X
Tax free reinvestment of gains on fixed assets .................. X ............ X -------------------
Office buildings not depreciable ..................... I .. ................................ X
Investment tax credit --------------------------------------- X ....................................
Reserves for estimated expenses ----------------------------------------- X X
Capital gains specially taxed. .........---------------------- X X ------------------------



EXHIBIT 13.-TAX INCENTIVES FOR EXPORTS

United States Canada Japan United Kingdom France Germany Netherlands

Taxation of foreign branch
income.

Taxation of foreign
subsidiaries.

Deductibility of foreign
branch losses.

Taxation of foreign source
dividends.

Special deferrals of taxable
domestic income.

Fully taxable at usual Fully taxable at usual
rate (48 pt). rate (46 pct).
Foreign tax credit. Foreign tax credit.

Yes, under subpart F
provisions.

Yes, but under con-
ditions less strin-
gent than under
subpart F income.

Taxable at usual rate
(effective tax rzte
of S2 pct). Favorable
foreign tax credit
system.

None. No subpart F
income equivalent

Fully deductible ----- Fully deductible ----- Fully deductible .....

Fully taxed at usual
rate. Direct and
deemed paid foreign
tax credit.

About 25 percent of
taxable income may
be deferred under
the DISC provisions.

Exempt when foreign
subsidiary is con-
trolled (50 pct).
Partial exemption
from 1976. Foreign
tax credit.

None ..............

Fully taxed at usual
rate. Direct and
deemed paid foreign
tax credit.

Income may be de-
ferred for: Overseas
market develop-
ment; overseas
investment losses;
foreign exchange
losses.

Taxable at usual rate
(52 pct). Foreign
tax credit.

None. No subpart F
income equivalent

Fully deductible. De-
ductible against
foreign source
business income
only when carried
over to following
years.

Fully taxed at usual
rate. Direct and
deemed paid foreign
tax credit.

None ----------------

Exempt I (corporate
tax rate is 50 pct).

None except if elec-
tion is made. No
subpart F income
equivalent.

Not deductible ' .....

95 pct exclusion if
French company
owns 10 pct or
more of stock.

Income may be de-
ferred for: Losses of
certain foreign busi-
ness; cost of invest-
ment in certain
business in LDC's;
export credit
extended to foreign
buyer.

Normal tax rate (51
pct) plus foreign tax
credit or. in certain
cases, imposition of
a flat 25 pct tax
rate.

Yes, but under con-
ditions less strin-
gent than the U.S.
subpart F provi-
sion.

Fully deductible even
though foreign
income is exempt
under tax treaty.

Fully taxed at usual
rzte. Foreign tax
credit and deemed
paid foreign tax
credit under certain
circumstances.

Income may be de-
ferred for: Losses of
foreign branches
whose income is tax
exempt; losses of
foreign subsidiaries;
profits realized upon
an exchange of
property for stock
of a foreign
corporation.

Taxed at usual rate.
Favorable foreign
tax credit system.

None. No subpart F
income equivalent.

Fully deductible.

Exempt in majority
of cases.

None.



Specific export tax incentives. - None aside from
DISC.

Intercompany pricing rules __ Strictly enforced, in-
cluding against
export industry.
Important cases
against exporters
pending.

Border tax adjustments (VAT). None 4 Federal level - -

Tax incentives indirectly Accelerated deprecia-
benefiting exports. tion. Investment tax

None -------------- Reserves for overseas Deduction of business
market development entertainment ex-
-deduction of over- penses connected
seas investments, with export
Reserves for foreign activities.
exchange losses.
Special deductions
for certain overseas
transactions.

None -------------- Favorable treatment Not actively used ------
for exporting
companies.

None -------------- None -------------- VAT (8-pct rate up to
25 pct for luxury
items). Zero rate on
exports.

Tax reduction for None ------------- Favorable rates of
manufacturing in- - depreciation.,

I CUlL %u p). come. Accelerated
dlepreciation.' In-
ve.tment tax crediL

I Foreign branch income is taxable at usual rate if the French company elects to be taxed on a
worldwide or consolidated basis.2 Losses of foreign branches are deductible when the domestic company elects to be taxed on a
worldwide or consolidated basis.

Joint export programs
--election to com-
pute income on a
worldwide basis.
All special deferrals.
Exclusion from the
"inflation levy."

As a general rule, not
enforced against
exporters.

VAT (20-pt rate up to
33 pet for luxury
items). Zero rate on
export.

None --------------- Tax credit for with-
holding tax on inter-
est and royalties
paid by resident in
certain nontreaty
LDC's.

Usually enforced al-
though relaxation
may be granted in
special circum-
stances.

VAT (11 pct rate).
Zero rate on exports.

Usually enforced but
special agreement
used. May be nego-
tiated with the tax
authorities.

VAT (16-pct rate).
Zero rate on exports.

Accelerated aeprecia- Accelerated deprecia- Accelerated deprecia-tion. Exemption tion- Reductio~n of inn 4 Inv,,tren

from local business corporate tax rate tax 'credit from 8 pct
tax. Reduction of and VAT rates to 16 pt of cost of
registration taxes.4 certain capital assets. -

-1When the income has not been taxed abroad, the amount deducted for foreign losses must beput back into income after a number of years.
4 Most of the tax incentives are granted in connection with industrial and regional development
Source: Special Committee for U.S. Exports.



EXHIBIT 14.-NONTAX INCENlIVES FOR EXPORTS

United States Canada Japan United Kingdom France Germany Netherlands

Nontax incentives indirectly None, except limited Cash grants i ------------------------------- Grants. Investment

benefit exports. agricultural subsidies. Interest
subsidies, subsidies I Employ-

ment subsidies.
2

Financing assistance --------- Discount at medium ------------------- Direct loans for Guarantees. Interest
rates. Guarantees. medium-term sales. rate subsidies.
Long-term export Long-term credits Portfolio refinanc-
credit financing at at preferential rates ing. Support granted
interest rates from (from 7.5 to 8.75 on a supplier and
8.24 to 9.5 pct No pct). Financing of buyer basis.
mixed credits. contract value from Interest rate born
Financing of 30 to 48 to 64 pct. Mixed by borrowers: 7.8
55 pct of contract credits. pct. Financing of up
value, to 100 pct of con-tract value. Mixed

credits.

Insurance assistance --------- Are insured: Com- -------------------- Are insured: Produc- Are insured: Com-
mercial risks; ex- tion risks; com- mercial risks; politi-
hibition expenses; mercial risks; politi- cal risks; production
political risks. Risks cal risks; currency risks; inflation risks;
are covered up to fluctuations; loss of currency fluctua-
95 pct foreign investment. tions; performance

Risks are covered bonds. Risks are
from 60 to 80 pct covered up to 100

pct.

Grants. Investmentsubsidies.'

Discount at low rates.
Guarantees. Long-
term credits to
both suppliers or
buyers. Financing
of up to 100 Pct of
contract value.
Mixed credits.

Are insured: Produc-
tion risks; com-
mercial risks; politi-
cal risks currency
fluctuations; market
development; ex-
hibition expenses;
inflation risks. Risks
are covered from
80 to 100 pct.

Discount at low rates.Guarantees. Long-
term credits to
both suppliers or
buyers. Prefer-
ential rates of 10
pct. Financing of up
to 80 pct of con-
tract value. Mixed
credits.

Are insured: Produc-
tion risks; com-
mercial risks; politi-
cal risks; currency
fluctuations; infla-
tion risks. Risks are
covered from 80 to
100 pct.

Discount at low rates.Guarantees. Sub-
sidized medium and
long-term export
credits. Average
interest rate borne
by exporters is 9.5
pct. Financing of up
to 90 pct of contract
value.

Are insured: Com-
mercial risks; politi-
cal risks; currency
fluctuations. Insur-
ance fully covers
from 75 to 100 pct
of the risks.

Most of the nontax incentives are granted in connection with industrial and regional development. Source: Special Committee for U.S. Exports.

'Granted to order to encourage employers to retain employes.

Grants I --------------. investnent suusid MInterest subsidies. I
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STATEMENT OF MARIE NAHIKIAN, TENANT CoMMISSIoNeR, DISTRICT OF COLUMBIA
RENTAL ACCOmMODATIONS COMMISSION

My name is Marie Nahikian, and I am a tenant representative on the District
of Columbia Rental Accommodations Commission. I am presenting this testi-
mony because I want you to take into account a viewpoint which you have not
considered and apparently do not think worth much of your time. This is the
viewpoint of people struggling to make ends meet and to get onto the home
ownership ladder in the neighborhoods of this nation's cities.

You have before you billions of dollars in proposed capital .gains tax cuts.
These have been cast onto the public stage in the familiar costuming of jobs
and economic growth, but in fact only a small portion of the cuts would serve
that end. The rest would be nothing more than tax cuts for the rich decked out
in the verbiage of economic growth. But benefits for rich people are not my mati
concent. My main concern is that the economic impact of these tax breaks
could be devastating to probably millions of people, most of whom do not know
that these hearings even exist. You have heard from industrialists, realtors,
developers, and virtually every conceivable interest with a buck to make from
this tax bill. You have heard from a few public interest representatives. But you
have heard nothing from the people whose lives are going to be affected by the
provisions of the proposals before you.

Economics is about people. It is about people's needs and how these needs are
met. I want to bring the discussion down from the grandiose macro-economic
ego-tripping and condescending trickle-down economics which have held the floor,
and I want to talk about what giant capital gains tax cuts are going to mean to
the tenants and lower-income homeowners with whom I have been working on
the streets of Washington for the last eight years.

My testimony will not focus upon any of the particular capital-gains-cut
proposals before you. It will discuss instead the dangers of indiscriminate capital
gains cuts of any kind.

Congress has been talking about capital gains as though they were all one
thing, and that, uniformly good. The public has been subjected to vague and
lofty generalities equating capital gains breaks to "capital formation", jobs,
economy in government, balanced budgets, a brake on inflation, and-for all I
know-relief from neuritis and neuralgia. The trouble is that capital gains
are not all one thing. In fact only a quarter of them arise from the sale of
corporate stock, and are therefore related-arguably-to capital formation. An
equal percentage represents gains from real estate. And this is my concern.

In the District of Columbia, in many other cities across the country, and in
many rural areas as well, we are suffering from a plague of capital gains in
real estate. Only we do not use the sanitized expression "capital gains." We
call this activity what it is-speculation. Speculation in inner city real estate
is driving up housing prices beyond the reach of most middle-income home buyers.
It is forcing lower income tenants from their neighborhoods. By inviting higher
property tax assessment increases, it is forcing our elderly and lower income
home owners to sell. Speculation has become so severe that our City Council
recently enacted a special tax on this activity. The state of Vermont did so
several years ago, and numerous states and cities are considering such proposals
actively.

The last thing we need in the District is indiscriminate capital gains tax
breaks for real estate speculators. Selected breaks for specific kinds of invest-
ment, such as low income housing, might be advisable. But not across-the-board
breaks for anyone desiring to take a speculative ride on the over-heated real
estate market. Our speculation problems are already, to a degree, tax-law
induced. The indulgence of the federal tax laws towards real estate investment,
combined with the lethargic stock market, has encouraged millions to put their
money into real estate. A home is no longer a home-it is a hedge. Now this
Committee seems on the verge of making matters worse.

Speculation in real estate is fundamentally different from other kinds of cap-
ital investment. When a corporation issues stock and uses the proceeds to invest
in plant or equipment, it is creating something. It is providing productivity. It
is adding to wealth. It may be making a net addition to employment. Real
estate speculation by contrast, creates nothing. The supply of land is fixed. In-
vestment in land does not create land. It simply Increases the price of the land
that exists. Another name for this is inflation.

Such inflation, in turn, has a disastrous effect upon jobs and inner city hous-
ing. When developers, entrepreneurs' of any sort, have to pay exorbitant land



1750

costs, they have that much less money to put into the structure, be it a house,
an office building, or a factory. In other words, high land costs drain capital
from job-creating structures on land. Builders in the District have told me that
site costs I in some D.C. neighborhoods are becoming so high they can economically
build only the highest-price housing, if indeed they can afford to build anything
at all.

If land costs could be lower, there would be more money available for con-
struction, which creates housing and jobs. Furthermore, since land costs comprise
between 20% to 25%, or more, of much new housing, the cost of housing could
be reduced substantially.

The only way to reduce land, or site, costs is to make land less attractive to
speculators. This is simple supply-demand economics. The supply of land is
fixed. If it is a very attractive investment, many people will want it who have no
intention of building upon it or making improvements. They will simply hold it
off the market until they sell for a gain. If many people want it, the price goes
tip. Cut out the speculators' profits and speculators stop competing against home-
owners and developers for the limited available land and housing. With demand
down, prices will go down also.

The testimony of Mr. James H. Shimberg of the National Association of Home-
builders on this point was patently absurd. Mr. Shimberg argued that cutting
capital gains taxes would reduce land costs by encouraging land owners to sell
their property. Whatever inducement such a cut would have on owners to sell
their land-and I am skeptical-it would be more than outweighed by the in-
creased demand for land that the cuts would spur.

In fact, given the stale stock market, I suspect that a big capital gains tax
cut would encourage many investors to bail out of the stock market and get into
real estate-increasing demand instead of supply, and producing absolutely the
opposite impact from that the proponents of this cut profess.

In California, much of the Impetus behind Proposition 13 arose not from a
"tax revolt" but from an "assessment" revolt. Soaring housing costs were causing
property tax assessments to soar as well. Far from curbing this trend, Proposition
13 seems to be inflaming it. By reducing ownership costs, Proposition 13 has made
homes even more attractive investments than they were before, for speculators
as well as for homeowners. As a result, home prices continue to increase.

Cutting capital gains taxes for real estate speculators would have a similar
effect.

The debate over this tax cut bill has been obsessed with what the economists
call "capital formation." I do not want this Conzress to forgot that for millions
of Americans, including the people for whom I am speaking, the prime and pos-
sibly only form of capital formation is a home. And the tax cuts before you would
do more to put a home beyond the lower and middle income person's reach than
practically anything I can imagine. Consider:

a. First, the tax cuts in the House-passed bill are tilted severely toward the
upper income levels. When social security tax increases are taken into account.
people in the middle and lower brackets end up not with a tax cut but with a
tax increase. This means that these people, who have the most difficulty scrap-
I g together the down payment for a home, will be even less able to save.

1). At the same time, capital gains tax breaks, along with other provisions in
the House bill, promise to inflate the price of homes at a time when lower and
middle income people can least afford it.

c. The crowning irony, of course, is that federal subsidy program; will be
necessary to bridge the widening gap to help lower and middle Inc-one people
with their housing costs. Tax breaks for wealthy investors and corporations will
mean that the funds for these subsidy programs will come increasingly front
the pockets of the very taxpayers for whom the subsidies will be necessary.

Perhaps the crowning absurdity of the House-)assed bill, as it applies to real
estate speculators, is the "indexing" provision. ITnder indexing. the speculator
would be allowed an inflation adjustment each year. A part of his profit would be
declared tax-free. an "inflationary" atin instead of a "real" gain. Now consider.
Real estate speculation is a cause of inflation. It makes land and housing prices
go tip. To treat inflation by rewarding one of its causes makes about as much
sense as attacking arson by providinz a tax break for arsonists. It may fly with
th, real estate lobby but it shouldn't with anyone else.

In short, the reality of these proposed caT)ital gains tax cuts does not match
their pretensions. This Is true not only of the real estate area but of other kinds

1 B "site" costs I mean both the land and any structures on the land when these are in
need of substantial rehabilitation.
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of capital gains as well. The tax cuts are promoted as encouraging Job-producing
investment. In the District of Columbia this is of great concern to us because our
youth unemployment rate is alarmingly high. We need job-producing investments,
and it is especially bitter to us to find the capital gains tax cuts to be a fraud.

Nothing in the proposed cuts limits them to Job producing investments. To the
contrary, they go to any kind of capital gain even if actually contrary to Job
creation. Mere transfers of existing corporate shares (as opposed to purchases
of new issues) do not create jobs, but they qualify. When people sell their
shares of stock and invest in land, antiques, gold, or vacation homes in the Ba-
hiamas, inner city jobs are not created. Yet all such diversions of capital would
qualify for this new tax break. Such a measure will be as effective in encourag-
ing job creation as would dropping dollars from a blimp.

If the purpose of this tax bill really is to encourage Job creation, then the
benefits should be limited to investments which actually have that effect-for
example, purchases of newly-issued stock.

The fraud of the capital gains proposals is still worse because the District,
Ilk numerous states, follows federal law in the treatment of capital gains. In
other words, what Congress does in this area, we do also, even though it will
be directly contrary to our interests. States have been under substantial pressure
in recent years to conform their tax laws entirely to the federal code. If Congress
wants this to happen, it had better show more concern for the impact of its
tax laws on states and cities than it has shown In considering this year's tax
bill.

RECOMMENDATIONS

My recommendations are very simple:
1. First, you must lay aside the macro-economic fantasy of assuming all

capital gains are uniformly good. You must be willing to examine the social
impact of each major kind of capital gain and especially real estate speculation.

2. Second, following up on No. 1, you must conduct a study of the relation-
ship between capital gains tax breaks and the inflation which is driving up
housing costs and which is forcing lower and middle income people from their
homes.

3. Third, you must completely ban capital gains tax breaks for real estate qecu-
lators. In fact, you must impose tax penalties upon such speculators. You could
do this by taxing speculative real estate gains as they accrue each year instead
of waiting until the property has been sold. Also, tax rates on such speculative
gains should be increased.

If real estate speculation were no longer profitable, investors would take
their money out of real estate and put it into more productive forms of invest-
ment. This would free up land for productive use. It would reduce the demand
for productive use. It would reduce the demand for residential property, thereby
lowering the cost.

I am presenting here only the broad outlines of an approach. Certain problems
vould have to be worked out, problems such as the definition of a "speculator"

and the transition rules to avoid penalizing investors who relied in good faith
upon the existing laws. Such problems are surmountable. The people who wrote
the incredible complexity into the existing income tax laws certainly can deal
with details such as these.

4. Finally, capital gains tax breaks must be carefully tailored to the kinds of
investment, such as low and moderate income housing, which our cities in par-
ticular need most. I read with alarm the testimony of shopping center repre-
sentatives, urging still greater capital gains breaks to encourage more shopping
centers. Shopping centers have been the death knell for center city business dis-
tricts. Do we really want to encourage more of them at a time when we are
trying both to discourage gasoline consumption and bring economic life back to
our inner cities?

CONCLUSION

I conclude where I began. Congressional glad-handing with indiscriminate
capital gains tax breaks threatens to disrupt the lives to millions of Americans.
It, will drive up the price of homes. It will cause property tax assessments to
inflate, forcing lower income homeowners to sell. It will drain capital from Job-
creaiing investments into land costs. Congress must stop dealing in grandiose
generalities about capital formation and begin to deal with the real impact
tax law changes have upon Americans in the communities in which they work and
live.
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NATIONAL ASSOCIATION OF MANUFACTURERS,
Washington,. D.C., August 31, 1978.

Hon. RUSSELL B. LONG,
Chairman, Committee on Finance,
U.S. Senate,
Dirkuen Senate Office Building,
Washington, D.C.

DEAR MR. CHAIRMA N: These comments on those provisions of H.R. 13511 which
would be tax unemployment compensation benefits are submitted on behalf of
the National Association of Manufacturers (NAM) In addition to our general
testimony of August 21.

The NAM opposes the provision of H.R. 13511 which would subject a portion
of unemployment compensation and disability benefits to taxation. A National
Commission on Unemployment Compensation is studying the Unemployment
Compensation system to provide more in-depth Information on this subject. We
recommend that Congress take no action In the direction of taxing unemployment
compensation benefits until the study by the National Commission is completed.

At present, there Is no domestic experience with taxation of unemployment
compensation benefits upon which to evaluate this proposal. Our comments will
list briefly some of the problems which this proposal could create in the under-
lying principles of taxing benefits, the method of taxing benefits, the equity of
the present proposal and the effect upon state unemployment insurance systems.

Unemployment Compensation is a contributory insurance program to provide
replacement wages for temporary periods of unemployment. Benefits are there-
fore a matter of right not of deed. The specific proposal in H.R. 13511 could
introduce a means test into the program which is contrary to the principles upon
which social insurance programs are based and would set a precedent for taxing
benefits received under other social insurance programs.

Administratively, reporting the payment of unemployment compensation bene-
fits would have to be undertaken by either states or employers. The administrative
burden upon either states or employers is unjustified to tax a small percentage
of all unemployment compensation recipients.

The wage earners affected by these provisions receive the least replacement
for their earnings of all unemployment compensation recipients. Consequently,
the work incentive is already likely to be highest for workers in this group. Addi-
tional taxes to increase the work incentive of unemployment compensation re-
cipients is not appropriately targeted at these'workers.

States may be inclined to raise unemployment compensation benefits to offset
income loss to individuals. Many States' unemployment insurance funds are
repaying outstanding loans from the federal unemployment insurance fund. Any
increased outlays by states without increased revenues will aggravate many
states unemployment compensation systems' financial problems.

We are submitting this with five copies for Inclusion in the record of your
hearings.

Sincerely yours,
RANDOLPH M. HALE,

Vice President and Manager,
Industrial Relations.

NATIONAL ASSOCIATION OF REAL ESTATE INVESTMENT TRuSTS, INC.,
Washington, D.C. August 29, 1978.

Re The Impact of the Present Capital Gains Indexing Provisions of H.R. 13511,
the "Revenue Act of 1978", upon real estate investment trusts.

Hon. RUSSELL B. LONG,
Chairman, Committee on Finance,
U.S. Senate, Dirksen Senate Office Building,
Washington, D.C.

DEAR MR. CHAIRMAN: I am writing to you on behalf of the National Association
of Real Estate Investment Trusts, Inc., of which I am President, to alert you to
the devastating impact which certain provisions of H.R. 13511, the "Revenue Act
of 1978", would have on the real estate investment trust industry. H.R. 13511,
recently enacted by the House of Representatives, provides an inflation adjust-
ment ("indexing") for certain assets when computing capital gain or loss on
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sale. Indexed assets include common stock, tangible personal property and real
property, with certain exceptions.

As drafted, H.R. 13511 denies indexing to shares of REITs, making those
shares virtually unique on the stock exchanges of America. No industry could
survive such a crippling blow. REITs would find it almost impossible to raise
funds in the capital markets through sales of shares.

Further, enactment of H.R. 13511 in its present form would impose a substan-
tial immediate loss on the more than 300,000 holders of REIT shares, as the
capital markets adjusted to this change in the law.

We cannot believe that Congress intends such a result. The legislative history
of Public Law 86-779, the 1960 legislation which created the REIT industry, is
clear. Real estate investment trusts were designed to enable small investors,
through pooling, to make capital investments in real estate. REITs give small
investors the advantages of diversification of investment, the opportunity to
secure the benefits of expert investment counsel, and the means to finance
projects collectively which they could not undertake individually. Prior to the
1960 legislation, these advantages were available only to large investors.

The 1960 legislative history makes clear that Congress considered the encour-
agement of investment in real estate by small investors through real estate
investment trusts particularly important. ". . . because of the shortage of pri-
vate capital and mortgage money for individual homes, apartment houses, office
buildings, factories, and hotels. At the present time the financing of these real
estate equities and mortgages is dependent largely on Government-guaranteed
money, and investments by special groups, such as insurance companies, and
pension trusts." (Report No. 86-2020, House of Representatives, 86th Congress,
2d Session (1960) at page 4). This worthy legislative purpose would be com-
pletely frustrated by excluding REITS from the benefits of indexing.

H.R. 13511 would exclude from indexing shares in a "qualified" real estate
investment trust, regulated investment company, Subchapter S corporation and
other so-called "conduits". In the report of the Committee on Ways and Means
on H.R. 13511 (Report No. 95-1445, House of Representatives, 95th Congress,
2d Session (1978) at page 127), the Committee stated that the exclusion is based
on the fact that, "These are essentially flow-through entities, and the value of
their shares directly relates to the assets that they hold. Their shareholders
will receive the benefits of the inflation adjustment on the indexed assets sold
by the entities when the gain is distributed to shareholders. Thus, allowing the
adjustment to apply to interests in the flow-through entities is largely unnec-
essary and would result in considerable complexity, particularly with respect
to entities which hold substantial non-indexed assets."

As was pointed out very clearly in testimony given before the Committee on
Finance, on behalf of the Investment Company Institute, on August 22, 1978,
the effect of the House bill is not to deny a double indexing benefit to the
so-called "conduits", but to deny any indexing benefit at all. To the extent that
testimony given by the Investment Company Institute supports full indexing
for shareholder investments in REITS and regulated investment companies (in
situations where the "conduit" has only Indexed assets in its portfolio), we
agree with it. Further, we are advised that the staff of the Joint Committee
on Taxation now recognizes the inequitable impact of the present provisions of
H.R. 13511 as to the indexed portion of a "conduit's" portfolio.

However, we cannot endorse the stated position oP the regulated investment
companies with respect to the indexing of shares of a "conduit" that has a
significant portion of its portfolio invested in non-indexed assets. In their testi-
mony, the regulated investment companies suggested that a number of propor-
tional indexing rules would be appropriate and would not have a significantly
detrimental effect on them. For the real'estate investment trust industry, how-
ever, any proportional indexing approach is both inequitable and completely
unworkable.

The Ways and Means Committee, in denying indexing to regulated investment
companies and real estate Investment trusts, said that, ". . . the value of their
shares directly relates to the assets they hold." This is true in the case of regu-
lated investment companies. Indeed, the value 6f shares in most mutual funds
can be computed from hour to hour by direct reference to the underlying value
of stocks and bonds in a mutual fund's portfolio. However, even a cursory exam-
ination of the real estate investment trust vehicle reveals the absence of a
comparable relationship.

34-369 0 - 78 - 35
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The underlying assets of a REIT, generally substantial equity and mortgage
positions in real estate, are not valued by the marketplace from day-to-day, or
even from year-to-year. The REIT portfolios do not themselves consist of pub-
licly traded securities and the value of a REIT share on the stock market is
determined by a host of factors, including earnings, dividends, and growth
expectations, just as is the Etock of any other publicly traded company.

Therefore, although it may be appropriate to deny total indexing of capital
gains to a mutual fund with a mixed portfolio of indexed and non-indexed assets
(in order to avoid placing the mutual fund investor in a better position than
an individual directly investing in stocks and bonds), this is not appropriate
for REITS. Individual investors simply do not have the opportunity, as an alter-
native to investing in a REIT, to invest in a $20 to $30 million mortgage on
a modern office building or apartment complex providing housing for thousands
of people. Granting full indexing on real estate investment trust shares, which
we regard as critical if capital gains are to be indexed, would, therefore, not
create a "'loophole" in the sense of giving preferential tax treatment to the
REIT investor, which treatment is not also available to individuals investing
directly in the real estate market. Just as ordinary business corporations will
receive indexing on shares of their common stock, even though their invest-
ments may include substantial non-indexed assets, so should real estate invest-
ment trusts.

Therefore, although we take no position regarding the merits of indexing
capital gains, if indexing is to be included in the major tax bill now pending
before your Committee, we urge your support for an amendment which would
provide full indexing for shares in real estate investment trusts.

At your convenience we would greatly appreciate the opportunity to meet
with you and your staff to discuss this extremely serious problem facing our
industry. Should either you or your staff require information additional to that
set forth in this letter, please contact me or Walter Laessig, General Counsel
of NAREIT, at our Washington office.

Sincerely,
AR.THUR G. VON THADEN.

President, National Association of Real Estate Investment Trusts, Inc.
Chairman and Chief Executive 01lccr, BankAmeriea Realty Services,
Inc.

STATEMENT OF THE NATIONAL ASSOCIATION OF 'WATER COMPANIES

Mr. Chairman and members of the Committee on Financ6, my name is Win.
Neal MacKenzie and I am submitting this statement on behalf of the National
Association of Water Companies, an association of investor-owned water utili-
ties. I would like to discuss four amendments to the tax law which our asso-
ciation believes necessary in light of current developments affecting our industry.

First, the 5-year amortization provisions for pollution control facilities (§ 169
of the Internal Reveune Code of 1954) should be expanded to apply to all new
equipment required by laws or government regulations. The investor-owned
water supply industry is required to invest large sums of money to install
expensive but nonproductive facilities in order to improve the quality of water
consumed in this country. These rules are being mandated under such laws as
the Safe Drinking Water Act and other Federal laws and by various State and
local laws. This equipment is being installed because public policy requires it.
However, very little consideration is being given to the cost and impact on the
companies that supply, and the users that consume, water. Our industry is made
up of a large number of small companies serving primarily small- to medium-
sized communities. These companies have a limited ability to raise additional
funds to make these capital improvements. As the situation develops, companies
will be finding it increasingly difficult to stay in business.

There have been a number of sales of small- to medium-sized companies to
local municipalities because of this financing problem. There are government
grants and low interest loans available to the municipalities to make these
improvements. We believe that expansion of the 5-year amortization provisions
that already apply to pollution control facilities will aid the companies in meet-
ing these public policy objectives and will permit them to do so without forcing
the sale of the company. As stated in the General Explanation of the Tax Reform
Act of 1976. in describing the need for these special provisions relating to pollu-
tion control equipment, the Congress stated:
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The equipment is placed in service because public policy now requires that
the cost of dealing with pollution be included in the prices of products as
a cost of production. This transfers the cost burden of removing pollution
created by the production process to the consumers of the product from the
victims of pollution. The producers must install equipment that frequently
is expensive and may not increase productivity. In recognition of this addi-
tion to a businessman's capital costs because of public policy, Congress
believes that continuing this assistance in reducing the cost burden is
appropriate.

We believe that our proposal fulfills the intent of Congress.
Second, the normalization rules already present in the investment tax credit

should be made applicable to the 5-year amortization provisions. As you are
aware, the normalization rules have the effect of allowing the companies to
retain the benefits of the investment tax credit where otherwise they would be
forced by State and local regulatory commissions to pass these benefits through
to their consumers. Such a flow through defeats the intent of Congress in enact-
ing this type legislation and does not provide the cash flow benefits to fund the
construction of the facility that was intended.

This problem is equally present with respect to the 5-year amortization pro-
visions. If mandatory flow through continues, the 5-year amortization provisions
are of no help In raising the funds to make the improvements. Therefore, the
normalization rules should be extended to the 5-year amortization provisions.
The provisions will help finance the improvements and the customers will receive
a benefit as the Improvements can be financed at a lower capital cost.

Third, we propose that the minimum tax be amended to delete, as a tax pref-
erence item, the tax benefits derived from the 5-year amortization provisions
for pollution control and (as expanded) other governmentally mandated facil-
ities. While Congress has enacted the 5-year amortization provisions on the one
hand, it has also included the tax preference items derived therefrom in the mini-
mum tax. We understand the problems Congress has faced in dealing with the
so-called "tax shelter" and other situations which led to the development of the
minimum tax. However, because of their social desirability and the public policy
reasons of governments which mandate these type of facilities (which are non-
productive and are not incurred at the option of the taxpayers involved) we be-
lieve that it serves no useful purpose to include this item in the minimum tax.

As long as the minimum tax includes benefits derived from the fast amor-
tization provisions, it will increase the burden on the companies to comply with
Federal, State, and local laws and perhaps even slow this compliance down.
The companies do not want this to occur and for that reason, we are asking Con-
gress to delete this item from the minimum tax.

Fourth, we believe, Just as others have testified, that a full investment tax
credit should be made available for pollution control and other governmentally
mandated facilities.

We would also encourage you to retain the tax exempt bond provisions relating
to pollution control facilities and industrial development facilities. Currently,
these provisions permit tax exempt bonds to be issued for air and water pollu-
tion control facilities, facilities for the furnishing of wate, and for sewage and
solid waste disposal facilities. As we have stated, these type facilities are highly
expensive and their financing through the normal and already tight financial
markets available to water companies is very difficult. The availability of this
type of financing Is important to the investor-owned water industry and will help
to finance these governmentally mandated facilities.

Thank you for the opportunity of letting us submit this statement to the Com-
mittee on behalf of the investor-owned sector of the water industry.

STATEMENT OF THE NATIONAL CATTLEMEN'S ASSOCIATION PRESENTED BY LATIMER
TURNER, CHAIRMAN, TAXATION COMMITTEE, NATIONAL CATTLEMEN'S Asso-
CIATION

SUMMARY

POSITION OF THE. NATIONAL CATTLEMEN'S ASSOCIATION WITH RESPECT TO THE
REVENUE ACT OF 1978

Capital gains
NCA supports actions by Congress to lower the tax rate on capital gains and

to remove capital gains from the minimum tax--effective immediately.
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Farm accountin rules
NCA is strongly opposed to th Administration's proposal to change the ac-

counting rules for farming syndi dates and family farm corporations.
Because of the broad definition of a farming syndicate, two or three people can

Join together, with no tax motives involved, to raise or feed livestock or to
grow wheat, corn, soybeans, etc., and unknowingly find themselves subject to
the complicated and expensive accrual accounting method.

Family farm corporations should not be required to use the accrual method
of accounting. Many of these corporations have been in existence for years,
primarily for ease of transferring interests on the death of members of the
family and for other estate planning purposes. Why should these families be
required to use different accounting rules than their neighbors who chose not
to incorporate?
Investment tax credit

NCA supports making the 10 percentinvestment tax credit permanent. We also
recommend that it be extended to cover farm buildings, as well as the cost of
rehabilitating existing buildings.

NCA also recommends that the present law be amended to make it clear that
certain single purpose livestock and poultry facilities are eligible for the invest-
ment tax credit under the present law, as provided in Senator Talmadge's bill,
S. 3433.
Carryover basis and technical corrections bill

NCA recommends that repeal of the carryover bass provision, or at least
postponement until 1980, and other provisions of the Technical Corrections Bill
be incorporated in the Revenue Act of 1978.

Small business modifications
NCA urges the adoption of the modifications included in the House passed hill

which liberalize the rules for Subehapter S corporations and increase the maxi-
mum allowable amount of first-year depreciation in the came of small businesses.
Game hunting expenses

NCA opposes the Administration's proposal to deny deductions for maintaining
hunting facilities and certain other facilities. Many ranchers and farmers lease
their land for wild game hunting and this rent is an important source of income.

Rate reductions
NCA supports both the individual and corporate rate reductions but also urges

Congress to reduce spending in like amounts.

STATEMENT OF THE NATIONAL CArTLEMEN's ASSOCIATION

Mr. Chairman and members of the Commitee, my name is Latimer Turner
and I am Chairman of the Taxation Commitee of the National Cattlemen's
Association. Thank you very much for allowing me this opportunity to present
NCA's views to the members of the Committee regarding the Revenue Act of
1978.

The National Cattlemen's Association was created on September 1. 1977, by
the consolidation of the American National Cattlemen's Association and the Na-
tional Livestock Feeders Association. It is the national spokesman for all seg-
ments of the nation's beef cattle industry-including cattle breeders, producers
and feeders. The National Cattlemen's Association represents approximately
280,000 professional catlemen throughout the country. Membership includes in-
dividual members as well as 51 affiliated state cattle associations and 13 affiliated
national breed organizations.

CAPITAL GAINS

The NCA strongly supports the action of the House (of Representatives to re-
duce the tax rate on capital gains by removing capital gains as a tax preference
item subject to the 15 percent minimum tax. The minimum tax. together with
the effect it has on reducing the benefits under the 50 percent maximum tax on
earned income, has frequently caused hardships on cattlemen who have had to
sell farm land or other capital a4sets In order to meet operating needs, settle an
estate, or pay estate taxes or who were forced to sell the land by reason of
condemnation or some other type of involuntary conversion. As most of you are
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aware, the cattle industry has been through bard times over the past several
years which forced many individuals to liquidate assets in order to meet cash
requirements.

While the House bill is certainly a big step in the right direction, NCA sup-
ports efforts to lower the tax on capital gains still further. Senator Long's
proposal to exclude 70 percent of the gain from being taxed rather than the 50
percent presently allowed, deserves serious consideration.

NCA also supports the provision in the House bill which allows the basis of
property to be adjusted for inflation when computing the amount of capital
gain subject to tax on the sale of land and certain other assets. Farm land
which has been he~d for a period of years has often appreciated "more because
of inflation than because of any other reason. Thus, when farm land is sold to
meet cash requirements or sold for some other reason, the tax on the gain is
nothing more than paying a tax on inflation.

ALternative Mintmunt Tax.-Whlie NCA supports the concept that everyone
should pay their fair share of taxes, we do have some concerns about the alter-
native minimum tax in the House-passed bill. However, in making this state-
ment we hasten to add that the alternative minimum tax in the House-passed
bill is far superior to the present minimum tax.

Our concern centers around the situation where a cattleman has operated
at a loss for the year because of economic conditions or draught, and sells land
or other capital assets at a gain in order to raise needed funds. If the gain is
over $20,000, he may be subject to a 10% alternative minimum tax even though
he has no income or losses from any other source. For example, assume an in-
dividual has a $30,000 loss for the year from his cattle business--which is his
only business. Ile sells farm land in order to raise cash which results in a $50,000
capital gain. He will pay an alternative minimum tax of $1,500 (10co x ( x
$50,000 less than $10,000 exemption) ).

FARM ACCOUNTING RULES

In his testimony before the Senate Finance Committee, Secretary of the Treas-
ury Blumenthal urged the Committee to adopt two provisions relating to farm
accounting rules which were proposed by the Administration and rejected by
the House Ways and Means Committee.

NCA opposes any attempts to restrict further the use of the cash method of
accounting by cattlemen and farmers. The vast majority of agricultural
producers presently use the cash method of accounting because of its simplicity
and relatively low maintenance cost. Moreover, many cattlemen and farmers
are not capable of using any other accounting system and a number of them
could not afford the expense of professional accounting assistance necessary
for the utilization of more complex accounting methods. In fact, In some rural
communities sucli professional accounting assistance would not be readily avail-
able. With all these problems inherent in using accounting systems other than
the cash method. still there are efforts exerted to restrict the use of the cash
method by cattlemen and farmers. These proposals advanced in the President's
tax program would have this effect and are, therefore, opposed by NCA.

Farming Syndicatca.--One Administration proposal would require all "farm-
ing syndicates" to use the accrflal accounting method. This is an extension of a
provision enacted In 1976 which )rohibits farming syndicates from deducting
prepaid feed and other prepaid items, requires such syndicates to capitalize the
development cost of orchards and vineyards, and requires syndicates engaged
in poultry operations to spread the cost of the chickens over their useful life.
There still are no regulations under this provision and thus no IRS guidance on
what is meant by "farming syndicates".

Under the definition now in the Tax Code, a farming syndicate has a very
broad meaning. The definition includes any business enterprise (other than a
regular corporation) engaged in farming which has more than one person In-
volved if over 35 percent of the losses pass through to limited partners or to
one or more persons who do not actively participate in the management of the
business.'

ICertain persons are deemed to be active particlpantt., Including one whose principal
activity is farming, or has an Interest In a farm business in which he has actively particI-
pated for five years or more, or lives on the farm where the farm activity is located, or
actively raises livestock and the farm business Is a further processing, or is a member of
the family of one who meets one of the active participant tests.



1758

Because of the broad definition of a farming syndicate, two or three people
can Join together, with no tax motives involved, to raise or feed livestock or
to grow wheat, corn, soybeans, cotton, etc., and unknowingly find themselves
subject to the complicated and expensive accrual accounting method-and there-
fore find themselves at a competitive disadvantage.

We oppose the change to the "farming syndicate" provision because:
(1) It will adversely affect many farmers and ranchers who are not using

the tax laws as a shelter. Many of the people who will he affected will not realize
it until the IRS challenges their tax return;

(2) The provision which limits losses to the amount of capital at risk. as well
as the limitation on prepaid feed and other prepaid items (noted above) are
adequate safeguards against abuses;

(3) It is just another backdoor approach to forcing farmers off the cash
method.

Requiring family farm corporationA to usc accrual acrounting.-The second
Administration proposal would require all corporations (except Subchapter S
corporations) engaged in farming to use the accrual method'of accounting if their
gross receipts are over one million dollars. Again, this broadens a provision en-
acted in 1976 for which no regflatiors exist. The 1976 provision had an exception
for family farms and the new proposal would eliminate this exception.

We also oppose this amounting change for family farm corporations. The
family farm exception should be continued. There are many family farm corpo-
rations which have been in existence for years, primarily to make the transfer
of interests In the buslnesq easier on the death of members of the family or for
other estate planning purposes. Why should these families now be required to
use different accounting rules than their neighbors who have chosen not to
incorporate?

INVESTMENT TAX CREDIT

We support the House bill to make the investment tax credit permanent at
the 10% rate. We also support the extension of the credit to cover the rehabili-
tation cost of farm buildings and other buildings used for farming or other
productive activities.

We further support the extension of the credit to cover the costs of new farm
buildings, as originally proposed in the President's tax message.

Clarification of the credit with respect to certain existino lirestork facilities.-
Certain single purpose livestock and poultry structures have been denied the
investment tax credit because the IRS has taken the position that such structures
gre buildings and therefore are not elikible for the credit tinder the present law.
In our judgment, which has been confirmed by a series of court decisions, the
Internal Revenue Service position is contrary to the intent of Congress as ex-
pressed in the Senate Finance Committee report when the credit was restored by
the Revenue Act of 1971.

Senator Talmadge has introduced legislation (S. 3433) to correct this inequity.
We respectfully request that the Finance Committee include the substance of
Senator Talmadge's bill in the Revenue Act of 1078.

CARRYOVEr. BASIS AND TIE TECIINICAL CORRECTIONS nILr.

The Technical Corrections bill (I.R. 6715) includes certain provisions which
clarify or correct the 1976 Tax Reform Act. These provisions need to be enacted
and NCA urges that these provisions be attached to the lill presently under
consldera tion.

Even more importantly, the Technical Corrections Bill would postpone until
190 the effective date of the provision requiring the basis of property to be
carried over at death. We strongly urge the Committee to at least inchlde post-
ronement of the effective (ate of the carryover basis provision in the present
bill. It would be even better if carryover basis were repealed altogether.

The views of NCA regarding carryover basis are more fully stated in our
statement to the Subeommittee on Taxation and Debt Management Generally.
vhich was presented on October 31. 1977.

SMAlL. BUSINESS MODIFICATIONS

The Htouse hill liberalizes the rules for Subchapter R corporations by Initially
allowing 15 shareholders, treating a husband and a wife as one shareholder, and
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allowing a longer period of time to make the election to be treated as a Sub-
chapter S corporation. The House bill also raises the maximum allowable amount
of first year depreciation to $5,000 ($10,000 in the case of a joint return) if the
total amount of depreciable assets does not exceed $1 million at the beginning
of the year.

These changes for small businesses will benefit ranchers and farmers and the
NCA urges their enactment.

GAME HUNTING EXPENSES

In his Statement, Secretary Blumenthal also urged the Committee to deny
any deduction for maintaining hunting facilities and certain other facilities.
NCA opposes this proposal.

Many ranchers and farmers lease their land for wild game hunting and this
rental income can sometimes make the difference between a profit and a !os-9
situation. To deny a deduction for leasing such land would mean that this
valuable source of income to ranchers an(l farmers would be curtailed.

RATE REDUCTIONS

The House bill reduces individual tax rates and also reduces corporate tax
rates. NCA supports both of these reductions. However, NCA also believes Con-
gres s should reduce spending in a like amount in an effort to stop the continuing
huge deficits that plague our economy and fuel the inflationary spiral.

CONCLUSION

In summary, NCA strongly supports amendments to the tax laws (1) which
reduce the capital gains tax, (2) which make the 10% investment tax credit
permanent and extend it to the cost of rehabilitating farm buildings, (3) which
liberalize the Subehapter S rules, and (4) which reduce Individual and corporate
tax rates. NCA also respectfully requests the Committee to make it clear that
the investment tax credit applies to single purpose livestock and poultry facili-
ties. We also urge the Committee to include the provisions of the Technical
Corrections Bill-including repeal or at least postponement of the effective date
of the carryover basis provision-in the House-passed bill.

On the other hand, NCA strongly opposes proposals made by the Administra-
tion which (1) would make farming syndicates and some family corporations
use the accrual accounting method and (2) deny any deduction for maintaining
hunting facilities.

Again, thnnk you for allowing us to present our views.

NATIONAL CLUB ASSOCIATION.
Wa8hington, D.C., Scptember 8, 1978.

Hon. RUSSELL B. LoNo,
Chairman, Senate Finance Committee,
Dirkscn Senate Offiee Building,
Washington, D.C.

DEAR SENATOR LONG: We are pleased to submit, as part of the record on con-
sideration of HR 13511 now before your Committee, our statement in support
of the deductibility of club dues and other ordinary and necessary business
expenses.

Legal and valid business expenses which meet the requirements of IRC Sec-
tion 274 should be deductible from gross revenue regardless of where they are
Incurred. It is Intellectually dishonest for the Administration to characterize
the deduction of legitimate marketing costs, such as business meals and club
dues, in a manner designed to make one group of taxpayers envious of another,
clearly for political gain.

It would be most unfortunate if Congress were to arbitrarily deny one or
two deductions, while keeping others, because Congress will have taken on the
endless and impossible task of trying to define as "acceptable" the practices
of each and every business person and professional in this country.

We ask that valid business expense deductions be kept intact and that fees
to clubs be extended the same treatment as expenses incurred at commercial
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restaurants, hotels, or sporting and theater tickets and other legitimate market-
ing costs.

The private club industry, in fact, the entire hospitality industry, is looking
to you to reject this initiative by the Administration.

Sincerely,
MILTON E. MEYER, Jr., Presfdent.

Enclosure.

COMMENTS BY THE NATIONAL CLUB ASSOCIATION, WASHINGTON, D.C., CONCERNING
THE DzvucTBILirY OF CLUB DUES AND OTHER ORDINARY AND NECESSARY BUSI-
NESS ExPm 'mS
A. Income tax is a tax on net income; a taxpayer should continue to have

the right to reduce the amount on which he's taxed by the ordinary and necessary
expenses incurred in the expectation that his Income will be increased.

B. Congress recognized club dues as proper business deductions. See H.R.
Rep. No. 1447, 87th Cong., 2nd Sess., 1962, p. 22.

C. Trasury Regulations, Section 1.274-5(c) (6) (Iii) prescribes stringent ex-
pense substantiation requirements. The law is not vague; the burden of proof
is on the taxpayer.

D. IRC Section 274 sets forth that a club must be used primarily for business
before any allocated deduction is allowed. And even then only that portion
which is attributable to business use is deductible. '

E. The Treasury is merely guessing at the magnitude of improper deduc-
tions. It is unlikely the revenue at issue is significant enough to a $500 billion
budget to warrant the annihilation of deductions. If there is a recognizable
problem with unauthorized deductions better audit enforcement is the solution,
not disallowance. If the tax laws discourage taking certain marketing ap-
proaches, future expenditures in other marketing channels would rise up to meet
the total dollars available, with the possible result that no appreciable new
tax dollars would be generated.

F. Taxpayers at large do not subsidize business entertaining expenses any
more than they subsidize all salaries paid, national advertising expenditures,
rent payments, employee benefits, or transportation costs, etc. Does the Senate
wish to set standards on the deduction levels of these expenses, too?

G. Meal, entertainment and dues expenses related to clubs are discretionary,
deductible marketing tools in the same sense as are business meals at a com-
mercial restaurant, pre-tax dollars spent in advertising, or costs incurred in
travelling to a client in lieu of calling or writing. Only the business periton on the
firing line can determine which expenses are beneficial for him or her in terms
of company objectives; most members of the public who oppose entertainment
deductions have little or no sense of client relationships or what it takes to
sell a product or service in today's marketplace.

H. In his State of the Union address, President Carter said "Our proposals
will increase opportunities... jobs for women, . . . black people, H1ispanics. .. "
These proposals could prompt club 'revenue lo&see ranging 15-50%, much higher
for some, such as city clubs. Because most clubs' revenues are geared to only
meet expenses, possibly more than one thousand clubs, moderate and high priced,
will close if valid deductions are disallowed and the operation of two out of
four clubs could be needlesly impaired. It would not be surprising that up to
150,000 fulltime employee-taxpayers, mostly minority hospitality workers, could
lose their jobs.

I. Most clubs can be viewed as "mutual" enterprises wherein members share
the costs; therefore, the combined costs of dues and meals at a club would
ordinarily be no greater than the cost of meals alone taken regularly at many
restaurants.

J. The deduction of valid meal and entertaining expenses should not be predi-
cated on where the expenses are incurred. The private club industry asks that
its related expenses receive the same tax treatment as those incurred at res-
taurants and hotels.

The comments below represent the position of the private club Industry and
its six million private club members from coast to coast concerning the deduct-
ibility of club dues and other entertainment expenses, where the use of a club
by the taxpayer is primarily for business purposes. President Carter's Tax Re-
form proposals called for the elimination of those deductions. Following exten-
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sive public hearings, the House denied the President's request and passed HR
13511 without any provisions with regard to such deductions. We ask the members
of the Senate Finance Committee to likewise reject the President's proposals
because they are prejudicial toward valid business practices, are not supported
by any convincing testimony that such a radical approach is warranted, con-
stitute a superficial approach to tax reform designed to pit one group of tax-
payers against another, and will cause great economic harm to clubs, restaurants
and hotels which operate within the law.

We were stunned at Treasury Secretary Blumenthal's blatant attempt to attack
clubs when, after he quoted a national poll that 76% of "the public" opposes a
full deduction for business lunches, 75% were against sporting and theater
ticket deductions and 69% would like to deny dues deductions, he asked the
Senate Finance Committee to ". . . at least deny a deduction for the expenses
of maintaining facilities such as yachts, hunting lodges and swimming pools
and for fees paid to social, athletic or sporting clubs," suggesting that deductions
for business meals and entertaining, theater and sporting tickets, the supposed
larger Issues, be left untouched. It is incredible that the Treasury Department
would attack club related expenses, as opposed to business lunches, while sup-
posedly seeking tax equity In the name of the "average" taxpayer. This new
twist In proposed tax policy cannot be justified In any way. The club Industry
casts Its lot with valid deductions at restaurants and hotls--deductions for dues
and business entertaining expenses at clubs, which must meet stringent tests of
IRC Section 274, should be treated the same at those incurred at commercial
locations.

We believe . the proposals arbitrarily seek to deny the deduction of valid
business expenses merely because of the possibility of abuse by a few or because
Administration officials find them personally offensive. Business men and women,
professionals and taxpayers from all walks of life, use their club facilities for
a variety of purposes, not the least of which may be entertaining associates,
clients and prospects because they feel the setting will be the best atmosphere
in which to conduct their business at that particular time. Such valid meal,
entertainment and dues expenses incurred there are discretionary, deductible
marketing tools In the same sense as are business meals at a commercial restau-
rant or hotel, pre-tax dollars spent In advertising, or costs Incurred in traveling to
a client in lieu of calling or writing. What may appear to some tax officials to be
high living on the part of a host is in reality serious business; the marketplace
is a cruel arena-if a taxpayer's business expense deductions are not directed
toward achieving a profit objective, his business life will be short lived. There-
fore, denying valid dues and expense deductions at clubs, while leaving meals
at restaurants and hotels untouched, will place the Government in the role of
telling millions of taxpayers they must change their profitable, tax-generating
marketing style into some other mode which tax policy officials today deem less
offensive, but offensive nonetheless. Once club dues and expense deductions are
disallowed, what's to stop Treasury from asking you to deny the business meal
next year. the costs of advertising not thought to be efficient the next year,
and so on?

That documentation safeguards installed by the Ways and Means Committee
in 1962 and regulations thereunder are sufficient restraints to curb abuses;
If there are abuses (Treasury has not released any reliable data) the answer
to whatever problem may exist could be found in greater audit enforcement. The
law is not vague; documentation is the responsibility of the taxpayer.

That if business people/professionals are forced to reorder the way in which
they sell their products and services, available marketing dollars will find their
way into other (still) deductible channels, such as advertising and public
relations costs. No tax dollars will be saved.

Taxpayers at large do not subsidize business entertaining expenses any more
than they subsidize all salaries paid, national advertising expenditures, one an-
others office rent payments, employee benefits, or transportation costs, etc. Surely
the Senate does not wish to set standards on the deduction levels of these
expenses, too?

That these proposals will cause massive business and job losses. Even if the
business meal deduction were continued, the denial of dues deductions alone
will cause more than 60% of the city clubs and 40% of the golf clubs to suffer
revenue losses in excess of 30%, a blow from which most could not recover.
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Once that happens the job of 150,000 full-time and 80,000 part-time marginally
skilled workers would probably be lost. And while many of those taxpayer/
workers will eventually be absorbed into other lower paying and entry level
jobs (too few of which are available today as it is) their personal disorientation
and the new unemployment burden on local budgets will be enormous. All this
in the name of symbolic tax reform?

The stated reasons for the requested denial of deductions for social clubs
and other entertainment expenses are many. There is a feeling in the Adminis-
tration today, even among some persons familiar with the fundamental con-
cepts of tax law, that if an activity Is enjoyable (or even if it is possible that
it might be enjoyable under the proper circumstances) then the value of the
activity should be taxable to the individual receiving it, and deductions for the
expenses incurred in connection with the activity should be denied to the tax-
payer incurring them. This feeling seems to be a distortion of the more widely
accepted notion that an activity generally considered enjoyable provides an
opportunity for abuse, and, therefore, the taxpayer who has incurred expenses
for such activity may reasonably be required to carry a greater burden of
proving that the expenses were incurred for a business purpose.

The Administration has concluded that expenses which are inherently per-
sonal, such as meal expenses, should not be deductible, even if ordinary and
necessary, because: (1) they suspect abuse and (2) because the taxpayer might
have to incur that expense anyway. The first of these concerns (the rate of
abuse) is more properly addressed through more effective enforcement of pres-
ent law. To the second point, incidental personal benefit has never been con-
sidered a bar to the deduction of expenses which are incurred primarily for
business reasons, when those expenses may also be undertaken on nonbusiness
occasions solely for personal reasons.

A consistent position in the Administration's proposals is that the taxpayers
are being called upon to subsidize deductible expenses which other taxpayers
Incur. This argument is based on the premise that all revenues belong to the
Government except those which the Government allows the taxpayer to spend
in business deductions or to keep after taxes are paid. This philosophy permits
the Governmen't to claim that every taxpayer, in some way or another, sub-
sidizes the expense burden activities of every other taxpayer. And, therefore, the
Government is compelled to enter into and judge every busines., decision in terms
of its effect on dollars flowing to the Treasury. We do not accept the premise
that all monies belong to the Government and Congress should not be misled
by arguments based upon this faulty premise.

Both Congress and the Internal Revenue Service have recognized that club
dues are proper business deductions. See H.R. Rep. No. 1447, 87th Cong., 2nd
Sess., 1962, p. 22.

Prior to 1962, a taxpayer was allowed a deduction if he could prove that
entertainment expenses were incurred for a business purpose, even if he could
not prove the exact amount of the expense. Section 274 of the Internal Revenue
Code of 1954, enacted in 1962, now requires extensive documentation of all
deductible entertainment expenses. Under present law, an individual seeking
to deduct dues paid to a social, athletic or golf club bears the burden of proving
that his use of the club is primarily (more than half of the time) in pursuit
of his business. To do this, the taxpayer must come forward with detailed records
as to the number and duration of occasions on which the facility was used dur-
ing the taxable year for business, and the number and duration of ocaslons on
which the facility was used during the year for nonbusiness activities. If the
taxpayer fails to make this showing, it will be presumed that the facility was
used primarily for personal purposes and no deduction will be allowed. See
Treas. Reg. Section 1.274-5(c) (6) (ii).

In addition to the substantiation requirement of Section 274 and the regula-
tions thereunder, the deduction of club dues must satisfy the test applied to
all business deductions, that is. that the exrense is ordinary and nccesary to the
conduct of the taxpayer's business. For purposes of club dues. this means that
the taxpayer must show that he uses the club for busIness purposes and that
the taxpayer's business has benefited (or is reasonably expected to benefit)
in some specific way beyond the development of goodwill.

Under these rules, if the taxpayer shows that the use of the club is an ordinary
and necessary expense of his business, and that he uses the club primarily for
business, he may deduct that portion of his dues which corresponds to the portion
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of his use of the club which is devoted to business. This percentage will be com.
puted from the detailed records described above. It is distressing to observe the
Administration, in its public utterances and official communications, character-
ize the practices of businesspersons in such a derogatory manner, and particularly
with respect to the impact of current regulations on those practices. The Admin-
istration's Fact Sheet on entertainment expenses states that "the cost of tickets
to theaters and sports events is deductibe under present law merely because the
previous morning or the next day the parties talk business. ' rhe cost of meals eaten
Ly people who happen to have business relationships are deductible even though
no business is dune or dicussed. ' io uie couttar), Section 274 of the Internal
Revenue Code of 154 states as follows: "With respect to an activity which is of
a type generally considered to constitute entertainment, amusement, or recrea-
tion, unless the taxpayer establishes that the item directly related to, or, in the
case of an item directly preceeding or following a substantial bona tide business
discussion (including business meetings at a convention or otherwise), that
item was associated with, the active conduct of the taxpayer's trade or busi-
ness . . " Specific and stringent rules are prescribed by the regulations to
determine when an expenditure is "directly related" to the taxpayer's business.
In general, this requires a finding that during the activity to which the expen-
diture relates, the taxpayer 'actively engaged in a business meeting, negotiation,
discussion, or other bona fide business transaction other than entertainment."

'The regulation goes on to state: "Any expenditure for entertainment in any
such case is considered not to be.jdirectly related to the active conduct of the tax-
payer's trade or business unless the taxpayer clearly establishes to the contrary."

Alternatively, the taxpayer may show that an entertainment expenditure was
"associated" with the conduct of his business and "directly preceded or followed
a substantial and bona tide business discussion . . . " Regulation Section 1.274-
2(d). In order to show that an activity precedes or follows a substantial bona
fide business discussion, the burden again is on the taxpayer to show the substan-
tiality of the business discussion and that it was "substantial In relation to the
entertainment." In general, the discussion with which the expenditure is associ-
ated must take place on the same day. If not, the taxpayer faces an even heavier
burden of showing that the entertainment expense directly preceded or followed
and was associated with the business discussion.

As can be seen, the regulation's statement of the law is substantially differ-
ent from that of the Administration. It is not necessary to impose an illogical
statutory restriction on deduction of ordinary and necessary business expenses
where administrative action prescribing more stringent enforcement of the re-
quirements of substantiating the business relationship of such expenditures would
serve equally well.

CLUB DUES ARE ORDINARY AND NECESSARY TO THE CONDUCT OF SOME TAXPAYERS'
BUSINESS

The "integrity of the tax system" has been put forward as one of the primary
goals of "tax reform ;" like that of any other system of laws, it depends upon
the uniform application of consistent principles.

The basic concept of tax law reflected by the deduction of club dues is that the
income tax is a tax on net income. It therefore follows that the taxpayer should
be allowed to reduce the amount on which he is taxed by all expenses incurred in
the expectation that his income will be increased. To our knowledge, no respon-
sible critic (including the Treasury Department) has suggested that the use of
an entertainment facility, such as a club, cannot contribute to the maximization
of income. For this reason, any suggestion that deductions be denied for club
dues is inconsistent with the net income principle and with the principle that
all expenses ordinary and necessary to the production of income be deductible.

The desire to modify the present rules may also grow out of a feeling that
deductions for lavish entertainment by business and professional people causes
public resentment. The question has been asked, "Why should such an individual
be allowed to deduct the cost of lunch for himself and a client or business associ-
ate, when the ordinary employee must pay for his own lunch?" The difference in
treatment between the two taxpayers simply results from a difference in the
fashion in which they earn their income. One may ask why a fishing boat cap.
tain should be allowed to deduct the expenses of his gasoline, while a steel worker
could not be so allowed. The simple fact is that the gasoline necessary to propel
his boat is necessary to the production of the fishing boat captain's income, while
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to the steel worker it would be a totally personal expense. Likewise, the enter-
tainment of potential customers or clients, when reasonably thought necessary to
obtain their business, is an ordinary and necessary expense of producing income
for the businessman or professional and should be deductible by him, while such
a situation would not present itself to the steel worker.

Legislation denying deductions for expenses which are otherwise ordinary and
necessary constitutes the creation of specific exceptions to the general rule of
deductibility gnd such legislation should be adopted only for compelling rea-
sons. The deduction of club dues does not offend the public Interest in any manner
which would Justify even the consideration of legislative denial. The attack on
club dues and meal deductions can only be Justified as part of an overall reversal
of the tax code on all deductions, such as rents, advertising, employee benefits,
salaries, transportation costs, and the like.

Logic dictates that only that portion of the current deductions of club dues
which constitute an abuse should be denied. Thus, if It is argued that a substan-
tial rate of noncompliance with the present statute and regulations exists, then
only the amount of those deductions which arise from such noncompliance would
be considered in determining the amount of revenue loss from the present deduc-
tion. Again, we do not have access to any Treasury figures regarding the rate of
noncompliance with the present regulations. Certainly total dues figures are of
such limited consequence that the elimination of those deductions which are
Illegitimate Is not going to raise any significant revenue for the U.S. Treasury.

The deduction of club dues is Inexti-icably tied to the deduction of other en-
tertainment expenses. If business meal expenses are left undisturbed, It would
certainly be inconsistent to disallow deductions for dues and entertainment ex-
penses at clubs because, to the taxpayer businessman, they are Interchangeable
elements of the same marketing strategy process. Likewise, there's no differ-
ence from a dollar consideration; dues defray the overhead cost of providing
the meals and in some cases, other amenities; thus, a restaurant Includes the
cost of its facilities in its meal prices, but such costs are not so included in the
meal price at a private club. The combined cost of dues and meals at a club
would ordinarily be no greater than the cost of regular meals at many restau-
rants.

For many club members the arbitrary elimination of the deductibility of dues
would make their club membership cost prohibitively expensive and would prompt
resignations, which then could prompt club revenue losses ranging 15%--50%, and
eventually much higher for some clubs. Such reduction In membership support
would cause the clubs' remaining members to take on a higher per share burden
In dues and fees, causing another wave of resignations and more disrupted op-
erations. The former club members would continue to conduct their business
entertaining activity elsewhere.

In terms of total business expense dollars deducted, the essence of the denial
of dues deductibility would be to deny ordinary and necessary business expenses
Just because they take place at a private club. If the deductibility of business
meals remains intact, the denial of club dues as a deduction would effectively
shift an amount equivalent to that expended in dues and fees by former club
members into the public sector. To the extent that certain business expenses
are disallowed by Congress. other deductible marketing expenditures will rise
up to meet the newly available dollars, with the result that no new tax dollars
will be captured.

The Administration's proposal submitted to the House contained several in-
accurate statements describing present law. For instance, it is stated that most
costs of country club memberships, lunches, dinners, world series or super bowl
tickets, and vacation trips are claimed as deductions, despite the restrictions
on entertainment deductions enacted by Congress in 1962. No specific evidence
is presented for this claim, but it appears doubtful on its face.

The Administration's Fact Sheet also stated: "Disallowance of the deduc-
tion is the substantial equivalent of taxing the income to those who enjov the
benefit." This statement is nonsense. 'To disallow the deductibility of an ordinary
and necessary expense to an Individual or organization which does not per-
sonally benefit from such expense is not at all equivalent to taxing the recipient
who may benefit. It is difficult to Imagine what the Administration had in
mind when making this statement.
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The proposal also states that "reasonably priced" restaurants (whatever
that may mean) will not suffer from this provision. It is our impression that
most business meals are taken at reasonably priced restaurants and, if this
proposal reduces the amount of business entertainment, It is fair to assume
that its ramifications will be felt at most economic levels. No evidence is
presented by the Treasury Department to substantiate its remarkable as-
surances to the contrary.

In summary, present law seems perfectly adequate to the task of Insuring
that business entertainment and club dues expenses are ordinary and neces-
sary expenses of conducting a taxpayer's business. Businessmen should not
be denied deduction of valid expenses because of vague accusatiofis of inequity
unsupported by convincing data or because the business expense Is incurred at a
private club rather than at a restaurant.

DISALLOWANCE OF DEDUCTIONS WILL INCREASE UNEMPLOYMENT

The National ClIb Association rejects any inference that a practice which
Is illegal or deemed not in the public interest should be tolerated just because
of Its effect on employment. Conversely, however, the Government must be
certain that, when an action it is considering may have a devastating effect on
its citizens, such as those who have invested In the hospitality industry or
workers in that field, the Government can Justify such action only as a final
response to a nationwide problem.

The estimated 8,000 private golf, city, yacht, tennis, social and athletic clubs
in this country with a full time manager represents an estimated 380,000 full-
time (women and minorities) and 175,000 part-time workers (mostly minorities
and students). These employees, in the main, are the very ones who need Job
security the most-women coming on to the job market, blacks and a growing
number of Latin-American workers who have difficulty with the language and
have few skills for anything other than hospitality industry positions.

Because most clubs are budgeted to break-even, their financial posture is
so precarious that any diminuation of support could force many clubs (possibly
thousands) out of existence. Industry surveys show that two out of three city
clubs and two out of five gold clubs could be forced to close if entertaining and
dues deductions were disallowed, with the result that 150,000 full-time workers'

The National Club Association urges the Senate to withhold any further
their Jobs.

The National Club Association urges the Senate to withhold any further
action on these tax reform proposals in order to more accurately assess the
scope of illegitimate deductions and to exhaust all attempts to more vigorously
enforce existing documentation requirements and audit procedures.

NATIONAL COMMISSION ON UNEMLOYMENT COMPENSATION,
Washington, D.C., August 16, 1978.

HoN. RUSSELL B. LONG.
Chairman, Committee on Finance,
U.S. Senate, Washington, D.C. '

DEAR MR. CHAIRMAN: This is In reference to the tax bill H.R. 13511, which
has passed the House of Representatives and is pending before your Com-
mittee, and which includes a provision to tax unemployment insurance benefits.

As you know, the Congress has established this statutory Commission to review
the entire unemployment insurance system. The Commission has unanimously
voted to recommend that the Congress defer legislative action on any proposals
that would affect the Federal Unemployment Tax and could tax unemployment
benefits until the Commission has had the opportunity to study these matters
and report its findings. Both proposals have implications for broader policy
considerations which were enumerated in the provisions of the statute creating
the Commission.

I should be glad to supplement this recommendation with oral testimony
if you so wish.

Sincerely,
WILBUR J. COHEN, Chcirman.
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STATEMENT OF DONALD E. GRAHAM, VICE PRESIDENT-GENERAL COUNSEL, NATIONAL
COUNCIL OF FARMER COOPERATIVES

Mr. Chairman and Members of the Committee: The National Council of
Farmer Cooperatives is a nationwide association of cooperatives which are
owned and controlled by farmers. Members of the Council provide supplies and
credit services to farmers, and market their food and fiber production.

Cooperatives are the off-farm extension of the farming operation, making
available on a non-profit, cooperative basis those services which most farmers
cannot afford as individuals. The U.S. Department of Agriculture estima','e
that five out of every six American farmers belbng to one or more farmer co-
operatives, 93 percent of which had annual sales volumes of less than $5 million
during 1971-72, the latest reporting period. Thus, the vast majority of farmer
cooperatives are relatively small business enterprises.

The purpose of this statement is to urge this Committee to Include, in any
tax bill it reports out to the full Senate, appropriate language to remove existing
restrictions on the availability of the investment tax credit to farmers and
their cooperatives.

The Internal Revenue Code provides a subsidy for most U.S. business firms
by allowing them a credit against federal income taxes of up to 10 percent of
the purchase price of their acquisitions of certain depreciable property, having
an estimated useful life of three or more years. and used as an interral part
of the production preess. However, cooperatives are not treated equitably in
their ability to use this invesment tax credit because Section 46(e) of the
Internal Revenue Code requires that cooperatives reduce their credits by mul-
tiplying the value of such purchases they make each year by a fraction, the
numerator of which is taxable income and the denominator of which is taxable
income plus patronage refunds. Thus, is a cooperative has $1 million in net
earnings and distributes $900,000 to its farmer-patrons, it has $100.000 in tax-
able income. Under present law it may claim only 1/10 of the credit a non-
cooperative (such as General Motors, IBM or Exxon) could take on the same
investment in identical property. ( $100,000 )

$100.000 + 900.000

Most businesses which are subject to single tax treatment, such as partner-
ships. Subchapter S corporations and trusts, are entitled to a full investment
credit which is passed through to the owners and beneficiaries. To restrict the
investment credit for cooperatives is particularly unfn ir.

Corrective legislation has been introduced in the House (H.R. 8244). A com-
panion bill is before the Senate (S. 2216).

These bills would permit cooperatives to take full advantage of the investment
tax credit by allowing them to claim the credit without regard to patronage re-
funds. The farmer-owned cooperatives would have the choice of applyilag the
credit to taxes owned by the cooperative association or passing some or all of
the available credit on to Its farmer-patrons. This flexibility would maximize the
benefits of the credit to farmers, cooperatives, and the rural communities In which
they do business.

There can be no doubt that the Industry of agriculture is in a cost-price squeeze
creating a serious economic condition for farmers. The U.9. Department of A-ri-
culture In recently Issued preliminary data for 1977 farm Income estimates that
realized net farm income dropped last year to $20.4 billion, compared with ,21.9
billion in 1975 and a peak of $30 billion in 1973. Farm production expenses con-
tinued their persitent climb outstrinpino gains in income. Fnrn pr Turoduetion
costs last year were $85.7 billion, up $4 billion from 1976 while gross income was
up only $2.5 billion from 1976.

From the above data it Is readily apparent that agricvlture is in need of the
economic stimulus which the investment tax credit was designedd to provide.

The National Council has Just completed a survey to ascertain the revenue Impli-
cations of this proposal. Eighty-seven of 117 recipients (71.8%), including all of
the larger full service and supply cooperatives throughout the country, responded
to our questionnaire.
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Respondents purchased $335 million of section 38 property which, under the
proposal, would have entitled the cooperative and their patrons to a maximum
tax credit of $33.5 million. Because of the restrictions of existing laws, these
cooperatives were able to claim only $4.5 million in investment tax credits. Thus,
if the proposed legislation had been in effect in 1976 the loss to the Treasury
would have been approximately $29 million for all farmer cooperatives.

There is strong economic Justification for giving farmer cooperatives full access
to the investment tax credit. The Bureau of Labor Statistics reports that non-
metropolitan, non-farm unemployment has nearly doubled in the past four years,
and economists generally agree that hidden unemployment in this sector may be
greater than hidden unemployment In metropolitan areas.

Conventional input-output analysis indicates that if the full $29 million were
used at the cooperative level it would generate 1,500 new jobs every year that thefull investment tax credit was available. This figure indicates only full time jobs
created in the non-metropolitan, non-farm sector. In addition, these new jobs
are conservatively estimated to have a multiplier effect of two. In other words,
at least 3,000 new jobs would be created in total. Of course, this figure would be
even higher Ut Congress liberalizes the general rules applicable to this credit.

It is important to note that 45 percent of these Jobs would be created in the
hard hit construction industry. Because of the high monetary value associated
with construction employment, it is reasonable to project that the use of the
investment tax credit by farmer cooperatives would be worh approximately $30
million in income generation alone. This equals the amount of the additional
credit.

It is also important to note that cooperatives would probably use this credit to
expand export facilities. This is particularly important in view of the fact that
economists believe exports may be decreasing in value in 1978. Further, such an
approach would be consistent with the Form G loan pooling program made avail-
able by the U.S. Department of Agriculture.

The desired results could be achieved by adopting the following amendment
to H.R. 13511.

H.R. 13511, Revenue Act of 1978 is amended as follows:
(1) Section 314. Investment credit allowed for certain rehabilitated buildings

is changed to section 315;
(2) Section 315. Targeted jobs credit is changed to section 316;
(3) A new section 314 is included as follows:
Sec. 314. Limitations with respect to certain persons.

(a) Section 46(e) is amended by striking "and" at the conclusion of sub-sections 46(e) (1) (B) and 46(e) (2) (B) and repealing subsections 46(e) (1)
(C) and 46(e) (2) (C).

(b) Part III of subchapter T is amended by adding at the end thereof the
following new section:

Sec. 1389. Investment tax credits of cooperatives.
The credits allowed by section 38 and subpart B of part IV, subchapter A of this

chapter with respect to qualified investment may be claimed either in whole orin part by the cooperatives or may be allocated to the patrons based upon busi-
ness done with or for such patrons.

(c) The amendments made by this section shall apply to taxable years
ending after December 31, 1977.

The case for removing the restriction on use of the investment tax credit
by cooperatives was succinctly in a letter dated October 27, 1977, from the lateSenator Hubert H. Humphrey to the President, urging inclusion of this proposal
in the Administration's Tax Reform bill :

"While this is not a significant loss of federal revenue, it would be of substan-
tial benefit to our farmers and their cooperative associations. At the current
time of high unemployment and insufficient economic growth, the incentive pro-
vided by removing the limitation on investment credit applicable to cooperatives
can help to stimulate employment and enable cooperatives to modernize and
expand facilities. Because many cooperatives are located in rural areas whichare suffering high unemployment, removing the limitation would be a particularly
effective stimulus to the economies of rural areas."

The investment tax credit Is now available to all businessmen except those
who choose to operate on a non-profit, cooperative basis. It is time to eliminate this
discriminatory provision from the federal tax code.
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STATEMENT OF THE NATIONAL COUNCIL OF JEWISH WOMEN

The National Council of Jewish Women, a volunteer organization of 100,000
women is dedicated, in the spirit of Judaism, to advancing human welfare through
a program of education, service and social action. NCJW's Resolutions, adopted at
its Biennial Convention in 1977, recognize the importance of the voluntary sector
of our society, stating in part: . . it is essential that volunteers continue to
work in partnership with the public and private service sectors... The National
Council of Jewish Women believes that the economic priorities, policies and
program at all levels of government should be designed to develop our full human,
social and economic potential."

Developing that partnership requires maintaining the strength, viability and
independence of the voluntary sector; and the voluntary sector, dependent upon
private contributions for its vitality and diversity, is significantly affected by
Federal tax policies.

Tax law revisions in recent years have seen a steady increase in the dollar
value of the standard deduction with a concommitant Increase in the number of
taxpayers claiming that deduction-from 50% in 1970 to more than 75% in 1977.
In effect, the taxpayer who elects to take the standard deduction receives credit
against income for contributions regardless of whether any such contributions
were made. Clearly this removes the incentive to contribute.

Therefore, the National Council of Jewish Women supports and urges your
support for the Moynihan/Packwood bill which permits taxpayers who elect the
standard deduction to also itemize and deduct their contributions to charitable
organizations.

Data developed in a study by Harvard Professor of Economics, Martin Feld-
stein, indicated that changes such as those proposed in the Moynihan/Packwood
bill would generate an increase of some $3.8 billion in charitable contributions,
more than offsetting an estimated loss to the Treasury of $3.2 billion. Other data
from the same study indicate that the loss to charitable organizations which
has resulted from increases in the standard deduction since 1970 now amounts
to approximately $6 billion.

Perhaps equally as important as the generation of increased charitable con-
tributions is the fact that such a change in tax policy will restore the strength
and independence of the voluntary sector, tending to reduce its dependence on
governmental dollars. It is one of the special attributes of the voluntary sector
that it is often in a position to address needs which government cannot serve,
needs which, though valid, lack the broad base of public appeal which is needed
to Justify expenditures from the public coffers. We must preserve this unique
contribution.

The encouragement of giving by individuals at all income levels is one of the
most constructive aspects of a national tax policy, contributing to the pluralism
of our society, and tending to open up the voluntary sector rather than to make
it dependent upon the generosity of the very rich.

In a 'C'me Magazine Essay (August 7, 1978), they quoted a 1974 survey con-
ducted with the help of the Census Bureau that 37 million persons over the
age of 13 had performed volunteer work during the year with an estimated value
of $33.9 billion. We at NCJW can well document the many hours of volunteer
effort in the servicing and administration of our many programs. The value of
each dollar raised, therefore, is enhanced and used to benefit the recipients, since
90% of the work of the organization is performed by volunteers, a much better
return than our tax dollar in service programs.

Enactment of the Moynihan/Packwood bill would restore the incentive for
charitable giving which has been eroded by changes in tax policy over the recent
past.

STATEMENT OF JOHN .W. SCOTT, MASTER OF THE NATIONAL GRANGE

Mr. Chairman and Members of the Committee: I am Jobn W. Scott, Master of
the National Orange, with offices at 1616 H Street, N.W., Washington, D.C.

The Grange is more than a farm organization, It has a heterogenous member-
ship--farmers, ranchers, rural and urban residents are represented in our half-
million members located in 41 states and nearly 7,000 local communities. One of
the purposes of the Orange is to serve the total interest of its diversified mem-
bership. Thus, policies and programs of the Orange encompass a broad array of
circumstances affecting the lives of rural and suburban Americans; they result
from member action generated by total community and national interest-not by
agricultural interest alone.
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The National Grange has an interest in a uniform investment tax credit because
we are an organization that has small business people and farmers among its half-
million members. Because farmers aud small businesspeople are most likely to
invest in assets with useful lives of 3 or more but less than 7 years, the dis-
crimination under the present investment tax credit law is of importance to the
Grange.

The present law on investment tax credit allows only partial credit for invest-
ment in property that has a useful life of under 7 years. By only allowing %
credit for property with a useful life of 3 or 4 years, and only a % credit on
property witH a useful life of 5 or 6 years, the law discriminates against the
farmer and small businessperson. A simple example illustrates the unfairness of
the present law. A large farmer buys a $9,000 asset with the useful life of 9 years
and he is allowed a tax credit of $900.

A small family farmer buys a $3,000 asset with a useful life of 3 years, replaces
the asset at the end of each 3-year period, so that at the end of 9 years the family
farmer also has spent $9,000, but the small family farmer is allowed 3 credits of
$100 each, totalling only $300, giving the large farmer a $600 tax advantage. In
effect, ,he large farmer's tax credit is 10%, while the small family farmer's is only
3%%.

In addition to the financial advantage the present law provides the large
farmer over the small family farmer, the present law does not carry out the true
purpose of the investment tax credit. The purpose of the credit is to stimulate
business spending and the creation of Jobs. A dollar spent by a business for
shorter-lived equipment is at least as productive as a dollar spent for equipment
with a longer use span; indeed, shorter-lived assets are among our nation's most
productive. Moreover, present law can actually discourage replacement of assets
before they are held 7 years, thereby making the investment tax credit for the
small business person and small family farmer counterproductive to the economic
stimulus the investment tax credit should provide.

The National Grange therefore recommends the enactment this year of an
amendment that would allow a full investment tax credit (and terminate opera-
tion of the recapture rules) for investment in property with a useful life of 3 years
placed in service on or after January 1, 1978.

The National Grange also supports the extension of investment tax credits to
farmer-owned cooperatives. Like any other business, cooperatives have difficulty
in capital formation, and being able to utilize the investment tax credit would
assist farmer cooperatives in better serving their patrons and customers. It Is also
true that if the intent of the investment tax credit is to stimulate the economy,
then co-op dollars will add as much stimulus to the economy as non-co-op dollars.

We would appreciate these three amendments being made a part of the 1978
Tax Reform package. The nation's agricultural economy is at a level that needs
this extra assistance in financing new productivity.

In addition, the National Grange supports the extension of investment tax credit
to farm structures. It is important in today's agricultural programs to have on-
farm storage available to store the farmer-owned grain reserve. The 1978 crop
of feed grains will be a record and storage space will be critical. Storage will be
so tight that farmers will not be able to utilize the loan and reserve provisions
of the farm programs because of the lack of storage, both on-farm and com-
mercial, The new or old grain will be forced onto the market at harvest time,
further depressing farm prices.

The on-farm storage facility loan program administered by the Department of
Agriculture has been a help, but it cannot possibly service the needs of farmers.
An investment tax credit provision will encourage farmers to finance the con-
struction of on-fa.rm storage and other facilities to increase agricultural produc-
tivity in an efficient and effective manner.

The Grange, representing family farmers, opposses a reduction in the capital
gains tax rate below the present 49 percent. This position was adopted by the
delegate body at our last Annual Meeting, held in November of 1977.

The Grange believes that any government tax action that encourages people to
try to convert ordinary income into capital gains would not be a healthy situation
for family farm agriculture. At the present time we already have strong incentives
In the capital gains tax rate to attract "investment" in cattle feeding, cattle
raising, fruit trees and other agricultural ventures.

The Grange has smul'orted In the past changes in the tax laws that have reduced
the attractiveness of farming to doctors, movie stars and other well-to-do in-
dividuals seeking tax shelters or loopholes. A reduction in the capital gains rate

34-389 0 - I8 - 36
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would surely bring forth new schemes for converting ordinary income into capital
gains.

We agree with Emil Sunley, Assistant Secretary of the Treasury, who stated
that only 28 percent of the capital gains taken each year are on corporate stock.
The rest are on sales of real estate, timber, cattle and other capital assets. Low-
ering capital gains taxes, making land investment mort attractive, would not pro-
duce more productive investments, but only bid up the price of land.

The bidding up of the price of farm land may toe of benefit to the farmer who
wants to retire, but it has no advantage to the young farmer who wants to stay
on the land or to those who want to enter agriculture. They have little chance of
converting ordinary income into capital gains. It is the speculators and nonfarm
cattle operators who derive the benefit from a reduction in the capital gains tax
rate.

The Grange is aware of the need to create investment capital. It is needed in
agriculture as well as in industry. However, we firmly believe that tax reform
that results in capital Investment to bring about increased productivity (rather
than speculative investment) is in the best interest of the nation and of con-
trolling inflation.

Therefore, In summary, we recommend that instead of a reduction in the capital
gains rate, changes be made in the Federal Tax Code that would: (1) make the
10% investment tax credit permanent and equalized the investment tax credit
for small business; (2) extend the investment tax credit to structures and remove
the restrictions on the eligibility for tax credit on sales to "spouses, ancestors,
and lineal descendants"; (3) provide a more adequate depreciation allowance;
(4) provide a more speedy recovery of the cost of pollution abatement equip-
ment and cost of meeting requirements of the Occupational Safety and Health
Administration regulations (example: cotton and grain dust removal) ; (5) re-
duce corporate rates including increasing the surtax exemption to encourage
small business Investment; and (6) extend the investment tax credit to farm
cooperatives.

In our judgment the above changes in the tax code will do more to create
investment capital that will lead directly to improved productivity than any cut
in the capital gains rate.

We appreciate this opportunity to express our views on how a cut in the
capital gains tax rate will adversely affect the family farm structure of American
agriculture and to recommend needed changes In the tax code to better meet the
needs for capital formation.

STATEMENT OF TiE NATIONAL HOMEOWNERS ASSOCIATION

The National Homeowners Association (NHA), Washington, D.C., an organi-
zatlon representing the interests of America's 55 million homeowners, appreciates
this opportunity to submit the following testimony regarding the Revenue Act
of 1978 (H.R. 13511).

This association respectfully requests that Congress consider the positive
social and economic benefits of the bill's provision which grants a one time
($100,000) exemption of capital gains on the sale of a homeowner's principal
residence.

Specifically. the exemption would ease the inten-,e demand for costlier housing
that the existing roll-over provision artificially creates.

By eliminating the dubious "need" to buy another, more expensive home in
order to avoid capital gains taxation, the exemption would provide for a more
realistic housing demand, and subsequently less Inflated housing prices.

In addition, It would free the homeowner from the burden of paying the
higher Interest rates, mortgage payments, Insurance premiums, utility bills,
property taxes and other operating/maintenance expenses attendant with larger,
costlier homes.

With households becoming smaller, and operatJing/maIntenance costs higher,
homeowners should have the unencumbered choice of smaller, less expensive
homes.

The recent HIUD Task Force on Housing Costs reports that family income is
not keeping up with the cost of buying and/or maintaining either new or existing
homes. NHA believes that many homeowners, faced with capital gains taxation
of highly inflated prnflts, are blenilnm unwillfnz prisoners of homepownership.

In conclusion, NHA believes that the one-time exemption is the most equitable
means of alleviating a number of social/economic burdens inherent in the present
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capital gains treatment of homeownership. The exemption gives citizens the
freedom to choose, without penalty, their future as a homeowner. It slows the
dangerous cycle of housing inflation fueled by the present "need" to trade-up.
And, to the advantage of every American, not Just homeowners, subsequently
helps reduce this country's overall inflation.

On behalf of American homeovners, NHA thanks this Committee for its
thoughtful consideration of the preceding comments.

SUPPLEMENTARY STATE EMENT OF THE NATIONAL REALTY COMMITTEE

The National Realty Committee testified before the Finance Committee con-
cerning iI.R. 13511, the proposed Revenue Act of 1978, on August 25, 1978. As
noted in our testimony, we respectfully submit this supplementary statement,
consisting primarily of technical and drafting comments and recommendations,
for consideration by the Finance Committee.

I. AT RISK RULE

A. Section 201(a) of H.R. 13511, adding Internal Revenue Code Section 465
(c) (3) (D):

1.1R. 13511 (tht "Bill") currently provides for applying the exclusion for reel
property from the proposed extension of the at risk rule only to activities
described in subparagraph tA of subsection (c) (3), thus denying the exclusion
in the ease of activities described in I.R.C. Section 465(c) (1).

We are not aware of any good reason for not applying the exclusion for real
property to the activities described in Section 4t5(c) (1). Failure to extend
the exclusion to such activities creates ambiguities where the holding of real
property may be Involved In connection with a Section 465(c) (1) activity, and
may be deemed inconsistent with the following sentence in the House Committee
Report explanation of the proposed provision: "In situations where a trade or
btklness involves both the holding of real property (other than mineral property)
and the provision of personal property and-services which are not incidental to
making real property available as living accommodations, the holding of the
real property will be treated as a separate activity which is not subject to the
at risk rule." (House Report, page 70.)

We suggest, therefore, that the first two lines of this provision be amended to
read: "(1D) Exclusion for Real l'roperty.-In the case of activities described
in this subsctlon (c), .... "
B. Section 203 of H.R. 13511, adding Internal Revenue Code Section 465(e):

The first sentence of proposed I.R.C. Section 465(e) (1) commences with the
phrase: "If zero exceeds the amount which the taxpayer Is at risk In any
activity . . .". Under our understanding of current law, a taxpayer's basis for
property under the Internal Revenue Code may never be reduced below zero.
In the Report of the Senate Finance Committee to the Tax Reform Act of 1976
(Report Nlo. 94-938, 94th Cong, 2nd Sess.), page 48, the following statement
appears: "In applying the at risk limitation, thd amount of any loss which Is
allowable In a particular year reduces the taxpayer's risk investment (but not
below zero) as at the end of that year and In all succeeding taxable years with
respect to that activity."

If Congress Intends to create negative at risk accounts, we suggest that the
statute be amended to specifically so provide and to specify the circumstances
under which such result would eventuate.

II. INVESTMENT CREDIT

action 314 of H.R. 13511, adding subsection (g) to Internal Revenue Code
Section 48:

Proposed I.R.C. Section 48(g) refers throughout to a building "which has
been rehabilitated" and to "rehabilitation", without defining the terms "rehabili-
tated" or "rehabilitation" with adquaely speclcity.

Sulsection (g) (1) (D) provides that "rehabilitation Includes reconstruction"
and various other portions of subsection (W) limit the definitions of "qualified
rehabilitated building" and "qualified rehabilitation erpenditure", but these
limitations do not succeed in distinguishing a "rehablitation" from a capitalized
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repair or replacement. The reference in proposed subsection (g) (1) (B) to the
passage of at leaet 5 years since a prior rehabilitation before another rehabilita-
tion can qualify appears to be intended to distinguish between a "rehabilitation"
and a mere succession of capitalized repair and maintenance expenditures but
in our judgment Is adequate for this purpose. A time limit will merely cause
grouping or bunching of expenditures in order to meet its requirements and will
nevertheless fail to eliminate controversy in distinguishing rehabilitation ex-
penditures from other capital expenditures.

The references in subsection (g) (1) (B) to measuring the five-year period
from the date the rehabilUtated building wAs placed "in service" imply that the
draftsman may have Intended that a building must be taken "out of service" to
constitute a qualifying "rehabilitation". If this was intended, we would suggest
that the statute be clarified to make this intent clear, although such an interpre-
tation would appear to be unduly restrictive. Assume for example the necessity
to "rehabilitate" a retail store property upon the expiration of a long term lease.
If the property Is going to be 'leased to a new tenant, should the issue of whether
or not a qualifying rehabilitation can occur depend upon whether or not the
work is incurred in order to continue the current tenant in occupancy or to secure
a new tenant? In any event, it is unclear how a building would be taken "out of
service", particularly in the case of a partial rehabilitation.

The House Committee Report states that "rehabilitation" is to include "reno-
vation" and that the five-year rule should not be interpreted to include allowing
the credit where there are delays between phases of a rehabilitation plan. (House
Report, page 87). Where a building is "rehabilitated" in stages, a portion at a
time, when is "the date such building was placed in service in connection with ...
(the) rehabilitation" for purposes of proposed subsection (g) (1) (B) (it) (II) ?

In view of these problems, we suggest either that all capital expenditures be
included as qualifying expenditures or that some fixed minimum expenditure,
such as that contained in I.R.C. Section 167(k) (2) (B), be substituted for the
5 year requirement of proposed Section 48(g)(1)(B). This would also obviate
the necessity for subsection (g) (1) (C) and thereby eliminate another ambiguity
and source of future controversy.

Proposed I.R.C. Section 48(g) provides, in subsection (g) (1) (A) (iii), for
restricting the term "qualified rehabilitated building" to a building "75% or
more of the existing external walls of which are retained in place as external
walls In the rehabilitation process."

Since moat modern construction does not utilize external walls as structural
or loadbearing members, but rather as a curtain over a steel, concrete or wood
frame, it would seem more appropriate in distinguishing "rehabilitation" from
what would essentially be new construction to substitute, for the retention of
75% or more of existing external walls, retention of the foundation and footings
and 75% or more of the existing structural members.

Proposed Internal Revenue Code Section 48(g) is not clear in dealing with
instances in which rehabilitation work may be undertaken by lessors and/or
lessees. Code 46(e) (3) (A) limits the investment credit in the case of non-
corporate lessors where the property "has been manufactured or produced by the
lessor .... ". We would suggest that to correlate Section 46(e) (3) (A) with new
proposed Section 48(g), the phrase "or rehabilitated by the lessor in accordance
with Section 48(g)" be added to Section 46(e) (3) (A).

From the standpoint of a lessee rehabilitating a portion of a building occu-
pied by such lessee, should qualification of the expenditures made by the lessee
depend upon whether or not the balance of the building is being "rehabilitated"
by the lessor or other lessees? How is the five year time period to be applied In
such a case? Does it defend upon whether or not the lessee in question leases a"major portion of a building" within th meaning of Section 48(g) (1) (0) ? What
is a "major portion of a building"?

As indicated above in our discussion concerning distinguishing qualifying re-
habilitation expenditures from other capital expenditures, we would recommend
a liberal statutory rule as being consonant with the purpose of the statute
and for the purpose of minimizing ambiguities and future controversy.

Irl. INDEXINO OF ASSETS

,Scction 404 of H.R. 1S511, adding Internal Revenue Code Section 1024:
Proposed I.R.C. Section 1024(b) (1) defines the term "indexed asset" to mean

certain stock, tangible personal property, and real property which has beei1 held
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for more than I year and is a capital asset or property used in the trade or
business.

The proposed provision does not define the term "real property". While the term
"real property" is utilized in certain other I.R.C. provisions such as, for example,
Section 189 and proposed Section 465(c) (3) (D), the term is not specifically de-
fined in the Code and is distinguishable from, for example, Code Section 1250
property which is defined. There is no indication In the House Committee Report
as to the intended meaning of the term "real property" for purposes of proposed
Section 1024(b) (1) (0), other than the statement that; "for this purpose, the
term 'real property' includes land, structures and various mineral interests in
real property, but does not include any contract rights with respect to real prop-
erty which do not themselves constitute real property". (House Report, page
126.) If local law is to determine what constitutes an interest in real property,
variations will occur which are arguably inappropriate for purposes of applying
a federal income tax statute. For example, a leasehold interest in real property
may constitute an interest in real property, a so-called chattel real or simply
personal property depending upon the term of the leasehold, the purpose for the
characterization and the jurisdiction in which the property Is located.

Of even greater concern is the failure to include a partnership interest in the
definition of the term "Indexed asset", at least to the extent that such interest
reflects an Interest in partnership "indexed assets". Where, for example, an
Individual sells on interest in real property held as a tenant in common, he would
be considered to have disposed of an "indexed asset" provided that the tenancy
in common did not constitute a partnership for federal income tax purposes.
Ho v'ever, since many tenancies in common do constitute partnerships" for fed-
era) income tax purposes, such a disposition could be treated as the disposition
of i partnership interest and, therefore, as the disposition of an asset not included
within the term of "indexed asset".

Distinctions of this sort would appear to provide unnecessary ambiguities and
opportunities for controversy.

The National Reality Committee appreciates this opportunity to record these
supplementary views and recommendations for consideration by the Committee,
and will be pleased to supply any additional information which the Committee
may wish In connection with the proposed Revenue Act of 1978--H.R. 13511.

MEMORANDUM OF TIE NATIONAL RETAIL MERCHANTs ASSOCIATION FOR THE SENATE
FINANCE CoMMITTEE

The National Retail Merchants Association ("NRMA") respectfully submits
this memorandum to the Senate Finance Committee for consideration with the
Revenue Act of 1978. The NRMA is a non-profit trade association representing
over 35,000 leading department, chain and specialty stores throughout the United
States. The aggregate annual sales volume of NRMA members Is in excess of
$95 billion.

INVESTMENT TAX CREDIT

The general merchandise retail industry believes that is essential for the
investment tax credit to be extended to store buildings. The retail industry needs
the incentive provided by the investment tax credit to help finance its current
and future growth. Because retailing occupies a key position in the country's
distribution system, additional investment in retail buildings will generate sub-
stantial benefits throughout the nation's economy. The NRMA therefore urges
the extension of the Investment tax credit to new as well as to rehabilitated
commercial structures,
Importanoe of retaining

Retailing is a large and growing part of the national economy. Total retail sales
are in excess of $700 billion per year, and account for over $200 billion, or 10%,
of the nation's GNP and over 37% of the total value of the nation's output of
goods. In terms of employment, retailing accounts for one out of every six
workers throughout the nation-almost 14 million persons-in over 1.9 million
retail establishments. In the period 1970 to 176, 2.2 million of the 9 million new
Jobs, or I in every 4, were in the retail sector. Retail trade also is one of the
fastest growing employers. From 1965 to 1976, retail employment increased over
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a third faster than total employment, at a rate of 31.6% as compared to 23.2%
for the economy as a whole.

Retailing is thus a large and important force in the economy. But its Im-
portance does not lie solely in Its size, or in its contribution to the GNP, or in
the extent to which it provides jobs, significant as these measurements may be.
Rather, retailing's importance is structural, and lies in the role it plays in bring-
ing goods from producer to consumer. The retail function is essentially a distri-
butional function; like transportation, retailing's place in the economy lies mid-
way between production and consumption linking the two together. But because
retailing does not, except incidentally, physically transport goods from one place
to another, its function and the value it adds to consumer goods are often not
fully appreciated.

The economic value retailing provides Is substantial. In the first instance, it
is the retailer, by placing the order, who causes goods to be brought from the
place of origin to the market where they ultimately will be consumed. The re-
tailer erects the store, staffs it with employees, orders, pay for and stocks the
goods-in many cases before the consumer is even aware that a particular
product is available. After bringing the goods to market, the retailer advertises
and displays them along with other, similar goods to facilitate the consumer's
comparison and choice, and offers them for sale at times when and at locations
where those goods are accessible and convenient to the ultimate buyer.

In this manner the retailer adds economic value to consumer goods Just the
same as does the mamifacturer when he creates them out of raw materials or
does the railroad or trucking company when it transports them. For example, the
value of a dress in a left in New York's garment center, or of a chest of drawers
in a warehouse in the Carolinas, is much less to a potential consumer in, say New
Orleans than the same dress or chest of drawers when it is on display at a down-
town store or suburban shopping center just a short distance from his home
or office. The retailer perform these value-adding functions because he can do
so more efficiently than can any individual consumer. The retailer thus adds
value to consumer goods by bringing goods to the consumer when and where the
consumer wants them, and in sufficient variety to facilitate an informed choice.

This is the sense in which the retailer stands in an economically pivotal posi-
tion, midway between the two ends of the economy: It is the retailer that many
goods flow from the manufacturer to the consumer in a cost- and energy-efficient
manner. An efficient retail sector lowers the final cost of a product, exerting a
strong "pull-through" demand for manufactured goods and so stimulating pro-
duction. Conversely, an Inefficient retail sector adds to the final cost of manufac-
tured goods and depresses demand, vitiating any productivity gains achieved in
the manufacturing sector.
Needs of retailers

In light of the crucial role retailing plays in the economy, this Industry would
he expected to fare well mder the tax code. However, it does not. For example,
retailers must maintain great numbers of employees on their payroll; as a
result, they have been severely affected by recent increases in payroll taxes.
In addition, although they have large capital requirements and must commit
much of their capital to carrying inventories and customer receivables, neither
of these uses of capital qualifies for either of the two major tax incentives:
accelerated depreciation or the investment tax credit.

Even though retailing Is highly labor-intensive and commits much of its scarce
capital to payroll and receivables, retailers also have large fixed capital costs.
The largest such fixed capital cost is the retail structure itself-the store. Here,
too. Congress cannot be said to have treated the retail industry with any kind
of favoritism. For example, in 1069, Congress significantly altered the tax treat-
ment of retail structures by adding Section 167(J) to the Internal Revenue Code.
This provision limits the depreciation allowance for retail structures to the
150% declining balane method, disallowing time use of such accelerated capital
recovery methods as the 200% declining balance method that previously had
been allowed.

Moreover, the store, like most of the retailer's other capital requirements,
remains Ineligible for the investment tax credit. While it is true that general-
purpose structures never qualify for the investment tax credit, some kinds of
tangible property--good examples are air conditioning minits used for tempera-
ture and humidity control, and parking lots-qualify for the investment tax
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credit when used by a manufacturer but not when used by a retailer, solely
because of such retail use. Because the bulk of a retailer's fixed capital invest-
ment is devoted to uses that do not qualify for the investment tax credit-the
structure constitutes a greater proportion of fixed investment for retailers than
for other businesses, like manufacturers-retailers receive substantially less
benefit from all the major investment incentives that Congress has designed to
aid the nation's economic recovery.

Retailers, like most businessmen, finance a large portion of their capital needs
internally, with retained earnings. These earnings represent after-tax dollars.
Yet, as a reflection of the lack of tax incentives available to them, retailers pay
federal income taxes at the highest effective rate of any industry group. Their
tax burden is all the more significant in light of the current rate of inflation.
Retailers are paying taxes on "income" that represents merely inflationary
gains.

When weighing the advisability of making a major capital investment, busi-
nessmnen, Including retailers, consider its anticipated rate of return. The rate
of return reflects, among other things, the tiring of the income to be realized
by the investment and current and anticipated tax rates.

In inflationary times, such as the present the rate of return of long-lived assets
suffers much more than it does in the case of short-lived assets. This occurs be-
cause the costs of a long-lived asset are written off over a longer period of time,
but the dollars deducted in future years are worth much less than they were
when the asset was acquired. In essence, a company that invests in a long-lived
asset measures its future income by deducting a small number of expensive
dollars (depreciation on an earlier acquired aset) from a large number of
cheap dollars (inflated future income). In paying income tax on the difference,
the company pays tax, in part, on its Invested capital.

The most Important fixed capital Investment of the retailer is the store, an
asset that, for tax depreciation purposes, is considered to have a relatively long
anticipated useful life. It follows that retailing suffers more in this regard than
do industries that invest a larger part of their capital in relatively short-lived
assets, such as machinery and equipment. This effect is particularly pronounced
because the cost of structures has risen half again as fast as inflation generally ;
from 1960 to 1976, the cost of all commercial structures rose 154.9%, while the
GNP deflator rose only 95%. Inflation thus acts to dampen investment in retail
structures. Retailers have a particularly acute need for a tax incentive to stimu-
late investment and thereby to provide for the distributional needs of the
economy.

The NRMA believes that an incentive of proven effectiveness-the investment
lax credit-is therefore necessary. The investment tax credit should be made
available for new retail construction.
PositivC Effects on Economy

Extending the investment tax credit to new retail structures, and so stimu-
lating their construction, will have several beneficial effects. Newly constructed
stores generally incorporate the most modern design techniques and are sited
where they can perform Ihe retail function most efficiently. Typically, new
stores devote a larger portion of their floor space to selling than do older storc!'x
thereby making more efficient use of space. New stores generally are more ene'gy-
efficient than older stores. In addition, new stores can be located nearer to con-
sumer markets, as those markets have shifted geographically or changed in
character. Since retailing is a highly competitive industry, such Inefficiencies
translate into cost savings for the consumer.

These efficiencies also translate into greater productivity at the manufacturing
level, because lower prices for consumer goods accentuate the "pull-through"
demand effect on manufacturing and lead to increased investment in that sector
of the economy as well.

Of particular importance is the effect of an expanded retail investment tax
credit on employment. When a store is built, Jobs are created. The employment
effect occurs in the first instance in the construction industry and in industries
that supply the fixtures and other capital goods that are Incorporated into the
structure. After the initial construction phase, however, the employment effect
is particularly pronounced. The number of jobs on an ongoing basis that each
dollar of retail construction supports is unusually high. After a store is opened.
large numbers of clerks, sales and delivery persons and supervisory personnel
all need to be employed. In fact. retail investment supports three times the
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number of permanent jobs, dollar for dollar than does manufacturing invest-
ment. Retail investment is thus an efficient and less costly means of stimulating
the nation's employment.

In addition, retail investment stimulates employment of a special kind: a large
proportion of Jobs in retailing can be filled by those persons In the unemployment
pool who are least likely to find other kinds of work-for example, the unskilled,
and married women, students and older persons, who may wish or be able to
work only part-time. Many retail jobs are suitable for these persons, who other-
wise would be unable to find work in other industries. It is these persons, often
referred to as the "structurally unemployed", that are most resistant to other
employment-stimulating measures; they will not be as efficiently removed from
the unemployment rolls unless legislation designed to stimulate employment
applies to the retail sector. The investment tax credit, a measure whose positive
effect on employment is well-documented, must therefore be extended to retail
investment if its full employment-stimulating effects are to be realized.

Moreover, zjew retail building construction stimulated by an expanded Invest-
ment tax credit can be expected to have an impact in every geographical region
of the nation. Retailing is a nationwide activity, and stores are located, and
employees are needed, wherever there are people. In addition, new stores add
significantly to the local tax base, paying property, income, and special assess-
ment taxes, and employment taxes, as well as by vitalizing the local economy by
paying wages to their employees.
The House Bill

The House-passed Revenue Act of 1978 extends the investment tax credit
solely to costs incurred in the rehabilitation of existing older business structures.
It does not make eligible for the credit newly-constructed buildings. The pro-
vision was so limited, according to the House Report, in order to provide a
narrowly targeted incentive for the cities, and so to help reverse the demographic
and economic trends that have led to the decline of central cities and older
neighborhoods.

The NRMA applauds the investment tax credit provision of the House-passed
bill, but believes that it does not go far enough, in terms of either its stated alms
or the needs that face both the retail Industry and the economy as a whole. It
should be apparent, for example, that the deterioration of a central city could
be halted or reversed as much by a newly-constructed store as by a rehabilitated
store. New shopping malls are often located in a part of a central city that
has been razed and subject to an urban renewal program, and often serve as
the centerpiece of urban revitalization. fet the House bill would not give the
retailer the necessary incentive to build a new store in the downtown area, even
though doing so Is as fully consistent with the goal of central city renewal as is
an investment tax credit limited to rehabilitation.

'In fact, the rehabilitation of older structures often may not be economically
practicable, even with the investment tax credit. Advances in merchandising and
building techniques In recent years have rendered older stores obsolete not merely
because their fixtures may look old-fashioned, but because their basic construc-
tion is not suited to adaptation to current merchandising methods. For example,
building materials may not be energy-efficient, older supporting structures may
be Inadequate to support new equipment, or transportation facilities (e.g., load-
ing docks) may not be sited properly. The most efficient use of scarce capital,
either In revitalizing a downtown area or in providing retail services to a new
neighborhood, Is not necessarily in the rehablltaton of existing' older structures.
Accordingly, the House bill should be modified to make both older structures
as well as new buildings, wherever constructed, eligible for the investment tax
credit.
Other Provisions of the Bill

The NTWiA supports the provisions of the House bill that would reduce the
top corporate income tax rates. A reduction in corporate rates Is necessary to
reduce unemployment and stimulate economic growth. However, the N'RMA be-
lieves that a rate reduction of at least an addition 2%-to 44%/- is necessary
to accomplish these goals.

Many NRMA members are small businessmen. For them. inflation has taken
a particularly heavy toll. They have become subject to the highest corporate in-
come tax rates due solely to inflationary increases in their incomes. Congress
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has in the past recognized the necessity of a lower tax rate for small businesses,
to allow them to retain more of their earnings for reinvestment and expansion.
Accordingly,NRMA believes the surtax exemption should be increased, and the
tax rates graduated as provided in the House bill, to allow small business again
to maintain the necessary levels of investment of after-tax income. The NUIMA
also supports the other measures of the House bill intended to aid small business,
such as the increased "bonus" depreciation allowances, and the liberalization of
the subchapter 8 qualification and election rules.

Representatives of.the NUNMA would be pleased to work with members of the
Committee and its staff towards the enactment of our proposals.

STATEMENT OF THE NATIONAL RETIRED TEACHERS ASSOCIATION AND THE AMERICAN
'AsSOCIATION OF RETIRED PEBSONS

I. GENERAL COMMENTS ON THE ADMINISTRATION'S TAX REDUCTION AND REFORM
PROPOSAL AND H.& 18511

Four factors necessitate the development of a tax cut package that will re-
duce federal income tax liability for individuals and business in 1979. First,
there is need to strengthen and maintain the ongoing economic expansion and
thus perpetuate the downward trend in unemployment. Second, there is a need
to offset the increasing income tax burden that results from the combination of
inflation-induced income increases and the progressive tax rate structure. Third,
business investment is in need of stimulus; it has lagged appreciably since the
economy began to recover from the bottom of the recession In 1975. Finally, in-
creases in payroll taxes for social security and unemployment insurance need
to be offset.

Our Associations have supported the individual and corporate income tax re-
ductions that have been enacted during the past few years to facilitate economic
recovery. But we would also point out that past tax cut legislation, as shaped
by the Congress, did not return the same amount of real income to each house-
hold that it has lost as a result of inflation-induced increases in tax liability.
Instead, tax reductions have been concentrated on lower and middle income
households resulting in a redistribution of the income tax burden among in-
come groups.

Unfortunately, the context in which the 1978 tax cut package is proposed is
more complicated than in past years. The 1977 Social Security Financing Amend-
ments have scheduled enormous increases in payroll taxes to shore up the social
security system beginning next year. Both the House and Administration bills
are proposing to cut income taxes to offset the adverse economic consequences
that will result from higher payroll taxes in 1979.

Our Associations believe it makes better sense and creates fewer problems to
introduce some limited use of general revenues into the cash benefit programs
to deal with the short-term financial imbalance problem. We are opposed to the
development of a public policy of increasing social insurance payroll taxes on
the one hand and cutting income taxes on the other. First, such a policy will in-
crease the share of federal government revenue derived from regressive payroll
taxes relative to that derived from progressive Income taxes. Second, at a time
when continued reduction in unemployment is a primary economic goal, it makes
no sense to discriminate against labor by enacting legislation that schedules
enormous increases in payroll taxes. Higher payroll taxes increase the cost of
labor (relative to the cost of capital) and make reducing unemployment that
much more difficult. Third, many households will lose more from payroll tax
increases than they will gain from income tax cuts; households not subject to
the payroll tax increases will gain a windfall via the income tax cuts. Finally,
the inflationary pressures generated by increased payroll tax burdens are not
likely to be offset by concomitant income tax cuts.

The excess of outgo over income for the social security system-a situation
that has existed since 1975--is primarily attributable to the impact of elevated
rates of inflation and unemployment. Since benefits move up automatically with
inflation, the higher the inflation level, the higher the outgo from the system.
As consumer purchasing power declines (as a result of inflation, higher taxes,
etc.) unemployment increases anij payroll tax contributions to the system fall
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below anticipated levels. The public policy answer to the social security short-
term financial imbalance should have responded, but did not, to the economic
causes of the problem.

8ince 1975, our Associations have advocated a limited (and hopefully tem-
porary) use of general revenues to fund a portion of the cost of automatic bene-
fit Increases to the extent that those increases exceed a specified level (for ex-
ample, 4 percent). As the rates of inflation and unemployment decline and the
difference between the rate of inflation and the rate of Increase in average cov-
ered wages in social security covered employment increases, the annual general
revenue contribution should gradually phase out automatically. In addition to
our own proposal, last year we endorsed the Administration's proposal that
would have used general revenues to replace income lost to the social security
system as a result of unemployment rates in excess of 6 percent. As unemploy.
meant declines below that figure the annual general revenue contribution for this
purpose would also phase out automatically.

Our Associations continue to espouse these two specific uses of general reve-
nues for the cash benefit programs. First, these two general revenue devices-
one on the outgo and one on the income side of the social security ledger-will
serve to protect the system from the two-fold threat posed by high rates of infla-
tion and unemployment over the long term. Second, they will assist sound finan-
cial planning for future payroll tax needs by assuring a minimum amount of in-
come to the system each year. They will also assure that the payroll tax mechan-
ism will only be called upon to fund the cost of automatic benefit increases up to
a specified maximum level; the annual cost of automatic increases in excess of
that level would come from the general fund. Third, by desensitizing the socal
security system to adverse economic developments, not only would the system be
better protected, but beneficiaries and workers would have greater assurance of
its ongoing viability. Fourth, by introducing general revenues into the cash bene-
fit programs, some of the inflation and unemployment pressures that payroll tax
increases produce could be avoided. Finally, some of the revenue potential of the
payroll tax mechanism would be "freed up" for the purpose of funding the cost
incident to a transition to a "reformed" social security system-a system better
prepared to accomodate the changing and future needs of the next generation
of older persons.

In view of the foregoing, it should be clear that our Associations believe the Con-
gress, by choosing to rely almost exclusively on payroll tax increases to deal with
the short-term financial imbalance in the social security system, made a serious
mistake. Tax cut legislation should be tailored to introduce some general reve-
nues into the system as a substitute for at least some of the payroll tax increases
now scheduled under current law. We fear that, if our recommendation is ignored,
a crisis between the generations will be precipitated as scheduled payroll tax in-
creases become effective and FI('A payments become larger and more visible on
pay stubs of current workers.

II. COMMENTS ON SPECIFIC ITEMS CONTAINED IN TILE TAX CUT PROPOSALS

A. Individual cuts.-Our Associations support proposals to reduce the marglinai
tax rates and increase zero bracket amounts for individual income taxpayers to
counteract the tendency of inflation to increase the share of personal income that
taxpayers pay in federal income taxes. We also support the increase in the per-
sonal exemption to $1,000 as proposed by H.R. 13511. However, we oppose the
House bill's elimination of the $35 general tax credit ; we favor retention of this
credit to avoid adversely affecting lower-income individuals.

With respect to the Adninistration's proposal to substitute a 240 credit per ex-
emption for the present deduction of $750 per exemption and the general tax
credit, our Association would suggest modifying this proposal to give the taxpayer
a choice between the combination of the dlCuction for personal exemptions and
the general tax credit and the proposed new 240 credit per exemption. We agree
that credits are more in accord with ability-to-pay principles than deduction in
that they grant equal tax relief at all levels of income, hut the Administration's
proposal would hell) lower-Income elderly taxpayers but hurt other elderly
taxpayers.

The tabe on the next payge shows that, in terms of an aged couple, both of
whom are age 65 and over, the "breakeven" point (i.e. the point at which the
couple is neither helped nor hurt by the proposed substitution of the 240 credits
for the $750 personal exemptions and the general tax credits) is an AGI of $20,200.
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We would suggest that while all aged taxpayer with AGI in excess of $20,200 may
be "higher income" statistically, he does not necessarily think of himself as being
so. Indeed, the majority of this group of elderly taxpayers probably think of
themselves as in need of more, not less, tax relief because those income com-
ponents that make them "higher income" are more vulnerable to tie impact of
inflation. Since middle and higher income workers are being penalized more heav-
ily by scheduled payroll tax increases and since all taxpayers are being penalized
by the combination of inflation-induced income increases and the progressive rate
schedule, we see no reason to penalize higher income taxpayers even further in
the name of tax reform at this time.

B. Medical deduction.-Our Associations oppose the Administration's proposal
to eliminate the existing deduction for medical care expenses and substitute a
single hardship loss deduction (with a threshold amount) for such medical care
expenses and casualty and theft losses. We would point out that in taxable year
197J. 27 percent (2 million) of all returns filed by persons age 65 and over (7.4
million) claimed the medical expense deduction. The rising cost of health care
is imposing an increasing expenditure burden upon the elderly, among whom the
incidence of chronic illness is high.

EXAMPLE OF OPERATION OF THE PROPOSED $240 PER CAPITA CREDIT AND THE BREAK-EVEN LEVEL

Proposed
(assuming

current law
Current law rate schedule)

Adjusted gross income-.-. ... .. ... .. ... ... .. ... .. ... ... . .... 520, 200 $20, 200
Less 2 personal exemptions and 2 aged exemptions -------------------------- 3,000 ................

Taxable income I .......................... ...................... 17,200 20, 200

Tax before credits ........................................................... 2,766 3, 546
General tax credit ........................................................... 180 ................
Less 4 per capita ............................................................................ 90

Tax after per capita credit but before credit for the elderly ................. 2, 586 2,586

The example assumes the taxpayer has no itemized deductions in excess of the zero bracket amount.

With respect to medical expense deduction changes proposed by H.R. 13511, our
Associations support tile repeal of the 1 percent floor for drugs, but oppose
repeal of the flat deduction for the first half of medical insurance premiums.

We recognize that the Administration and House proposals to tighten tie
medical expense deduction are advanced, in part, in the name of tax simplifica-
tions. We support retention of the present medical expense deduction but, in
order to achieve some degree of simplification, the 1 percent floor for medicine
and drugs (IRC 84ection 213(b) ) and tie 3 percent floor (IRC Section 213(a) )
for other medical expenses should be eliminated at least with respect to the
elderly taxpayers.

C. CAPITAL GAINS EXCLUSION FOR SALE OF A RESIDENCE

Our Associations strongly support the provision of H.R. 13511 which exempts
up to $100,000 of the capital gain on the sale of a personal residence, regardless
of the taxpayer's age. This provision Is a significant improvement in the amount
of tax relief available under present law (IRC Section 121) which exempts
all or a portion (if sales price exceeds $35,000) of the gain for taxpayers age
65 or over. Inflation, increased housing costs and rapidly rising property values
necessitate a liberalization in current law especially for elderly taxpayers who
often realize a substantial gain in the sale of a residence simply because they have
held on to those residences for so many years. In addition, many elderly who retire
cannot take full advantage of the present rollover provision because in retiring
they tend to replace their residence with a less expensive dwelling or move to
rental quarters.

Our Associations urge this Committee to adopt Section 405 of H.R. 13511,
but with the following important alterations. First, the effective date of his
section should be for sales of personal residences after December 31, 1977 (not
July 26, 1978). In filing tax returns for the 1978 tax year, the July cut-off
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date will appear blantantly discriminatory and inequits'ile to elderly (as well as
non-elderly) taxpayers who unknowingly sold their homes prior to July 1978
and therefore, are required to use the less generous provisions of current law.
Moving back the effective date of Section 405 to the beginning of the tax year
would avoid this situation and greatly simplyify tax filing instructions as
well as reduce the number of tax forms.

Second, in order to qualify for the new capital gains exclusion, elderly tax-
payers should be permitted to use the current law's (IRC Section 121) rules
relating to the length of time a person is required to own and use his or her
residence. Under current law, an elderly taxpayer must own and use his or her
residence for at least 5 years during the 8-year period preceding the sale. The re-
vision proposed by H.R. 13511 shortens the residence period to at least 2 years
during the 3-year period preceding the sale. It is possible that some elderly
persons, who have experienced difficulty and delay in selling their homes, have
been relying on the current law's definition and have waited to sell their homes
until this year or will wait until some future year. These persons are still eligible
for the current law (Section 121) exclusion even though they have not resided
in their homes during the last three years. However, if H.P 13511 is adopted as is,
those elderly taxpayers who have not resided in their homes during the past
3 years would receive no tax break at all-but would have received one under
the continuation of current law. To solve this problem, our Associations suggest
that elderly taxpayers be permitted to choose either the current 5 out of 8
or the proposed 2 out of 3 rule in qualifying for the $100,000 exclusion. This
would thereby protect elderly taxpayers who might be denied any tax relief
during the transition from old to new rules.

D. Targeted jobs credit.-Our Associations strongly support Section 314 of H.R.
13511 which would provide a credit to employers hiring individuals who are
recipients of Sunplemental Seoilrity Ineome (881) (as well as Individuals who
are recipients of other cash welfare programs). We are hopeful this provision will
provide an incentive to businesses to hire low income older workers by reducing
somewhat the cost of employing them. The recognition by our tax structure
of older workers as a group experiencing high unemployment rates and having
special employment needs is long overdue.

III. ADDITIONAL ITEMS NOT INCLUDED IN PENDING TAX CUT PROPOSALS

There are certain issues which both the Administration's package and H.R.
13511 fail to address but which are of importance to the elderly. We hope this
Committee will consider these issues.

A. Tax credit for the elderly.-Our Associations previously testified before this
Committee regarding the need to expend the Tax Credit for the Elderly (TCE).
As a result of hearings held on the subject, the Committee approved a proposal
offered by Senators Hathaway and Dole. We urge this Committee to attach this
proposal to the tax cut legislation in order to prevent non-social security retirees
from falling behind their social security counterparts in terms of tax relief
provided to them.

The Hathaway/Dole proposal would raise the maximum amounts currently
used to compute the credit from $2,500 to $3,000 for single taxpayers 65 or over
and from $3,750 to $4,500 for married couples.

In addition, the Hathaway/Dole measure would increase adjusted gross income
limits imposed on the tax credit from $7,500 to $15,000 for individuals and from
$10,000 to $17,500 for married couples. Currently, taxpayers 65 or over must
reduce the amount used to compute the credit by $1 for every $2 of adJusted
gross income in excess of $7,500 for individuals and $10,000 for married couples.

While the Associations applaud the Finance Committee action to liberalize the
present elderly tax credit, we support the more ambitious provisions of S. 2128
Introduced by Senator Daniel Inouye which would eliminate the AGI limits en-
tirely. The existence of any limits in the TCFI law blatantly contradicts the
law's stated objective of equal tax treatment of non-social security and social
security retirees because social security retirees receive tax free benefits regard-
less of the level of their total income. In addition, S. 2128 would cost-index the
new base amounts according to increases in the CPI so that the TOE would keep
pace with automatic social security benefit increases.

While the Hathaway/Dole proposal would raise the base amounts used by re-
tirees age 65 or over, it would not raise the base amounts used by public retirees
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under age 65 who qualify for the credit. If the base amounts were raised for
persons age 65 and over and not for persons under age 65, then this different
set of TCE rules based on age would further aggravate the disparity which
already exists in the tax treatment of these two groups of retirees.

A single taxpayer under age 65 would be entitled to a credit that could be as
much as $75 less than the credit received by a single taxpayer age 65 or over
with the same amount of total income. Our Associations urge this Committee to
correct this potential disparity that would result from passage of the Hathaway/
Dole proposal in Its current form by providing equal increases in the base
amounts (to $3,000 and $4,500) used by public retirees under fige 65.

B. Sick pay exclusion. The 1976 Tax Reform Act revised the rules governing
the use of the sick pay exclusion. These changes had the effect of restricting the
exclusion's availability to persons retired on disability. Now the $5,200 maximum
exclusion is available only to persons under age 65 who are permanently and
totally disabled: moreover the amount otherwise excludable must be reduced
dollar-for-dollar for all adjusted gross income in excess of $15,000 (in the case
of both single persons and married couples).

Although our Associations understand what prompted Congress to impose these
restrictions, we feel that some of the new provisions result in overly harsh tax
treatment of certain disabled person.. We suggest the following liberalizations.
First, we support passage of S. 2628, introduced by Senator Bumpers to eliminate
the requirement that married couples must file Joint returns in order to use the
exclusion. Second, the reduction of the $5,200 maximum exclusion on a dollar-for-
dollar basis should be liberalized to a $1 for $2 reduction.

C. Tax treatment of annuities and the exclusion ratio problem. Under current
law, if the taxpayer can receive back in life annuity payments within three years
or less all that he contributed toward that annuity, then all payments received
are excluded from gross income until he has recovered those contributions.
However, if he would not have recovered those contributions within the three
year period, then he may exclude from gross income only that portion of pay-
ments received during the course of his taxable year as determined under an
"exclusion ratio" that spreads out his recovery of contributions over his re-
maining life (as determined in accordance with IRS life tables).

In order to assure that the taxpayer recovers fully his contribution (some-
thing that he does not do under current law if he fails to live as long as the IRS
life tables project him to) and to simplify the tax treatment of this form of in-
come, our Associations recommend that the taxpayer be allowed to exclude from
gross income all amounts received as annuity payments during the course of
his taxable year until such time as he has fully recovered his contributions. After
that, the annuity payments would be includable in gross income. In effect, this
recommended change would merely eliminate the present 3 year limitation on
the taxpayer's eligibility to avail himself of that set of rules under IRS Section
72 that allows him to recover his contributions initially.

IV. TAX PREPARATION PROBLEMS OF THE ELDERLY

Every year many older persons make errors in preparing their federal in-
come tax returns and sometime& overpay their taxes either because they are
unaware of the special benefits available to them or because they are unable
to understand complex tax provisions. Upon reaching age 65, the older taxpayer
is faced with an entirely new and complicated set of tax rules and forms which
make reporting income and computing tax liability a difficult task.

In response to this problem, Senator Frank Church introduced the Older
Americans Tax Counseling Assistance Act (S. 835) which is strongly supported
by our Associations. Senator Floyd Haskell is a cosponsor of this bill and
is expected to offer it as an amendment to H.R. 13511 during Finance Committee
markup. Nearly identical legislation was approved by the Finance Committee
during markup of the 1976 Tax Reform Act, but was unfortunately dropped
in conference.

Senator Haskell's amendment would authorize $2.5 million in 1979 for the
Internal Revenue Service to enter into training and technical assistance agree-
ments with non-profit groups for the purpose of preparing volunteers to provide
tax counseling assistance to elderly taxpayers. Volunteer counselors would
be reimbursed for out-of-pocket expenses incurred in giving assistance and IRS
would also be -authorized to conduct special alerts to make elderly taxpayers
aware of beneficial tax relief measures.
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For nine years, our Associations have sponsored a national "Tax-Aide Pro-
gram" which provides free tax preparation assistance to a large number of
older adults. This program utilizes older volunteer counselors who are trained
by the IRS and specialize In elderly tax problems. Last year 9,019 volunteer
counselors participated in the Tax-Aide Program, assisting in the preparation of
over 613,000 federal and state tax returns.

Our experience with the Tax-Aide Program indicates that the elderly taxpayer,
because of his limited mobility, is best served by a taxpayer service which can
adapt to his special needs. Assistance must be provided at locatig-s convenient
to older persons (senior citizen centers, churches) and counseling on federal,
state and local tax matters should be available at one location, thus relieving
the elderly person of the burden of visiting several offices for assistance.

When seeking advice at a local IRS district office, the older taxpayer must
compete against other taxpayers and is often required to stand in line for hours
after traveling a long distance to receive assistance. The pace at a Tax-Aide site
is much slower and volunteer counselors generally have more time and patience
to provide thorough assistance. In contrast to Tax-Aide counselors, IRS taxpayer
service representatives are oriented toward responding to specific questions rather
than providing comprehensive assistance in preparing the taxpayer's entire re-
turn, making sure taxpayers take advantage of their full legal tax benefits.

The rapid growth of our Tax-Aide program over the past nine years has con-
vinced our Associations of the need for expanding present elderly tax counseling
assistance programs. Although our program is effective, it has not been able to
reach the millions of elderly taxpayers in need of assistance. Senator Haskell's
amendment would permit an expansion of current services by increasing the finan-
cial and administrative support available to IRS to encourage more privately-
sponsored volunteer programs.

STATEMENT OF ROBERT D. PARTRIDGE, EXECUTIVE VICE PRESIDENT AND GENERAL
MANAGER, NATIONAL RURAL ELECTRIC COOPERATIVE ASSOCIATION

Mr. Chairman and members of the Committee, my name Is Robert D. Partridge.
I am Executive Vice President and General Manager of the National Rural Elec-
tric Cooperative Association (NRECA). NRECA is the national service organi-
zation that represents nearly 1,000 consumer owned rural electric systems in 46
states, delivering electric power to approximately 25 million people in the rural
and sparsely populated areas of 2,600 of the nation's 3,100 counties.

Among those services offered by NRECA, is the administration of benefit pro-
grams for employees of the member cooperatives. One such program Is affected by
the bill before you today-deferred compensation. Our program, briefly, is as
follows:

An employer (an NRECA member cooperative) and an employee, agree to de-
fer a portion of the employee's compensation until she/he leaves the service of
the employer. The agreement is made before the employee renders the service
for which the compensation is deferred. The money so deferred, is held in a single
bookkeeping reserve administered by NRECA to be paid out over the number of
installments as agreed by the employer and employee. The money is not held in
trust; and the agreement is merely an unsecured promise to pay at a later date.

Nationally, NRECA administers the deferred compensation benefit plan for
approximately 900 electric cooperative employees who deferred approximately
one and three quarters million dollars ($1.75 million) in compensation during
1977.

When the original House bill was printed, Subtitle C-Deferred Compensation
provisions described programs for employees of state and local governments (Sec-
tion 121), private employers (Section 122) and independent contractors (123).
Contained in the definition of private plans was a specific exclusion of employees
of organizations, exempt from tax under Section 501(c) of the Code. Rural elec-
tric cooperatives fall within Section 501(c) (12) and 501(c) (4) and NRECA, the
administering organization, and the cooperative's state associations are exempt
under 501(c) (6).

During House consideration of H.R. 13511, the rural electric cooperatives,
fearing that legislation omission would place the existence of deferred compensa-
tion plans in Jeopardy, asked for an amendment to place our deferred compen-
sation plans in Section 122, the private sector. However, apparently, as a sort of
compromise, we were classified as public employees in Section 121. This means
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that under H.R. 13511 employees Gf rural electric cooperatives are limited in
their deferred compensation to $7,500 per year 331A% of includible compensation
whichever is less; a limitation that applies to no other private sector employee
group.

What we ask, therefore, is that the Senate Bill place employees of electric
cooperatives and their affiliated organizations in the private sector along with
all other employees of non-government entities. We believe that private classi-
fication for our employees is fully justified for the following reasons:

1. All benefit plans administered by NRECA for its member cooperatives fall
within the definition and consideration of private sector benefit plans. These
programs include pension, savings and insurance. We believe that deferred com-
pensation should be treated similarly.

2. The proposed legislation imposes no limit whatever on the amount of salary
that may be deferred by employees of investor-owned electric utilities. These
companies, like electric cooperatives also enjoy substantial Federal Tax ad-
vantages. Our members are trying to attract and retain the same kinds of skilled
employees as are the power companies, and the proposed differential treatment
for identical types of employees is therefore, in our judgment, grossly unfair.

3. Rural electric cooperative employees negotiate with NRECA's member co-
operatives over wages, salaries, terms and conditions of employment just as em-
ployees of other private sector organizations. Salaries are not fixed as in the
public sector.

4. Employees of cooperatives are in danger of forfeiting their deferred com.
pensation if the employer faces insolvency. Any deferred compensation claim
against the employer's assets rests on no firmer grounds than those of other cred-
itors. This is again identical to private sector situations.

5. Rural electric cooperatives do receive Federal guarantees and Federal insur-
ance from REA to secure the repayment of their debt capital. However, many
other types of business enjoy the same benefit including small businesses of all
kinds and big business in housing and shipbuilding. The employees of these busi-
nesses are not limited in their deferred compensation under the proposed bill
nor has Treasury proposed any such limitation.

Treasury has argued that the tax-paying employer cannot deduct from taxable
income funds placed In a deferred compensation program. This fact, Treasury
asserts, serves as a restraint on the amount private sector employers will allow
their employees to defer. We suggest that any such restraint. if It Indeed exists,
is more than offset by the generally much higher salary levels of employees in
the private sector who are likely to defer income, and by the fact that many big
private sector types of businesses enjoy special advantages which reduce their
tax liability to the point that the restraint to which Treasury refers would be
minimal. Let me also point out that electric cooperatives do not and cannot use
profit-sharing or stock bonus plans as do employees of some types of business. Of
course, disparity among the employees of various groups will occur with respect
to employee benefits, but to legislation such disparity is, in our viewv, highly
inappropriate.

We have also wondered why the $7,500 amount? In 1969, the House-passed tax
bill included provisions addi-sslng the deferred compensation Issue. The bill pro-
vided continuation of current treatment-taxation of deferred compensation the
year received-but any amount over $10,000 deferred was to be taxed at a rate
applicable to the year in which earned. The section on deferred compensation was
dropped during the Senate consideration as Treasury recommended deleting
these provisions Indicating that further analysis was needed. Our point is. if In
1969 Congress considered $10,000 as a reasonable cut off, why $7,500 in 1978?

The Consumer Price Index has risen 76 percent since 1969, so $10.000 in 1969
would now amount to $17,600. Yet, Congress Is seriously considering limiting
public employees and employees of electric cooperatives to deferred compensation
employee benefits of $7,500, with no indexing for inflation.

Let me suggest that if the Committee cannot accept the proposition that electric
cooperative employees should be treated as being In the private sector, one solu-
tion to the problem would be to delete from the House Bill the "lesser of" provision
of $7,500 or 33% percent. This would allow our employees to defer up to % of
salary or $7,500 at their option. The dollar amount limitation really works to the
disadvantage of those employees who work in necessarily higher salaried areas
such as Alaska. Our employees in this case would be severely discriminated against
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whereas other private sector employees could defer salary without any limitation.
On the other hand, the percent limitation works against those lower salaried
employees to whom 33% percent is less than $7,500.

Mr. Chairman, in summary what we ask is that for purposes of deferred com-
pensation, (1) employees of electric cooperatives be treated the same as other
private sector employees, or (2) that the limitation for electric cooperative em-
ployees be substantially raised to at least the lesser of $20,000 per year or one-
third of salary, or (3) that the words "lesser of" in the House Bill be deleted.

I thank the Committee for the opportunity to present NRECA's views on this
subject.
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September 1, 1078

MAto0 H Mille, OChaman
C Bows@ Rose. Sr. 'Ace Com
Fredenck L Dewberry

Exotoeni Dretorv

701 St PaA. Street
ahtirwoe, MaryLd 21202

(301) 383-5838

Senator Russell B. Long
Chairman, Senate Finarce Comrittee
Room 2227 DSOB
Washington, D.C. 2051(

Dear Senator Lonrg:

Everyone knows that inflation is the nation's rajor
econo ic problem. But even you may not knov that the prcblen
could be solved, in part, by a simole amendment to HR 13511.

That bill currently contains a provisicn calling for
reduction in the corporate tax rate fror 43' to 45, after
December 31, 1978. It should be made a variable function
the average annual rate of wace increases for a period of
several years until inflation is brought under control.

a
Of

The economic justificaticn for such a tax-based incomes
policy (TIP) was state" by expert witnesses who testified at
hearings of the Proxmire Corrittee on May 22-23, 1978.
Administration officials are considering recorrnendinc such a
policy in the report on inflation which is to be subrittrc to
the President by September IS.

Before you corplete the hearings on HR 13511, I hoDe you
will give formal consideration to such an amendment.

Sincerely,

?hn Snell
Chief Economist

Enclosure

cc: Fer,bers of the Senate Finance Comittee

BOWYKm" City "ArV X*j'd~Cos,,y WornooeCo~inty CaroolCovr Hakiro C3- Howard Cc ur u, S14 0 Ma& .'V

34-359 0 - 78 - 37
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Schedule N. Tax Rate

1. Compensation of officers (line 12, paae I of Form 1120)
2. Salaries and wages (line 13, page 1 of Form 1120)

3. Employee benefit programs (line 25, pace 1 of Form 1120)
4. Profit sharing and other remuneration paid for services

of employees (from liri 24, page 1 of Form 1120)
5. Total of lines 1-4 ('ncludes salaries, waoes, commissions,

fees, bonuses, vacation allowances, salaries and waoes paid
to temporary or part-time employees, the value of goods,
lodging, food and clothing, etc.)

6. Number of person-hours (including overtine) worked during
the year by all employees, Includino consultants, part-
time employees, etc. (from corporate records)

7. Line 5 divided by line 6
8. Total remuneration in previous year
9. Number of person-hours worked during previous year by all

employees
10. Line 8 divided by line 9
11. (Line 10- 'x10

12. Using this rate of wage increase (line 11) determine the
applicable tax rate from the following table. For
example, if waoes increased by 9% during the taxable year
1981, then the corporate tax rate would be 490. Enter the
rate here and on line 8 of Schedule J (page 3 of Form 1120).

Average Rate of Wage Increase (from line 11 above)

Year 2% 2.1-4% 4.1-6% 6.1-8% 8.1-1 l1W In.1%

1980 45% 45 45 45 45 45
1981 45 46 47 48 45 E0
1982 46 48 50 52 54 56
1983 46 49 52 55.5 59 63
1984 47 51 55 60 64 7n

1985+ 47 52 58 64 71 78
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ABSTRACT

APPLYING THE BRAKES TO INFLATION: V a m.enx

by John N. Snell*

Continued growth in 1978, some additional turbulence in 1979, and
probably another recession by 1980 is the curent economic forecast of
the Regional Planning Council, based on the assumption that efforts to
control inflation will take the form of more restrictive monetary and
fiscal policies.

Such policies should be complemented by new legislation which would
make the corporate tax rate a variable function of the annual increase
in average hourly earnings. The recommended formula is y - m.anx.

Consumers would favor such a tax-based incomes policy (TIP).
Producers -- management and especially labor -- would oppose it. There
are a lot more consumers than producers in taose private profit-making
corporations witn a taxable income greater tam $50,000 who would be
directly affected by TIP.

Initially, firms would face only a moderate increase in their tax
rate if they allowed hourly earnings to continue escalating at current
rates (8-10% per year). But several years ixto the program, the tax
incentives to limit increases in hourly earnings would become significant.
To illustrate, the corporate tax rate corresponding to such an increase
in hourly earnings would be only 49% in 1981; by 1984, it would be 64%.

Faced with such a tax schedule -- which should allow no exceptions --
wage increases in the dominant private corporate sector of the economy
would become progressively smaller over time. Econometric models indicate,
and the U.K. experience among others tends to confirm, that a slowdown in
the rate of wage increases would be accompanied by a slowdown in the rate
of price increases, and that this pattern of reduced inflationary pressures
would be emulated in other sectors of the ecwony.

* Chief of Economic Researcn, Regional Planning Council, Baltimore, Maryland.
The views expressed in this paper are nis own.
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APPLYING THE BRAKES TO INFLATIOd: Y - me nx

Continued growth in 1978, some additional turbulence in 1979, and

probably another recession by 1980 -- this is the current economic

forecast of the Regional Planning Council for the Baltimore region and

the nation.

This scenario assumes that efforts to control inflation will take

tne form of more restrictive monetary and fiscal policies by the

Federal government.

Conceivably, pressures to reduce taxes more rapidly than expenditures

could provide additional fiscal stimulus in the short run, thereby

delaying the onset of the recession, but adding to the likelihood of a

resurgence of double-digit inflation soon thereafter.

Or even more restrictive monetary policies might be necessary in

order to deal with the nation's oalance o f payments problem. This

could produce a recession as early as next year.

'Balanced budgets and tight money' was the prescription of many

economistwin the early '30s as a remedy for the Great Depression. Those

remedies weren't effective. They are being prescribed again as a solution

to our current problem of stagflation, though there are not many economists

who believe that the result would be reduced inflation and increased

employment.

To achieve those two goals under the conditions whicn are most likely

by 1980 -- 7.4% unemployment and 8.6% inflation -- requires additional

action by the Congress in the current legislative session.

The Congress should enact a measure which would make the corporate

tax rate a variable function of the annual increase in average hourly earnings.
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Such a tax-based incomes policy (TIP) has been seriously discussed

by economists during the past decade, early versions were tried with

mixed results in the U.K. and Hungary, and improved formulas are now

available for consideration.

The TIP formula wnich I personally would recommend, based on a

comprenensive review of tne literature, conversations with leading

economistat professional meetings on the subject during the past year,

and my own studies is: y = m-enx.

A technical explanation of this formula is given in an appendix

at the end of this paper. It would be applicable only to those larger

private profit-making corporations with a taxable income greater than

$50,000.

Such corporate incomes are currently taxed at a flat rate of 48%.

With a TIP, the rate could be either higher or lower, depending on how

rapidly average hourly earnings (including fringe benefits) were being

increased.

All employees want to earn more each year. Nobody likes restrictions.

Therefore producers -- management and especially labor -- are likely to

be opposed to a TIP.

As ur. Albert Sommers ooserves in a recent Conference Board

publication (across the board, August 1978), "Nobody really loves an

incomes policy -- but nobody loves inflation either."

The number of people who, as consumers, dislike inflation is far

greater than the number of people who, as producers, would be opposed

to the adoption of a TIP or a return to wage and price controls.
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Of those two alternatives -- a TIP on taxable income or wage/price

controls -- the one which is most consistent with our economic system

is TIP. Wage/price controls are more appropriate in socialistic economies;

they probably are workable in the U.S. only in the short run. TIP would

be a permanent addition to the tools available to the Federal government

for moderating the cyclical fluctuations that are inherent in a

capitalistic economy.

Initially, because TIP is an innovative solution to the problem of

inflation, it could be authorized on a provisional basis. The program

would not become effective if economic conditions in 1979 prove to be bet-

ter than currently anticipated in terms of the average rate of unemployment

and the rate of inflation for the year as a whole.

If the forecasted conditions for 1979 prove to be reasonably

accurate, that would reinforce the argument for additional stimulus

in 1980 to moderate the prospective weakness of the economy in that year,

provided this were done as part of a comprehensive program to improve

the prospects for strong economic growth in 1981 and future years.

For 1980, the proposed TIP formula would reduce the tax rate on

corporate income in excess of $50,000 from 48% to 45%. This would make

it possible for management to offer, and for labor to accept, a relatively

large increase in wages in 1980 in return for smaller wage increases in

successive years.

For 1981, the proposed TIP formula would impose a mild tax penalty

on those firms which did allow average wages to increase between 1980

and 1981. Typical values (as given in the table in the appendix) would
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be as follows:

For a percentage Increase ... the tax rate for 1981
in average hourly earnings on corporate income over
between 1980 and 1981 of: $50,000 would be:

3% 46%
6% 47.5%
9% 49%

For 1982, a steeper tax schedule would apply, so that there would

be an even greater incentive for managers to offer, and hopefully for

unions and corporate executives to accept, an increase in wages and

salaries that would be consistent with actual increases in productivity.

The average increase in productivity is estimated to be on the

order of 2 - 3% per year. For increases in average hourly earnings

in 1983 that were greater than this amount, the corporate tax rate would

be higher than 48%.

That markers would try to keep the corporate tax rate from going

higher than 48% seems like a reasonable assumption. But of course they

may not oe successful in doing so in the face of union pressure for

higher wages. The penalties for yielding to such pressure would become

progressively greater with the passage of time.

For 1984, the proposed TIP formula would impose a severe tax.

penalty on those firms which allowed average hourly earnings to Increase

significantly between 1983 and 1984. Typical values (as given in the

table in the appendix) would be as follows:

For a percentage increase ... the tax rate for 1984
in average hourly earnings on corporate income over
between 1983 and 1984 of: $50,000 would be:

3% 51%
6% 57%
9% 64%
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By 1985 -- possibly sooner, and certainly well before the end

of the decade -- the rate of inflation would be down to normal. The

appropriate TIP tax schedule could then be chosen like any other fiscal

or monetary policy variable.

Note that it will take several years to get inflation down to a

normal level. Those who are looking for instant cures for the problem

of inflation should look elsewhere. TIP is not a panacea or a substitute

for responsible fiscal and monetary policies. But it is, in theory, a

very effective remedy for Inflation.

How has TIP worked in practice? In the U.K., I understand, it

worked well enough initially, but then the authorities began to grant

exemptions and make exceptions for special cases until eventually the

whole system had to be replaced by the 'social compact' which apparently

is now in the process of breaking down.

The lesson from this early experiment, which used a different type

of TIP than the one described in this paper, is: Keep it simple and don't

grant exceptions. At least don't grant any exceptions until such time

as inflation has been reduced to an acceptable level. Such inequities

as may arise under a TIP aren't going to be any greater than those which

exist under the present flat 48% system or indeed any conceivable corporate

tax.

As for the side effects of a TIP, the ones which have been identified

thus far seem generally benign: an Incentive to hire additional low-wage

employees; a restraint on the natural tendency for management to increase

executive salaries relative to those of other employees; an incentive

for those in rapidly-growing industries to reduce prices or re-invest
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earnings in long-term growth, rather than in short-term salary increases.

Not all of these side effects would be rated "good" by everyone, and

there are some -- e.g. the possibility of increased strike activity --

that clearly are not. But continued stagflation or a continuation of

the boom and bust cycle are far worse alternatives than any of the TIP

side effects, real or imagined, which have been discussed thus far by

anyone.

If TIP is indeed part of the solution to what a majority of the

people consider to be the nation's #1 problem, astute politicians would

be well advised to latch on to it as a way of retaining or obtaining

higher office. People in America will not long tolerate, nor will people

in other countries who look to the U.S. as the leader of the free world

long accept, a continuation in this country of inflation at the high

rates of recent years.

Summary

Economists have discovered a formula for reducing inflationary

wage increases in the dominant private corporate sector of the economy.

They believe that a slowdown in the rate of wage increases will be

accompanied by a slowdown in the rate of price increases. They expect

that this pattern will be emulated in other sectors of the economy.

Now we must see whether there is enough political support in the

Congress, as the representatives of the people, for passage of such

legislation. If conditions warrant it, the law could then become

effective at some future date, after everyone had a chance to become

familiar with the new rules governing collective bargaining.
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What is needed at this stage are statesmen willing to lead the

nation in passage of such legislation. It will require a bi-partisan

effort, for neither the problem of Inflation nor its possible solutions

respect traditional party lines. Statesmen, where are you?

8/23/78
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Technical Appendix

APPLYING THE BRAKES TO INFLATION: Y - m-enx

A tax-based incomes policy (TIP) is analyzed, using the formula

(l) y - menx

where y a the variable corporate tax rate
(currently a flat 48%) for taxable
income greater than $50,000

m a the intercept value of y when x - 0
(m • 0.45)

n a the number of years after enactment
of TIP legislation (n - 0 ... 5)

e - 2.718 ...
x w the average rate of wage increase,

as defined in equation (2)
(2) x wn w

n n-l
where w - earnings of all employees (salaries,

wages, commissions, fees, bonuses,
vacation allowances, other benefits)

h = number of person-hours worked during
the year by all employees (including
labor, management, and contractual
personnel)

With such a program in effect, managers would try to avoid an increase

in the tax rate from the current 4P% by limiting nominal wage increases

during the first year to approximately 6.5%, to 3.0% during the second year,

and to 2.0% during the third and successive years of the program.

Used in judicious combination with fiscal and monetary restraint,

this kind of a tax-based incomes policy should be able to reduce the rate

of inflation in the U.S. (currently running at a 10 annual rate) to less

than 2% within a period of five years after enactment of enabling legislation.
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Schedule N. Tax Rate

1. Compensation of officers (line 12, page 1 of Form 1120)
2. Salaries and wages (line 13, page 1 of Form 1120)

3. Employee benefit programs (line 25, page 1 of Form 1120)
4. Profit sharing and other remuneration paid for services

of employees (from line 24, page 1 of Form 1120)
5. Total of lines 1-4 (includes salaries, wages, commissions,

fees, bonuses, vacation allowances, salaries and wages paid
to temporary or part-time employees, the value of goods,
lodging, food and clothing, etc.)

6. Number of person-hours (including overtime) worked during
the year by all employees, including consultants, part-
time employees, etc. (from corporate records)

7. Line 5 divided by line 6
8. Total remuneration in previous year
9. Number of person-hours worked during previous year by all

employees
10. Line 8 divided by line 9

11. (Li10o~ ) xO ____

12. Using this rate of wage increase (line 11) determine the
applicable tax rate from the following table. For
example, if waoes increased by 9% during the taxable year
1981, then the corporate tax rate would be 49%. Enter the
rate here and on line 8 of Schedule J (page 3 of Form 1120).

Average Rate of Wage Increase (from line 11 above)

Year' 2% 2.1-4% 4.1-6% 6.1-8% 8.1-10% >10.1%

1980 45% 45 45 45 45 45
1981 45 46 47 48 49 50
1982 46 48 50 52 54 56
1983 46 49 52 55.5 59 63
1984 47 51 55 60 64 7A
1985+ 47 52 58 64 71 78
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inflation's erosion of consumer buying power, Americans have turned
pessimistic about the future course of the nation's economy."
(3/28/78)

News American article; "U.S. Dollar Hits Postwar Low In Japan".(3158178

Approval by the Regional Economic Development Conmittee of a request
for funding for a proposed RPC study of the administrative feasi-
bility of TIP. (3/29/78)

Letter from William Miller to Henry Reuss predicting a price rise for
1978 of 6.5-7%. (3/29/78)

13
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Wall Street Journal article by Laurence Seidman. (3/30/78)

Joint Economic Committee report on the January 1978 Economic Report.
(Spring 78)

Sun editorial on the possibility that "inflation could become the
city government's downfall." (4/5/78)

Greenspan, Alan quoted in the Baltimore $Sn as saying that if the
Administration did not set in motion a credible anti- inflation
policy, the nation could face severe difficulty. (4/10/78)

The Money Manager article by Jerome Kraus which discusses the com-
plexities of an incomes policy on both wages and prices Involving
weighted averages and productivity adjustments. (4/10/78)

Completion of initial RPC draft of an application for a study of the
feasibility of a tax-based incomes policy. (4/70)

Time article on inflation. (4/17/78)

**Brookings Conference on Inflation. Brookings Papers, 1978/2 issued 7/78.
(4/20-21/78)

**American Statistical Association Conference, New York City, Presentations
by Henry Wallich, Albert Sommers, Barry Bosowrth, et al. (4/21/78)

Baltimore Sun article on a statement by Louis Harris that "Americans are
witlinito make individual sacrifices in their life styles to help
battle inflation and have lost confidence in government and other
institutions... By a 54-to-32 margin, Americans would accept smaller
pay increases 'with some assurance that the cost of living were
being brought under control... Sixty-five percent 'think it is very
important for Congress in 197C to have the courage to ask people
to make sacrifices where necessary.'" (4/27/78)

New York Times article quoting James Tobin on TIP as "one of the three
major possibilities" for controlling inflation.

Schultze, Charles, speech at the National Press Club, in which he warned
that the nation could not afford any further worsening of the infla-
tionary situation. (5/2/78)

Baltimore Sun, "Carter Asks HeWr cf Labor Chiefs in Plan to Curb Infla-
tion 9piral" headline. (5/10/78)

Statements by Henry Wallich and Jack Meyer on "Government Policies to
Handle Inflation" at the National Economists Club Economic Outlook
Seminar in Washington, D.C. (5/17/78)

"Statements on measures to control inflation before the Senate Committee on
Banking, Housing and Urban Affairs by Henry Wallich, Arthur Okun,
David Lilly, Emil Sunley, and Robert Strauss. (5/22/78)

14 -
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**Additional statements before the Proximire Committee by Barry Bosworth,
Albert Rees, Sidney Weintraub, and Laurence Seidman. (5/23/78)

New York Times editorial on "The Forces that Favor Recession" in 1978
or 1979. (5/23/78)

Fortune article on "The Wage Pressures Strauss Can't Contain". (5/27/78)

Newsweek article on "The Inflation Surge". (5/29/78)

New York Times, third in a series on the way inflation is compounding the
problems of state and city governments. (6/7/78)

"Wall Street Week" discussion on PDS-TV with Barry Bosworth in which he
stated that "we are not making progress in the right direction at
the present time ... that we must bring the increases of these large
unions back in the line with the rest of the economy ... and that
it is possible that we'll have to come up with some more effective
means of trying to do that." (6/23/78)

Wall Street Journal article reflects worries of Miller, Schultze, Bosworth,
et al. abFout the likelihood of a recession. (6/26/78)

Okun, Arthur N., "An Update on the Diagnosis of and Prescription for Infla-
tion" talk to the National Economists Club, Washington, D.C. (6/29/78)

The News American (Baltimore), p. 1, "The administration today revised its
economic forecasts downward, predicting a 7 percent inflation rate this
year -- I percent higher than estimates in January -- and a slightly
lower growth rate for the nation." (7/6/78)

Letter from Council on Wage and Price Stability indicating disinterest in
any stud by RPC of the feasibility of a tax-based incomes policy.(7/14/78I

National Journal article by Robert Samuelson critical of TIP. (7/29/78)

Across the Board review article on wage/price controls by Albert Sommers.
(8/73)

Full coverage by media (newspapers, radio, TV) of forecast in RPC Economic
Indicators report of "continued economic growth in 1978, some addi-
tional tubulence in 1979 and probably another recession by 198C".
(8/21-22/78)

Wall Street Journal article: "The seemingly unstoppable march of infleticn
is caus'ing many Americans to lose faith in the future, in the govern-
ment and in themselves". (8/23/78)

- 15 -
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STATEMENT OF THE ROCHESTErR TAX COUNCIL

This statement is submitted on behalf of the Rochester Tax Council, which
was formed In 1969 as a voluntary organization of companies having strong
affiliations with the Rochester, New York area. The Council membership
includes:

Bausch & Lomb, Inc., Champion Products, Corning Glass Works, Eastman
Kodak Company, The R. T. French Company, Gannett Company, Inc., Garlock,
Inc., Gleason Works, Schlegel Corporation, Security New York State Corpora-
tion, Sybron Corporation, and Xerox Corporation.

The members of the Council collectively carry on manufacturing activities in
a wide variety of high technology facilities. Although these companies have sub-
stantial facilities in the Rochester, New York, area, they also have major fa-
cilities in over half the states in the United States.

The Council generally favors the provisions in H.R. 13511 that are intended
to increase business investment and capital formation. However, we believe that
these provisions should be expanded in order for the underlying purposes of
the legislation to be realized.

The members of the Council are concerned by the shortage of investment
capital, which is urgently needed by American industry to sustain its current
levels of economic growth and employment and Its position In world commerce.
The long-term effects of inflation, the proliferation of governmental regulations,
and rapid technological change have substantially increased the capital required
to sustain prolonged economic growth. At the same time, such traditional sources
as retained earnings, depreciation reserves and new equity issues are frequently
not sufficient to meet future capital needs, and there. is a growing necessity for
business to rely on debt financing. In view of these problems, tax legislation that
would promote new sources of capital formation must be enacted, as is recog-
nized in H.R. 13511.

A. CAPITAL FORMATION PROVISIONS IN H.R. 13511

1. Corporate tax rate reductitdm.-Rate reductions along the lines contained
in section 301 of H.R. 13011 are urgently needed because they would have an
immediate impact on corporate after-tax income and make available funds for
expansion and replacement of obsolete facilities. In addition, a reduction in cor-
porate rates would ameliorate, to some extent, the existing double taxation of
corporate income. However, more than a 2 percentage points reduction, in the cur-
rent 48 percent maximum rate is recommended to hell) meet capital formation
needs.

Z. Investment taw credit.-The proposal in section 311 to make the 10 percent
Investment tax credit permanent will greatly assist i,siness in planning its future
capital expenditures. Consideration should be given to increasing the credit gen-
erally to 12 percent with full credit allowed for investment in depreciable assets
having a life of three years or more. Also, consideration should be given to the
Administration's recent proposal to extend the investment credit to industrial
structures placed in service or rehabilitated after December 31, 1977.

We should also like to take this opportunity to register our strong objection
to adding so-called tax expenditures, such as the Investment credit. to the "Sun-
set" legislation (S. 2) which may shortly be considered by the Senate. To be
effective, the investment credit must be a permanent feature of the tax laws.
An automatic five-year termination date for the investment credit, as proposed
by a minority of the Senate Committee on Governmental Affairs, would work
at cross-purposes to this desired goal and should be rejected.

3. Capital gains tax reductions.-The Council supports the concept of reducing
the impact of capital gains taxation. and thereby Increasing the funds available
for capital investment by the private sector. The reductions proposed in section
401(a) of the Bill by removal of capital gains from both the minimum and max-
imum tax provisions and the indexation of capital gains taxes to offset inflation
are helpful and should he enacted. The proposed repeal of the alternative 25
percent tax on the first $50.000 of capital gains of individuals introduces a dis-
incentive to middle income investors and should be eliminated from the Bill. The
Council supports the proposal sponsored by Senator Hansen and a substantial
majority of the Senate that would reduce the maximum capital gains tax to 25
percent.
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B. CAPITAL FORMATION PROPOSALS NOT CONTAINED IN H.& 18511

In view of the urgent capital requirements of American Industry, the Council
urges that consideration be given to additional changes in the tax laws not con-
tained in H.R. 18511 which would facilitate capital formation, Including the
following:

1. Shorter depreciation live.--To reflect rapid technological change and in-
flation, and to bring capital coat recovery provisions into line with those of most
other major industrialized nations, the capital cost recovery period for all pro-
ductive machinery and equipment should be no more than five years, with no
cutback in the investment credit provisions. Alternatively, the ADR range should
be increased from 20 percent to 40 percent. Also, no more than a 20-year recovery
period should be provided for industrial buildings.

S. Rapid write-off of Government mandated capital expenditurea.-In view of
the unproductive nature of expenditures such as EPA and OSHA mandated ex-
penditures, rapid write off of these facilities, with full investment credit, should
be permitted. The members of the Council urge that the provisions of S. 3404,
Introduced by Senator Bentsen, dealing with rapid depreciation for mandatory
OSHA expenditures be added as an amendment to H.R. 13511.

If provisions along the lines contained in H.R. 13511 amended in the manner
outlined above are enacted, there Is no question that the study authorized by
section 407 of the Bill will show additional investment in American business
with increased growth in the economy and increased employment.

C. OTHER TAX CONSIDERATIONS

1. DISC.-The Council is pleased that the House Bill omits the Administra-
tion's ill-conceived proposal to phase-out DISC. In our experience, the DISC
provisions have been Instrumental in increasing United States exports and em-
ployment in export-related areas. Any shortcomings that may have existed In
the original DISC legislation were eliminated in the revisions made In the Tax
Reform Act of 1976, which revisions were supported by the Council. Any further
cutback in DISC benefits would cause exports and export-related jobs to suffer
and therefore counteract the benefit to be gained from the provisions in H.R.
13511 to stimulate the American economy.

2. Taxatlon of retained earnings of foreign subadlarles.-The Council also
believes that the existing law In this area should be continued and Is opposed to
any changes In the tax law that would extend beyond present Subpart F the
taxation of earnings of foreign subsidiaries before they are remitted to the
United States. The international operations of American companies have a favor-
able Impact on United States employment, exports and the balance of payments,
and such operations should be encouraged. Any legislation similar to the Admin-
istration's proposal to tax currently the unremitted earnings of foreign sub-
sidiaries would discourage Investment abroad, both because of the economic and
administrative burdens that any such legislation would impose. American busi-
ness should not have its hands tied competitively abroad.

In conclusion, the Council urges prompt action on H.R. 13511. If the provi-
sions contained therein, amended as discussed above, become law, American
business will be in a better position to Increase employment and productivity.

STATEMENT or WALTER S. RoGowsxr, VIcE PRESIDENT AND GENERAi COUNSEL, THE
MARMON Gnoup, CHICAGO, ILL.

To the Members of the Senate Finance Committee, U.S. Congress: I am
Walter S. Rogowski, Vice President and General Counsel of the Marmon Group,
Chicago. Illinois. The Marmon tiroup compromises autonomously operated units
that make and market consumer, automotive, industrial and building products;
manufacture mining, transportation, institutional and agricultural equipment;
refine, process and market metals; fabricate metal components for consumer and
Industrial products: mine, prepare, transport and sell coal: and perform related
services. We have relied to a great extent upon Industrial development revenue
bond financing for our expansion needs. Since 1957 when our first expansion
occurred in Jonesboro. Arkansas, the several comanles within the Group have
utilized this medium of financing a total of thirty-two times. Of those companies
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which are now in full production, a total of 2,800 Jobs have been provided, present
annual payroll exceeds $126,500,000, with gross annual sales of $187,000,000, all
being directly attributable to industrial development revenue bond financing.
In addition, the Group has had approved another $16 million In industrial devel-
opment revenue bond monies for nine other companies.

As you may know, small issue IDBs are bonds issued by state and munici-
palities for the purpose of acquiring or building industrial or commerical facil-
ities for subsequent lease or sale to private companies at a price suffient to
amortize and pay debt service on bonds. The tax exemption afforded these Wnds
has provided an effective incentive in the past for Industrial and commercial
expansion by reducing the Interest cost of borrowed "seed money" and, conse-
quently, has encouraged the creation of new jobs.

Limitations were set in 1968 of $1 million for IDBs not subject to tL, capital
expenditure limitations and $5 million maximum capital expenditures limitation.
For a number of years, we were able to build new facilities, acquire machinery
and equipment and expand existing factories within these limitations. Construc-
tion and capital equipment expenditures have increased substantially, however
since 1968, and we have either chosen not to expand or have delayed expansion
or capitalization of facilities because capital costs have increased substantially
since 1968 and it is difficult for us to utilize IDB financing because of the $5
million capital expenditure limitation.

Although we would undoubtedly have expanded our operations and increased
sales over earlier years without IDB financing, such expansions and increases
certainly would not have been as extensive. Many of our expansions have re-
suited from being landlocked in a location or being an out-dated facility. With
the relatively attractive financing available from IflB's, we have built new
factories or modernized existing ones. The alernative without such financing
would have been to allow these facilities to atrophy. We have found also that
once available employment has peaked in an area, we have chosen to expand
by building a facility elsewhere where unemployment is high and communities
are looking for industry.

It has been our experience that industrial development revenue bond financ-
ing in its present form is a proven method and permits expedient expansion.
The results are consistent, financing is readily available, and with company
guarantees, the risk to governmental authorities is slight.

As one example of the results of such financing, for one of our recent bond
issues, a site was located, an inducement resolution was obtained from an Au-
thority formed for that purpose, and funds were received a total of twenty-six
days after the date of the inducement resolution. The new facility was con-
structed during the winter months in the Midwest, and went into production
within four months of the resolution. That facility within three years is em-
ploying 200 people in a community which was actively seeking employment for
its citizens.

We urge that interest on industrial development revenue bonds issued for pol-
lution control and industrial parks keep their tax-exempt status. We strongly
oppose the proposed limitation on use of "small issue" bonds, to "economically
distressed areas". We have seen no definition of sfich terms and a narrow
definition of "economically distressed areas" will be of little benefit regardless
of the proposed increase in the ceiling on small issue bonds. Such a definition
would limit their use to large urban areas only, and we believe that, with our
own experience in small towns and rural areas being highly successful and
mutually beneficial, limitations like the ones originally proposed under the Tax
Program would severely hinder companies like ourselves which rely heavily on
industrial development revenue bonds. Thank you.

AuousT 29,1978.
Mr. MICHAEL STERN,
Staff Director, Committee on Finance,
U.S. Senate,
Woasington, D.C.

DEAa Ma. STzN: This letter is to present a formal petition to the Commit-
tee on Finance to give serious consideration to making a change in one pro-
vision of the Revenue Act of 1978, H.R. 13511. Specifically, in the provision

,which allows a once-In-a-lifetime exclusion of up to $100,000 in profits on the
/ sales of a taxpayer's principal residence, I respectfully request that the effec-

tivity date be made January lst, instead of July 27th, 1978.
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My reasons for making this request are contained in the following excerpts
from a letter, dated August 10th 1978, which I sent individually to Senator
Long and other members of the Committee on Finance and of the Senate:

"... It is my understanding that any tax bill ultimately approved by both
branches of the Congress would become the 1978 tax law. Changes adopted in the
tax law such as rate schedule, exemptions, etc., would be effective for all of
1978, not Just the last 5 mouths! Accordingly, I ask you to support the home-
owners provision and to see that It, too, becomes effective for all of 1978!

"Let me explain my position.. .. I guess my wife and I represent a classic
case of homeowners who need immediate 1978 tax relief on the proceeds from the
sale of our home. I was forced to retire this year on disability at age 58, due to a
heart problem; we have raised 10 good children, with 4 girls still at home in
high school and college; we are of moderate means by today's standards though,
like everyone else, suffering inroads from inflation. Earlier this year, we agreed
to sell our home, finally closing on July 14th, 1978. We sold for two reasons, (1)
we needed to take the almost entirely inflationary "profit" dollars and invest them
for income, and (2) I could no longer physically contribute adequately to
house and yard care. Though we made out well on the sale price as compared to
cost, the capital gains tax we must pay under present law represents a very sig-
nificant financial sacrifice in our particular situation. We have purchased a small-
er, less expensive home which I hope will be manageable. In any case, as a result
of these circumstances, I have been writing over the past several months to mem-
bers of the Ways and Means Committee, others in the government and out, and
even the President, hoping some action would be taken to help us and others
like us. .... "

More general reasons are contained in the following rationale. First, let me
say that it is my understanding that tax legislation is usually based on the day
that the legislation is approved by the House Ways and Means Committee. That
date, I am informed, has traditionally been set in order to avoid special benefits
that might accrue to anyone who could take action anticipating approval by the
Committee, or between the time of Committee action and enactment into law.
However, he specifics of the provision in question are not ones which had much,
if any, advance notice. More importantly, even if some handful of people had
advance notice, this particular provision deals with citizens homes, which are
least likely to have become involved in waves of speculation as a result of any
advance knowledge, or to provide people with the opportunity for so-called "wind-
falls" to which they were (or are) not entitled.

Probably most people (like ourselves) who sold their homes at a profit during
the first 7 months of 1978, did so in full anticipation of paying a capital gains tax
on the most inflationary "profit", however inequitable that particular tax feature
seems to be. But since the $100.000. exclusion has been at least tentatively writ-
ten into the Revenue Act of 1978, why shouldn't we benefit from it the same as
those selling in the last 5 months of 1978?

The question may logically be raised that, if the $100,000. exclusion is made
effective January 1st, 1978, why not go back further to '77 or '76, or before? There
may well be arguments to support that in some form, but it is the Revenue Act of
1978 which is at issue here; and correcting an inequity in the present law (which,
by their incorporating this provision, the House Ways and Means Committee
seems to be attempting to do) should, it seems to me, be made effective at least
as early as the first day of 1978.

By so doing, the Congress would be sacrificing relatively little federal revenue.
would be harming no one, and would be helping a significant-and for the most
part, older-segment of the citizenry to retain the bulk of the dollars they have
(or will have) realized from the principal investment most have ever made.

Please consider the foregoing carefully, and change the effectivity date of the
homeowners provision to January 1st, 1978.

Thank you for your attention.
Sincerely,

FRED C. RORERTSHAW,
Cinoinnati, Ohio.

TO THE COUNCIL OF THE CITY OF Los ANGELES

YOUR INTERGOVERNMENTAL RELATIONS COMMITTEE REPORTS AS FOLLOWS

Your Committee considered a communication from the City Treasurer recom-
mending that the City support S. 3370 (Bentsen) which would abolish certain
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income tax regulations dealing with arbitrage and industrial development bonds
and prevent others in these areas from being issued.

The regulations at issue, would require the holders of revenue bonds, under
certain conditions, to pay income tax on the interest they receive from their munic-
ipal bonds. Prior to the proposed Treasury Department regulations, all municipal
bonds were tax exempt. The regulations also affect joint powers bonds, refund-
ing and advance refunding bond issues. In addition, they redefine industrial de-
velopment bonds so that the Harbor, Airports and Water and Power Depart-
ments' advance refunding bonds would become industrial development bonds. The
State of California has no law allowing local governments to issue industrial
development bonds. Current pending state legislation would alfow local govern-
ments to issue industrial development bonds for private industry projects and for
certain electric power supply project.

The City TreaL irer recommended that the City support S. 8370 as the pro-
posed regulations will inhibit the City's ability to sell revenue bonds and force
the City to invest reserve fund monies in investments meeting only the cost of
interest of the bonds to the City. This will have an adverse impact on the City's
financial integrity.

Specifically, the proposed regulations would redefine the City's profits on its
Investments, which are put into the reserve fund to guarantee the financial integ-
rity of the bond, as "proceeds of the bond issue." The City would not be taxed on
these proceeds, but the bond holder would be taxed on his once tax exempt bonds.
This would inhibit the sale of these bonds, as they are generally purchased for
tax shelter purposes.

The proposed regulations would also limit the amount of permissable interest
the City's investment can earn to equal the amount of interest the bond holder
receives exclusive of the amount of interest attributable to the cost of issuing the
bond. This reduces the percentage on investments the City can earn. Since the
City would be unable to use its investment profits to guarantee the financial in-
tegrity of the bond or to pay for the administrative cost of the issuance, it would
have to use outside revenue sources for this purpose.

Finally, the regulations would also limit the eize of the reserve fund to 15 per-
cent of the'issue. In the list year of the bond issues when most of the bonds are
reaching maturity, the reserve fund would need much more than 15 percent In
order to pay off the bond's debt.

WE THEREFORE RECOMMEND that the City's 1977-78 Legislative Pro-
gram include SUPPORT of S. 3370 (Bentsen), and/or any other legislation hav-
ing a similar effect, which would abolish certain income tax regulations and pre-
vent others from being issued which would inhibit the City's ability to sell munic-
ipal revenue bonds, or jeopardize the City's financial integrity, or redefine the
term industrial development bond to include City bond projects.

Respectfully submitted,
INTERGOVERNMENTAL RELATIONS COMMITTEE.

STATEMENT Or PAUL R. SCHMERn, JR., CHAIRMAN, BOARD or DIRECTORS,
SOUTHAMPTON HOSPITAL ASSOCIATION, SOUTHAMPTON, N.Y.

Mr. Chairman and members of the committee: I greatly appreciate the op-
portunity to file this written statement, on an Important aspect of tax policy.
for consideration by the Committee and for inclusion in the printed record of
the Committee's hearings.

I am making this statement on behalf of myself and the other members of the
Board of Directors of the Southampton Hospital Association, a private, volun-
tary, not-for-profit, tax-exempt institution. The names of the other officers and
the members of the Board of Directors are appended to this statement. I wish
to address myself, as I have said. to an important aspect of tax policy, namely.
S. 3111, introduced by Senators Moynihan and Paekwood. This bill, if enacted
into law, can have a highly favorable impact on charitable giving, and specifical-
ly on the present and future financial position of our Hospital. This in turn
would have a similar favorable impact on our ability to continue to provide
the high standard of health care and services that the Hospital is able to
supply at the present time.



1814

Southampton Hospital is the only hospital serving the communities on the
South Fork of Eastern Long Island. a fifty-mile stretch from Westhampton
Beach to Montauk, with a year-round population of more than 50,000 persons,
which increases by three times in the period May-October, with the arrival of
part-time residents, visitors and tourists.

Southampton IVospital, which treats all wo seek admission, is a very modern
community hospital with excellent medical and nursing staffs. Like thousands
of similar hospitals throughout the nation, it depends heavily on tax-motivated
charitable giving for several Important purposes. First, such giving aids in
meeting our heavy-mortgage obligations. Second, it covers unavoidable oper-
ating deficits, due principally to the fact that reimbursements from Blue Cross/
Blue Shield. Medicare and Medicaid do not, in the face of costs which constantly
rise (in spite of rigid cost-containment measures by the Hospital Administra-
tion), cover the actual expenditures for patient care; the Hospital is forbidden
by contract from recouping from patients the difference between actual patient
costs and the reimbursements by the "third.party" agencies I have Just named.
Thirdly, charitable contributions help the Hospital to maintain and Improve
the health care it provides to the communities in its area.

In recent years the percentage of taxpayers who utilize the standard deduc-
tion has been steadily rising. When the Administration submitted its original
tax proposals in 1977, It was estimated by the Administration Itself that these
proposals, if enacted into law, would cause six million taxpayers to switch from
itemizing their deductions to taking the standard deduction. The present per-
centage of taxpayers who itemize their deductions is 28 percent; under the
Administration's proposals, the percentage would have dropped to 16 percent.
As the Committee is well aware, taxpayers who do not itemize their deduc-
tions have no tax incentive to make charitable gifts; thus, a reduction in the
number and percentage of taxpayers who can take charitable gift deductions
inescapably reduces the volume of charitable gifts.

I therefore have the honor to urge most strongly that the Committee sup-
port the enactment into law of S. 3111, so as to allow a charitable gift deduction
for all taxpayers--both those who utilize the standard deduction and those who
itemize their deductions. (In the case of gifts of securities or other property,
the charitable deduction allowed should continue to be the full fair market
value, at the time of the gift, of the property contributed.) Charitable gifts
should be made deductible from gross income, rather than from adjusted gross
income. This is not blazing a new trail. The Congress has already allowed some
deductions to all taxpayers, whether or not they itemize their deductions. For
example, moving expenses and alimony are allowed as deductions from gross
income to all taxpayers. Surely, allowing an income tax charitable gift deduc-
tion, without-a- dollar or a percentage floor, to all taxpayers, so that they will
be encouraged to support worthy charitable institutions, Is In the deepest
American tradition of private benevolence for the public good. I think that this
Issue is not Just financial, but is moral and philosophical as well. having to do
with the very nature of our free and self-reliant society. To put the issue in its
most basic terms, if the services now provided by private charitable giving were
to be curtailed or eliminated, the resulting gap in services would have to be
filled by governmental action at various levels; this would mean higher gov-
ernmental expenditures and higher taxes.

Speaking broadly of the function of private charitable action in American
life, Dr. Alan Pifer. the President of the Carnegie Corporation of New York,
has put the issue in striking and, I think, correct terms. He said in his
Annual Report for 1972 that such private charitable action " . . . provides
certain qualities which are Indispensable to the humane, enlightened and free
society, which is the American Ideal. Charitable institutions can provide di-
versity, free choice and competition. They can experiment and set standards.
They canenter fields too controversial for governmental bodies and can moni-
tor governmental performance. They can fill vital gaps In publicly provided
services. They can offer the means for participation by lay citizens in social
action. They rpn help to safe-guard intellectual and artistic freedom and civil
liberties. And. finally, they can engage in the definition and preservation of the
society's highest values, especially those of a spiritual and religious nature."

After this broad and eloquent statement, which covers the entire area of
private charitable giving, I have nothing to add from my particular vantage
point except to stress again, as I have already done, the very great importance
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of tax-motivated charitable giving to our Hospital. Any legislation which in-
creases the incentives to make tax-motivated gifts would have a highly favor-
able impact on our Hospital, on the thousands of other hospitals and similar
institutions which similarly depend heavily on charitable gifts, and on the moral
and philosophical values of which I have already spoken.

I shall be most grateful, Mr. Chairman and members of the Committee, if
you can act favorably on the specific proposal I have made today with respect
to the charitable contribution deduction, namely, to support the enactment into
law of S. 3111.

With great respect, I thank you again for the opportunity you have afforded
me to make this statement.

PAUL R. SCHRERE, Jr.,
Ohairman, Board of Directors.

SOUTHAMPTON HOSPITAL BOARD OF DIRECTORS

OFFICERS

Paul R. Scheerer, Jr.*, Chairman of the Board; Paul H. Fordham*, President,
Rowland Stebbins, Jr.*, First Vice-President; Lloyd T. Griffin*, Second Vice-
President; David Granger*, Third Vice-President; Elwood Whitney*, Fourth Vice-
President; Edwin E. Koral*, Treasurer; William C. Heppenheimer III*, Assist-
ant Treasurer; Cameron F. MacRae*, Secretary, and Miss Elizabeth Desch, Aux-
iliary President, Ex-Officio).

DIRECTORS

Group I.-Term expires June 30, 1979. Judge Edward A. Berkery, Hampton
Bays; Mrs. Clifford D. Couch, Jr., Bridgehampton; Paul H. Fordham, Southamp-
ton; Frank Greene, Sag Harbor; Lloyd T. Griffin, Southampton; William C. Hep-
penheimer, III, East Hampton; John W. Little*, Water Mill; William G. Lord,
East Hampton; George S. Patterson, Southampton; Herbert P. Patterson, Sou-
thampton, Dinwiddie Smith, Bridgehampton, and Roy L. Wines, Jr., Southampton.

Group II.-Term expires June 30, 1980. Albert Francke, Jr., Bridgehampton;
George E. Gilmer, Sr., Sag Harbor; John P. Grattan, Southampton; Mrs. Seldon
T. James, Jr., East Hampton, Sandford IL Johnson, Southampton; Raymond F.
Medler, M.D., East Hampton; Cameron F. MacRae, Southampton; Mrs. Frank
L. Mansell, East Hampton; Mrs. Iva S. V. Patcevitch, Southampton; Paul R.
Scheerer, Jr.. East Hampton; Rowland Stebbins, Jr., Southampton, and Edward
T. Yawney, Jr., Southampton.

Group III.-Term expires June 30, 1981. Thomas E. Behringer, Jr., Water Mill;
Mrs. J. Anthony Forstmann, Southampton; Evan Frankel, East Hampton; Mrs.
Samuel E. Gates, Westhampton Beach; David Granger, Southampton; William
B. Howell, Southampton; Edward E. Koral, Southampton; James P. Johnson,
M.D., Southampton; Patrick J. McMahon, Southampton; Benjamin Nicoll,
Southampton; Mrs. Stuyvesant Wainwright, Southampton, and Eiwood Whitney,
Wainscott.

STATEMENT OF DAN THROOP SMITH, SENIOR RESEARCH FELLOW, HOOVER
INSTITUTION, STANFORD UNIVERSITY

The 1978 major tax legislation now before you makes a good start towards im-
proving the nation's income tax structure. The modest relief for capital gains taxa-
tion-a tax which is in many respects a capital levy rather than an income tax-is
particularly constructive. Further relief in this area would be a significant contri-
bution to the nation's economic well-being. Your Committee has a great opportu-
nity to build on the House bill, with confidence that on this aspect of tax legislation
lower tax rates would actually increase tax revenues.

From an economic standpoint, the controversy regarding "a five or ten billion
dollar difference in the proposed tax reduction suggests a belief in the sort of fine-
tuning which was generally discredited a decade or more ago. Ten billion dollars
is a vast sum, but it is only one-half of one percent in a two trillion dollar econ-
omy. A difference of that small a fraction of the total is less important than the
variations which are Inevitable among the various categories of expenditures by
consumers and business.

*Member of the executive committee.
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The indirect effects of a tax reduction on consumer attitudes regarding current
consumption and indebtedness, and on business policies regarding inventories and
capital expenditures, are more important than the direct effect of a change of
several billion dollars in the size of the deficit. It may not be unduly cynical to
say that whatever reduction is proposed by those who are known to be "big spend-
ers" would be too much because many people would expect its adoption to lead
to still more inflation.

Attempts to stimulate the economy by artificial increases in deficits have at
last come to be recognized as more likely to lead to inflation than to sustained
growth. Inflation, in fact, is recognized as leading to unemployment. A succession
of short-term economic stimuli by injections of more and more deficit spending
is as destructive for an economy and a society as a succession of ever-larger in-
jections of dope for an individual seeking sustained stimulation.

A major reduction of income taxation, as in the Kemp-Roth bill, would repie-
sent sound policy, provided that it serves as an additional constraint on govern-
ment expenditures. Lower tax rates should over time bring in more revenues.
Diminishing returns exist in taxation as In many other things; this has been
known for a long time. The recent emphasis on the destructive effects of exces-
sive taxation by Prof. Laffer has had a most salutary popular and political ap-
peal. But tax reduction should not be used as an initiation to continue govern-
ment expenditures on the presumption that lower tqx rates will immediately
bring in more revenue.

The benefits of less repressive taxation will in the long run increase economic
vitality and thereby permit larger expenditures of many sorts on a non-inflation-
ary basis, but control of government expenditures continues to be urgent. No gen-
eral tax reduction may be counted on to be promptly self-financing.

The overwhelming adoption of Proposition 13 in California indicates the wide-
spread resentment--one may even say disgust-at runaway government expendi-
tures. The reduction in a single form of taxation-the property tax-is an in-
efficient and perhaps a somewhat ineffective way to control expenditures. Cer-
tainly the adoption of Governor Reagan's Proposition 1 a few years ago would
have dealt with the combined problem of expenditures and total taxation more
fundamentally. Other states may follow that route. But whatever form of limita-
tion on government expenditures and taxation is politically acceptable deserves
support.

The most encouraging feature in the entire taic area is the widespread and great
momentum in the Congress for a reduction in the taxation of capital gains. It
is particularly impressive that the initiative comes from both parties in the Con-
gress, in spite of the surprising objections of the Carter administration. Since
any realization of a capital gain is a voluntary act which may be and often is
postponed indefinitely, a high tax is likely to be immediately counter-productive
of revenue.

Capital gains taxation might be reduced In any of several ways. The Steiger-
Hansen amendment which would put the rate back to the pre-1969 maximum of
25 percent has gotten the most attention. Its adoption would be splendid. The
House bill, incorporating the Jones amendment, with a maximum of 35 percent,
would be a useful but distinctly second-best modification. It would at least get rid
of the indirect and somewhat sneaky ways in which the effective rate has been
raised in many instances to over 49 percent without any forthright statement
to that effect in the tax law.

A sliding scale in which lower tax rates apply as assets are held for longer
periods would be reasonable and effective in reducing the adverse effects of ex-
cessive capital gains taxation. My own preference is for an extension to in-
dividual security holdings of the existing provisions for tax-free rollovers of
reinvested capital gains. To the extent that capital gains are reinvested, a tax
on them is a capital levy rather than an income tax.

Here again, whatever form of relief is politically feasible deserves the widest
support. Discussion about the relative merits of different forms of relief should
not go to a point where it provides an excuse for postponement of some relief now.
Any of the various proposals recently attributed in the press to Senator Long
would build positively on the good start made in the House bill.

Liberalization of the investment credit is a useful interim measure pending a
fundamental revision of the law to allow capital recovery allowances to take
account of inflation. With a resumption of double-digit inflation, a 10 percent in-
vestment credit is merely a rough equivalent to letting a business buy its capital
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equipment at prices prevailing a year previously. Thus stated, the tax relief is
neither generous nor adequate.

STATEMENT OF STATE TREASURER CLIFFORD A. GOLDMAN

The State of New Jersey is the only urban, northeastern state with a AAA credit
rating. Our financial policies are pruduent and conservative. We believe that the
State and all of its subdivisions are interdependent parts of one financial family.
Therefore, my office works closely with local governments, school districts, and
authorities-particularly when problems arise.

In 1076, we devised and enacted a Qualified Bond program when some of our
cities, burdened with short-term notes, had no access to the bond market and
when others were paying exorbitant interest rates on general obligation bonds.
Under that program, Newark has attained an A rating and interest rates under
6%. Jersey City's interest rate fell from 10 3/8 to 5 3/4. (in about 1 yr.)

We have also reformed our authorities. Our Housing Finance Agency had
over $250 million of notes outstanding at the end of 1975. Now, it has none.
Neither, by the way, does Newark. Our Health Care Facilities Authority had
financed a State medical school with costly revenue bonds, which were really
backed indirectly by State appropriations.

We went to our Capital Planning Commission, our Legislature, and our elec-
torate with a plan to refinance the medical school with State bonds. Now, we are
designing a second medical school which will be built free from the proceeds of
that refinancing, and the taxpayers and health care users will save some $47
million besides. The New Jersey Turnpike had sold bonds for a new road which
was later deemed to be environmentally and financially unsound. The plan was
abandoned and the bonds were refinanced to elimniate the obligation to build
the road. Our financings are purposeful. They are undertaken through demo-
cratic processes.

New Jersey has already forwarded extensive comments on the proposed amend-
ments to the proposed regulations. I assume that our submission is part of the
record of this proceeding. The point of my remarks is to explain that your attempt
to regulate what you consider to be abuses has disrupted our careful financial
planning and has created unnecessary problems.

Our financial procedures are deliberate. As In the successful undertakings I
have cited, we need time to plan, to secure the approval of an independent Capital
Planning Commission, the Legislature, and often the voters. We need a stable,
sensible environment.

That we have hearings on "proposed amendments" to "proposed regulations",
when those proposed amendments have long since taken effect by fiat and the
proposed regulations have been effective for years is, in itself, an indication of a
muddled state of affairs, that is not conducive to the kind of deliberate financial
management of which New Jersey is proud.

These proposed regulations have aborted our efforts in New Jersey to help finan-
cially distressed cities reduce their interest costs.

That result, which is so perverse and so clearly contrary to the urban rehabili-
tation efforts of all levels of government, was-I must assume-unintended and
unforeseen.

The fact remains, though, that the very communities in my state which are
most in need of financial relief have been denied the right to refund outstanding
debt at significant interest savings. That denial aborted a lengthy process which
involved a year of study, a proposal in the Governor's State of the State Message
in January, and the enactment of four pieces of legislation.

I'm not referring to advance refundings where high coupon bonds are used to
refund lower coupon debt. I'm talking about municipal issuers which were forced
to convert notes or meet other essential obligations by selling bonds during the
1975-T6 market crisis.

These cities and school districts sold bonds at exorbitant rates-9 and 10
percent; even 10% percent rates were recorded. In many cases, the issuer had
to sacrifice normal call provisions-giving up the opportunity to employ a straight
refunding issue when circumstances were right.

These issuers-and their taxpayers-are being penalized now by the sweeping
regulations on invested sinking funds. Our lawyers tell us that these regulations
are bad law, that they are unsupported by statutory authority. Applied to over-
taxed municipal issuers, they are certainly bad public policy.

34-369--78-89
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I would urge that the proposed amendments concerning Invested sinking funds
be withdrawn in light of their questionable legal base and their damaging Impact
on municipal finances.

As my written comments indicate, It Is my judgment that the amendments
affecting the treatment of administrative costs in yield computation and the
changed certification procedures are similarly ill-advised.

They have been formulated without proper regard for their market and finan-
cial planning consequences. For example, we have proposed a refunding of our
outstanding Sports Authority bonds with State guaranteed bonds. The plan re-
quires voter approval In November. We cannot rush to market to meet an arbitrary
September 1 date which was imposed in the middle of our work on this project.
And, we see no logical or legal basis for you to consider the costs of issuance as
arbitrage profits.

I would emphasize one other point made in my written comments. The process
that has evolved In recent years of publishing, without prior consultation, periodic
revisions of proposed regulations has had a pernicious effect on the municipal mar-
ket and has become a major obstacle to orderly public financial planning.

This immediate set of amendments announced with an effective date, appar-
ently chosen to comfort a few favored issuers, produced a run to the market In
such volume that some of our long-scheduled routine financings were adversely
affected. And, the September 1 deadline has produced another rush to refinance
anything that ever might conceivably be refinanced.

This kind of procedure confirms what the substance of the amendments al-
ready suggests--that these actions are being taken with insufficient knowledge of,
or regard for, their real impact. The remedy is more abusive than the pur-
ported abuses being addressed.

I would press upon you the need for a better procedure for a thorough, practical
and informed analysis of public policy regarding municipal finance.

The State does not believe that Congress intended when it adopted the arbitrage
bond provisions to force governmental issuers to secure the Treasury Depirt-
ment's prior approval to the Issuance of their bonds. But that is exactly what
will be accomplished in many cases by the combination of the proposed change
in the certificate procedure and the failure of the Proposed Regulations to provide
a comprehensive and comprehensible set of rules implementing the arbitrage bond
provisions. Nor does the State believe that the Inability of the Treasury Depart-
ment to prescribe clear rules for dealing with the relatively few abuse situations
justifies casting a pall on the tax-exempt status of all governmental issues
through an in terrorem device such as the artifice or device rule.

Whatever one's view may be of the constitutional basis for the tax-exempt
status of interest on governmental obligations, there can fie no question but
that restrictions on such tax-exempt status should be interpreted and adininis-
tered In a way that minimizes the potential for higher borrowing costs for
governmental issuers and disruption to the market for governmental obliga-
tions. Undisciplined regulation of governmental financings. such as that oc-
casioned hy the *May 3, 1978 revision of the Proposed Regulations. is just lhe
kind of Interference that justifies the position that any restriction of the tax-
exempt status of tax-exempt bonds violates the constitutional protection of the
independence of State Government.

The State of New Jersey urges that the proposed amendments to Prnnoed
Treasury Regnlationq sections 1.103-13, 1.103-14 and 1.103-15 be withdrawn
as promptly as possible, not postponed, so as to end the intolerable confusion
and the arbitrary, legally-unfounded intrusion into the financial affairs of State
and local governments.

STATEMENT OF A. H. SNYDER, JR., DALLAS, TEX.

I am 57 years old, a Professional Engineer and a moderately successful
business man.

The House passed tax legislation offers a little encouragement in starting to
remove tax inequities and features that discourage initiative.

Such encouraging changes are the raising of the surtax exemption for
business-making investment credit permanent-reduction in the maximum
capital gains tax-reduction in personal income taxes-exclusion of up to
$100.000 in capital gain on the sale of a home on a one time basis-removal of
minimum tax on capital gains.



? 1819

However, maximum rates are still excessive. For example, I worked very long
hours for over 20 years to build a business. Now that I am getting pay-off in
dividends, I am taxed at a higher rate than if I were getting paid in salary for
what I did. In addition, corporation taxes have also been paid before dividends
can be paid so that, along with all investors receiving dividend income, the
government is really taking me to tie cleaners.

The reduction in capital gains tax is almost negligible and would not be
enough to encourage me to take any appreciable risk of substantial sums. If you
win, the government takes the lion's share but, if you lose, the $3000 allow-
able capital loss deduction can result in a lot of years to deduct the loss so in
effect the government is collecting taxes on a person's loss.

Investment credit is nice and accelerated depreciation helps a little but neither
does much in compensating for higher and higher equipment replacement costs.

The one time exclusion on the sale of a home is nice unless, as one grows
older, the jump to retirement quarters is taken in more than one step and the
taxpayer is stung because the didn't make It in one as decreed by his government.

The biggest problem is that there has been no indexing for inflation and the
deficit financing of the Federal Government for so very many years has simply
resulted in the increase of income taxes in a geometric progression and Congress
has essentially shown no restraint in spending even more than the increases
in tax take.

The proposal to index capital gains for inflation in 1980 is commendable as a
start but it is interesting that Congress does not hesitate to slip in a little expost-
facto taxation when the shoe is going the other way as you did to me I" 17,A
but delay a just revision such as this.

It is sad when rules such as the standard deduction are set up as a political
expediency so that it is more advantageous for a couple to "live together" than
to get married-when such deduction gives those that do not give to charity or
make expenditures that enhance the economy money in their pockets. You can't
really believe that all of those good people give that much or pay that much inter-
est. It would appear that Congress encourages immorality and turning from char-
ity where each dollar does so much more than the government welfare dollar.

Te automatic "in contemplation of death" if a person is so unfortunate as to
die within three years of making a gift is a sorry commentary on the Federal
Government straining to get the last dollar even if unreasonable and unjust.
This is particularly true on the case of property given that grows in value if the
poor giver happens to be so unfortunate as to die within three years of the gift.

If Congress would exercise some discipline and cut out some of the fantastic
waste-and it is bull to deny there are not billions in lousy stewardship of the
taxpayers money-and get Federal taxation down to digestive levels, needed
confidence so necessary to the future, of the United States could be restored. It is
amazing what has been accomplished even in the face of Federal discouragement
of initiative but "Proposition 13" speaks loudly that government has gone way
too far.

STATEMENT OF THE TAXATION SECTION OF THE STATE BAR OF CALIFORNIA

These comments on the Revenue Bill of 1978 (H.R. 13511) are directed pri-
marily towards emphasizing the need for simplification of our income tax laws
and reflect a concern with the sometimes overwhelming complexity of existing
tax legislation, particularly in recent years. In addition, we have included a
number of comments relating to technical aspects of the legislation, comments
relating largely to draftsmanship. Thus the scope of our comments is limited
to areas In which lawyers are expected to have peculiar expertise; we have tried
to avoid comments on matters involving social, economic or political issues.

Complexity we believe. perhaps as much as any other factor Including inequal-
ity and high tax rates, threatens our self-assessment Income tax system. While
many provisions are admirable in concept, complexity may make them extremely
difficult to apply or even unworkable. As tax practitioners we dislike devoting
a significant amount of time and large amounts of taxpayers' money interpreting
needlessly intricate provisions. It is particularly distressing to both practi-
tioners and the public when, even after devoting the time and money, clear
answers cannot be elicited. Moreover, Internal Revenue Service personnel, par.
ticularly at lower levels, frequently are unable to deal with the complexitie.s
of the Internal Revenue Code, a fact which inevitably leads to poor and uneven
administration and even more taxpayer expense. We nevertheless recognize
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that some complexity is inherent in our income tax laws, and that Congress
must balance the need for simplification against many competing considerations.
Our comments emphasizing provisions which we believe unnecessarily complex
reflect an attempt to assist in this balancing process.

We have sought in the draftsmanship area of our comments to concentrate
on language which may be ambiguous or inconsistent and which creates the
uncertainties and potential disputes. Whenever possible we have recommended
substitutes or additional language.

The comments which follow are in the order of tho sections of the Bill.
Act § 112 (Code § 213)-While in concept the revision of the medical expense

deduction represents a simplification, additional complexity and uncertainty will
restilt from the two new definitions. The definition of "prescribed drugs" uses the
word "requires" with respect to the prescription but falls to say required by
whom. We suggest that a phrase such as "under applicable state of United States
law" be inserted in Act Section 112(b) (2) between the words "which" and
"requires." Also, "physician" is defined with reference to the Social Security
Act, a separate document, thereby not only incorporating the complexities of
that Act into the Internal Revenue Code but also adding significantly to the
burden of a taxpayer or practitioner trying to understand Code Section 213. The
-definition of "physician" should be self-contained, thereby eliminating an un-
necessary cross reference. We suggest: "The term 'physician' shall mean any
person licensed under the laws of a particular state or jurisdiction to issue
.prescriptions for medicine and drugs."

Act § 114 (Code § 85)-(1) We assume the revenue to be derived from taxing
unemployment compensation will be sufficient to justify the addition of an entire

'new Section 85 to the Code and the additional complexities it will impose on
relatively lower income taxpayers. However, we oppose this provision solely
from the standpoint of complexity.

(2) The cross reference "without regard to section 105(d)" is at best con-
fusing; if we understand the purpose expressed in the Report of the Ways and
Means Committee (page 48), the cross reference could be better expressed by the
words "including all disability income eligible for exclusion under Section
105(d)."

(3) Not only do we believe the section is in general poorly drafted and will
add complexity, we believe the rationale for the harsh treatment of married
taxpayers who do not file joint returns is vulnerable to criticism and difficult to
understand. We recommend that the exclusion limitation parallel the general
treatment of married taxpayers who do not file joint returns, namely, that they
be treated as separate taxpayers but limited to one-half of the maximum exclusion
that could be taken on a Joint return.

Act § 123-If more than one person who is an independent contractor partici-
pates in a deferred compensation plan, the deduction for compensation is allowed
only if separate accounts are maintained for each person. The tax treatment
is unclear under proposed Code Section 404(d) (2) if contributions are made to
a plan in which more than one person participates but where separate accounts
are not maintained for each participant. It would seem that the requirement for
separate accounts could be eliminated since if the amounts taxable to an Inde-
pendent contractor they should be deductible.

Act § 124-We oppose the provisions relating to "cafeteria plans" solely from
the standpoint of complexity and vague statutory language. These provisions,
which include some of the terms used In the qualified pension and profit-sharing
plan area and found in ERISA, will create difficult questions of interpretation
as well as many administrative problems and will present taxpayers with many
potential and costly dictputes. For example, the definition of "cafeteria plan" is
far from clear. One need not delve deep to conjure up factual situations where
it will be unclear whether an employer has a "plan" or whether "the participants
may choose" among benefits. Moreover, neither the Bill nor the Committee
Report sheds any light on how the various benefits (taxable and nontaxable)
provided under a cafeteria plan should be valued to determine whether a plan is
discriminatory. An obvious method would be to compare the cost of each type
of plan benefit, but other methods may be more appropriate.

(2) The provisions will create further uncertainty by extending the rules
relating to discrimination in favor of highly compensated employees to a new
area, rules which after many years are still the subject of extensive controversy
and uncertainty. Defining "highly compensated" employees under Code Section
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401(a) has always been very difficult, and we can expect the definitional prob-
lems to'be no less under proposed Code Section 124(a). Also, the reference con-
tained in proposed Code Section 124(g) (2) (A) (i) to "highly compensated par-
ticipants similarly situated" is undefined and ambiguous.

(3) While the larger employers will be able in most cases to deal with the
additional complexity by retaining and paying for competent professional advice,
we believe it would be a mistake to impose this sort of legislaton on those
smaller businesses which are not in a position to afford to comply or are under-
standably unwilling to pay for the cost of compliance.

Act § 201-(1) Since Subparagraph (I) of proposed Code Section 465(c) (3)
(A) requires an activity engaged in "by the taxpayer," it Is not clear that a part-
nership carrying on a trade or business will implement the at risk rules, at least
with respect to a partner who is not actively participating in management. We
recommend that the language be changed to "engaged in by any person."

(2) A provision should be added correcting a glaring deficiency in the Tax
Reform Act of 1976 in the correlation of losses disallowed under the "at risk"
rules of Code Section 465 and the reduction of the basis of a partnership in-
terest under Code Section 705(a) (2) (A) or of the basis of depreciable prop-
erty outside a partnership. Under present Code Section 465 as well as under
the proposed changes, there could be a basis reduction despite the disallowance
of losses. Thus if there was a $45,000 partnership loss, a one-third partner
is not permitted to deduct his $15,000 distributive share of the loss because of
Code Section 465, while the partner's basis of his partnership interest is never-
theless reduced by the disallowed $15,000 loss. If at the beginning of the next
year the partner sold his partnership interest, he could have an illusory gain
of $15,000. The problem is not confined to partnership. Thus assume an individual
is engaged in the trade or business of leasing Section 1245 property, that his cash
income exactly equals his cash expenses and that he has a net loss resulting
from depreciation. Assume also that the Section 1245 property was purchased with
non-recourse financing and that there is no amount "at risk." Any loss resulting
from the depreciation would not be deductible under Code Section 465, but
presumably the depreciation would nevertheless reduce the adjusted basis
of the Section 1245 property for purposes of gain or loss. Unless that depreciation
is restored to basis at the time the property Is sold, the taxpayer would have
Section 1245 recapture income even though the prior loss was never deducted.

In the case of partnerships interests the simplest solution to this problem
might be to amend Code Section 705(a) (2) (A) to provide that no basis re-
duction occurs for losses disallowed under Code Section 465 by adding the
word "allowable" before the word "losses." Or alternatively, a partner could
be treated as becoming at risk to the extent of gain realized on the disposition of
his partnership interest. With respect to assets outside a partnership, basis
provisions will have to provide that a loss disallowed under Section 465 will be
restored to basis for purposes of determining gain upon a sale.

(3) The aggregation principles in proposed Code Section 465(c) (3) (B) in
general appear to simplify the application of the at risk rules and yet protect
the provisions from abuse by use of the active participation in management
concept. However it is questionable whether these provisions will be useful when
the Internal Revenue Service is given the power to adopt regulations overriding
them. This delegation and reliance on regulations will create a long period of
uncertainty on the part of taxpayers and administrators and will generate sub-
stantial complexity by potentially requiring isolation of the various separate ac-
tivities that comprise almost any business. Even the possibility of regulations re-
quiring the segregation of the activities of a single business will require a well-
advised taxpayer to maintain a separate set of schedules, by activity, repeating
the concepts of basis, depreciation, recapture 'and capital gain for their at risk
basis as well as for their normal basis. To reduce the burden on businesses gener-
ally and the uncertainties of whether a particular business will be broken into its
separate activities, we oppose the road delegation to the Internal Revenue
Service.

(4) The extension of the at risk rules to all types of activities, when coupled
with the present definition of "amounts at risk", may make proposed Code Section
465 overly broad in its application. For example, an individual who borrows say
$10,000 from his family and adds his life savings of $5,000 for the purpose of
opening a book store, hardware store, plumbing business or the like, would only
be allowed to take deductions to the extent of $5,000. To make every sole proprie-
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tor and small partnership subject to the at risk provisions, especially in light of
the complexity of the rules and recordkeeping requirements, is inconsistent with
the concept of simplification of tax reporting. While the present definition
of "amounts at risk" worked when the section applied only to specifically
enumerated types of activities, activities generally thought of as tax shelter
activities, they do not fit well when applied to other types of businesses whether
tax shelter oriented or not.

(5) Additional complexity arises from the fragmentation concept in proposed
Code Secton 465(c) (3) (D). Separating the holding of real property (other than
real property used as living accommodations) from the incidental personal
property and services activities will involve difficult problems of allocation
and uncertain factual determinations. From the standpoint of simplificaton,
consderation should be given to treating all real property alike or to limiting the
application of the fragmentation rules to trade or business deal property.

(6) The language used in proposed Code Section 465(c) (3) (D) excluding
real property Is ambiguous. We believe the intent of the provision could be
better expressed by changing the language to rad "the construction, holding
or leasing of real property (other than mineral property), directly or indirectly,
for sale. rental, investment, or use In a trade or business."

(7) The at risk exception for "real property (other than mineral property)"
arguably excepts timber property. In Revenue Ruling 77-400, the Internal
Revenue Service held that timber property was not "mineral property" under
Treasury Regulations Section 1.612-3 (b) (3). while under Code Section 464 (e)
timber property is not "farming." This should be clarified in the Committee
Report.

(8) The recapture concept of proposed Code Section 460(e) is understandable
when read In the Committee Report, but the proposed statutory language is
difficult to track. It refers to gain being realized "If zero exceeds the amount
which the taxpayer is at risk in any activity at the close of any taxable
year. . . ." It is hard to imagine a situation where zero exceeds the amount
the taxpayer Is "at risk." If the taxpayer has withdrawn all of the amount
"at risk." his remaining amount "at risk" Is zero and cannot be less. The drafts-
man is trying to use a concept somewhat ike that of the negative capital account
in a partnership. but it will not work in this situation.

The word "not" should appear after "refund may" in the last sentence of
proposed Code Section 6501 (g) (1).

.4rt f 31.f (Code § 4R)-MI There is a possible inference from the uqe In nro-
posed Code SectJon 48(g) (1) (A) of the words "which has been rehabilitated"
that the rehabilitation must be completed before an Investment credit is allowale.
We believe the relationship between this provision and existing Code Secton
46(d) relatng to qualified progress expenditures needs to be clarified. If a build-
ing has been "rehabilitated" once, would Section 46(d) then be available with
respect to second or third rehabilitations? Apart from the Problems of Section
46(d). If a building were to be rehabilitated floor by floor with each floor placed
in service as completed, would the costs for each floor be elizIble for credit as
completed, even though the entire building was not rehabilitated in one year? If
intended, the section should be revised by adding a provision clearly permitting
application of Section 46(d) or permitting a credit each year on a piecemeal
renovation of a building.

(2) The use of the term "prior rehabilitation" In connection with the five-year
rule for proposed Code Section 48(g) (11 (B) Is nmbiguous. With respect to a
piecemeal hut continuous, planned rehabilitation of an existing structure, if a
credit is allowed prior to completion (for example by reason of Section 46(d)),
this provision literally could prevent a credit in a subsequent year. Also it is un-
clear whether the fire-year rule is intended to prevent rehabilitation of the
same area space within five years or is instead intended to mandate that an
entire building be rehabilitated In a single project? If intended. the section might
I-, clarified by providing that the five-year rule applies only to rehabilitation of
the same area space.

(3) The extent to which a building must be rehabilitated to be a "qualified
rehabilitated building" Is unclear. Would rehabilitation of one fior qualify or
must the entire building be rehabilitated? The Inference from proposed Code
Section 48(g) (1) (C) Is ambiguous since the provision could be Intended to make
clear that a "malor" rehabilitation is permissible or could be read negatively
as excluding minor rehabilitations.
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Act § 315-(1) While the Inclusion of the provisions relating to the targeted
jobs credit presents the broad issue of the use of tax credits, we oppose the
provisions solely on the grounds of complexity and administrative feasibility.
Will the Secretary of Labor be responsible for informing an employer whether or
not a particular individual qualifies as a "targeted group" member? If not, and
if the burden is to be placed instead on the employer, then proposed Code Section
51(c) will present an enormous obstacle to the employer's eligibility for the
credit, since it would first be required to consult the complex language of the
section and then make a determination whether the particular person seeking em-
ployment qualifies as a member of one of the categories included in the targeted
group.

(2) With respect to the definition of "hiring date" in proposed Code Section
51(c) (11), the day an individual is hired is frequently unclear. The definition
could be simplified by defining "hiring date" with the same language as is used
in computing qualified wages, that is, the day the individual begins work for the
employer."

Act § 336(b)-(1) We recommend that the words "tangible personal" be in.
serted after the word "depreciable" in proposed Code Section 179(c) (1) so that
the limitation determined with reference to the tangible personal property of the
taxpayer rather than all real and personal property. For example, it appears to be
both logical and proper for a taxpayer purchasing qualifying Section 179 property
to be entitled to the additional first-year depreciation allowance even though
he may have real property valued at more than $1,000,000. The use of the $1,000,-
000 adjusted basis standard for the assets of the taxpayer does not take into
account the different forms of leverage which different taxpayers might be
utilizing, and therefore could encourage those taxpayers who do not utilize lev-
erage while discouraging those who do.

(2) We also recommend -that the phrase "depreciable" in proposed Section
179(c) (1) be omitted and the phrase "section 179" be inserted, causing the
limitation to be on qualifying Section 179 property. It appears that any Section
179 property owned by a corporation would have been acquired after Decem-
ber 31, 1957, and therefore at the effective date of this section, any property
not included within this limitation would have to be more than 21 years old.
This alternative provides simplicity and maintains a symmetry of definition
within the specific Code section.

Act § 401-Q1) Repeal of the alternative tax for individuals is desirable from
the standpoint of simplification since it will reduce to some degree the com-
plexity both of the Code and of the tax computations necessary under present
law. A cosmetic improvement would remove the caption "Corporations" at the
beginning of Section 1201(a) ; no clarity is lost because Section 401(a) (3) of
the Act adds "for corporations" to the title of Section 1201.

Act § 02-(1) Since the untaxed half of capital gains represents overwhelm-
ingly the largest portion of tax preferences under present law, consideration
should be given to repealing the remaining tax preference provisions solely from
the standpoint of simplification. The disadvantage of the great complexity of
these provisions may outweigh the advantages of equitably imposing at least
some tax on taxpayers who might otherwise pay little or no tax and of
raising a minor amount of revenue.

(2) Paragraphs (10) and (11) of Section 57(a) of the Code should be
renumbered downward.

(3) The elimination of Code Section 57(a) (9) effective for "taxable years
beginning after December 31, 1978" creates some uncertainty in the case of an
Installment sale during 1978. Conceivably, capital gain realized In 1978 could be
treated as a, tax preference item on the theory that the law at the time of the
realization controls that determination, even though the gain is not recognized
and taxed until a subsequent year by reason of Code Section 453. Although the
Committee Report (page 120) states that gain reportable in years after 1978
will be taxed in accordance with the provisions of the Act regardless of when the
sale or exchange took place, it would be desirable to make clear, if this is what
is intended, that a determination of whether capital gain is a tax preference
item is to be made on the basis of the law in effect when the gain is recognized.

(4) To conform to the removal of capital gains from the list of tax preference
items, the use of the word "items" both times it appears in the last sentence
of existing Code Section 58(g) should be changed to the singular.

Act § 403-(1) To conform with general usage throughout the Code, we sug-
gest "1/" be replaced by the words "one-half."
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(2) We suggest the word "any" be inserted between "account" and "gain" in
proposed Code Section 59(c).

(3) The new paragraph to be added by Act Section 403(b) (1) should be added
as Section 5(a) (5) instead of Section 5(a) (6) ; Section 401(b) (2) of the Act
proposes to eliminate Section 5(a) (3) which is now a cross reference to the
alternative tax under present Section 1201 (b).

(4) In Act Section 403(b) (3) amending Code Secte'u 443(d), the words "(re-
lating to minimum tax for tax preferences)" should be inserted following "sec-
tion 56" in subsection (1) and the words "relating to separate minimum tax
on capital gains)" should be inserted following "section 59(a)" in subsection
(2). Also "each" should be inserted between the words "shall" and "be reduced
to."

(5) In Act Section 403(b) (4), we suggest striking out "subsection (b)" and
inserting in lieu thereof "this section" and striking out "items" and inserting
in lieu thereof "capital gains."

(6) In Act Section 403(b) (5), we suggest striking out "or by section 59" and
inserting in lieu thereof "against the tax imposed by section 59."

(7) In act Section 403(b) (6), we suggest striking out "section 56 or 59" and
inserting in lieu thereof "taxes imposed by sections 56 and 59."

Act § 404-(1) The indexing provisions would add considerable complexity
to the Code. It is unlikely that the average taxpayer could determine his taxable
gain from the sale or exchange of an "indexed asset" without the aid of a tax
return preparer, a result which we believe is clearly undesirable. Thus from the
standpoint of simplification, we oppose the Indexing concept. While the amend-
ments themselves are inherently complex, the draftsmanship is commendably
brief and straightforward.

(2) In proposed Code Section 1024(b) (1) (A), the inclusion as an "indexed as-
se"t of stock which "possesses most of the attributes of common stock" is vague
and unnecessarily ambiguous. Based on the Ways and Means Committee Report
(page 126), the statutory language could be improved by changing the reference
to read either "stock with respect to which no fixed dividends are required to
be paid by the issuer" or, as an alternative, "stock which is not preferred stock,"
permitting the regulations to define what is preferred stock (perhaps by refer-
ence to the definition In Code Section 247 (b) (2)).

(3) In proposed Code Section 1024(b) (1) (B) and (C), the limitation of the
term "Indexed asset" to certain stock, tangible personal property and real prop-
erty seems unnecessarily narrow in light of the explanation in the Ways and
Means Committee Report (pages 125-126) of its purpose. Many types of in-
tangible property are not monetary in nature in the same way that a savings
account or a bond Is, while stock, tangible personnal property and especially
real property are frequently collateral for loans used to pay the cost of acquisi-
tion, thereby calling for the very type of offsetting adjustment referred to in
the Committee Report for the advantage of inflation to the borrower. We believe
the purpose could be better achieved by excluding from the term "indexed asset"
those items of property which the law characterizes generally as hosess in ac-
tion"-the right to receive a fixed amount of money.

(4) In proposed Code Section 1024(b) (1) (C), the use of the term "real prop-
erty" as an indexed asset leaves ambiguous the treatment to be given to a lease-
hold. While common law referred to a lease as a chattel real and intended to
treat it as a species of personal property, the laws of many states now refer
to leases as interests in real property. Further clarification in the statute or at
least In the Committee Reports would be desirable.

(5) It appears that Subchapter S stock is excluded from the indexing pro-
visions for two possible reasons. One would be that it is unfair to allow indexing
where the basis of Subchapter S stock has increased substantially because tax-
able income has not been distributed. In other words, if the original basis were
small and it had increased over the years because the corporation has previously
taxed income which has not been distributed, the previously taxed income should
not be taken into account in basis. Perhaps the other reason for excluding Sub-
chapter S is that basis is constantly changing each year since it is reduced by
losqen and lnereaspd by undistributed taxable income, and indexing might there-
fore be complicated.

We suggost that both of these problems can be taken care of by including
Subchapter S stock as an indexed asset and providing that the basis to be indexed
is the lower of the original investment or the basis at the time of the sale. This
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would effectively exclude any increases in basis due to the corporation having
previously taxed income, and it would take care of reducing the basis In situa-
tions where the corporation had incurred losses. For example, if the original
investment were $25,000 and the corporation had three successive years of
other hand, if the original investment were $25,000 and the corporation had
three successive years of losses aggregating $15,000, the basis to be indexed
would be $10,000. On the other hand, if the original investment were $25,000 and
the corporation had previously taxed income of $50,000 (so that the basis is
$75,000), the basis to be indexed would be $25,000. Thus, the computation would
be very simple, negating any argument that to index Subchapter S stock would
be too complicated, and at the same time the computation does not give an
unfair advantage to Subchapter S corporations accumulating taxable income.

(6) In proposed Code Sections 1024(b) (2) (A) (iv) and (v), a "foreign cor-
poration"' is not included as an indexed asset in order, according to the Committee
Report (page 127), to prevent tax avoidance by incorporating non-indexed as-
sets, This purpose would be more precisely carried out if the exclusion were
limited to stock in a "foreign personal holding company (as defined in section
552)." Limiting the exclusion to foreign personal holding companies would then
parallel the next exclusion having a similar purpose-the exclusion of stock
In a domestic personal holding company. Also the exclusion of foreign corpora-
tions which are not personal holding companies fails to further the legislative
purpose since a domestic corporation w!kich is not a personal holding company
could be used Just as well to incorporate non-indexed assets.

(7) In proposed Code section 1024(c) (2), determination of the "applicable
inflation ratio" by reference to the OPI for the calendar months in which the
asset is acquired and in which it is sold provides a modicum of precision at
the expense of a substantial increase in complexity. The provision as proposed
requires the use of intermediate arithmetic which is probably beyond the ability
of the average taxpayer and which in any event should not be expected of tax-
payers. We prefer the less precise but more manageable ratio in Legislative Rec-
ommendation 1975-4 of the American Bar Association Tax Section, which keys
to the ratio which the CPI for December of the year of acquisition bears to the
ratio for"December of the year preoeding the year of disposition. One advantage
of this approach is that the instructions to Form 1040 published by the Internal
Revenue Service could readily be printed on time (without waiting for publica-
tion of the CPI for December of the taxable year) and could contain, in a single
table, the appropriate inflation ratio for all sales during the calendar year, ar-
ranged by the year of acquisition. The taxpayer would have to handle only a
single multiplication of his adjusted basis by the appropriate ratio rather than
calculating for himself the ratio to use and then its application to his basis. This
is no small saving in view of the likelihood that many assets will be comprised
of multiple basis segments (see, for example, proposed Code Section 1024(e) (1)).

(8) Referring to proposed Code Section 1024(e) (1) (A), while the desire to
reduce to a minimum the number of segments into which the adjusted basis of
a single asset must be divided is understandable, the term "a substantial improve-
ment to property" is ambiguous, and we believe a statutory definition, or at least
a safe harbor, should be provided.

(9) In proposed Code Section 1024(e) (1) (B), dealing with a substantial con-
tribution to or a reduction in capital, the reference to "the case of a corporation"
is confusing. It appears literally as though a reference is intended to assets owned
by a corporation, while the reference is probably supposed to be to a sale by a
shareholder of common stock of a corporation. We suggest the reference be
changed to read "in the case of stock."

(10) Clarification of proposed Code Section 1024(e) (1) (C) is needed where
the partial recognition of gain or loss occurs under Code Section 356(a) (1) since,
under Code Section 356 (a) (2), the gain may or may not be treated as a dividend
which should probably not be indexed.

(11) The "click in-click out" rule of proposed Code Section 1024(e) (2) (A)
reducing the ratio for periods during which an asset was not an indexed asset
might be interpreted, in view of the treatment of a sale of stock of a collapsible
corporation in proposed Code Section 1024 (b) (2) (B), to require a determination
as to what periods of time a corporation may have been collapsible under Sec-
tion 341(b) (1) of the Code. The Committee Report (page 130) indicates that
the type of situation in mind for the rule was a Subchapter S corporation and
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presumably it was not Intended to require a determination of periods of collapsi-
bility. The Code should make that intention unmistakable.

(12) Referring to proposed Code Section 1024(e) (2) (A), under the general
rule, no adjustment to basis is called for if an asset, at the time sold, has ceased
to be an "indexed asset" without later resuming that character. This seems to be
an unnecessary inequity which could be readily cured at this point in the statute.
Along the same lines, the intention appears to be that if an asset was not an "in-
dexed asset" at the time acquired, but later became one, the proper CPI to use
is not that stated in proposed Code Section 1024(c) (2) (B) but rather the one
for the month in which the conversion to "indexed asset" status occurs. This might
be explained In the statute, or at least In the Committee Report.

(13) The effect of the indexing provisions is to substitute a new basis for the
adjusted basis referred to in Code Sections 1001(a) and 1011. It would be ad-
visable to give the unwary taxpayer a bit of warning by adding to the cross refer-
ence in Code Section 1001(f) some hint that adjusted basis" may not be all it
seems. The wording of Code Section 1011 is inadequate for this purpose since
it tells where in the Code to find the adjusted basis, but not what to use in place
of it.
APPENDIX TO COMMENTS ON THE RENENUE BILL OF 1978 (I.R. 13511) ON BEHALF

OF THE TAXATION SECTION OF THE STATE BAR OF CALIFORNIA

SELECTED COMMENTS OF INDIVIDUAL SECTION MEMBERS

I. Sections 111-115- Itemized Deduction8
A. Section 11.-This section repealing the deduction for state and local taxes

on gasoline and other motor fuels, is probably justified on a pure simplification
basis. Surely all our efforts should be bent toward reducing the number of item-
ized deductions, translating these deductions into the amount allowed as a "stand-
ard deduction", and thereby increasing the number of taxpayers who will elect
to file a short form return.

B. Section 112.- (1) (a) This section Is adequately drafted.
(b) It is a step toward simplification as it eliminates the several categories of

medical expenses and their differing deductibilities.
(c) It Is a step toward complexity as it adds two new definitions to the Code-

"prescribed drug" and "physician"-without. I believe, any need to do so.
(2) The section might best do away with the deduction for medical, dental

and other expenses entirely. More and more taxpayers have their medical ex-
penses covered by insurance, through Medicare or Medi-Cal. through employer
paid health Insurance plans, or through insurance purchased by the taxpayers
themselves. It seems clear that the trend is toward more insurance on a national
level rather than less.

In any event, the proposed amendment to Section 213 is a typical tax writing
atrocity and should be substantially revised before enactment. I suppose that
simply referring to "prescription drugs" is not possible. Although the term would
seem to have a sufficiently specific meaning for the Internal Revenue Code, with-
out further definition. it Is always possible that people will start running to their
doctors for prescriptions for aspirin, Kotex or whatever. Nevertheless, the at-
tempted definitions go far beyond what is necessary. In the first place, defining
"physician" with reference to the Social Security Act simply imports the com-
plexities of that Act into the Internal Revenue Code and makes the Internal
Revenue Code subject to amendment every time they tinker with the Social Se-
curity Act. As a general rule, I think we should try to make the Internal Revenue
Code a self-sufficient code and do away with references to other laws whenever
possible. Secondly, the definition of "prescribed drugs" Is relevant only in the
sense that it uses the word "requires" with respect to prescription, but doesn't
say required by whom. For the foregoing reasons, I think the entire concept they
are driving at could be best handled by amending subsection (b) of Section 213
to read as follows:

"Limitation with respect to medicine and drugs.-An amount paid during the
taxable year for medicine or a drug shall be taken Into account under subsection
(a) only if such medicine or drug is insulin or is a drug or biological which, under
applicable State or United States law, requires a prescription of a physician for
its use by an individual."

(3) Unfortunately. an ambiguity arises In subsection (b) of the Section, "Defi-
nition (if Prescribed Drug". Generally, one of the Inherently complex aspects of
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the Code is its reference to other sections and subsections, often by way of limita-
tion, without setting forth the limitation directly. In the case of this section, the
term "Physician" is defined by reference to the Social Security Act [42 U.S.C.
1395X (r)J, a wholly separate document. It may be better to authorize regulations
which would track the definition contained within the Social Security Act.

(4) First, new paragraph (2) of subsection (e) of Section 213 inserts a new
definition "prescribed drug" into the code, in lieu of "medicine and drugs" which
was not defined except in the regulations. Treas. Reg. Section 1.213-1(e) (2). In
addition to insulin, prescribed drug includes any "drug or biological" requiring
the prescription of a "physician." Second while biological is not defined, physician
is defined by reference to the Medicare provisions of the Social Security Act. As
the term biological has not had previous usage in the Code and is not defined in
the Medicare provisions, it might be well to retain former language "medicine
or drugs" and limit these to items which require the prescription of a physician.
This will eliminate possible confusion as to whether a prescription item is a drug
or biological from both the taxpayer and the IRS point of view.

(5) The consolidation of the medical expense deduction into a single deduction
subject to the limitation of 3 percent adjusted gross income is a major simplifi-
cation for both taxpayers and the IRS. See Committee Report at 43. In addition,
the limitation of medicine and drugs to prescription items and insulin will further
simplify the computation and record keeping for individuals who must keep rec-
ords of minor remedies such as aspirin and other non-prescription medicines
which are purchased in numerous instances at a small expense. As alluded to in
the previous paragraph, the consolidation has added a complexity into the law
by incorporating a new definition both of "prescribed drug" and "physician." The
cross-reference to a Medicare provision excludes many professions presently con-
sidered under state laws as doctors (for example, in California, chiropractors
and specialists in acupuncture). To require an individual taxpayer to familiarize
himself with the definition of physician and then to determine whether the pre-
scrption is a drug or biological seems unnecessary. It is recommended that pre-
scribed drug be defined as "a medicine or drug which requires the prescription
of a physician." The definition of physician should in lieu of the reference to
the Social Security Act be defined as follows: "The term physician shall mean
any individual licensed under the lawi of the particular state or jurisdiction to
issue prescriptions for medicine and drugs."

B. Section 113.-(1) This section is adequately drafted and is a step toward
simplification as it eliminates the deduction alternative for political contributions.

(2) It is a simplification in one sense, although the increasing tendency to
grant credits represents an unfortunate trend insofar as further complexity is
concerned.

(3) The section Is clear enough on its face, but I wonder if the conforming
amendments are all inclusive. There appears to be no change in the tax credit
allowable for political contributions currently authorized in Section 41. Eliminat-
Ing the itemized deduction and leaving the credit removes a choice and simplifies
the handling of political contributions. It subtracts an option and possibly an
advantage from those who are able to itemize.

C. Section 11.- (1) (a) This section is adequately drafted.
(b) It is a step toward Increased complexity in the tax law as it adds two new

definitions to the Code-"base amount" and "unemployment compensation"-and
it establishes a formula for determining what percentage of unemployment com-
pensation Is to be included in the taxable income of the taxpayer. It could be
simplified by providing that all or some fraction of unemployment compensation
is includable. The formula approach may be Justified on policy grounds but will
add complexity to the preparation of income tax returns.

(2) The section provides for the taxation of unemployment compensation ben-
efits for taxpayers whose total income exceeds certain levels. I suppose there are
studies which show that a significant amount of revenue will be derived as a re-
sult of the enactment of new Section 85 of the Internal Revenue Code, but I
wonder if it is sufficient to justify having a new section and all of the concepts
involved. Furthermore, there seems to be a total inconsistency and unfairness in
proposed Section 85(b) because, as I read the section, a married taxpayer who
does not file a joint return Is penalized severely and I don't understand why this
should be so. Although it would be perhaps more complicated, I think it would
be better to have a base amount of $25,000 for any married taxpayer and require
the income of both spouses to be counted in order to see if the base amount has
been exceeded.
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(3) (a) The section gets low marks for clarity. I have several changes in form
'to suggest. I would rewrite the first paragraph as follows:

"(a) In general.-Gross income' includes unemployment compensation when
the sum of the adjusted gross income of the taxpayer and the unemployment
compensation exceeds the base amount. Include in gross income an amount equal
to the lesser of-

(1) the amount of the unemployment compensation, or
(2) one-half of the amount of the excess of such sums over the basic amount."
In plain language the rule should come first, then the condition or exception.

This is a more direct form than the proposed language which puts the weaker de-
pendent clause first. The word "when" is a little stronger than the word "if".

My suggested language eliminates the material in the parenthesis which I
found more confusing than clarifying. I spent too much time trying to analyze the
language "determined without regard to this section and without regard to sec-
tion 105(d)". I suppose determined without regard to this section means ad-
justed gross income is found without including unemployment compensation. If
gross income has not previously included unemployment compensation, what are
you adding by this phrase? While "without regard to this section" seems useless,
"without regard to section 105(d)" is outright confusing. By disregarding sec-
tion 105(d) are you eliminating disability income from adjusted gross income
entirely? I think the intent is to include disability income in gross income to the
same extent and under the same principles as section 105(d). If so, you are not
disregarding that section but incorporating it. If the term "adjusted gross in-
come" already includes the disability income concept outlined in section 105(d),
what is the purpose of mentioning it here? Who would be satisfied making a de-
termination under section 85 without checking back to the numbered section you
are told not to regard? If a reference is considered essential here, and assuming
I have correctly guessed the intent, I suggest this language instead-after "ad-
justed gross income" on line 5 page 23 insert "(which includes any disability In-
come includable in gross income under section 105(d) ) ".

Under paragraph (a) I have reversed the order of the amounts (1) and (2).
It reads more smoothly to have the reference to base amount just immediately
preceding the definition of base amount.

(b) I recommend some minor changes in the language defining base amount.
Paragraphs (2) and (3) under (b) are not really subordinates or exceptions to
paragraph (1). They appear to be three provisions of equal weight. Therefore
paragraph (b) could read:

(1) $20,000, or
(2) $25,000, in the case of a joint return, or
(3) zero, in the case of a taxpayer who is married at the close of the tax-

able year (within the meaning of section 143) but does not file a joint re-
turn for such year, and does not live apart from his spouse at all times dur-
ing the taxable year.

I removed the language "under section 6013". Why qualify the term 'Joint
return'? Are there joint returns other than under section 6013? If there were,
what is the reason for excluding them here? Is section 6013 mentioned to sug-
gest the notion of only one having income? If the mention of section 6013 Is
merely gratuitous, it should be omitted.

Lastly, I call attention to paragraph (b) (3) I have combined (A) and (B)
since they must both occur together. To separate them Is more confusing as it
suggests unrelated rather than concurrent conditions. The married taxpayers
who live apart from their spouses at all times during the taxable year will each
be able to use $20,000 as the base amount. Where does the married taxpayer who
lives apart from his spouse for part of the year fall? Apparently under (3).

(c) Zero under paragraph (b) (3) is a rather harsh alternative for married tax-
payers who do not wish to or cannot file a joint return, and who may have lived
apart most of the year. They are treated very differently from taxpayers who
may have lived together most of the year but are divorced at the end of the year.
The purpose of paragraph (b) (3) is to deny the benefit of $20,000 each to mar-
ried taxpayers who file separately, but some other amount would be more equita-
ble than zero. I'm not sure these classes of taxpayers raise constitutional ques-
tions. but they do at least raise equitable treatment questions.

I think the three categories in the definition of the base amount need some
further thought and possible exceptions. Not entirely divorced from economic
and political considerations, I cannot help commenting that periods of unemploy-
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ment bring added stress and increased marital breakdown. Not all couples have
the foresight to split on December 31. The poor taxpayer is unemployed and sep-
arated and now he will have to include all his unemployment compensation in
gross income if he cannot get his estranged spouse to sign a joint return. I pre-
dict that if enacted in substantially the same form, this provision will prove very
unpopular for more reasons than one would care to name.

(4) The amendment adds new Section 85 to the Code as an additional item
specifically included in gross Income. A key drafting problem faced in establishing
this provision was to define "unemployment compensation." Section 85(c) pro-
vides that for purposes of the Section unemployment compensation means any
amount received under a law of the United States or of a state which is in the"nature of unemployment compensation." This definition is rather vague. How-
ever, its necessity Is explained In the Committee Report. Historically, there has
been no specific provision in the Code excluding from gross income unemploy-
ment compensation benefits. However, since 1938 the IRS has consistently ex-
cluded such payments if made under a government-sponsored as opposed to a
private plan.

I believe the drafting ambiguity is substantially eliminated by the Committee
Report (pp. 48-49) which expands on the definition and incorporates references
to prior rulings. It is recommended that the Treasury regulations under this sec-
tion Incorporate the definitions in the Committee Report in order to avoid any
subsequent ambiguity.

(5) While not a problem in the draftsmanship, which is clear, the provisions
designed to tax benefits in excess of a certain amount may result in an additional
confusion with respect to married taxpayers filing separate returns. The pro-
visions as drafted provide that the amount of unemployment compensation
included ih income will be limited to one-half of the excess of the sum of the
taxpayer's AGI, unemployment compensation and excludable disability income
over the taxpayer's "base amount." The "base amount" or exclusion is $25,000.00
in the case of joint returns and $20.000.00 in the case of all other individuals
except married individuals filing separate returns who are living together. The
operation of the exclusion limitation on a joint return is set out in the following
example from the Report:

The operation of these rules may be illustrated by the following example.
H and Wi are married taxpayers. He is disabled and receives $4,500 of dis-
ability income of a type eligible for exclusion under section 105(d). W works
for part of the year and earns $20,000, but is laid off and receives $5,000 in
unemployment compensation under a government program during the re-
mainder of the year. H and W file a joint return. Their income including
disability income and unemployment compensation is $29.500 (the sum of
$4,500 disability income, $20,000 salary, and $5,000 unemployment compensa-
tion). The excess of $29,500 over their base amount, $25,000, is $4,500, and
one-half of the excess is $2,250. Accordingly, $2,250 of W's $5,000 of uneni-
ployment compensation is included in adjusted gross income and the remain-
ing $2,750 Is excluded.

A problem develops when applying the same rules to two married taxpayers
filing separate returns. In the previous example, the filing of such separate
return would result in the entire $5,000.00 of unemployment compensation being
included as income. This then creates a "tax trap" for the married taxpayers
who file separate returns. While often such filings are the result of particular
tax planning, they may result in many cases from a mid-year separation of the
parties not followed by divorce effective before the end of the taxable year. In
such cases, the parties are often faced with the practical inability of having
the other spouse join in a joint return or unaware in a circumstance where
unemployment compensation is received of the potential tax trap. It is recom-
mended that the exclusion limitation should parallel the general treatment of
married taxpayers who do not file joint returns, namely that they are treated a.
individual taxpayers but limited to one-half of the maximum exclusion that
could be taken on a joint return. This would avoid both complexity and confusion.
If. Sections 121-125-Deferred Compensation

A. ,crtion 121.-(1) The provisions purporting to deal with the deferred com-
pensation plans are, in my opinion, ambiguous and fall to resolve the problems
that currently surround the Non-Qualified Deferred Compensation area. Proposed
Code Section 457, as presently drafted, fails to deal with the whole area of non-
qualified deferred compensation for It Is only a piecemeal approach to the subject
matter. Numerous references to the concepts of Code Section 83 are made, while
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Code Section 83 property is deemed excluded from the Section 457 rules. The
term "substantial risk of forfeiture," although incorporated into the new statute,
does not encompass the entire definition that surrounds it in Code Section 83.

(2) The term "otherwise made available" has presented numerous problems
since it gives the Internal Revenue Service considerable flexibility as to when
property or funds are deemed made available to the participant. In my opinion, a
definition of this term should be implemented or else the term should be deleted
all together. One of the major goals of the present administration is to clarify
our tax laws so that the average person can better understand them. I'm afraid
that this aim is not met by the present section which would further complicate
our tax laws and make them less understandable.

(3) The term "unforeseeabIe emergency" which is to be defined by Internal
Revenue Service is another example of a broad term that can have numerous
interpretations and leaves the Service with ample flexibility to challenge an early
distribution.

B. Section 12..-(1) Proposed Code Section 124(g) (3) sets forth a "safe
haven" rule for purposes of determining whether the plan's eligibility provisions
are non-discriminatory. Proposed Code Section 124(g) (3) (B) makes reference
to "years of employment with the employer or employers maintaining the plan
as a condition of participation in the plan .... " (Emphnsis added). With respect
to qualified plans, similar provisions regarding eligibility requirements are ex-
pressed in terms of "years of service". In the qualified plan area, the Regulations
set forth lengthy and complex definitions of "years of service". If the use of the
term "years of employment" here (rather than "years of service") is intentional,
hopefully the intent is also to depart from the tortuous definition of "service"
used in the context of qualified plans in favor of a simpler and more easily ad-
ministered and comprehended definition of "years of employment". Also, the
rules in proposed Code Section 124(g) (3) (B) (ii) (setting forth mandatory
entry dates for cafeteria plans) are simpler and would be more easily admin-
istered than the entry date provisions applicable to qualified plans.
III. Section* 2O1-2l12-Tax Shelter Provisions

A. Generally, repeal of the last two sentences of Code Section 704(d) is an
excellent start. Many almost insurmountable interpretative problems and anom-
alies will be eliminated, e.g., whether "personal liability" under Code Section
704(d) is synonymous with "at risk" under Code Section 465, as legislative
history suggests, despite the difference in wording; the meaning of "principal
activity"; and the fact that Code Section 704(d) applied to general as well as
limited partnerships despite the unlimited liability of general partners. Further,
the proposed amendment would eliminate post-1976 Reform Act shelters such as
books, master recordings, coal, gold, uranium, and research and development,
and would apply to shelter partnerships that avoided Code Section 704(d) by
election out under Code Section 761.

B. There is added complexity under the proposed recapture provisions, but
they close a truckhole, i.e., use of recourse loans, subsequently becoming nonre-
course, to provide temporary "at risk" amounts for deduction of losses.

C. The aggregation rule of proposed Code Section 465(c) (3) (B) is excessively
complex and raises several interpretative problems, e.g., "trade or business",
"actively participates In the management", "losses... allocable". Does the latter
phrase require that the allocable losses have substantial economic effect? Also,
the proposed rule would permit an individual to aggregate non-Section 465(c) (1)
activities, and to treat Section 465(c) (1) activities separately: yet would apply
the converse rule to limited partnerships, where Section 465(c) (1) activities
of the same type may be aggregated under present law but non-Section 465(c) (1)
activities would generally be segregated. This inconsistency appears on the face
of the statute. Moreover, it appears that the Commissioner by regulation may
override the aggregation rules under new Section 4115(c) (3) (C), so why have
them in the first place? Generally, requiring partnerships to segregate activities,
while eliminating the offsetting of non-at-risk losses with income from other
partnership activities, raises complex allocation and tax reporting problems.

D. The real prope-ty exception of paragraph (D) Is poorly drafted. The "hnld-
ing of real property" language arguably covers lessees, and the words "for sale
or rental" would clear up this amhizuitv. Also. why permit inclusion only of
personal property and services incidental to living accommodations? Are mnn-
.corrial services and personal property incident to the rental of commercial and
industrial real estate to be excluded from the exception? This limitation should-
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be eliminated, perhaps by Incorporating the perhaps by incorporating the phrase'activities that relate to the holding of real property for sale or rental", as per
the 1977 Technical Corrections Act.

E. Recapture regulations and legislative history should make clear that at
risk amounts are reduced by, among other things, the repayment of a recourse
loan, a shift from recourse to nonrecourse liability, and partnership distribu-
tions in excess of at risk amounts. Also, the at risk amount should be restored
to zero when negative at risk amounts are included in income. These are
technical complexities that can be covered by regulations, but are necessary to
a proper working of the statute.

F. The effective date rule for recapture is retroactive, i.e., pre-1979 negative
at risk amounts are taxed in 1979. This may be justifiable as clarification of
existing law, but perhaps further thought should be given the problem.

G. There is no transition rule for post-1978 at risk activities, as per the 1976
Reform Act, which provided that pre-1976 losses should be treated as first re-
ducing that portion of basis attributable to amounts not at risk. The same rule
should apply here.

H. The amendment of Section 465(a) applies "at risk" only at the partner
level, rather than at both partnership and partner level as is arguably the
case under present law. This is a helpful and fair clarification, but in case of
Subchapter S corporations, both corporate and shareholder "at risk" accounts
are examined. Is this intended? If so, is it equitable?

I. Is a taxpayer's "at risk" account transferable? Are suspended losses not
allowed on disposition of a partner's interest allowed to the transferee partner?
The better rule is to extinguish the suspense account, as per previously expensed
income under Subchapter S provisions.

J. The Internal Revenue Service should promulgate regulations providing
that suspended losses allowed in subsequent years retain their character (as
IDC, interest, depletion, accelerated depreciation) in the year of deduction;
similarly with respect to the new recapture rule. Deductible and non-deduc-
tible portions of particular items should be determined on a pro rata basis, as
per the House Committee Report in 1976 Act.

K. There is an inconsistency between permitting at risk to the extent of basis
of property contributed to the activity (Section 465(b) (1) (A)) and the fair
market value of property pledged as security for borrowings used in the ac-
tivity (Section 465(b) (2) (B)). The statute should arguably permit the
value of contributed property to he counted as at risk. Also, regulations should
not permit taxpayers to get a fresh start by substituting higher-valued collateral
for property originally pledged.

L. The flat disallowance of borrowings from related and interested parties
(Section 465(b) (3)) is too severe, especially if an analogy to Section 265(2)
rules is intended. A better rule would be to establish a rebuttable presumption
that such borrowings are not at risk, or give the Commissioner broad authority
to promulgate regulations determining when the rule is applicable. Proposed
Section 465(c) (3) (E) permits such regulations only with respect to post-1978
non-Section 465(c) (1) activities, and hence discriminates against Section
465(c) (1) activities. This is probably an oversight. Flat disallowance has an in
terrorem effect even in situations where personal liability is clear.

M. The Section 465(c) (2) flush language should be amended to make clear
that in the case of a partnership only activities of the same type may be ag-
gregated, as per the Joint Committee Staff General Explanation. p. 38.

N. This section is amended to reflect the concept of a "federally registered
partnership." The result Is to extend the statute of limitations to a four year
period and to aid in the administrative functioning of extensions of the statutes
of limitations with respect to same. Our subcommittee believes that the defini-
tion of a federally registered partnership is ambiguous since it is not always
clear whether a partnership is required to be registered with the Securities and
Exchange Commission due to the uncertainty of the applicable exemptions. It
also believes that the benefits of allowing general partners to function with the
service far outweigh the burden of a four year statute of limitations and there-
fore recommended that the statute be extended to all partnerships. If the statute
is not extended to all partnerships, there are two alternative recommendations
for the definition of a partnership subject to this section:

Recommendation No. 1: Merely require any partnership with more than
"n" number of partners (for example, more than 10 partners) to be subject to
the provisions of subparagraph q; or
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Recommendation No. 2: Replace proposed Section 6501(q) (4) (A) and (B)
with:

"(A) Interests which have been offered for sale at any time during such
taxable year or a prior taxable year pursuant to any offering registered under
the Securities Act of 1933, as amended, or

(B) Which, at any time during such taxable year or a prior taxable year, was
reporting pursuant to the requirements of the Securities and Exchange Act of
1934, as amended."

0. There should be a mechanism whereby a partner can notify the Com-
missioner in his individual capacity that he is a partner in a partnership and
thereby start the statute running as to him. As proposed Section 6501(q) is
now drafted, if the general partner in a limited partnership fails to file a return,
there is nothing the other partners can do to start the statute running. By
notifying the Service of the name and address of any partnership (and the
general partners thereof) of which he is a partner, an individual should be
able to start the statute running. Otherwise he has no protection against either
an inadvertent or a willful failure to file by the general partners.

P. I conclude this period of studying the "at risk" provisions of H.R. 13511
with a feeling of some dismay. The Code is being made excessively complicated
to take care of the abuse of deductions in excess of the amount invested in
property or the amount which the taxpayer is truly "at risk". The suspended
deduction (which reduces the adjusted basis of a partnership interest and re-
duces the adjusted basis of depreciable property) of a loss in excess of the
amount "at risk" and the recapture of previously allowed losses when the
amount of risk is reduced "below zero" certainly do not make life any easier.
Perhaps some brand new thinking needs to be done with a different approach
to the problem. One approach would be to deny basis for that portion of the
purchase price of property (whether a partnership interest or Section 1245
property) which are represented by nonrecourse debt. This has its own special
set of complications but perhaps are not as great as going along the route of
suspending the deduction of an amount because in excess of the amount "at
risk". It is not an easy problem and the solution of the 1976 Act and of the
1978 Bill are not neat and simple.
IV. Section 314-Investment Tax Credit

A. A "qualified rehabilitated building," with regard to which rehabilitation
expenditures are allowable. must be a building "which has been rehabilitated."
(Section 48(g) (1) (A) ). This definitional provision suggests that the reha-
illitation must be completed before the investment credit is allowable for the

expenditure. If this were the case, Section 46(d) (permitting investment credit
on qualified progress expenditures prior to completion of Section 38 property)
will not apply to rehabilitation expenditures. However, if the building "has been
rehabilitated" at least once before a second or third rehabilitation with regard
to which a credit is to he taken. then literally Section 46(d) would apply to the
second or third rehabilitation. Viewed differently, if a building were to be re-
habilitated floor by floor (while still occupied) with each floor placed in service
as completed, would the costs be eligible for credit as completed, even though
the entire building is not rehabilitated in one year? I am not sure what the
statutory intent is on either subject, but the section could be easily clarified
by an additional provision which clearly permits application of Section 46(d)
or a credit each year on a piecemeal renovation of a building as the floors are
placed in service.

B. In defining a "qualified rehabilitated building," Section 48 does not make
clear the extent to which a building must be rehabilitated in order to qualify
for the credit. Would rehabilitation of one floor qualify or must the entire
building he rehabilitated? There is some indication that the latter is the case,
since Section 48(g) (1) (6)) states that where there is a separate rehabilitation
of a major portion of a building, such major portion shall be treated as a
"separate building." One reason for the provision would be to make sure that
such a "major" rehabilitation qualified, i.e., absent enactment of Section
48(g) (1) (D), there would be an argument that a building is not rehabilitated
unless the entire building is rehabilitated (at least if the building has not been
completely rehabilitated once before in the past). It seems to me that there
should be some clarification as to the intent, such as a provision which defines
a "qualified rehabilitated building" as one with regard to which rehabilitation
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expenditures are incurred or one which is "completely" rehabilitated in sub-
stantial part, depending upon the purpose. As an aside, I see a tax trap (or tax
planning device, as the case may be) if only the rehabilitation of a major portion
qualifies. Arguably, if the remainder of a building is rehabilitated a few years
after the major rehabilitation, that remainder would qualify for the credit be-
cause if the major portion is a separate building the remainder of the building
is likewise a separate building which will have been renovated in its entirety
or, alternatively, the entire building will have been completely renovated and
therefore the remainder will qualify. If the reverse were the case (a minor
rehabilitation followed by a separate major rehabilitation) there would be no
argument that the first rehabilitation qualified.

C. Section 48(g) (1) (B) does not permit rehabilitation expenditures to
qualify unless there is a five-year lapse between the present rehabilitation and
the date the building was last placed in service in connection with a prior
rehabilitation with respect to which a credit was allowed by reason of Section
48(g) (1) (C). I would assume that if qualified progress payments were allowed
in one year under Section 46(d), the next year's portion would be disallowed
under Section 48(g) (1) (B), since the rehabilitation would be a "present" not
a "prior" rehabilitation. Similarly, on a piecemeal but continuous planned
rehabilitation of an existing structure, Section 48(g) (1) (B) would not prevent
use of the credit in the year succeeding the year a credit might be taken for the
first completion (assuming that the building would receive a credit before it
is complete). Some clarification would be helpful, for example, by stating that
Section 48(g) (1) (B) has no application to a rehabilitation which is "in prog-
ress." On a different subject, is this Section 48(g) (1) (B) intended to prevent
rehabilitation on the same area space unless a lapse of five years occurs or is
it intended to mandate that an entire building must be rehabilitated in one
planned development? I might add here that If the latter were the case Section
48(g) (1) (B), that defines a major portion of a building which is rehabilitated
as a "separate building," might permit a separate minor portion rehabilitation
to qualify even if within five years, provided the rehabilitation succeeds the
major portion (but not if It precedes it), since the rehabilitation of the minor
portion arguably is the rehabilitation of a separate building with regard to
which no prior credit was taken. This whole issue could be resolved by merely
providing that the same area space may not be rehabilitated more than once in
a five-year span.

I believe the question is whether the legislation is intended to encourage only
complete renovation, planned in advance. I see no logical reason as a policy
matter that this should be the case. I recognize, of course, that the credit is
a compromise over the obvious alternative of permitting an investment credit
for new buildings, a politically unsatisfactory solution for the present time.
Thus, perhaps, the desire is to limit the credit as much as possible by providing
for its application only to complete rehabilitations. If this is the case, the statute
should so state.
V. Section S15-Targeted Jobs Credit

A. Subsection (b) of Proposed Code Section 51 presents no difficulties with
reference to the language Itself. However, it does raise a number of outside
questions:

1. What Incentive is provided under proposed Code Section 315 after the
Initial two-year credit period to prevent an employer from discharging a
qualified individual after having taken advantage of the Section 315 credit?
Is any type of recapture or penalty provision to be provided for such a
situation?

2. Suppose an employer hires a qualified individual, takes advantage of
the credit, discharges the individual, and then rehires the same individual
later. Is the employer once again entitled to make use of the two-year credit
for the rehired, qualified individual?

B. The definitions of the "targeted group" members set forth In Subsection
(c) do not appear to be ambiguous. I do, however, see possible administrative
difficulties inherent In the determination of whether an individual fits within a
targeted group. Subsection (c) seems to imply that the burden of determining
whether an Individual is a "targeted group" member will be placed on the Sec-
retary of Labor or some other designated body. Will the Secretary of Labor
be responsible for informing an employer whether or not a particular individual
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qualifies as a "targeted & oup" member? If the Secretary of Labor is respon-
sible for making such a determination, one wonders what procedures he will
initiate in order to make certification a simple procedure that will not cause
undue delay in the employer's decision to hire a particular individual.

C. In Subsection (g) (1) (A), the language contained in the first four lines
is confusing. Perhaps it would be more easily understood and accomplish the
same objective by phrasing the provision in an alternative manner: "If more
than one-half the services performed by any employee for an employer during
any day period . . . taken into account with respect to any year constitute
agricultural labor .. ." Note, though, under my proposed language, the applica-
bility of Subsectiont (g) (1) (a) would be based on "one-half the services per-
formed" rather than on "one-half of any pay period."

VI. Sections 881-334-Subehapter S
A. The amendments to the Subchapter "S" provisions on the whole are con-

else, clear and very beneficial to taxpayers electing Subchapter "S" status.
B. Under Section 333. the time for electing Subchapter "S" status, in my

opinion, should be liberalized to call for the filing at any time within the taxable
year of the corporation including extensions for filing granted by the Service.
Thus, shareholders could elect Subchapter "S" treatment provided they file the
election within the time called for the filing of the income tax return and exten-
sions thereof. This rule would be much clearer and easy to administer than the
75-day rule. It would also cut down on the language of the Subsection since
the results stemming from a late filing would not be necessary.
VII. Sections 401-407-Capital Gains

A. Section 401.-This section seems well drafted. The repeal of the alternative
tax on net long-term capital gains has the desired virtue of reducing In some
minor degree the complexity of the Code provisions dealing with capital gains.
In addition, this proposal is progressive In that it takes away a benefit currently
enjoyed only by those noncorporate taxpayers whose income Is subject to mar-
ginal tax rates exceeding 50%. Accordingly, I believe Section 401 should be
endorsed In its present form.

B. Section 403.-(1) Proposed Section 59 introduces yet another-and per-
haps superfluous-definitional concept into the Code-the "regular tax." In the
interest of tax simplification, it is recommended that the proposed Section 59(a)
be enacted to read as follows:

(a) General rule.-In the case of a taxpayer other than a corporation, if-
(1) 10% of an amount equal to (A) one-half of the net capital gain

for the taxable year, reduced by (B) $10,000, exceeds;
(2) The net tax liability of such taxpayer computed without regard to

this part, part VI and the taxes imposed by sections 72(m) (5) (B), 402(e),
and 408(f) for the taxable year, then there is hereby imposed (in addition
to such tax liability) a tax equal to the amount of such excess.

By redrafting proposed Section 59(a) in the foregoing manner, the necessity
for proposed Section 59(d) is minimized, and indeed would be obviated were the
following language added to proposed Section 59 (e) :

"... nor shall credits under sections 31 ,39 and 43 be allowable in computing
a taxpayer's net liability for purposes of paragraph (a) (2) hereof."

(2) It is difficult to understand the reasoning behind computing a taxpayer's
regular tax liability without regard to the taxes imposed by section 72(m) (5)
(s), 402(e) and 408(f). While such taxes are, in effect, taxes on "special
events," calculating the Section 59(a) (2) tax without regard to such taxes, has
an excessivly punitive effect, which may not have been intended at the time of
their enactment.

(3) The title of Part VII should be amended by striking out "separate" and
inserting the word "alternative." This conforms with the language of the Com-
mittee Report accompanying the Bill and highlights the fact that this tax applies
only if it exceeds the taxpayer's regular tax liability.

(4) It is noted that the credit under Section 32 for withholding on non-
resident aliens and on tax-free covenant bonds is nnt removed from the list of
credits which reduce "regular tax." It appears the payor of such a withholding
tax could have a net capital gain, and ought to get credit for the tax against
the separate minimum tax, Just as he does against the existing minimum tax
on tax preferences (of. Section 56(c) ).

C. Section 404.-(1) With regard to the definition of indexed assets under
section 1024(b) (1), subparagraph (A), which presently includes as an indexed
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,asset "stock which is common stock or possesses most of the attributes of com-
won stock," is vague and should be changed to read "stock with respect to which
1o fixed dividends are required to be paid by the Issuer." The definition would
then be consistent with that found in the Report of the House Committee on
Ways and Means (page 126). This suggested change is based on the strong con-
viction that practitioners working with statutes should not be forced to rely
on legislative history for basic definitional terms and that the statutes and the
regulations thereunder should be so clearly drafted as to speak for themselves.

(2) With respect to the exclusion of certain property from the definition of
"indexed assets," exclusions which are found in proposed Section 1024(b) (2),
it is noted that the explanation contained in the Committee Report for the ex-
clusion of stock of a foreign corporation is based on an attempt to prevent per-
sons from placing non-indexed assets in a foreign corporation and receiving an
inflation adjustment for those assets by selling their stock in the foreign corpora-
tion at a later date. It is not clear either (I) why use of a domestic corporation
could not accomplish the same end or (ii) why the exception is necessary in view
of the fact that shareholders of a foreign corporation which itself holds indexed
assets can receive the benefit of Indexing on the sale of those assets where pro-

- ceeds are distributed to shareholders. Finally, the relationship between proposed
Section 1024 and Section 1023 (relating to carryover basis) appears on its face
unclear and will doubtless be confusing to practitioners already grappling with
the intricacies of Section 1023. Accordingly, in line with the Committee Report
(page 128), it is suggested that proposed Section 1024(e) (1) (A) be amended
to add at the end thereof: "including without limitation, the aggregate of any
carryover basis adjustments made pursuant to section 1023."

(3) Section 404 is clearly the most controversial of the capital gains provi-
sions. Apart from Section 415(d) (relating to cost-of-living adjustments to con-
tribution limitations in the case of qualified profit-sharing and pension plans),
Section 404 would introduce the concept of "indexing" into the Code for the
first time. The section would add considerable complexity to the Code so that
the determination of taxable gain from the sale or exchange of "Indexed assets"
would become extremely difficult, a clearly undesirable result.

(4) Indexing could arguably be beneficial to the economy by encouraging
taxpayers to liquidate investments which they might otherwise feel looked into
by reason of the existence of a large "paper gain" resulting primarily, if not

*exclusively, from inflation. If Congress wishes to encourage taxpayers to dis-
pose of capital assets more readily so that savings can be invested more pro-
ductively, it has available a simpler and equally effective mechanism, i.e., re-
duction of the rate at which capital gains are taxed. Inflation is one reason which
justifies capital gains rates which are lower than the tax rates imposed on ordi-
nary income. Hence, the bill's introduction of indexing with respect to capital
gains coupled with its concurrently reducing the maximum capital gains tax
rate applicable in the case of noncorporate taxpayers from a maximum of
49.12 percent, In general, to a maximum of 35 percent, in general, seems to con-
fer a double benefit on those who have capital gains.

(5) In its present form, Section 404 Is unfair in three respects. First, It limits
the availability of indexing to those taxpayers who have capital gains, generally
the most well-to-do, while it denies the use of indexing to those who have ordinary
Income but no capital gains. Second, Section 404 also unfairly discriminates be-
tween two investors similarly situated where one invests in corporate stock, an
Indexed capital asset, while the other invests in a debenture. Thus, the Section
may have a significant impact on the capital markets by encouraging equity invest-
ments while discouraging debt investments. Congress should focus carefully on
what the impact of Section 404 may be and whether It is desirable. Third, as
drafted, the term "indexed assets" would include corporate common stock but
would not include stock in a Snbchapter S corporation or a partnership interest.
This seems to confer an unfair benefit upon corporations and may result in
many entities either Incorporating or revoking Subchapters S elections solely for
the purpose of benefiting from indexing. There is no readily apparent social benefit
to be. gained from business entities operating as corporations as opposed to part-
nerships or Subchapter S corporations, hence It is questionable whether Section
404 should encourage this development.

(6) While Section 404 would add considerable complexity to the computation
-of capital gains with respect to indexed assets, It would not result in a taxpayer
reporting his true economic gain or loss as a result of the sale or exchange of
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the indexed assets. This follows from the fact that (i) there Is no deflation
adjustment if the Consumer Price Index decreases and (ii) there Is no con-
sideration given to the fact that an asset may have been purchased on credit
and thus paid for with inflated dollars over time.

(7) There seems little justification for adopting Section 404 in its present form.
As discussed, the principal objective of Section 404 could be substantially realized
by simply lowering the capital gains rates if such objectives are deemed appro-
priate. Moreover, in view of the fact that Section 407 of the Bill specifically
directs the Secretary of the Treasury to submit a report on the effectiveness of
the changes in the tax treatment of capital gains, I suggest (I) that this report be
expanded to specifically focus on the impact which indexing might have through-
out the economy, including the likelihood that it will add further fuel to the
inflationary fires and (ii) that any further action on this subject be deferred
until Congress has had the opportunity to review this report.

(8) As a cosmetic matter, it would be desirable if the Senate Finance Com-
mittee Report commented that a "taxable transaction" includes one where gain,
or loss would have been recognized if any were realized, but where none is realized
because the indexed basis exactly equals the sales proceeds. The same problem
arose in the interpretation of Code Section 355(b) (2) (C) and is, so far as is
known, unanswered to this day.

(9) While the Committee Report makes it fairly clear that no separate adjust-
ment is necessary for depreciation, the statutory language of proposed Code
Section 1024(e) (1) (D) is sufficiently vague that some future Treasury Depart-
ment may be encouraged to insist that depreciation may be separately treated it
it will increase the revenue to even the slightest degree. Either an express nega-
tion of any such desire or a tightening up of the statutory "all other cases"
language would be desirable.

(10) Proposed Code Section 1024(e) (1) (C) appears to be improperly drafted
when, in referring to transactions resulting in partial recognition of gain, it
requires that the recognized gain or loss be attributed to some portion of the
asset. The intent-to treat separately an amount representing the recognized
gain-is clear, but the recognition of gain does not relate to a particular portion
of the asset disposed of or acquired in exchange. Thus, in an exchange under
present Code Section 1031, the receipt of boot triggers recognition of some or
all of this realized gain in the asset being exchanged, but the gain to be recognized
cannot be directly related to some specific portion of the asset. Presumably, the
gain to be recognized will be reduced by indexing a pro-rata portion of the
asset's adjusted basis and recomputing t .r realized gain now being recognized,
but this should be made clear in the statute.

(11) Treatment of transferred or substituted basis for the assets acquired in
these types of transactions should also be specifically dealt with in the statute,
to clarify, for example what the step-np for recognized gain will be
be under Code Section 1031(d) and whether the amount of that step-up will
be deemed a substantial Increase in investment or substantial improvement for
purposes of indexing the adjusted basis of the new asset. Although proposed
Code Section 1024(a) provides that the indexed basis Is to be used only for de-
termining gain or loss on the transaction and for no other purpose, It is unlikely
that it was Intended to Ignore the impact of the use of that indexed basis on
other applicable sections, especially in view of the reference in the House Report
(p. 131) to the use of the inflation adjustment in determining the amount of
ordinary income under Code Sections 1245 and 1250. Actual intent should be
more clearly indicated, and any inconsistencies between that intent and the
statute eliminated.

D. Section 405.-(1) The wisdom of Section 405 is certainly subject to ques-
tion. While existing Section 121 may be too restrictive with respect to those for
whom It affords relief, in its present form Section 405 would apply to all tax-
payers regardless of need. Indeed, while the underlying assumption of existing
Section 121 appears to be that those taxpayers age 65 and over require some
relief, Section 405 appears to benefit most those who have profited the greatest
from wise investments in their homes and who presumably have the least need.

(2) The Bill would also offer yet another incentive for investment In housing
and thereby stimulate demand for such housing. While there would presumably
be a short-term increase in the number of the homes offered for sale in order to
take advantage of this provision, in the long run Section 405 would have the
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affect of encouraging investment in housing and diverting it from other possibly
more productive investments.

(3) Section 121(b) (1) should be amended by striking out "($50,000 in the
case of a separate return by a married individual) ." It seems illogical to limit the
amount of the gain excluded from gross income in the case of a married individual
filing a separate return since had such person been single he could have elected
to exclude up to $100,000. Note that Section 121(c) requires a married taxpayer
to obtain the consent of his spouse in order to file an election under Section 121 (a).
Hence, the Bill's present limitation on the case of the separate return by a mar-
ried individual appears to lack any justification.

(4) Section 121(b) (3) should be clarified by inserting after "any election
made" the phrase "under this section."

(5) Subsection (b) of Section 121 should be amended by adding a new para-
graph (4) thereto to read as follows:

"(4) In determining the amount of the taxpayer's gain excluded from gross
income under subsection (a) there shall be taken into account the effect which
any election previously made under sections 1033 (relating to involuntary con-
version) and 1034 (relating to roll over of gain on sale of principal residence)
inay have had on the taxpayer's basis in such principal residence."

This would clarify the fact that relief under Section 121 would be available to
those who bad previously made elections under Sections 1033 or 1934.

E. Section 406.-If the problem is that a taxpayer's employer finds it necessary
to move him around frequently, Without enough advance notice to warn him not
to bother purchasing a residence at each new Job location (or alternatively, if
the taxpayer's self-employment is such as to remove any such advance warn-
Ing), it does not seem logical to limit the relief of the amendment to cases where
the taxpayer puts in 39 weeks of work at the particular job location to which he
moves, rather than at that location, plus the next, and the next. It is suggested
that the restriction on relief be limited to a move of at least 35 miles (Code
Section 217(C) (1)).

F. Section 407.-I would amend Section 407 by adding thereto the following
sentence:

"In addition, the report shall also include i study of alternative ways in which
'indexing' might be used in the Internal Revenue Code of 1954, and the economic
and fiscal impact which the various types of indexing would be likely to have."

STATEMENT OF THE SHELL OIL CO.

SUMMARY

This statement represents the views of Shell Oil Company with respect to H.R.
13511 (the Bill) and related tax proposals. The following is a summary of the
items discussed.

I. The corporate and personal income tax rate reductions contained in the Bill
are a positive step toward stimulating the economy and reducing the adverse ef-
fects of inflation and the scheduled social security tax increases. However, a
greater reduction in the top corporate tax rates may be necessary to meet na-
tional economic and employment goals. A substantial permanent corporate rate
reduction would represent significant progress in overcoming problems of capital
formation and duplicate taxation of corporate dividends.

II. Permanent extension of the 10 percent rate of investment tax credit will
provide a stable and more favorable investment climate. In addition to this and
the other constructive changes, considerations should be given to further im-
provements in the investment tax credit.

III. A proposal to eliminate tax-emempt industrial bond financing for pollu-
tion control facilities was rejected by the House but is being urged again by the
Administration. Such a change would aggravate the difficulty of assembling capi-
tal for these largely non-productive projects.

IV. The net effect of the Bill would be to improve the taxation of capital gains;
however, repeal of the 25 percent alternative tax on capital gains up to $50,000
would increase tax rates on capital gains for some people. The provisions relating
to capital gains from the sale of a principal residence are favorable, but a revi-
sion concerning effective dates should be made. The treatment of capital gains
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would be further improved by adopting a proposal to make 30 percent of long-
term capital gains subject to tax.

V. The new "alternative minimum tax" on capital gains is less onerous than
the current minimum tax. However, the application of any type of alternative or
penalty tax on any of the so-called tax preferences will tend to undermine the pur-
poses of the tax incentives legislated by Congress. Further, the Administration's
proposal for a complex progressive minimum tax should be rejected; and, a pro-
vision should be included in the bill to eliminate intangible drilling and develop-
ment cost deductions from classification as a preference item.

Vi. The Bill would impose an addition of one year to the statute of limitations
as applied to some partnership items. The provision, aside from being unneces-
sary, contains confusing and unduly broad language which could be interpreted as
conferring unwarranted and potentially abusive power. In view of the fact that
the Bill imposes a new civil penalty on the failure to file partnership returns, it
would appear to be more logical to wait until the effect of the mniw penalty be-
comes known before embarking on this additional avenue.

STATEMENT
General comment

We fully concur with those parts of the Administration's proposals and of the
House-passed H.R. 13511 (the Bill) which would provide economic stimulus to
offset partially the adverse effects of inflation and the scheduled social security
tax increases. Substantial income tax rate reductions and favorable investment
credit modifications, if not encumbered by controversial so-called tax "reform"
measures, would be a simple and efficient mechanism for accomplishing this
objective.

A number of the tax revision proposals contained in the Administration's orig-
inal program once again are being proposed before this Committee. Some of these
proposals may be politically appealing; however, to the extent that they affect
adversely some segment of the business sector, they are apt to undermine the gen-
eral level of business confidence and reduce substantially the potential effective-
ness of the tax rate reductions. The "value" in terms of Treasury revenues of
such piaoposals may be more than offset by the uncertainties and economic hard-
ships which are sure to result from the enactment of the so-called reform
proposals.

The House has rejected most of the so-called reform measures in favor of a
relatively clean tax reduction package. It is our hope that this Committee will
narrow even further the so-called reform provisions of the Bill and will concen-
trate on providing more relief from Increasing tax rates and more incentives for
Investment.

1. CORPORATE AND INDIVIDUAL INCOME TAX RATE REDUCTIONS

The Bill provides that beginning In 1979, the corporate tax rate on taxable in-
come in exce s of $100,000 would be reduced by two percentage points (from
4 percent to 46 percent). Also, the Bill eliminates the surtax exemption and sub-
stitutes a five-step graduated corporate rate schedule of: 17 percent on the first
$25,000; 20 percent on the second $25,000; 30 percent on the third $25,000: 40
percent on the fourth $25,000; and $46 percent on corporate taxable income in ex-
cesq of $100,000.

The two percent reduction in the top corporate tax rate Is a step in the right
direction. However, a further two percentage point reduction, as proposed in the
Administration's bill may be required to achieve vital national goals including
higher employment levels and increased production of domestic energy resources,
as well as to offset partially the adverse effects of inflation on effective tax rates
and the scheduled social security tax increases. Each percentage point of reduc-
tion in the corporate tax rate provides about $2 billion of additional cash flow
as a source of investment funds for Industry-not including the ripple effects on
economic growth and employment which would result from new investment. A sub-
stantial tax reduction would facilitate long-range investment planning and would'
help overcome the problems of caiptal formation and duplicate taxation of cor-
porate dividends. If the additional two percentage point reduction is not en-
acted, an additional two percent should be added to the 10 percent investment-
tax credit.

'In an attempt to provide relief from the effects of inflation, the House adopted a
significant change in the structure of the corporate income tax which is designed
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primarily to help small business-a five-step graduated corporate rate schedule.
While this new graduated rate schedule does afford some mep.sure of relief, a bet-
ter and more rational approach would be to increase the ex sting exemption from
$50,000 to $100,000. This would maintain the current exemption without Imposing
the concept of graduated progressivity on the corporate tax system.

This concept of graduated progressivity has meaning only as It applies to in-
dividuals, the ultimate taxpayers. It is based on an "ability-to-pay" concept
which clearly is inappropriate to the corporate tax system. For example, a cor-
poration with $100,000 total income may earn a much lower rate of return on In-
vestment than a corporation with $25,000. Thus, the corporation with In(ome of
$100,000, after paying their shareholders a reasonable rate of return on invest-
ment, may actually has less ability to pay taxes than the corporation with income
of $25,000; therefore, a graduated progressive corporate tax rate actually may be
regressive with respect to the Individual shareholders who are in fact the ulti-
mate taxpayers. Moreover, the shareholders of a corporation with income of
$100,000 do not necessarily have higher personal income than do shareholders
of a corporation with Income of $25,000.

The bill also provides a reduction in Individual tax rates which is helpful
to the Individual taxpayer. The widening of individual Income tax brackets by
approximately six percent and the increase in the personal exemption recognize
the Impact of Inflation on individual taxpayers In a manner that does not in-
crease the present bias In the tax system against savings and investment.

11. INVESTMENT TAX CREDIT

The bill provides Improvements In the investment tax credit. These include
making the 10 percent rate permanent, permitting investment credits to offset up
to 90 percent of tax liability, extending the credit to rehabilitation of existing
non-residential business structures, and under some circumstances granting the
maximum credit for certified pollution control equipment even though the special
five-year amortization is elected.

These provisions are a step in the right direction and should make the Invest-
ment tax credit an even more effective incentive for capital investment and re-
suilt in Increased productivity. Consideration should be given to further improve-
ments In the investment tax credit. These would Include the following Items:

(1) Extension of the credit to include new Industrial buildings. Investment In
this type of structure series the same social and economic objectives as invest-
ment in machinery and equipment; namely, increased productivity and increased
employment. The business purpose of industrial buildings are frequently so
closely related to the business purpose of qualifying machinery and equipment
that there is no rational basis for distinction. This fact Is reflected in the tre-
mendous number of audit issues and the court cases which have evolved from at-
tempts by the IRS to make this a dichotomy.

(2) The Bill makes available the full 10% investment tax credit even if the
five-year amortization provision Is utilized unless the facilities are financed
through tax-exempt bonds. Unfortunately, however, this action by the House to
encourage broader utilization of the five-year amortization provision was sig.
nificantly diluted by providing that the investment tax credit will continue to be
halved where the facilities are financed by the sale of tax-exempt bonds. With
respect to most facilities, the present value benefits of tax-exempt financing will
exceed those available through the amortization provision. Thus, in most in-
stances this aspect of the House's action will thwart the objective of promoting
capital formation through Increased reliance on the amortization provision.
Moreover, in those remaining cases where election under the amortization provi-
sion is more beneficial, the result will be the back-door elimination of the tax-
exempt bond provision as a capital formation tool. The limitation in the Bill
on Investment tax credit when amortization is elected and tax-exempt bonds
are utilized should be removed.

We believe that two additional legislative steps are required to render these
two provisions to be meaningful aids to capital formation. The amortization
provision suffers from the requirement that to be eligible for the election, the fa-
cility must be certified by the State authority having jurisdiction, and this is
sometimes impossible for reasons totally irrelevant to the purpose of the tax
incentive. A definition of pollution control facilities should be substituted for
the certification requirement. The other needed Improvement is closely related:
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the definition of eligible facilities under the tax-exempt bond provision should
be broadened to coincide with those under the amortization provision. This
would represent a tremendous step in reducing the complexity of the tax laws.

(3) The ESOP provisions relating to the investment tax credit should be ex-
tended permanently and increased from 1 percent to 2 percent as proposed in S.
3241. This provision would encourage broad-based equity ownership by employees
and would be an aid to capital formation. S. 3241 also provides that dividends
paid by the corporation with respect to employee stock would be deductible to
the extent such dividends are distributed to the employees of the stock plan.

'This will provide the employees immediate benefit from their ownership in the
company and will eliminate double taxation on the earnings from which those
dividends are paid.

IIr. TAX-EXEMPT BOND FINANCING FOR POLLUTION CONTROL FACILITIES

The Administration's 1978 Tax Program contained a proposal to repeal the
provisions permitting tax-exempt industrial bond financing for pollution control
facilities. This proposal was rejected by the House in its passage of the Bill.
Despite this action, Secretary of the Treasury Blumenthal, in his testimony be-
fore your committee, has continued to urge repeal of these provisions. This pro-
posal once again should be rejected.

The elimination of tax-exempt industrial bond financing for pollution control
facilities would further aggravate the capital formation problem facing the
United States economy. Compliance with requirements of Federal law and EPA
regulations involves heavy capital investment in non-productive assets. This ad-

.ditional demand for capital resources would fake it even more difficult for the
industrial sector to generate and attract sufficient investment capital to ensure
continued economic growth and employment opportunities for the increasing
work force.

As justification for this change, the Administration concludes that since the
pollution control facilities are mandated by Federal law, no tax relief need be
given. It is conceded that industry will make the necessary expenditures to com-
ply with the law, whether or not tax-exempt bond financing Is available; however,
such expenditures will reduce the level of business spending which otherwise
would have resulted. Thus, the amount of investment in productive assets is cer-
tain to be reduced if the cost of financing pollution control facilities is increased
through the elimination of tax-exempt bond financing.

It is only fair that assistance in some form be given to the taxpayer who is
required to make substantial outlays for facilities which typically produce no
revenue. The Administration has recognized this as reflected in the fact that it
agrees with the Bill's proposal to extend in some cases the full 10% investment
tax credit to certified pollution control facilities amortized under the special
provision. However, the benefits of this provision would have been more than
offset by the loss of tax-exempt bond financing.

In conclusion, it is highly desirable to retain tax-exempt bond financing as
one optional means of partially offsetting the heavy capital requirements for
pollution control facilities.

IV. CAPITAL GAINS

The net effect of the provisions of the Bill would be to reduce the tax burden on
capital gains. The recognition of the effects of inflation, the liberalization of
provisions for the sales of residences, and the revision of the minimum and the
maximum taxes are positive steps in stimulating capital investment. However,
repeal of the 25 percent alternative tax on the first $50,000 of capital gains is
not a desirable change because it would increase the capital gains tax rate for
some people.

Inflation discourages saving and investment and thus constitutes an obstacle
to capital formation. The provision in the Bill for indexing capital gains will
not only ease the problem, even in the face of continued inflation, but also will
prompt the evil of inflation to be brought to the fore. However, whether the
forces needed to come to grips with inflation will be aided or hindered by any
further indexing in the tax system is a matter which must be weighed very
carefully. Any move wh'ch would attempt to provide relief at the price of pro-
ducing complacency about inflation would have unfortunate results in the long
run.

This Committee has before it a proposal to limit capital gains taxation to 30
:percent of long-term capital gains. This recommendation has been given serious
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consideration in prior years and seems particularly appropriate at this time.
The Bill authorizes a taxpayer to make a once-in-a-lifetime election to exclude

from income up to $100,000 of any gain from the sale or exchange of a principal
residence. It also provides that a taxpayer who relocates for employment pur-
poses will not be subject to the limitation of current law under which the tax-
free rollover 9f gain from the sale of a principal residence may be elected only
once every 18 months. These favorable tax provisions should be retained.

Unfortunately the rollover provision carries an effective date of July 27, 1978,
rather than the logical and practical date of January 1, 1978. It is obvious that
the assigning of arbitrary mid-year and mid-month dates complicates the admin-
istration of the tax law and can be justified only if needed to prevent manipula-
tion or advantage-taking by taxpayers in some form or another. No such justi-
fication applies in this situation. Moreover, this change is a remedial one, aimed
at rectifying the unintentional imposition of a penalty. It should therefore have
the earliest effective date consistent with simplicity of Administration. The
earliest effective date which would avoid amended returns and claims for re-
funds would be January 1, 1978.

The Administration has proposed that corporations should continue to be
subject to minimum tax on capital gains and that a new type of minimum tax
be imposed on individuals. The latter proposal is apparently aimed at produc-
ing progressivity in the taxation of capital gains. The result is a provision so
complex that it is impossible to fathom its full implications. The one thing
about it that is certain is that it will discourage investment-a result diametri-
cally opposed to one of the Administration-stated objectives.

The Bill would eliminate capital gains as an item of so-called tax preference
for purposes of determining minimum and maximum taxes. For individuals, a
new "alternative minimum tax" on capital gains would be assessed. It would
apply to the extent that 10 percent of the untaxed portion of capital gains in
excess of $10,000 exceeds normal taxes payable. This new alternative minimum
tax is less onerous than the current minimum tax. However, it must be recog-
nized that the application of any type of alternative tax or penalty tax on any
of the incentive provisions which have been labeled as preferences automatically
produces a tendency in exact opposition to the objective which prompted the in-
centive provision in the first place.

V. MINIMUM TAX

The reference above to the fact that the minimum tax has perverted the capital
gains tax provisions is paralleled in other incentive-type provisions as well. An
important example of this is the application of the minimum tax to intangible
drilling and development cost (IDO) deductions. Incidentally, these deductions,
unlike permanent reductions in tax, are merely deferrals of tax; that is, IDC"
expenditures may be deducted currently instead of over the life of a well. Thus,
the only preference involved is the interest value of the deferral of tax until some
later period.

When Congress as a part of the Tax Reform Act of 1976 added IDC as a "prefer-
ence" item, the full impact of that move was not recognized. When investors
became aware of the full Implications of that change (including even in some-
cases the disinclination to produce a well rather than abandon it) the effect was
to discourage investment in energy resources at a time when encouragement for
such investment should have the highest priority.

Congress reacted to this problem by enacting a temporary relief provision
which subjected IDC to a minimum tax only to the extent that it exceeded a tax.
payer's net income from oil and gas properties for the same tax year. This provi.
sion expired on December 31, 1977. In recognition of the urgent need to protect
the IDC deduction, Congress has Included provisions in both the House and'
Senate versions of the National Energy Act (I.R. 8444 and H.R. 5263) which
would make permanent the temporary provisions referred to above. Although the
permanent extension of these provisions as a minimum step is critical, a better
approach would be to eliminate IDC from classification as a preference item. It
is most Important that the Bill be amended to reinforce this essential tax
incentive.

VI. PARTNERSHIP PROVISIONS OF R.N. 13511

The Bill provides for the extension of the period of limitation for the as.essmpnt
of deficiencies or the claiming of credits or refunds relating to "partnership
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items" of "federally registered partnerships." The Bill also would establish a
civil penalty for the failure to file partnership returns. A penalty of $50 per
partner per month would be assessed against the partnership, not to exceed a
maximum of five months. Both of these changes are ostensibly designed to
encourage compliance and to minimize audit problems of the Internal Revenue
Service. However, the penalty alone should be a sufficient incentive to attain that
goal. Thus, any consideration of a change in the period of limitation should be
deferred until a conclusion can le made as to the effect of the new penalty provi-
sions In enforcing partnership filing requirements. This is especially true when
one considers that the proposed change in the period of limitation will affect
not only those who may have abused current filing requirements, but also the vast
majority of taxpayers who have fully complied with the law.

Besides being unnecessary and unfairly burdensome to those who comply, the
provisions extending the period of limitation applicable to partnership items
of "federally registered partnerships" are deficient in other respects. The period
of limitation, in no event would expire before four years after the date of filing
a partnership return. (If the name or address of a taxpayer/partner is not on
the partnership return as filed, the period of limitation applicable to that part-
ner would be additionally extended until one year after such information Is
provided to tne Secretary.) This new special period of limitation may be extended
by the consent of any general partner, unless the Secretary is notified otherwise
by the partnership. Any person authorized to do so by the partnership in writing
may also provide such consent. Thus, a majority vote of the partners (or what-
ever voting margin is required under the agreement to constitute partnership
action) can operate to consent to an extension of the period of limitation
applicable to all individual partners, even though some partners may oppose
such consent. The audit problems givep as reason for such provisions do not
Justify such a serious impairment of the rights of individual taxpayers to deter-
mine their own tax liability. No one partner of any substantive or procedural
rights, whether the forum be administrative or Judicial.

In addition, certain provisions of the Bill as drafted may not correctly reflect
the legislative intent of the House as expressed In the Report of the Committee
on Ways and Means. Section 212 of the Bill establishes the new special period of
limitation applicable to partnership items of a federally registered partnership
"with respect to any person," and allows for extension of this new period "with
respect to any person" by consent. (Emphasis supplied) The Committee Report
states such provision is to apply with respect to "any partner." The language
of the Bill should be changed to avoid any ambiguity in this respect. Attempts
to improve partnership audit procedures should not involve third parties.

The section of the Bill which provides for extensions of the period of limitation
"ins ofar as they relate to partnership Items" should read "Insofar as they relate
to partnership items of federally registered partnerships." This change would
make clear that the new extension provisions do not apply generally to all part-
nership items but only to those of a federally registered partnership.

The Bill also defines "partnership item" as: (A) any item required to be taken
into account for the partnership taxable year under any provision of Subchap.
ter K of Chapter 1 to the extent that regulations pre.scribed by the Secretary
provide that for purposes of this subtitle steh item is more anpropriately deter-
mined at the partnersMi level, than at the partner level, and (B) any other Item
to the extent affected by an Item described in Subparagraph (A). (Emphasis
supplied.)

Thiq language goes far beyond what Is necessary to accomplish the purposes
of the Bill.

The definition of the term. "partnership Item." iq not only unnecessary but
ambiguous and misleading. There is no question under current law as to what
"partnership items" must be reported on the annual returns. Subehanter K and
regilation- pronulmted by the Secretary cover extensively the reporting require-
nents of all partnership items. Furthermore, partnerships are not taxable entities
under current law. and all Items of Income and expense of the partnership flow
throueh to the partners. As a result, current law requires that any audit of these
-itemq be made at the individual partner level with a separate assewment of any
deflolency. However. the underlined language of section 212 of the Bill appears to
-grant the Secretary the power to require by regulation the determination of items
of Income and expense at the partnership level. This power Implies that each
-partner may also be bound by this determination. Such a radical and fundamental
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change in the determination of partnship items is clearly unwarranted and was,
in fact, rejected by the House Committee on Ways and Means. Comprehensive
legislative language in the Administration's original proposals to Congress
spelled out provisions which would have accomplished this result; but the
Committee on Ways and Means chose to exclude these provisions from the bill
as passed.

Even though the Administration's original proposals were rejected by the
House, Secretary of the Treasury Blumenthal urged this Committee to adopt the
Administration's proposals for sweeping and fundamental change in the treat-
ment of partnerships for tax purposes. Excerpts from our testimony before
lhe Committee on Ways and Means commenting on those proposals are set out
in the Appendix. APPENDIX

PARTNERSHIP PROVISIONS PROPOSED BY THE ADMINISTRATION

Under the Administration's proposal, the partnership would be treated as an
entity for audit, administrative settlement, and judicial review purposes, even
though the tax on partnership income is paid at the partner level. Such a separa-
tion of these functions from the imposition of the tax would be impractical and
violative of the fundamental concept of the taxation of partnerships.

Moreover, under the proposal, each general partner would be "presumed
authorized to act for the partnership" at the audit level and have the power to
consent to a waiver of the statute of limitations for the partnership, thereby
keeping each partner's return open for changes attributable to the partnership.
The proposal would require the Internal Revenue Service to notify all partners
at the beginning of an audit and at the conclusion of the administrative pro-
ceding in order that they be given an opportunity to participate in the deter-
nination. This opportunity to participate may be illusory, however, because any
general partner would be "presumed authorized" to bind the partnership, despite
tiny objective of the remaining partners.

The oil and gas industry utilizes several types of arrangements which fall
within the partnership definition of section 7701 of the Internal Revenue Code.
These arrangements include: (1) co-owners operating through joint operating
agreements who have elected out of the partnership provisions of Subchapter K
pursuant to section 761(a) ; (2) co-owners operating through joint operating
agreements who have not elected out of Subchapter K; and (3) formal limited
partnership fonned under state statutes comparable to the Uniform Limited
Partnership Act. It appears that this audit proposal would apply to all of
these arrangements.

f 1 ('o-owners electing ont.-In the first of these arrangements, co-owners of
oil and gas properties can elect to be excluded from these partnership provisions
of the Code if the operation is for the joint production, extraction, or use of
property but not for the purpose of selling services or property produced or
extracted, provided that the Income of the members of the organization may
be adequately determined without the computation of partnership taxable In-
come. Once co-owners have elected out of the partnership provisions, no annual
partnership return is required. Each participant determines its own income and
expenses relating to co-owned property and reports it directly on its own tax
return. Since one of the prerequisites of electing out is that there is no joint
marketing of the production, there is no income at the partnership level and
each co-owner may realize a different amount of Income from Its sale of its share
of production. Under present law, each co-owner Is responsible for reporting its
own income and expenses from such co-owned property, and no partnership
record% exist which summarize total income and expenses of all co-owners of
the property from which a partnership return could be prepared. For these
reason, the proposal regarding the audit of partnerships would be unworkable
for co-owners electing out of the provisions of Subehapter K.

(2) Co-owners "ot electtig ont.-Some co-owners of oil and gas property may
either choose not to elect out from the provisions of Subchapter K or may be
Ineligible to do so. Partnership tax returns are filed for these ventures, but the
en-owners generally each take in kind and separately sell their share of the
production from the joint operate ion so that the basic underlying records to support
the Income of the Joint operation are in the books of the individual co-owners
and not In the partnership books. Consequently, as in the cage of co-owners
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electing out of Subchapter K, the audit function can be performed most efticIently.
at the individual co-owner level.

(3) Formal limited partnerahip&-Oil and gas properties are sometimes devel-
oped by limited partnerships established under statutes comparable to the
Uniform Limited Partnership Act. These limited partnerships have been able to,
attract needed equity capital for high risk activities because they offer investors
limited ability for partnership debts and because deductions can be allocated
to the limited partners who put up the necessary funds. However, even these
formal limited partnerships are not taxable entities; accordingly, a partnership
level audit is not appropriate.

The fact that the Internal Revenue Service finds it difficult to audit taxpayers
operating through partnerships does not provide sufficient basis for such a
radical and fundamental change In the tax laws of the United States. Indeed
their difficulties would be worsened rather than Improved under the proposal.
An examination of the facts demonstrates that joint audits would be unwork-
able and would severely impair the rights of individual taxpayers to determine
their own tax liability. This is true whether or not the joint operations have
elected to be excluded from the provisions of Subchapter K. In no event should
any one partner be able to bind all partners and thereby deprive any individual
partner of any procedural or substantive rights whether the forum be adminis-
trative or judicial.

The Administration's proposal would treat a partnership or any other unin-
corporated organization (except low-income housing partnerships) formed or
expanded after the effective date as a corporation for tax purposes if the partner-
ship or organization has more than fifteen limited partners. The use of certain
syndicated partnerships as tax shelters is cited as the reason for the proposal.
The conclusion is reached that, because substantive differences between syn-
dicated partnerships and corporations are minimal, the same tax rules should
apply in both instances. However, the proposal could result In many joint opera-
tions In the petroleum industry being taxed as corporations even though these
organizations are not formed for tax shelter purposes.

The arbitrary classification of these joint operations as corporations would
partially eliminate or defer deductions or credits incident to exploration and
development, and would Impose an additional tax at corporate rates on the total
earnings from the operation. In the case of unsuccessful drilling operations.
ordinary deductions might be converted into capital losses with the strong
likelihood that these losses would be unavailable for use by corporate partici-
pants and only partially usable, If at all, by individual participants. Most
importantly, if these are capital losses, they would not be usable against income
from other oil and gas operations. On successful ventures, under the present tax
rate structure corporate participants would be subjected to an effective tax rate
increase to almost 52%, and non-corporate participants would be subjected to
effective rates as high as 84%. Such added tax burdens would completely dis-
rupt convention operating relationships and would frustrate efforts to increase,
domestic energy production.

The need for Joint operations in the petroleum industry arises in a variety
of ways. For example, the co-owners of undivided operating mineral or work-
ing Interests In a single oil and gas property must join together, either volun-
tarily or by operation of law, to develop the property and produce the minerals.
Such action has nothing to do with "tax shelters" and It no way resembles for-
mation of a "syndicated partnership" as that term is generally understood.

Similarly, the owners of adjacent properties may need to join together to
develop and produce an oil and gas reservoir underlying their properties. Each
working interest owner In a particular deposit or reservoir theoretically
possesses the right to drill a well. However, due to state regulations to promote
conservation, only one well may be drilled to drain a particular portion of the
reservoir. These spacing rules quite often result in several working Interest
owners being compelled to enter Into a drilling unit under a joint or unit operat-
ing agreement. A common desire for efficient development and operation of a
reservoir and for maximizing oil and gas recovery may also result In the several
interest owners entering Into a joint or unit operating agreement. For example.
most secondary and tertiary recovery methods must be Implemented on a
reservoir-wide basis. Thus, each owner of an interest in the reservoir must agree
to the implementation of the recovery program and the manner of operation
and sharing of costs and production attributable to the program. All of these
arrangements have objective consistent with the national interest.
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What threatens to bring such arrangements within the category of limited
partnerships under the proposal is the fact that the liability of some co-owners
is in some situations indeed limited. Under the typical joint or unit operating
agreement, one of the interest owners is designated as operator. The operator
agrees to conduct the operations and may look to each of the other working in-
terest owners for his share of the drilling, development and operating costs.
The operator, of course, has full liability to suppliers for all expenses arising
out of his actions. However, the liability of non-operators to suppliers under
these circumstances may be limited by local law. Several court decisions in cases
brought by suppliers of a defaulting operator against the non-operators have
established the limited liability of the non-operator. However, in other Juris-
dictions, the courts have either reached an opposite result or not faced the issue.

The difficulty of determining the extent of a non-oprator's liability In all
states should not be underestimated. Unless the limitation of liability has been
clearly established by case law or by statute, considerable uncertainty may
result from the potential classification of joint operations as limited partner-
ships taxable as corporations. Even if limited liability has been established, a
slight change in the fact may result in a different classification. In view of
existing differences in the law of various states, the proposal would result in
comparable oil and gas operations in various states being treated differently
for Federal income tax purposes.

The added tax burden on oil and gas joint and unit operations in states in
which the non-operators have limited liability would make it much more diffi-
cult to obtain agreement to unitize all of the properties in a reservoir. As a
result, many such projects would not go forward and the nation would lose
potential domestic petroleum production. Moreover, the uncertainty caused by
the proposal would add enormous complexity to the planning and operation of
jointly-owned mineral properties.

Given these uncertainties, the proposal to treat limited partnerships with
more than fifteen members as corporation should be rejected.

STATEMENT OF THE SPOKANE AREA CHAMBER OF COMMERCE

SUMMARY

The purpose of this report Is to present a broad program of real tax reform
which will represent the interests and opinions of the membership of the Spokane
Area Chamber of Commerce, keeping in mind that business in the Spokane area
is mostly small business, owned and operated by middle-income people. The
proposals in this memorandum represent the collective experience of individual
members of the Chamber, although the views of key congressmen, administration
officials, and academic economists have, of course, been considered.

Nine primary problem areas were considered. The problem areas and proposed
solutions are as follows:

1. Individuals rates, deductions and credits. Proposed solutions:
(a) Reduce the current 14-7' percent tax brackets to 12-50 percent;
(b) Index tax rate brackets, the personal exemption and the standard

deduction annually for inflation;
(c) The personal exemption deduction should remain a deduction rather

than being converted to a credit; and
(d) The current deductions for state and local sales taxes and state and

local gasoline taxes should remain iu the Internal Revenue Code.
2. Double taxation of corporate dividends. Proposed solution: Corporations

should be allowed to deduct dividends paid as a cost of capital in the same way
that interest on corporate debt is currently deducted.

3. Relationship of shareholder to closely-held corporation. Proposed solutions:
(a) All corporate income should be taxed at a uniform rate equal to the

maximum individual income tax rate, which we proposed at 50 percent;
(b) Repeal the accumulated earnings tax and the personal holding com-

pany tax;
(c) Modify Subchapter S:

(I) To apply to all corporations with one hundred or fewer share-
holders;

(ii) To allow any type of entity to be a shareholder;
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(ill) To allow the corporation to have passive investment income In
any amount;

(iv) To allow small business corporations to issue more than one
class of stock; and

(v) To allow an election to be made on a annual basis to treat all
undistributed income for that year as having been distributed to the
shareholders in any lawful manner and recorttributed to the capital of
the corporation li the same amounts.

4. Treatment of capital gains and losses. Proposed solutions:
(a) Repeal the current 50 percent long-term capital gain deduction and

the alternative tax:
(b) Index basis for computation of capital gains for inflation;
(c) To cownpensitte for the bunching problem, liberalize and simplify the-

present Income-averaging rules;
(d) Defer taxing gain on sale or exchange of business or investment prop-

erties where the proceeds are reinvested with a prescribed time period;
(e) Allow immediate and unlimited capital loss deductions with unlimited'

carryover, including one to the taxpayer's estate and heirs.
5. Capital cost recovery. Proposed solutions :

(a) Remaining undepreciated capital cost of assets should be Indexed for
inflation annually;

(b) Adopt a depreciation system similar to that used in Canada, classify-
ing all capital assets in fifteen classes with short lives ranging from one
to fifteen years;

(c) Allow taxpayers to carry over unused capital cost recovery allow-
ances to later years if not needed in the current year;

(d) Repeal accelerated depreciation, ADR (asset depreciation range)
and first-year bonus depreciation for small purchases;

(e) Repeal the investment tax credit.
6. Carryover basis at death. Proposed solution: Repeal section 1023.
7. Municipal bond interest. Proposed solution: The administration's proposal

for a taxable bond option with 25 to 40 percent subsidy from the federal govern-
ment should be rejected.

S. Tuition tax credit. Proposed solution: We take no position on this Issue at
this time.

9. Business. travel and entertainment expenses. Proposed solutions:
(a) Business and entertainment expenses should remain fully deductible-

as at present;
(b) First-class air travel should remain deductible:
(e) Foreign conventions (except in Canada and Mexico) should be de-

ductible only if the sponsoring organization has a compelling reason for
holding the convention outside the United States.

The arguments supporting these proposals appear on the following pages.
The proposals presented have been developed as an integrated package. If one
part were removed, others would have to be removed or modified. For example,
taxing capital gains as ordinary Income is unacceptable unless basis is Indexed
for Inflation, tax on reinvested proceeds Is deferred and corporations are allowed
to deduct dividends paid. On the other hand, the dividend deduction Is essential
to the repeal of the corporate surtax exemption and also Is probably not politi-
cally feasible unless some concession Is made on capital gain.

DETAILED DISCUSSION

A. Inditidual rates, deductions and credits
In our opinion. individual rates should be reduced. Inflation Is steadily pushing

taxpayers into higher tax brackets, resulting In unlegislated tax increases. We
also believe that the top individual tax rate should not exceed the top corporate
tax rate (see part C of this report). For these reasons, we would reduce the
current 14-70 percent tax brackets to 12-50 percent. We strongly believe that
no more than half of any Income should be taken In taxes. Beyond that, It is
no longer taxation but confiscation.

However, we believe that mere reduction does not go far enough, because it
gives only temporary relief from Increasing real tax burdens. If one projects
a 6 percent inflation rate beyond 1978. there will be annual tax increases for fam-
illes at all levels, assuming that their real income before taxes keeps pace with,
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the inflation rate. The increase in nominal dollar earnings will automatically
push all taxpayers into higher tax brackets because of the progressive nature
of the income tax.

For those families on fixed incomes, the effect Is even worse. They will continue
to pay taxes at the same rate. but their real Income will decrease. For example,
If a widow has a taxable Income of $10,000, her marginal tax rate is 27 percent.
If in ten years her nominal income remains the same but there is 75 percent
inflation (as we have had In the last ten years), her real income is decreased to
$5,700. The marginal tax rate on $5,700 should be only 21 percent, but she is still
paying taxes at the 27 percent rate designed for a $10,000 income. The result Is
a real tax increase on a declining real income. A very large proportion of the
elderly fall into this category. Since real Incomes for retired people will be de-
clining, there will lie greater pressure for increased social security benefits. The
larger benefits will result In increased government spending, creating greater
deficits, which will lead to further Inflation. This is a particularly vicious circle.

The Chamber strongly believes that Congress should not allow effective tax
rates to increase without voting on the matter. The most effective way to solve
the problem of the hidden tax Increases would be to adopt an effective anti-infla-
tion policy based on sound management of the federal budget and the money
supply. If this is not done, however, we believe that the most realistic alterna-
tive is to index tax rate schedules (tax brackets), the standard deduction,
and the personal exemption deduction in much the same manner that many labor
contracts are currently linked to increases in the consumer price Index. The In-
dex figure could be either the Implicit deflator for the gross national product
or the consumer price index. If the tax system were so indexed, the increase in
tax rates could not exceed the increase In real income.

The Carter administration has proposed a tax bill which purportedly would
reduce taxes for lower- and middle-income families. Table 1 shows the effect
of the administration tax bill, plus the social security tax Increases that were
passed in late 1977, on a typical family of four:

Table 1.-One Earner Family of Four
[.Net Tax Cliange from 1977 to 19791

Adjusted Gross Income:
$10,000 ------------------------------------------------------- $-2R4
15,000 ------------------------------------------------------- -216
20,000 ---------------------------------------------- -
25,000 ----------------------------------------------- 59
30,000 -------------------------------------------------- 117
40,000 --- 21
50,000 -------------------------------------------------- -9

100,000 ------------------------------------------------- 1,049

These figures which were furnished by the Joint Committee on Taxation of the
United States Congress, support to demonstrate that for such a family the break-
even point-the point at which there would le no change In tax burden-is on
Income somewhere between $25.000 and $30,000. Below this break-even point,
the family would have a net tax reduction, and above the break-even point the
family would have a net tax Increase.

This analysis, however, Is based on the assumption that the dollar has a con-
stant value. This assumption Is totally unrealistic. The Tax Foundation esti-
mates that If one assumes a continuation of the present inflation rate of 6%
per year, and also assumes that the family's Income will rise at the same
rate. the break-even point drops to somewhere around $17,000 per year. In other
words, those families with an income above $17,000 per year in 1977 would have
a net tax Increase If their real income remained constant. Also, those families
with income less than $17,000 would receive less of a tax reduction than the
figures furnished by the Joint Committee on Taxation would Indicate.

Table 1 also reveals that the administration tax bill would substantially
increase the progressive nature of the income tax. This cannot help but have
an adverse Impact on capital formation. This will come about because the tax
reduction going to lower Income families will necessarily be consumed, while
the tax increase on middle- and upper-income families will probably be divided
between consumption and savings. Since capital formation can only come from
savings, capital formation must be adversely affected by the bill. Capital forma-
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tion is probably the weakest area of our economy at the present time, and fur-
ther adverse impact on it would clearly be unwise at this time.

The primary cause of the increased progression is the conversion of the $750
personal exemption to a $240 credit. The deduction is subtracted from income in
arriving at the tax; the credit would be subtracted from the tax Itself. The ad-
ministration's reason for proposing the change is that the deduction is worth
more to high-income taxpayers than it is to low-income taxpayers, while the credit
would be of equal value to all taxpayers. This argument has a certain superficial
appeal if one assumes that equality is necessarily the same thing as justice. How-
ever, It conveniently Ignores the fact that the tax system is already heavily
progressive and the burden falls most heavily on the middle class--those with
annual income of from $10,000 to $50,000. This is dramatically demonstrated by
Table 2, compiled by the Conference Board:

TABLE 2.-ESTIMATED TAX RATES BY INCOME LEVELS

[Taxes as a percentage of Income]

Government
Federal State and All taxes or transfer Net taxes of

Family Income taxes local taxes (2)+(3) payments (4)+(5)

(1) (2) (3) (4) (5) (6)

Under $2,000 ------------------------- 22.7 27.2 50.0 106.5 -56.5
$2,000 to $4,000 ---------------------- 18.7 15.7 34.6 48.5 -13.9
$4,000 to $6,000 -_------------------ 19.0 12.1 31.0 19.6 11.4
$6,000 to $8,000...--------------------- 19.4 10.7 30.1 8. 6 21.5
$8,000 to $10,000 ---------------------- 19.1 10.1 29.2 5.5 23.7
$10,000 to $15,000 --------------------- 19.9 9.9 29.8 3.9 25.9
$15,000 to $25,000 --------------------- 20. 7 9.4 30.0 3.0 27.0
$25,000 to $50,000 --------------------- 25.0 7.8 32.8 2.1 30.7
$50,000 and over ---------------------- 38.4 6.7 45.0 .4 44.7

Because increased progressiveness of the tax rate structure creates a heavy
tax burden on the middle class (who are by and large the most productive and
energetic members of our society) and would have an adverse effect on capital
formation, the Chamber opposes the conversion of the personal exemption from
a deduction to a credit.

There are two other relatively minor provisions in the administration tax bill
that will have an adverse impact upon business in the Spokane area. One is the
proposal to repeal the personal deduction for state and local sales taxes. This
will obviously discriminate against residents of a state like Washington, which
relies heavily upon the sales tax and does not have a personal income tax. Re-
gardless of one's opinions of the relative merits of state financing by sales taxes
or income taxes, the Chamber does not believe that the Federal Government
should dictate to the states their method of state financing. Therefore, we oppose
the repeal of the deduction for state and local sales taxes.

The administration also wishes to repeal the state and local gasoline tax.
Washington has the highest gasoline tax in the nation-11 per gallon. As in
most western states, the automobile is a necessity for most personal transporta-
tion in the Spokane area. A repeal of the state gasoline tax deduction would tend
to discriminate against people in the Spokane area as opposed to the large
eastern cities where public transportation is economical. This is strictly sec-
tional legislation, and the Chamber opposes it.
B. Double taxation of corporate dividends

It is our opinion that double taxation of corporate dividends deters capital
formation. It does this primarily by chasing capital away from corporate stock
into other forms of investment. I also encourages debt financing as opposed to
equity financing. It makes the accumulated earnings tax and personal holding
company tax necessary, resulting in a more complex tay. structure. Furthermore,
it is a matter of real dispute who pays the corporate income tax-stockholders,
employees, consumers or some combination of the three.

Several possible solutions to the problem were proposed. The first is the con-
cept of "full integration", in which the corporate income tax is repealed and
shareholders themselves are taxed on their prorated share of corporate earnings,
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whether or not distributed in the form of dividends. This proposal has the ad-
vantage of being the most equitable in theory. However, in our opinion it is
impractical. It would result in a tremendous amount of corporate paperwork In
informing each shareholder what his share of the earnings of the corporation
for the year were. Furthermore, the amount would be subject to change due to
tax audits and due to the fact that form 1090 is issued in January but most
corporations file their income tax returns in June or even later. If the corporation
did not declare a dividend, the shareholder would have to scramble for the money
to pay the tax on the corporate earnings which he had never received. This
would put additional pressure on the corporation to pay its earnings out in
dividends rather than retaining them for further capital formation. It was our
general consensus that this proposal would work to the disadvantage of small
corporations.

The second alternative considered was "partial integration," in which the
corporate income tax remains in effect, but the shareholder would get a credit
for his share of the corporate taxes paid. Mechanically, this would mean that
any dividend received would be increased on the shareholder's income tax return
by his pro rata share of the corporate income tax paid on earnings for the year.
Ills tax would then be computed and the tax would then be reduced by the
amount of credit which was added to the dividend. Partial integration, if adopted
iii its purest form, has all of the disadvantages of full integration plus it would
further complicate the process of computing the shareholder's federal income
tax. Some of the shortcomings could be reduced by simply having a fixed statu-
tory estimate of the corporate income tax effect on each dividend as proposed by
Chairman Al Ullman of the House Ways and Means Committee. This would
reduce the corporate paperwork problem, but would not alleviate the complicated
process the shareholder would have to go through in computing his income tax.
It would also result in inequities, because shareholders in corporations having a
relatively high effective tax rate would be penalized compared to shareholders
In corporations having a relatively low effective tax rate. Furthermore, the credit
would be of no value at all to tax-exempt shareholders such as pension trusts.

Instead, we favor simply allowing every corporation a deduction for dividends
paid to its shareholders. This is by far the simplest method, because it results
in no additional paperwork for either the corporation or the shareholder. It also
creates equality of treatment with debt financing, thus reducing the pressure on
corporations to finance by means of debt rather than equity. This could result in
lower debt structures and sounder corporations. It would be of the same value
to tax-exempt shareholders as it would for taxpaying shareholders. Although
there might be some increased pressure for declaring dividends, there would also
be additional funds available with which to pay them.

Arguably, the proposal would be of no advantage to companies whose rates of
return on capital are regulated, such as the shareholder-owned public utilities.
Rate-making bodies could be expected to require that the dividend deduction be
passed on to the consumer in the form of lower rates. Congress could solve this
problem by providing that, if the rate-making body considers the dividends paid
deduction in establishing the rate of return, the utility will lose the deduction.
This Is one area where state regulatory bodies should not be allowed to frustrate
a sharply defined national policy of encouraging capital formation.

It could also be argued that capital-intensive industries in general would be
unable to use the deduction because it would reduce their taxable income against
which they can offset their investment credits. In other words, the dividends
paid deduction would reduce the value of the investment credit to these com-
panies. If the subcommittee proposals on capital cost recovery (see part "E" of
this report) are adopted, the investment credit would no longer be needed and
would be repealed.

Would any of this tax saving created by the dividends-paid deduction be passed
through to the shareholder? One of the ways corporate chief executives measure
their success is by the price of their stock on the market. Increased earnings per
share will create pressures for higher dividends. Higher dividends will result In
higher stock prices, making it easier to sell stock. Since executives are frequently
shareholders, their stock will go up in value also. As a practical matter, part of
the tax saving would probably be passed through to the shareholders and part
retained in the company as a source of additional capital formation.

34-369-78----41
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The major disadvantage to the proposal is political-it gives the appearance
of reducing the tax burden on corporations more than either of the other two
methods. We are of the opinion that this is a problem which will simply have to
be faced head-on by explaining the role of profits on job-creating capital
formation.
0. Relationship of shareholder to closely-held corporation

Tax practitioners spend a great deal of time working with clients to determine
the tax advantages and disadvantages of the corporate form of doing business.
Once the corporate form has been chosen and the corporation established, still
more time is spent assisting them to get the maximum tax advantage from their
corporations. One of the greatest contributions that could be made to the reform
of the Internal Revenue Code would be the simplification of this area. Allowing
the corporation a deduction for dividends paid Is a necessary first step in the
simplification process. However, it is not enough. We propose the following fur-
ther steps:

1. Corporate Income Tam Rates and Surtax Eempion.-Practitioners spend
entirely too much time trying to juggle income between closely-held corporations
and their shareholders so as to reduce the overall tax burden to the minimum
possible amount. This is brought on by the fact that the corporate income tax
rate schedule and the individual income tax rate schedule are out of phase.
Individual income tax rates are progressive between the rates of 14 percent and
70 percent. Corporate income tax rates, on the other hand, are currently 20 per-
cent on the first $25,000 of income, 22 percent on the next $25,000, and 48 percent
on all income above $50,000. If the shareholder is in a lower income tax bracket
than the corporation, efforts are made to channel income from the corporation
to the shareholder by means of higher salaries, leases of property to the corpo-
ration, loans to the corporation. etc. The Internol Revenue Service attacks these
attempts by contending that the payments by the corporation to the employee-
shareholder are really distributions of corporate profits to the shareholder (divi-
dends) rather than reasonable compensation.

On the other hand, If the corporation is in a lower tax bracket than the indi-
vidual shareholder, attempts are made to accumulate income in the corporation.
The Internal Revenue Service fights these attempts by means of the accumulated
earnings tax and the personal holding company tax, both of which are penalty
taxes upon the corporation for accumulating earnings in the corporation without
paying them out to the shareholders to be subject to taxes at higher rates.

Making dividends deductible to corporations would substantially reduce the
use of these devices by taxpayers and consequent IRS need for the unreasonable
compensation, accumulated earnings tax and personal holding company tax
weapons. One further step Is necessary to remove these completely. This Is that
the corporate income tax rate should be set at the maximum individual income
tax rate, which should not be more than 50 percent. In this manner, the pressure
would always be to distribute earnings to the shareholders who would never
1e in a higher tax bracket than the corporation. To do this effectively would
require that all corporate income be taxed at the rate of 50 percent. There would
Ie no lower tax rate for the first $25-50,000 of income (currently known as
surtax exemptions). To remove the surtax exemption would eliminate some
rather complicated provisions in the Internal Revenue Code limiting the use of
surtax exemptions in the case of multiple corporations.

Some may argue that small corporations should not have to pay the higher
income taxes that might result if their shareholders were in a higher income
tax bracket than the current surtax exemptions. In other words, new corpora-
tions and businesses should be subsidized to some extent to allow them to get
over the first difficult years. If this Is true, it could be more efficiently accom-
plished by the use of tax holidays, such as are used In some less developed coun-
tries and by the Commonwealth of Puerto Rico.

2. Subchapter 8 Corporation,.-To take advantage of the deductibility of cor-
porate dividends, it would be necessary under current law to actually pay out
the dividend to the shareholder. The shareholder would pay tax at a lower rate
on the dividend than the corporation would pay on the retained earnings if they
were not distributed as dividends. However, in many cases, the corporation does
not have the cash with which to pay the dividends, and needs the retained earn-
ings in the corporation to finance expansion or simply to keep up with Inflation.
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Under current law, some small corporations could solve this problem by electing
to be taxed as a small business corporation under subchapter S. The subchapter 6
provisions are at once too complex and too restrictive to be of great value in this
respect. Therefore, they should be amended and simplified.

First of all, the definition of small business corporation should be expanded.
It currently applies to corporations with 10 or fewer shareholders. It should
apply to all closely-held corporations, which could be rather easily defined as
those which are not subject to the registration requirements under the Securities
Act of 1933. In the alternative, the number could be raised to 100 or even more.

Second, if a share of stock is acquired by a partnership, a trust, or a corpora-
tion, the election is immediately lost under the present law. Furthermore, if the
corporation is Judged to have a second class of stock, the election is lost. It is
also lost if the maximum number of shareholders allowed by statute (currently
10) is exceeded, or if the corporation has more than 25 percent of its income from
passive investment sources. Once the election is lost, it cannot be elected again
for the next five years without the approval of the Commissioner of Internal
Revenue. These restrictions should be removed.

Third, at the present time, income which is taxed to the shareholders but not
distributed by the corporation becomes what is called "previously taxed income".
It becomes in effect "locked in" and poses a constant threat to the shareholder.
It is personal to the shareholder, and loses its character if the stock changes
hands, which may lead to double taxation. This is a trap for the unwary which
is currently solved by sophisticated tax practitioners by having the corporation
and the shareholder exchange checks, a largely useless exercise. Instead, the
corporation should be allowed to elect on an annual basis to treat all or any
portion of its income (which has not actually been distributed) as having been
distributed to its shareholders in any manner that it sees fit and which is other-
wise lawful, and to treat the distributed income as having been recontributed
by the same shareholders to the capital of the corporation in the same amount.
In this way, the corporation will be able to have its income taxed to the share-
holders at their lower tax brackets and at the same time retain the use of the
money for the reasonable needs of the business. This should also substantially
improve the balance sheets of small corporations and assist thpm to avoid one
of the major reasons that new small businesses fail-the lack of adequate capital.

It is our opinion that these changes in the corporate tax laws would substan-
tially improve the climate for capital formation and the formation of new
businesses.
D. Tao treatment of capital gains and losses

We first considered why capital gains should get any tax preference. The reasons
advanced were as follows:

(1) A good portion of capital gain is not true income, because it simply
is due to an Increase in price caused by inflation rather than any increase
in real value;

(2) Capital gains are often bunched into one taxable year, causing a dis-
to,-tion by pushing the taxpayer into an unusually high tax bracket for that
year;

(3) Tax preference is necessary to spur capital formation by compensat-
Ing the investor for the increased risk that he takes by investing hi.s capital
rather than loaning it out.

We then considered to what extent the present system of capital gains taxa-
tion effectively deals with these problems. The consensus was that the system
does not work particularly well. The calculation of capital gains tax plus mini-
mum tax plus penalties against maximum tax on earned income is so complicated
that it is almost impossible to do any tax planning without a computer. Conse-
quently, because businessmen are unable to predict what the tax effects of their
activities will be, they are discouraged from investing risk capital. Furthermore,
with all the penalties involved, in many cases there Is no "preference" at all, but
capital gain tax (in real terms) may be higher than ordinary income tax would
be. In many cases, there may even be taxes on gains which never occurred.

For example, let us assume that a married taxpayer has earned income of
$50,000 in 1978. In 1908, he purchased a piece of land for $50,000, which he sold
in 1978 for $100,000. Under the present method of taxing capital gains, his total
tax would be $30,307, as illustrated in Table 3 on Page 12.
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Present method of computing tax,

Ordinary Income ------------------------------------------ $50,000

Sale of capital assets:
Selling price ------------------------------------------ 100, 000
Basis ------------------------------------------------- 50,000

Long-term capital gain -------------------------------------- 50, 000

Total Income ------------------------------------------------- 1 00, 000
Less long-term capital gain deduction ------------------------------- 25, 000

Taxable income --------------------------------------- 75,000

Tax ----------------------------------------------------- 28,710
Plus minimum tax on tax preferences ------------------------------- , 597

Total tax -------------------------------------------- 30,307
However, this tax is arrived at by subtracting the basis In 1978 dollars from

the selling price in 1978 dollars. The Chamber believes that this Is totally
Inequitable. because much of the gain that is being taxed is brought about solely
by the decline in the value of the dollar. As a result, the government io taxing
"inflation. The Chamber proposes that, to remove this tax on inflation, basis for
'purposes of determining gain or loss should be increased at the date of sale by
:an inflation factor. In our example above, if the Chamber's proposal were adopted,
the taxpayer's total tax would be $21,929 (as shown by Table 4):

TABLE 4.-Chamber proposal
Ordinary income -------------------------------------------------- $50.000

Sale of capital assets:
Selling price ------------------------------------------ 100,000
Original basis, inflation factor
Original basis, $50,000 times Inflation factor, 175 percent --------- 87, 500

Long-term capital gain ---------------- ----------------- 12. 50

Taxable income ---------------------------------------------- 62. 500
Tax ----------------------------------------------------- 21,929

The resulting tax saving from the Chamber's proposal would be M8.379. even
If the real capital gain were taxed at ordinary income rates rather than at one-
half of ordinary income rates as under present law.

The saving would be even more dramatic if we were to use, as an example, a
sale of stock purchased In 1968 instead of land. Assume that the same taxpayer
sold no land, but rather sold stock in 1978 for $100,000 which he purchased In
1968 for $80.000. His tax computed under the present method would be $20,604
as shown by Table 5:

TABLE 5.-Present method of computing tax
Ordinary Income ------------------------------------------ $50,000

Sale of capital assets:
Selling price ------------------------------------------ 100,000
Basis ------------------------------------------------- 80,000

Long-term capital gain ---------------------------------- 20,000

Total income ------------------------------------------------ 70, 000
Less long-term capital gain deduction ---------------------------- 10,000

Taxable income --------------------------------------------- 60,000
Tax ----------------------------------------------------- 20,604

If the Chamber's proposal were adopted, his tax would be $1,152, as illustrated
by table 6:
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TABLE 6.-Chamber proposal

Ordinary income ------------------------------------------ $50,000

Sale of capital assets:
Selling price ------------------------------------------ 100, 00)'
Original basis, $80,000 times inflation factor, 175 percent --------- 140, 000

Subtotal --------------------------------------------- 40, 00W

Taxable Income --------------------------------------- 0,000
Tax ------------------------------------------------------ 1,152

The resulting tax saving is $19,452, because, as adjusted for inflation, the tax-
payer actually suffered a real loss in capital rather than a nominal gain.

These examples clearly demonstrate that many, If not most, capital gains are
taxed at greater than ordinary income rates today. In many cases, there are even
taxes on gains which never occurred, which results in a direct tax on capital.
Such a capital tax cannot help but have a discouraging effect on capital invest-
ment. Therefore, the Chamber recommends that basis for computing gain or
loss be adjusted so that only real gains are taxed.

As a protection against the bunching effects, the present system is inequitable,
because it gives the same protection for an asset which has been held only one
year and a day as it does to an asset which has been held for twenty or thirty
years. Furthermore, it gives the same protection to an investor who rolls over
his portfolio regularly as to one who invests risk capital in a new venture and
holds onto it. In short, it may give bunching protection for a taxpayer who has no
bunching problem. This problem can be solved by liberalizing and simplifying
the present income-averaging rules.

We also believe that the tax on capital gains itself is wasteful and inhibits
capital formation by Inhibiting the free movement of capital. Under present law,
when an investor sees a better opportunity for an investment, he is reluctant
to sell his ol one because he will have to pay tax on the gain. In order to
attract that investor, the new opportunity will have to be sufficiently better
than the old investment to pay the capital gains tax. This makes it that much
more difficult to raise new venture capital to invest in new enterprises which
will create new Jobs.

To solve this problem, we suggest that, whenever a business or Investment
a.set is sold, only that portion of the gain which is not reinvested within a
prescribed period of time-e.g., 18 months or two years-should be taxed. The
rest should be deferred. This would parallel present treatment on personal resi-
dences and property which is destroyed or taken by condemnation. In our opinion,
the result would be greater mobility of capital and a more dynamic economy.

Furthermore, the tax on capital gains tends toward concentration of business.
When a successful small businessman gets ready to retire and sell out, he fre-
quently faces a substantial capital gain tax. To avoid this, he will frequently
arrange for a tax-free merger with a large national corporation Instead of selling
to other local businessmen or even his own employees in a taxable transaction.
If he could roll his profit over Into passive investments, it might remove at least
one of the current incentives to mege with big business.

If all these things are done, the 50% long-term capital gain deduction and the
alternative tax are no longer necessary and can be repealed. This would sim-
plify the Internal Revenue Code by allowing repeal of at least 37 heavily litigated
code sections.

However much the foregoing proposals may correct inequities In capital
gains treatment, they are incomplete without some attention to the inadequate
treatment of capital losses. Currently, they can only be deducted from capital
gains, except that one-half of $4.000 can be deducted from ordinary Income each
year (the other half is lost). If the loss exceeds these amounts. It can be
carried over to later years to be applied in the same way. But if the taxpayer
dies vith unused capital losses, the carryover dies with him and the government
pockets the money.

We feel this is unfair. Capital losses hurt, and they hurt now-not lter.
The only reason losses cannot be fully offset against ordinary gain is that the
treasury department is worried abolut the revenue loss. We believe that capital
losses should be fully deductible In the year incurred. The revenue loss will be
a one-time thing as the system changes. Furthermore, we believe that unused
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capital loss carryovers should pass to the taxpayer's estate or his beneficiaries at
his death.

In summary, we propose the following actions:
(1) Repeal the current 50 percent long-term capital gain deduction and

the alternative tax;
(2) Index basis for computation of capital gain for inflation-in other

words, tax only real gains;
(3) To compensate for the bunching problem, liberalize and simplify the

present Income-averaging rules;
(4) Defer taxing gain on sale or exchange of businesses or investment

properties where the proceeds are reinvested within a prescribed time
period.

(5) Allow immediate and unlimited capital loss deductions with an
unlimited carryover including one to the taxpayer's estate;

(6) This plan will automatically remove the untaxed portion of capital
gain as an item of tax preference for maximum tax on unearned income
purposes and minimum tax purposes.

E. Capital cost recovery
Under present law, capital cost recovery is accomplished through the de-

duction for depreciation. The general theory is that capital cost should be
recovered over the useful life of the asset in equal amounts each year. An excep-
tion Is made in the form of accelerated depreciation in the early years on
certain types of assets. Also, a very complicated system called "asset depreci-
ation range" (ADR) is available which allows a taxpayer to select "class
lives" for classes of assets and depreciate assets within the classes over shorter
periods. However, ADR is so complex that only large corporations with heavy
investments in computers can afford to use it. In addition to depreciation,
there is the investment credit of 10 percent on new equipment.

We see several problems with the present system. First, because of inflation.
usually the total cost of an asset in real terms is never entirely recovered
)y depreciation. For example, a taxpayer in 1968 purchases a machine for $25.-

000 which has an expected 10-year useful life. In 1978 the useful life expires
and the taxpayer must now buy a replacement machine for $50,000. The
taxpayer based his depreciation deduction upon his original historical cost of
$25.000. Because the value of the dollar has decreased steadily over the years,
the taxpayer's depreciation deduction has actually declined in value every year.
This means that he has understated his cost of doing business over the past 10
years, which results in an overstatement of his taxable income and an overpay-
ment of his taxes.

This inequity also has an adverse effect on capital formation. Reducing the
value of the depreciation deduction reduces retained earnings which will be
nvallable for Increased capital investment. Therefore, the Chamber recommends
that basis for depreciation purposes be adjusted for Inflation annually so that
depreciation deductions will more closely reflect actual costs of doing business.

Second, the system is overly complex. Different assets may be depreciated by
different methods (200 percent declining balance. 150 percent declining balance,
125 percent declining balance, sum-of-year-digits. straight-line, units of produc-
tion. etc). Furthermore, the useful life of an asset is always subject to argument.
At the very least, the computation of depreciation on large numbers of assets is
time-consuming and expensive.

Third, the investment tax credit is subject to constant stop-and-go political
pressure. Since it was originally passed fifteen years ago. it has been suspended
once, repealed once, and increased once. Businessmen find it difficult to plan
for. At present. it is scheduled to expire at the end of 1980. The Investment
credit only partially offsets the inflation loss, because in periods of high
inflation it is inadequate to cover the total capital cost and in periods of
low inflation it over compensates. We are also of the opinion that the credit
is not as valuable for small business as it is for big business.

We propose that the system be made at once simpler, more flexible. and more
liberal. This could lie done by adopting a system similar to that used in Canada.
The Canadian system classifies all capital assets into fifteen classes. Short
lives are used ranging from one to fifteen years. Each asset fits Into only one
clasq. The taxpayer reports the total depreciation for each of the classes of
assets which he owns. If, because of low earnings, a taxpayer is unable to use
all of his capital cost recovery allowance in any particular year, he is able to
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carry over the unused capital cost recovery allowance to a following year until
It is all used up. Thus, he is not required to use up depreciation allowances unless
they are actually of tax value to him.

Again, the public utilities might be faced with a problem In using this type
of approach. The short lives proposed would probably not be acceptable to them
for rate-making purposes. We propose the same type of solution for this
problem as for their problem with the dividends-paid deduction. The short lives
depreciation should be used for tax purposes only-not rate-making-and Con-
gress should specify that the tax-saving will be lost if the regulatory agencies
require that It be passed on to the consumer. This should free up additional
retained earnings for the building of more plants.

As part of this program, we propose that accelerated depreciation, ADR, and
first-year bonus depreciation for small purchases be repealed. To compensate for
the Inflation problem, we propose indexing the undepreclated capital cost of
assets for inflation each year and eliminating the investment credit. Each year,
the remaining undepreciated capital cost of each class of assets (cost less
depreciation previously deducted) would be increased by the percentage inflation
rate for the year. For example, if the inflation rate (GNP deflator or consumer
price index) were 7 percent, the unrecovered cost would be multiplied by 10
percent, and the resulting figure would be divided by the remaining class life of
the asset to determine the maximum depreciation for the year.

If these proposal are adopted, the investment credit can be repealed. If
-depreciation Is indexed for inflation so that all cost is recovered, and short
lives are used so that all cost is recovered in the early years, the investment
credit is not needed. This would remove the stop-and-go political pressure on
what, up to now, has been an important factor in capital formation.

In summary, we propose the following:
(1) Remaining undepreciated capital cost of assets should be indexed for

inflation annually;
(2) Adopt a depreciation system similar to that used in Canada, classify-

Ing all capital assets in fifteen classes with short useful lives ranging
from one to fifteen years;

(3) Allow taxpayers to carry over unused capital cost recovery allowances
to later years if not needed in the current year.

(4) Repeal accelerated depreciation, ADR (asset depreciation range)
and first-year bonus depreciation for small purchases;

(5) Repeal the investment tax credit.
F. Carryover basis at death

One of the most complex and far-reaching provisions of the Tax Reform
Act of 1976 is new section 1023 of the Internal Revenue Code---carryover
basis at death. Prior to 1-1-77. inherited property took a basis equal to fair
market value at date of death. After 12-31-76, inherited property takes a
basis equal to the decedent's adjusted basis subject to some complicated ad-
justments. This usually results in a higher tax when the heir sells the
property.

Section 1023 results in several major problems. First, in many cases, it Is
difficult if not impossible to determine what the decedent's adjusted basis is.
The decedent may have known, but no one else does, and his records may
be in disarray at date of death regardless of the fact that the law has for
nany years required him to keep records.

Second, the computation of the necessary adjustments for each Individual
asset is extraordinarily complex, requiring as much as six pages each. Third.
for jointly-owned or community property, basis after death will be different
for the decedent's half than for the surviving spouse's half-even though
the surviving spouse may now own both halves. Fourth, basis is different
for purposes of determining gain and for determining loss, and different
still for depreciation purposes: each asset may have as many as three dif-
ferent bases. Fifth, the law requires the executor to notify each beneficiary
of the basis of each asset acquired (and IRS also if the total is over $60,000)
even though no federal estate tax return may be required--a heavy burden.

We examined a number of proposals that have been put forth to simplify
and lessen the burden of carryover basis. All were found inadequate to solve
the prollems. Consequently, we believe that the only possible alternative is
outright repeal.
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G. Muniodpal bond interest
The administration has proposed giving states and k-alities the option

of issuing bonds with taxable interest. At present such bonds pay interest
which is tax-exempt. In return for issuing taxable-interest bonds, state and
local governments would receive a subsidy from the federal government of 35-4(
percent of the interest cost.

The reasons given for the proposal are that it would eliminate a loophole
used primarily by high-income taxpayers and that it would open op new markets
for municipal bonds In the form of investors which are not subject to federal
income tax (such as pension funds).

We oppose this part of the administration's tax bill for the following
reasons: *

(1) The proposal would make state and local governments Increasingly
dependent on the federal government for financial support. In a few years,
it is predictable that Congress will start using the subsidy as a tool for
imposing its own social policies on state and local governments, much as
it is currently doing with revenue sharing.

12) The present system is simple and has worked well in practice. There
is no evidence that solvent local governments have ever had any difficulty
in marketing their bonds through existing channels. If there are abuses in
the system by high-bracket taxpayers, these should be attacked directly.

(3) The scheme will result in a net revenue loss to the federal government.
The subsidy will exceed the revenue gained from the tax on bond interest.
The method proposed for solving the problem is inefficient.

H. Tuition tax credit
Senator Roth of Delaware has proposed a plan to give taxpayers a $250 credit

for tuition paid to colleges by students or their parents. Senators Packwood and
Moynihan propose to expand this to include primary and secondary education.
The purpose of these proposals Is to give some relief (primarily to middle-
income taxpayers) from the crushing burden of educating their children.

The administration has proposed an alternative in the form of increasing
grants and loans currently available and raising the income level for eligibility
to include more middle-income taxpayers.

We have grave reservations about the advisability of either program. We
believe there would be an almost irresistible temptation on the part of educa-
tional institutions to raise tuition levels by the amount of the tax credit
so as either to relieve their own badly strained budgets or to expand desirable
programs that otherwise would not be available. In other words, we fear
that reducing market discipline in this area might result in an explosion of
costs similar to that which has occurred in the medical field by the adoption
of Medicare and Medicaid. The result would be no reduction at all in the
burden on the middle-income taxpayer.

The present loan program has become so shot with default and fraud as to
become a national scandal. Furthermore, it places a tremendous burden on
those honest students who take advantage of it and must begin repaying almost
immediately after graduation. We seriously question the wisdom of compound-
ing these problems.

Because of these reservations, we take no position on either of these proposals
nt this time. We prefer to wait and see if some better alternatives present
themselves.
I. Business travel and entertainment erpense8

The administration has taken dead aim at business travel and entertain-
ruent expenses. The political code word is the "three-martini lunch". Amnnu
other things, the administration proposes to limit the deduction for business
meals to one half of the amount expended. It also proposes to limit air
travel deductions to the cost of a coach ticket: the extra cost of first clOsq
travel would be nondeductible. The apparent rationale for these proposals IQ
that business entertainment and travel expenses are simply a cover for personal
entertainment expenses. They should not be deductible because the businessman
"enjoys what he is doing".

We believe that business meals should be fully deductible. Business enter-
tainment is often essential to promotional and sales efforts. In the words of
Senator Russell Long, Chairman of the Senate Finance Committee, "Entertain-
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meat is to the selling business what fertilizer is to the farming business."
Whether any particular expense is necessary for the business should be left to
sound business judgment. There are undoubtedly some abuses, but the Internal
Revenue Service has tools at its disposal right now that are capable of handling
these situations.

We also believe that first class air travel should be fully deductible. Many
businessmen must fly many thousands of miles in the course of their business.
If he believes that first class accommodations allow him to arrive for business
conferences relaxed and refreshed so that he can be most effective, the govern-
went should respect that Judgment. The fact that both ends of the plane land
at the same time is simply irrelevant to that decision.

The administration also proposed new rules relating to foreign conventions.
At the present time, two foreign conventions per year are allowed, but allowable
expenditures are limited and the bookkeeping requirements are onerous. The
administration proposes limiting foreign conventions to those where there is a
compelling reason for the sponsoring organization to hold the convention outside
of the United States. The allowable expenses would be liberalized and the
bookkeeping requirements relaxed. We feel that this is an improvement over
the present system and that this portion of the administration bill should be
adopted. However, we do feel that unlimited deductions should be allowed
for foreign conventions held in Canada or Mexico, because many business orga-
nizations in those countries hold their conventions in the United States. The
convention trade is good for business in both countries.

TRANSPORTATION ASSOCIATION OF AMERICA,
Washington, D.C., Angust 18, 1978.

lion. RUSSF.LL B. LONG,
Chairman, Senate Finance Committee,
W$"ash ington, D.C.

DEAR CHAIRMAN LONG: Speaking on behalf of the Board of Directors of the
Transportation Association of America (see current roster attached), I wish
to express our full support of two specific provisions relating to the Investment
Tax Credit included in the House-passed H.R. 13511 that is now under consider-
ation by the Senate Finance Committee. These changes, if also approved by
your Committee and passed into law, would be of tremendous assistance to
the transportation industry in overcoming its inability to generate needed capital
funds to meet both current and future public service demands.

One provision would make the ITO a permanent part of our tax system, thus in-
creasing the opportunities for transport companies to make capital spending
plans for the future. The other-a major and most needed change--would
raise the present 50 percent income tax write-off limit for ITC's to 90 percent
on a graduated basis.

TAA has long been a strong supporter of the ITC as a vital tool for the
transportation industry in past investment programs--to the extent it could ie
utilized. Unfortunately, the tax laws as presently written and :,pl.lled make it vwrv
difficult for high-investment and low-profit companles-- .uch as Is common in
the transportation industry-to utilize their earned ITC's.

The prolem of poor utilization of ITC's by the transportatior industry has
been studied in some detail by TAA. A position paper, which has been approved by
the TAA Board, is attached. It contains a five-part program to stimulate the
use of ITC's by the general public.

We hope that you and your staff will review this paper as part of your con-
sideration of possible revisions to H1.R. 13511. Of particular concern to TAA Is
the need to increase the use of ITC's by low- or no-income companies. This can be
done in two ways: (1) To permit a one-time transfer of the ITC in whole or in
part: and (2) To authorize refunds, in whole or in part for earned but unused
ITC's.

We urge favorable consideration by your Committee of our recommendations.
We also request that this letter and the enclosed position paper be included in
the formal record of hearings on Ht.R. 13511.

Res ctfully,
PATUL J. TrERNEY,

President.
Attachmentq.
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TIIE INVESTMENT TAX CREDIT-ITS IMPORTANCE TO THE TRANSPORTATION INDUSTRY
AS A GENERATOR OF VITAL CAPITAL FUNDS

A Position Paper which:
Explains why the Investment Tax Credit is essential to the transportation In-

-dustry, yet is of only limited benefit to it.
Proposes a five-part program to increase utilization of the Investment Tax

-Credit by the transportation industry; namely:
(1) Make the Investment Tax Credit permanent.
(2) Increase the Investment Tax Credit to 12% or more.
(3) Repeal, or sharply increase, the 50% income tax write-off limitation.
(4) Permit a one-time transfer of the Investment Tax Credit, in whole or

In part.
(5) Authorize refunds, in whole or in part, for earned but unused Invest-

ment Tax Credits.
SUMMARY AND RECOMMENDATIONS

The Investment Tax Credit (ITC) is an effective, proven, and widely-endorsed
mechanism for spurring capital formation and outlays. ITC legislation was recom-
mended by President Kennedy and enacted by Congress in 1962 to promote eco-
nomic expansion, productivity gains, and job creation in the private sector. Four
Presidents and eight Congresses since have recognized its role in providing real
economic growth.

Capital intensive industries such as transportation are major creators of ITC's
and are thus potential major contributors to economic expansion through use of
-these tax credits. The transportation industry alone creates about 12% of all
ITC's. Unfortunately, several "quirks" in the laws governing the use of ITC's pre-
vent many companies from utilizing these legitimately earned credits to any
appreciable extent. To illustrate, industry as a whole has been able to use only
75 Percent of its earned ITC's; and far worse, the transportation industry has
been able to use a mere 56 percent.

One of the major quirks is the "write-off limitation", which restricts the use of
earned ITC's to 50 percent of a company's income tax liability. In other words, if
a carrier earned $10 million in ITC's from a $100 million capital investment
during a year, but had only $10 million in tax liability, it could charge off only $5
million, or 50 percent, plus $25,000. Since so many regulated transportation com-
panles have heavy annual capital demands, yet small taxable incomes, their ITC's
are earned faster than they can use them. Unprofitable carriers, of course, have
no income taxes to write off. As a result, as of December 31, 1974 (latest year data
-available), earned but unused ITC's for the transportation industry totaled A1.3
billion-and this total unquestionably increased sharply during 1975 and 1976.

The Transportation Association of America, a national policy organization
composed of transport users, suppliers, investors, and carriers of all modes (air.
freight forwarder, highway, oil pipeline, railroad, and water), is very much con-
cernd about the inability of the transport industry to fully utilize the ITC. Ac-
cordingly, it is proposing a five-part program to stimulate its use:

(1) Make the ITC perianent.-This would stimulate private-sector capital in-
-vestment by allowing future planning because of assured ITC benefits.

(2) Increase the ITC7 to 12 perreet.-This would increase the volume of ITC's
that can be earned, thus stimulating investment to extent they can be used.

(3) Repeal, or sarply increase, the 50 percent income tan, ierite-ofy limits-
tinn.-This would quickly and easily stimulate capital investment by doubling
'ITC's that can be used. Temporary tax losses would be more than offset by the
multiplier effect on the economy and boost In private-sector jobs.

(4) Permit a one-time transfer of earned ITC's.-This would enable carriers
with little or no income to more fully utilize ITC's by their sale to other comonnie;.
thus stimulating further Investment. It would simplify and encourage such
transfers, now done only through complex arrangements.

(5) Authorize refund* for earned but unused credit&-Thls would also stlimu-
late capital Investment by carriers with low or no income. as It would provide a
refundable credit for that portion of their earned ITC's that cannot be used. This
should help financially wpak regulnted carriers with heavy capital investment re-
quirements to meet public obligations.
Lack of capital is weakening transport industry

What do you do when you can't raise enough money to cover your needs? For
an individual, the answer is simple and Inescapable--"Do without." But applying
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this answer to a major sector of the economy, such as the transportation Industry,
inay have far-reaching consequences. Our nation's economic welfare depends on
the availability of adequate, efficient transportation service; and without suf-
ficient capital funding, the transportation industry's ability to fulfill the need for
that service is imperiled.

Thus, "doing without" for the transportation industry may in a very real sense
mean "doing without" for the entire nation.

Last year the transportation industry estimated that it should have spent nearly
$13 billion to replace outworn, outdated equipment and facilities and to expand
its operations to meet the growing public demand for transport services. But It
could raise only a little better than half that amount-just as was the case for
every prior year of this decade. Estimates for 1978 present the same gloomy
)icture.

These figures illustrate a harsh truth that has beset the transportation Industry
for many years. Year after year the industry's ability to generate new investment
capital has fallen far short of its needs. Year after year the industry has been
compelled to re-evaluate those needs-to "do without"-long past its ability to
anlsorb such capital shortfalls.

The results, as anyone familiar with the industry can attest, have been rising
costs and. for a growing number of carriers, deteriorating service, despite the best
efforts of the industry to overcome its problems.

When investment lags, transportation carriers, must-just like an individual-
take steps to live within the limits of their resources. Replacement cycles must boe
lengthened, expansion plans deferred, and plant maintenance programs delayed.
Forced to rely on older, less dependable facilities and equipment, carriers find pro-
ductivity and efficiency declining-and operating costs Increasing. Faced with
"catch-up" capital needs, little provision can be made for growth in transportation
service demand, which has been rising at a compound rate of 3 percent a year for
freight and over 4 percent for passenger services.

The railroads, which face perhaps the sharpest problems, most clearly show
the corrosive effects of this capital squeeze. One-fourth of the trackage in the
country is under "slow orders" because of poor physical condition. This tends to
aggravate the size of freight-car shortages during peak-load periods. The rail-
road report that deferred maintenance and capital improvements now add up to
a $4.2 billion backlog. Yet, this industry's averall rates of return for the last
three years have been a lowly 1.20 percent, 1.64 percent, and 1.26 percent
repectively.

Nor are the railroads alone in their travails. During the years of this decade
no mode of transportation has been able to meet its capital needs. It is becoming
increasingly clear that answers must be found-and found soon-the capital
formation problems that are besetting transportation, if the nation expects to
have an adequate, efficient national transportation system to support its future
economic progress.

The investm4et tax credit represents a powerful toot to recerse this trend!
Necd for cspitai formation and econotnic expansion

Capital Formation.-There is an unquestioned requirement for strong capital
formation in the American economy. Qualified analysts have clearly documented
this fact. According to the American Council for Capital Formation, "The U.S.
will need the incredible sum of $4.5 trillion in new capital funds in the next ten
years--three times the $1.5 trillion of the last decade." The New York Stock
Exchange terms the capital shortage a "present fact"; and the Chase Manhat-
tan Bank predicts a capital shortfall of $1.5 trillion during the next ten years,
unless economic policies are altered. Widely reported economic studies and busi-
nes. forecasts echo this assessment.

Capital formation Is a prime contributor to economic expansion. It reduces un-
-employment by providing jobs in the capital equipment industries. It expands the
base of productive capital to provide more goods and services to consumers. It cre-
ates employment in the use of new equipment. It increases productivity. It en-
ables recycling of the money supply through the various stages of manufacture
and distribution. And since capital equipment order-through delivery time is often
lengthy, it smooths economic cycles by counterbalancing government and con-
sumer spending slowdowns.

Productitity.--CapItal formation Is closely linked to productivity. More and
.better capital equipment increases productivity per man-hour through use of ad-
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vanced technology and materials of process controls. Productivity is the engine-
behind real economic expansion, real growth and inflation-free progress. The U.S.
Bureau of Labor Statistics reports that productivity makes possible increases in.
real worker incomes-which have risen about the same rate as output per man-
hour since World War II. It also increases the availability of goods and services
to the population as a whole. Most researchers conclude that output per man-hour
has increased in large part because the amount of capital supporting each worker"
has increased substantially.

Productivity also enables U.S. business to compete efficiently in the interna-
tional market and against imports domestically. It also provides the margin of
cost control for winding down Inflation. The reverse also holds true; i.e., as capi-
tal formation lags, so does productivity. Former Treasury Secretary William Si-
mon reported that productivity growth declined from 2.44% annually during the
early 1950's to 1.33% per year for the period 1970-7& He compared this to a rate
of productivity growth for our major trading partners, Japan and West Germany,
that was more than double ours over the last 15 years.

Certain parts of American industry have noticeably suffered from the "produc-
tivity/relative prices gap." The steel, television, auto manufacturing, and shoe in-
dustries, among others, are experiencing reduced domestic manufacturing out-
put because of imports. The result is the loss of many American jobs.

Economio Expansion.-Two other factors make economic expansion vital. First,
the American population will continue to grow, albeit at a reduced rate. Zero.pop-
ulation growth remains in the future, and current estimates call for the Amerl.
.atn population to increase from 220 million in 1977 to 262 million by the year

2000. The need prevails for increased jobs.
Also. the current economic picture is far from ideal. Unemployment is much

above desirable goals. College graduates face poor job prospects. Millions of people
must work at jobs requiring lower skills and experience than they possess. Yet,
programs to stimulate jobs must be long-lasting, not short-term inflationary meas-
ures. Job creation via capital outlays is the proper approach.
The investment tax credit is a protein tool to spur capital formation

Dcscription.-The ITC is an economic benefit intended to stimulate investment,
employment, output, and efficiency by reducing the cost of qualifying investments
in capital equipment. The existing ITC generally allows a business enterprise
to reduce (or credit) the amount of income tax otherwise due by an amount equal
to 10 percent of the cost of the investment (up to $25,000 plus 50 percent of the
tax liability). Unusable credits may be carried back three or forward seven years.

Philoaophy.-The ITC was recommended by President Kennedy and enacted
by Congress in 1962 to boost capital formation and economic expansion. At the
time of its adoption, the nation was experiencing a period of high employment.
economic recession, and idle industrial plant capacity. Secretary of Treasury
Dillon called the ITC a key to "modernization and expansion of industry. . .
which is essential to higher productivity. . . rising per capita income. . . rising
real wages. ., rising investment incomes. ., and a help In holding prices down."

Support.-Support for the ITC transcends party lines and political philosophies.
President Nixon asked Congress to reinstate the ITC in 1971 to "give the (eco-
nomic) system a powerful new stimulus." President Ford asked for an ITC in-
crease to 12 percent in 1975 to "put our people to work. ., and help shift the-
emphasis from inflation to jobs." The Senate Finance Committee that year praised
the ITC for its "Job creation both directly and through the multiplier effect . . .
for its anti-inflationary nature . . . for its contribution to productvity." It also
noted that "Increased productivity has favorable Implications for our balance of
payments and exchange rate of the dollar . . . and that increasing the capital
stock is essential to providing enough jobs for those entering the labor force."

The House Ways and Means Committee's "Tax Policy and Capital Formation
Report" of 1977 surveyed research on the ITC and other tax Incentives. Five of
six major studies reported a 9 percent increase in capital equipment investment
resulting from the ITC. The report stated that "tax incentives like the ITC In-
crease the propensity to Invest by somewhat more than the revenue loss (to the.
Treasury)." The Joint Committee on Internal Revenue Taxation Report of 1976
said: "During periods when the ITC was in effect (between 1062 and 1975),
orders for general industrial machinery increased. At times this was quite dra-
matic. During the periods when the credit was riot in effect, orders either decline
or remained relatively constant."
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Benefits.-As the ITC spurs capital investment, it generates orders for parts,
row materials, supplies, and services. The multiplier effect of new wages translates
to additional salaries, consumer purchases. Jobs to supply added demand, new
Federal, state, and local taxes, and the movement of some individuals from re-
-ciplent to taxpayer status.

Afterisative.-Alternatives to pilvate-sector stimulation may include public
-works projects, job-training programs, welfare programs, and recently-discussed
full-employment strategies. Many have experienced high administrative costs,
poor skill transfer, and limited success in reducing structural unemployment.
Some programs are inflation-prone and most have demonstrated a poor record for
providing permanent job skills and employment.

The evidence clearly supports the soundness of the ITC for both capital and
,economic expansion and its preference over other short-term measures that tend
to feed Inflation through creation of low- or no-productivity jobs.
The investment ta:. credit is especially productive in transportation sector

The transportation industry Is a primary contributor to capital formation, al-
though to a far less extent that it should be. It could be a major vehicle through
which economic stimulus programs benefit the economy. To illustrate:

The transportation industry Is capital intensive, as shown by the table below.
With a net investment (investment less appreciation) of well over $0 billion,
it obviously needs far more than that amount for replacement of equipment and
facilities at current and future dollar values. Airlines, railroads, shipping, truck-
lag, pipeline, and vehicle leasing concerns also require significant volumes of new
equipment and facilities annually for expansion needs. One way to help generate
this needed capital is to Increase the availability and use of ITC's.

Net investment of ICCICAB/FMC-regulated carriers in transportation property
and equipment-December 31, 1975

fMillios
Air Carriers ------------------------------------------------------- $11, 105
Motor Carriers ---------------------------------------------- 5,295
Oil Pipe Lines ----------------------------------------------- 7, 678
Railroads-Car Lines ----------------------------------------- 35, 439
Water Carriers ---------------------------------------------- 1,850

Total ------------------------------------------------------ $61,367

There Is a continuous need to purchase the most modern, efficient aircraft, rail
cars, buses, trucks, barges, ships, and other equipment fleets. Domestic and in-
ternational competition requires transportation companies to offer efficient, pro-
ductive, up-to-date equipment. Transport equipment fleets must be constantly
modernized.

Transportation equipment Is expensive, with orders frequently amounting to
millions of dollars for a single unit, and the volume of units needed each year is
so high the total capital demand can rise to a billion or more dollars. This Is shown
by the figures below:

HIGH COST OF COMMERCIAL TRANSPORT EQUIPMENT

Number needed
Type Average cost per year Estimated annual cost

Air transport ------------------------ $15, .000-20, 000, 000 125 $1, 900, 000, 000-$2, 0 0000, 000
River barl --------------------------- 200 1,500 300,000,000
River towboat ----------------------- 1, 500,000 140 210, 000,000
Rail frellht car . ------------------------ 30,000 60 000 1,800.000 000
Intercity bus ......................... 100,000 1,200 120, tW. 000
Tractor----------------------------- 55,000 50,00 2,750000, 000

Transportation equipment is subject to heavy service and wear. This means
a high equipment turnover rate in transport fields such as aviation, bus, and
trucking. In other transport fields, such as rail and shipping, the equipment is
long-life, yet requires heavy maintenance, repair, and overhaul--often to an ex-
tent requiring capital funding.

The complexity and scope of transportation equipment manufacture offers ex-
cellent employment opportunities for all types of worker skills,
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Transportation idut 8rys capital needs are expanding but are rot being met
'In 1974, the Transportation Association of America made an analysis of the

capital needs of the various modes of carriers subject to the economic regulation
of the Interstate Commerce Commission and the Civil Aeronautics Board. These
estimates have been converted into constant 1977 dollar values, but they do not
take into account the inflationary impact of future costs. To avoid charges of
"blowing up" the estimates, TAA broke them down into "Replacement" and "Ex-
pansion", with the former category representing the cost of equipment and facili-
ties simply to replace existing capacity. The later category represents the cost
for expected expansion of capacity to meet future needs--but in constant dollar
values.

ESTIMATED ANNUAL CAPITAL REQUIREMENTS OF PUBLIC INTERCITY CARRIERS, 1975-79

IMillions of constant 1977 dollars

Annual outlays
Replacement Expansion Total 1970-74

Railraods ........................................... $3,581 $1, 394 $4 975 $2, 693.
Airlines ............................................ 1, 334 1,444 2, 778 1 880
Motor carriers ...................................... 2,044 756 2,800 1,409
Oil pipelines ........................................ 174 1,574 1,748 610'
Water carriers ...................................... 270 265 535 411
Intercity bus ....................................... 121 15 136 105

Total ........................................ 7, 524 5,448 12,972 7,108

It is obvious from the above table that the transportation Industry is not
meeting its capital needs-nor even its capacity replacement needs. Unfortu-
nately, this "capital gap" is not a recent phenomenon, as illustrated by the table
below, using data published by the U.S. Department of Commerce.

TRANSPORTATION INDUSTRY'S SHARE OF TOTAL INDUSTRY OUTLAYS FOR PLANT AND EQUIPMENT

IBillions of dollars]

1950 1955 1960 1965 1970 1975 1977"

All industries ......................... 20.21 29.53 36.75 54.42 79.71 112.78 137.02
Transportation ........................ 2.37 2.58 3. 12 4.89 6.04 7.57 6.99
Percent transport ..................... 11.7 8.7 8.5 9.0 7.6 6.7 5.1

The regulated transporation industry, as indicated above, has been steadily
losing out in the competitive market for capital funds. Investors understandably
put their money where the return is the greatest, and many public carriers are-
poor risks compared to other investment markets.

These trends are unfortunate indeed, because the capital spending by the-
transporation industry decidedly benefits American society. Modern, efficient,
high-quality transportation services provide better transporation for business
and vacation travelers, faster and lower-cost transport for food and other-
business shipments, and more competitive transportation modes with lower
rates and more productive services.
Investment tax credit has not worked as intended for tranaporatton industry

For a number of reasons, the Investment Tax Credit has failed to work ade-
quately for the transportation Industry. While very helpful to the extent it has
been used, various quirks in the laws and rules governing the use of the ITC
have limited its use by the transportation industry.

Transporation Investment ia High Relative to Proflts.-As noted previously,
overall transport investment Is very sizeable, and the cost of equipment and
facilities is very high---both in unit terms and in the large volume of units
needed each year. Industry profits, on the other hand, are restrained because:

Large segments of the industry are government regulated, with rates and
fares set by state and Federal agencies. Under regulation, the resulting rates
of return on investment aften result in uneconomic profit levels. Rate levels are -
often held down because of strong resistance from users, consumer interests, and
political groups. When increases are approved by regulators, their effect is often
diminished by a lengthy hearing and appeal process.
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Transportation companies have suffered from excessive cost increases. This,
is particularly true of carriers with sizeable fuel requirements. For example,
the cost to the airlines for fuel increased from $1.3 billion in 1973 to $3 billion in
1976, and it now represents about 20 percent of total operating costs. Each
cent-per-gallon increase in the price of jet fuel results in an additional $100
million in annual expenses for the U.S. scheduled airlines. Ia the railroad field, the
average cost of equipment has risen 73 percent from 1973 to 1977. Similar ii-
creases could be cited for other modes.

Limited Income is Available to Use ITC's.-The constraints on the ceiling
of rates and fares, because of regulation, make it very difficult for carriers to
meet less-constrained increases In their costs of equipment, labor, fuel, etc. This
obviously limits taxable incomes and the opportunity to utilize the Invest-
ment Eax Credit. As a result, many ITO's go unused.

The tax law quirk that restrains ITO use is the tax write-off limitation. Under
the current law, companies may deduct credits up to a maximum of $25,000
plus 50 percent of tax liability above that amount. In an industry with high
investment relative to profit (such as transportation , this limitation forces
many credits to go unused. They cannot be claimed on a timely basis, and they
are often permanently lost because of expired carryover periods.

This income tax write-off limit has created a backlog of earned but unused
ITC's. and the size of this backlog has been dramatic for the transporation
industry. For example, as of December 31, 1974, unused ITC's for this Industry
alone totaled $1.3 billion. This included $680 million for the airlines, $320 mil-
lion for the railroads, and $300 million for other transport modes. Totals for
the years 1975 and 1976 continued upward.

An analysis of the first 12 years of the Investment Tax Credit shows that
the transporation industry was able to use only 56 percent of the ITO's it gen-
erated. For the respective modes of transport, the percentages of used ITO's
were as follows: Airlines, 35 percent; Railroads, 55 percent; Water Carriers, 59
percent; Pipelines, 76 percent; and Trucking and Warehousing, 79 percent.
The overall 56 percent utilization compares with a better, but still unsatis-
factory, 75 percent for all U.S. industry.

Viewed another way, the capital-intensive transporation industry created
12 percent of all ITC's, but as a low-profit industry, it has 37 percent of all un-
used credits for this 12-year period. Thus, transportation has been especially af-
fected by the 50 percent income tax write-off limitation.
Income Tax Write-off Limitation Creates a Disincentive for Transportation.-
The 50 percent income tax write-off limitation, In application, tends to discourage
Investment, as explained below:

Companies with unused ITO's or marginal profits-such as much transpor-
tation companies--must effectively pay more for capital equipment than com.
petitors able to use their ITC's. This discourages the former from making in-
vestments. According to Senators Long and Kennedy, "the current law is design-
ed so that General Motors pays $90,000 for a $100,000 machine while American
Motors pays the full $100,000." This amounts to a 10 percent surcharge for
machinery and equipment for some companies, putting them at a competitive
disadvantage.

Because marginally profitable and unprofitable carriers are forced to pay
higher costs for productive equipment, compared to their competitors, they have
less opportunity to Improve operations and thus reverse their downward spiral.

With the 1976 rise in ITC's from 7 percent to 10 percent-a desirable change
for companies able to fully utilize it-more low-income transportation com-
panies "bumped" the 50 percent taxable income write-off limit. They were dis-
inclined to invest above that limit because further capital purchases would be
at a surcharge. Therefore, the raising of the ITO further without changing the
tax write-off limitation will only magnify these problems.

When companies already have a backlog of past unused credits-as many
transportation companies do-they are inclined to limit present and future
investments until they have caught up.

In summary, tax experts report that tax write-off limitation rules hamper
capital formation by penalizing: (1) companies whose Investment is high rela-
tive to Income, (2) marginally-profitable or unprofitable companies, (3) new
companies, (4) small companies, and (5) venture capital firms.

Leverage Lease is a Poor Solution.-Some transportation companies have em-
ployed the "leveraged lease" technique to recycle earned ITC's. A company un-
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able to use ITC's-because of the tax write-off limitation or because it has lltile
or no taxable income--can lease the particular equipment from a third partly
who takes the ITC. The financing arrangement results in a slightly lower equip-
ment lease rate to the original company, but at a cost higher than that if it could
have used the ITO directly.

The device is widely used, but remains unpopular with most user parties.
First farming out the ITC to a middleman involves the cost of relinquishing
much of Its value. It also poses complex legal and ownership problems that are
not yet fully resolved. It is not practical for some major fixed (non-equipment)
investments where the assets are not suitable collateral for third-party owner-
ship. It finances existing transactions, but does not attract additional capital
to industry. Because ownership rights accrue to the financier, It is more costly.
Ways to stimulate capital formation and outlays via greater use of the ITC

There are a number of constructive steps that can be taken to increase the use
of the Investment Tax Credit, and thus stimulate both capital formation and
spending. These are shown in the following five-part program being advocated
by TAA. In some instances any one of the proposed changes would prove help-
ful, by TAA. In some instances any one of the proposed changes would prove
helpful, but in most instances several of them should be put into effect to do
the Job.

While detailed comments on each are made below, these proposals are as
follows:

(1) Make the Investment Tax Credit permanent.
(2) Increase the Investment Tax Credit to 12 percent or more.
(3) Repeal, or sharply increase, the 50 percent tax write-off limit.
(4) Permit a one-time transfer of the Tax Credit, in whole or in part.
(5) Authorize refunds, in whole or in part, for earned by unused ITC's.
1. Make the INvestment Tax Credit Permanent

As urged by President Carter in his "Tax Proposals" to the House Ways and
Means Committee on January 23, 1978, the Investment Tax Credit should be
made permanent "so that businesses can -plan ahead with greater certainty of the
tax benefits that will be associated with projected capital expenditures."

Uncertainty about the permanency of the ITO has undoubtedly had an adverse
impact on its use since its introduction. As previously stated, the ITC was
initially authorized by the Congress in 1962 at a 7 percent level. It was suspend-
ed in 1966, but brought back in 1967, only to be eliminated again In 1969. It
was once again reinstated, at the 7 percent level, in 1971; and It was increased
in 1975 to 10 percent for a two-year period. In 1976 it was extended through
1980 at the 10 percent level; and on January 1, 1981, it is scheduled to revert
back to 7 percent.

TAA is in full accord with making the ITO permanent at least at the 10
percent level. The on-and-off and 7-or-10-percent history of the ITO certainly
hasn't been conductive to sound financing of large-and often very long-term-
capital obligations that are characteristic of the transportation industry.

2. Increase the Investment Tax Credit to 12 percent or More
Another way to stimulate capital investment---especially in capital-intensive

industries such as transportation-is to increase the Investment Tax Credit to
12 percent or more. This would be of particular help to carriers with very
heavy capital needs during the next decade, as is the case for airlines faced with
replacement of very expensive new aircraft and costly noise reduction of much
of their present fleets. Railroads must purchase many thousands of hopper cars
to meet the growing demand for coal, which likewise calls for thousands of new
barges-along with locomotives and towboats to propel them.

While such an increase In the ITO percentage would be of little direct finan-
cial assistance to companies with low or no taxable incomes, it should boost the
supply of equipment that could be obtained by them through leasing. It repre-
sents a direct reduction in the cost of financing for carriers that can use it, which
in turn should help them meet the capital outlays required for such things as
rail track and right-of-way facilities that usually must be financed internally.

S. Repeal, or Sharply Increase, the 50 percent Income Tax Write-Off
lrmitation

As already explained in some detail, the preent50.pevc6Ut income t4lx write-
off limitation on use of the ITO has been perhaps the major reason why this in-
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vestment incentive has been so poorly utilized. This is particularly true for the
transport industry, with its very high capital needs and relatively low income
levels.

Tax experts clearly recognize the inequities created by this limitation. In
1971, then Acting Associate Director Emil Sunley, Jr. of the Office of Tax
Analysis, U.S. Treasury Department, outlined a "More Neutral Investment
Tax Credit". Among seven proposals designed to "simplify the present credit
and be equivalent to an across-the-board cut in the price of new machinery and
equipment" was a call to repeal the tax write-off limit. He noted the limitation
runs counter to Congress' wishes by "discriminating against rapidly-growing
businesses, providing little benefit to certain industries threatened by foreign
competition and as a side effect encouraging equipment leasing."

Frederick W. Hickman, as the Assistant Secretary of the Treasury for Tax
Policy, spoke in 1974 of the counter-productive write-off limit. He said this
policy "offers no assistance at all to companies in financial difficulty or with no
taxable income ... businesses for which increased productivity is most critical
get nothing at all." He also noted that ITC write-off limitation discriminates
against the innovative, growing firm, as well as small companies.

President Carter, in his latest "Tax Proposals", urges a boost in the Income
tax write-off limit from the present 50 percent to 90 percent, and "thereby in-
crease the incentive for those businesses with relatively high investment needs
and low taxable incomes." He also stated: "Developing businesses and firms
suffering from temporary business reversals will be helped to compete more
effectively with their larger or more stable competitorss" The President could
have cited the transportation industry as an example in boh instances.

While TAA would prefer outright repeal of the 50 percent tax liability write-
off limitation, it fully supports the President's proposal to increase It to 90 per-
cent. Evidence to date shows that such a change will produce impressive results-
particularly in the transportation industry. To illustrate, in 1976 Congress
passed and the President signed into law Public Law 94-455, which included
a provision allowing airlines and railroads to apply their ITC's to up to 100 per-
cent of their taxable income for 1977-78, and 10 percent less each year thereafter
until back to the standard 50 percent.

Did the change help? The answer is unquestionably "Yes", based on figures
published by the U.S. Department of Commerce, as noted below:

EXPENDITURES FOR PLANT AND EQUIPMENT

(Billions of dollars)

1976 1977 19781

Air transport ........................................................... 1.30 1.68 2.17
Rail transport .......................................................... 2.52 2. 90 3.34
Other transport ......................................................... 3.63 2.21 1.88

Estimate. •

It is unfortunate that the increase in the ITC write-off limit did not apply
to the other modes of transport, because their capital needs and problems of
financing are in many ways very similar to those of the air and rail carriers.

TAA supported this temporary change, and it was clearly justified when it
is recognized that the airlines and railroads--as noted on page 7--bad been able
to use only 35 percent and 55 percent respectively of their earned ITC's during
the first 12 years of the life of the credit. In dollar terms, the airlines had $680
million, and the railroads $320 million, in unused ITC's.

As shown by the airline and railroad experience, increasing the ITC write-off
limitation can produce immediate results, and thus'is perhaps the fastest way
to stimulate capital formulation via the ITO,. It would double the potential
volume of ITC's, and the change is logical, easily understood, and adds no major
complexities to the present tax system.

This change, however, cannot solve the problem by itself. While most desirable,
it would not be of direct benefit to companies without any taxable income, and
it represents no more than a partial solution in the transportation field, where
more than one-third of the ITC's would still remain uncaptured. Because of the
many marginally-profitable and unprofitable transport companies, carry-forward
periods would expire before ITC's could be used. Also, the disincentive feature

34-369 0 - 78 - 42
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of the ITO would remain, with carriers unable to use their ITC's having to pay
more for equipment and facilities than more profitable competitors.

Accordingly, this change should be made along with one or both of the follow-
ing recommended changes, which are designed to help the capital formation prob-
lems of the unprofitable or marginally-profitable carriers which still must provide
essential public transport services.

4. Permit One-Time Transfer of Investment Tax Credit, in Whole or in
Part

Another solution is to permit firms which cannot themselves use the credit
to transfer or sell their ITC rights to other companies. Such transferability
would immediately compensate the capital investor. It would encourage in-
vestments by firms, including many in the transport industry, with large unused
ITC's. This in turn should stimulate further investments.

The concept of transferability has basis in fact as well as law. A company
purchasing new equipment today for the purpose of leasing it can elect to have
the credit deduction pass to the user/lessee rather than keep it as owner/lessor.

A properly certified transferable credit could be sold close to its face value,
because any taxpayer purchasing it would employ the ITO in lieu of cash in
the payment of his taxes. Banks, investment bankers, or corporations per se
would negotiate the transaction. Since the instrument would be backed by the
full faith and credit of the Treasury, ITC Paper would be readily marketable.

Unrestricted transfer of unusable ITC's would eliminate the large volume of
ITC's lost today by companies that must "sell" them in the form of leveraged
leases, or forego the benefits entirely because of expired capture periods. The
mechanism would eliminate the complex transactions and tax problems involved
in leveraged leasing. Equipment users would not abandon the residuals or
benefits of ownership.

Transferability is logical, straightforward, and simple to administer. It re-
mains wholly within the business sector, which would obviate public and political
concern over corporate subsidies. Also, it would directly benefit the many
capital-intensive transport companies with little or no taxable income.

5. Authorize Refunds, in Whole or in Part, for Earned but Unused ITO's
The concept of refundability for application to the Investment Tax Credit is

another way to stimulate capital formation, especially for unprofitable trans-
port companies with heavy capital needs to meet their public obligations. The
concept calls for removal of the requirement for tax liability to use ITO's, thus
making the credit fair and equitable for all capital equipment investors.

Refundability calls for treating ITC's as credits against the firm's taxes to
the extent taxes were due, with any excess credits refunded to the corporate
taxpayer. The process is logical within the concept of having the Government
support desirable private actions in the general public interest-as now done
via subsidies, price supports, tax penalties, and other mechanisms. It is designed
to correct an inequity in the present ITO program by allowing firms with heavy
capital needs but no taxable incomes to share in the benefits.

The concept has gained impressive business and government support. For
example, Senator Russell B. Long considered refundability initially in 1972
when studying revisions to the Social Security Law. He first proposed it in 1975
at the Senate Finance Committee's public hearings on the energy tax bill; and,
in 1977, he offered a "Refund of Excess Investment Credit" amendment to the
Internal Revenue Code and introduced the concept in S. 1270 as a "long overdue
improvement of the investment tax credit".

In recognizing ITC's as tax subsidy incentive payments to stimulate invest-
ment by no-income companies, Senator Long said it is "time for us to urge the
new Administration, our colleagues in the House and the public at large, to give
serious consideration to the support of . . . eliminating this discrimination
against the less fortunate in our economic society. The. correction of this dis-
crimination is long overdue."

Refundability of unused ITO's was endorsed by the Ford Administration in
1974, when it recommended full refundability after a three-year period. The
White House Fact Sheet of October 8, 1975, said the proposal would:

Help growing companies which have present investments which
are large in comparison with their current incomes."

".... Help companies in financial difficulties, which get no benefit from
the credit because they have little or no income tax liability against which
to apply it."
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Help small businesses, which under present law are more severely
affected by the restrictions and limitations."

Senator Stevenson introduced a bill in 1976 to treat expired unused invest-
ment credits as refundable overpayments of tax. S. 3080 was drafted, ho said,
"to make the investment credit more effective and fair by correcting c serious
deficiency in its application." The Senator noted a precedent in the Senate Fi-
ance Committee's approval of refundable credits for expenditures for certain
home insulation and solar and geothermal energy equipment, in July, 1975. He
called the present ITC program "inequitable and counterproductive . . . when
businesses make investments in reliance on the credit only to find that cir-
cumstances subsequently preclude its availability." He also said refundability
would "make the credit a more effective device for stimulating investment in
those sectors of the economy most seriously affected by the recession."

Another supporter of refundability and of Senator Long's amendment has been
Senator Edward M. Kennedy. In a July 1, 1977, "Tax Reform Statement,"
Kennedy praised the ITC as "the most effective tool (of the last 15 years) to
stimulate investment in productive capital assets." But he noted shortcomings
in the credit's ineffectiveness and the exclusion of certain companies from ITC
benefits. Endorsing refundability as a major improvement in that law, he said
such a change would "structure the credit in a fairer manner and insure that
many who could make significant investment are not discouraged from doing so
by the artificial limits now contained in the credit mechanism."

The Senator cited a number of advantages of refundability, stressing that the
primary advantage would be its effectiveness. These advantages include:

Effectiveness: "To be effective, an Investment stimulus must be understandable
by business and must have the confidence of business. I agree with the Treasury
that our best economic stimulus is provided by a strengthened investment credit-
but strengthened to help those businesses and institutions that will be most en-
couraged to increase investment and create new jobs, We should take advantage of
our fifteen year experience with the investment credit, rather than spending time
and effort to develop a new program as proposed by the House."

Simplicity: "The existing investment credit is already In place. It is well
understood by business and the Internal Revenue Service. Adopting the pro-
posal to make the credit refundable will not trigger another round of complex
statutes and regulations, followed by more complex regulations in the never-
ending chase between Congress, tax lawyers and the IRS."

"Ease of Administration: A refundable investment credit will also be much
easier for the IRS to administer than either a new Jobs tax credit in the House
bill or the Administration's Social Security payroll tax credit. The government
regulations that are required to implement a totally new program would be
vastly reduced by simply modifying the existing investment credit. Moreover, the
IRS personnel are already trained to audit and oversee the investment credit.
The refundable investment credit is clearly superior to the House or Admin-
istration proposals in this respect."

"Equity: Finally, a refundable investment credit would significantly improve
the equity of a major tax program already on the books. The House proposals
for a new Jobs tax credit and the Administration's Social Security payroll tax
credit simply introduce new sets of inquiries Into our tax system."

Senators Long and Kennedy called on President Carter in August, 1077, to in-
clude ITC refundability in the Administration's forthcoming tax program. They
noted the "unfairness and potential discrimination to non-profit making concerns
under the current law", who must pay a "surcharge" for capital equipment.

Opponents to refundability term it a drain on funds. But supporters note that
present tax laws do not provide proper or fair allocation of benefits, and they say
the burden should not fall upon an arbitrarily selected group, such as capital-
intensive companies. In other words, transportation companies are among those
most discriminated against by the present ITC system.

There are a number of ways to improve the investment tax credit program, but
a combination of changes such as proposed above will be the best approach.
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Shell Oil Company, Houston, Tex.
V. L. Petersen, Vice President, The Goodyear Tire & Rubber Company, Akron,

Ohio.
John E. Phelan, General Traffic Manager, Anheuser-Busch, Inc., St. Louis, Mo.
William J. Quinn, Chairman and Chief Executive Officer, Chicago, Milwaukee,

St. Paul & Pacific Railroad Company, Chicago, Ill.
C. B. Ramsdell, Vice President-Group Executive, Railway Products Group,

Westinghouse Air Brake Company, Pittsburgh. Pa.
John S. Reed, Chairman and Chief Executive Officer, The Atchison, Topeka &

Santa Fe Railway Oompany, Chicago, Ill.
James E. Reinke, Vice President-Government Affairs, Eastern Airlines, Inc.,

Washington, D.C.
W. Thomas Rice, Chairman of the Board, Seaboard Coast Line Industries, Inc.,

Richmond, Va.
Ronald G. Ross, Senior Vice President, Bank of America, N.T. & S.A., Los

Angeles, Calif.
Paul Schuster, Chairman of the Board, Schuster Express, Inc., Colchester,

Conn.
Henry E. Seyfarth, Seyfarth, Shaw, Fairweather & Geraldson, Chicago, Ill.
Richard F. Small, President, Union Mechling Corporation, Pittsburgh, Pa.
R. R. Smith, Chqirman and Chief Executive, Smith's Transfer Corporation,

Staunton, Va.
W. K. Smith, Vice President-Transportation, General Mills, Inc., Minneapolis,

Minn.
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Wilbur S. Smith, Chairman and Chief Executive Officer, Wilbur Smith and
Associates, Columbia, S.C.

William I. Spencer, President, Citibank, New YorR, N.Y.
William F. Spitznagel, Chairman of the Board and President, Roadway Ex-

press, Inc., Akron, Ohio.
Edwin F. Stadelman, General Traffic Manager, J.C. Penney Company, Inc., New

York, N.Y.
W. Stanhaus, Chairman and Chief Executive Officer, Spector Industries, Inc.,

Bensenville, Ill.
Stoney M. Stubbs, Chairman of the Board, Frozen Food Express, Inc., Dallas,

Tex.
L. D. Thomas, Vice President--Operations, Planning & Transportation, Amoco

Oil Company, Chicago, Il.
Richard L. Thomas, President, The First National Bank of Chicago, Chicago,

Ill.
Robert E. Thomas, Chairman of the Board, MAPCO, Inc., Tulsa, Okla.
George F. Tldmarsh, Vice President, Physical Distribution and Transportation,

Sears Roebuck and Company, Chicago, Ill.
Kenneth L. Vore, Vice President-Traffic and Transportation, United States

Steel Corporation, Pittsburgh, Pa.
Charles J. Waidelich, Cities Service Company, Tulsa, Okla.
Michael J. Walsh, Jr., Vice President-Transportation and Distribution, St.

Regis Paper Company, New York, N.Y.
Hays T. Watkins, Chairman of the Board and President, The Chessie System,

Cleveland, Ohio.
Bennett C. Whitlock, Jr., President, American Trucking Associations, Inc.,

Washington, D.C.
George K. Whitney, Partner, Massachusetts Financial Services Company, Bos-

ton, Mass.
H. Dillon Winship, Jr., President and Chairman of the Board, Georgia High-

way Express, Inc., Atlanta, Ga.
Frederick C. Witsell, Jr., Vice President, Morgan Guaranty Trust Company,

New York, N.Y.
Hugh E. Witt, Director--Government Liaison, United Technologies Corpora-

tion, Washington, D.C.

STATEMENT OF GER.ALD W. PADWE, ASSOCIATE NATIONAL DIRmCTOp.-TAX SERVICES,
TOUCHE Ross & Co.

To the Chairman and Members, Committee on Finance:
On behalf of Touche Ross & Co., a major international public accounting firm,

I am privileged to present our views on the capital gains aspects of HR 13511. the
1978 Revenue Act, now under consideration by your Committee. We have reviewed
the hill, as passed by the House of Representatives, both in a conceptual and
technical framework; and would like to present comments in both areas.

As tax advisors and consultants, we wish to lend our strong support to the
important steps which Congress is now taking to restore some of the entre-
preneurial incentives in our tax system via the treatment of capital gains. In
working with our clientele-which includes any number of small businesses and
middle class individuals, as well as large corporations-we have become highly
sensitive to the "lock-in" effect caused by the last ten years of increasing capital
gain taxes at the same time that inflation has extracted an increasingly heavy
toll on the purchasing power of the dollar. Financial and family planning deci-
sions, which should go one way on a scale of human values, are forced in other
directions because of unwillingness to incur substantial taxes on a lifetime
accumulation of both real and inflationary "gains."

We are distressed at the unwillingness of the Administration to recognize the
potential value to the economy of real capital gain reform. President Carter,
commenting on the proposal by Representative Jones to scale bnck the top capital
gains rate to 35%, stated at his Ji , 20 news conference that the proposal would
result in "huge tax windfalls fo: millionaires and two bits for the average
American." Secretary Blumenthal, appearing before this Committee's Subcom.
mittee on 1axation and Debt Management two days later referred to 8. 3065
(the Hansen-Steiger capital gain bill) as "a millionaire's relief bill, and I mean
income millionaires". Such comments generate widespread media coverage,
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insuring that they are likely to be heard and read, if misunderstood. It is less clear
that they should be taken as accurate for purposes of dealing with the economic
problems of the country.

We believe capital gain tax relief is important in our present economic posture,
but we have in mind much more than just a short term impact on tax revenues.
We think it would be most healthy to reverse the lock4n effect of our present
capital gains structure, and we would particularly like to see entrepreneurial
incentives revitalized in our capitalistic social structure. While we are not
economists, and have no detailed tables or models to present, we feel it inevitable
that the longer range effects of capital gain reductions must include the stimula-
tion of new enterprise development, along with the additional jobs that such
stimulus will produce.

Further, HR 13511 is not a "millionaires relief bill." We believe Mr. Blumen-
thal's testimony before this Oommiftee on August 17, when he testified specifi-
cally with respect to HR 13511, was most persuasive on this point. He was
discussing the graduated corporate rate structure and its impact on tax equity-
but his written statement (page 14) contains some interesting lessons for us on
the subject of capital gain reform: 'The principal beneficiaries of the House
provision (concerning graduated corporate tax rates] are individual owners of
closely-held corporations--pesons who are generally in higher income brackets
than the owners of publicly-held companies . .. In a group of tax returns
studied by the Treasury Department, the average income of shareholders in
closely-held corporations exceeded $50,000. By contritst, the average income of al
ididvidual shareholders receiving corporate dividends was about $25,000."
(Emphasis supplied.)

Thus, the average shareholder in a publicly-held company is what would be
called, In our present inflationary economy, middle class. Many such taxpayers
can wind up paying minimum tax on capital gains under today's rules. And, such
taxpayers may be just as locked in to Investments or businesses as the wealthiest
taxpayer, due to the present structure of this aspect of our tax system.

Opponents of capital gain tax reduction point out--accurately-that there
is no capital gain tax without some actual "gain," and they argue from there
that the nature of the income calls for no distinction in our tax laws. We cannot
agree. As illustration, Professor Martin David of the University of Wisconsin
was quoted In the August 7, 1978 Issue of Tax Notes (page 131) as having stated
the following in "recent Senate testimony": "Much misplaced sympathy is
bestowed on recipients of capital gains. Oapital gains accrue on wealth. Recip-
ients of such gains have wealth .... No erbodile tears need to be shed for the
taxpayer who realizes the $40,000 gain on his residence, or his stock, or his small
business. The fact is such gains represent success, and the accumulation of gain
merely reflects the fact that the government is tardy in keeping Its records
straight with taxpayers who have wealth or property rights."

While individuals realizing capital gains may have "wealth" in a technical
economic sense, statements such as the above fail to differentiate between
economic wealth and financial wealth, and they certainly do not recognize tax-
payer psychology. Regardless of the merits or demerits of indexing capital
gains, the fact remains that a tax on capital gain Is--in part at least-a tax
on Inflation, and the longer the holding period the larger the percentage of tax
likely to be based on inflation. That Is not "wealth" in the financial sense, nor is
it a recognition of "success."

Further, we believe the argument Is misplaced that the government is merely
being "tardy" in maintaining its accounts with taxpayers, thus allowing an
accumulation of wealth. It must be recognized that, given the complexity of our
tax laws and--perhaps more important--4he nature of human psychology, it
would take a tremendous amount of training and discipline to persuade indi-
vidual taxpayers to begin putting away money on accrued galus today for a
tax that may have to be paid some years down the road when a business or a
house Is sold particularlyy given the fact that the current accrual of "wealth"
may be on paper only). We would discard this line of reasoning and argue
instead that the capital gains tax Is perceived, in good faith, by many who nay
it as a penalty tax on inflation that actually may leave them In a worse position
with respect to purchasing power than had been the cause before the gain
was realized.

Attached, as Evhibit A, is a graphic representation of Treximum marginal
rates of tax on individuals deriving earned income, unearned income, and capital
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gain income for the 25 years of the 1964 Internal Revenue Code. We believe
it Is instructive to note the manner in which the maximum capital gain rate
has been approaching the maximum rate on both earned and unearned income
since 1069; in fact, under the original Admkn-tratlon proposals (presented in
January of this year), the maximum capital gain rate would have actually become
higher than the maximum rate on eurned Income, while continuing to approach
a further declining maximum rate on unearned Income.

We believe that the combination of the effects of inflation (particularly for
assets held over a period of years) and the rapid proportionate increase of
maximum capital gain rates vi.sa-vis maximum rates on earned or unearned
income (Exhibit A) over the pest decade, has played an important role In our
recent history of inadequate capital formation. Accordingly, we strongly support
congress onal efforts to reverse this tend, and we urge this Oxnmittee to continue
the steps begun by the House.
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We have some thoughts as to specific aspects of the House bill, which we would
like to share with you.
Repeal of alternative laz

For all the reasons set forth above, it would be a mistake to repeal the alter-
native tax on the first $50,000 of long term capital gains. This alternative tax is
one of the few capital formation incentives remaining in the tax law today; its
repeal goes absolutely contra to the goals Congress seems to have in mind, and
would create an additional disincentive to capital market investment and
dynamics. In fact, even recognizing the difficulty of obtaining accommodation
of many differing inberests and viewpoints to put together a tax bill in the House;
we are troubled that, at a time when lack of capital formation has been recognized
as a major economic problem, the House would have taken such a step. We urge
this Committee to undo it.
Alternative minimum tax

In view of our comments above, and with reference to Exhibit A showing how
the so-called minimum tax has had the effect of doubling capital gains tax rates
in the past decade, we believe the present economic needs of this country would
be best served by not Imposing a "minimum" tax on capital gains at all. Recog-
nizing, however, the political perception that some tax should be paid by indi-
viduals who shelter even the 50% of net long-term capital gains that is subject
to regular tax, our strong preference would be for the 10% alternative minimum
tax on HR 13511 over the graduated rate approach recommended by the Admin-
istration on the House floor earlier in August and in Secretary Blumenthal's
testimony to this Committee on August 17.

One problem with the alternative minimum tax concept is that it was developed
to penalize taxpayers who "shelter" income through utilization of current deduc-
tions--normally of an investment type nature. What is often not recognized,
however, is that tax shelters tend to accomplish tax deferral and not tax forgive-
ness; there is still no such thing as a free lunch. Further, in light of the 1976
Reform Act rules--particularly as those rules are proposed to bestrengthened in
this 1978 bIll-a taxpayer putting up the funds which will give rise to a current
deduction, Is very much at risk on those funds, with the potential of losing them
all. We are not convinced that this is appropriately the basis for what can only
be a penalty tax on the current recognition of capital gains. In addition, the way
H.R. 13511 is worded (as well as under the Administration proposal), no deduc-
tion would be made as to the imposition of this penalty on an individual investor
sheltering his Income and an individual proprietor who may have suffered true
business losses in the year while, at the same time, recognizing completely un-
related capital gains. Each is equally subject to the alternative minimum tax.

Secretary Blumenthal, in his August 17 testimony, used for Illustration an In-
dividual with $2.2 million of capital gains, incurring $1.1 million of shelter losses
to eliminate all regular tax liability. In arguing for the Administration approach
of a graduated alternative minimum tax, he pointed out that under present law
this Individual would pay a minimum tax of $161,000; under H.R. 13511, the al-
ternative minimum tax would be $108,000; but under the graduated approach
proposed by the Administration, the "true alternative tax" would be $346,000.
This, according to the Secretary, would "provide a much more reasonable mini-
mum tax liability" for this individual.

We think not. While the Administration dwells on the fact that the individual
has "sheltered" $1.1 million of gain and should therefore pay a penalty, we be-
lieve it should be recognized that he has taken $1.1 million of his money and put
it at risk into the economic system. If, on the. one hand, he loses that investment,
he will not recover the $346,000 "true alternative tax" he paid. and this truly
becomes a penalty against his capitalist efforts. On the other hand, if the invest-
ment proves to be a vood one, his recovery In the future will likely he at unearned
income rates, subject to a 70 percent maximum tax (on top of the $346.000 he has
already paid as a penalty). Under these circumstances, we see little basis for
boasting that the approach recommended to you on August 17 would increase
the alternative tax to 16 percent rather than 7.4 percent under current law
or the 5 percent under H.R. 13511, merely because of the timing of taxpayer's
deductions.

There Is another reason we oppose the Administration approach to the alterna-
tive minimum tax. This tax is, In effect, a graduated one not because of the imno-
sition of particular tax rates, but because part of the section 1202 deduction
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for long-term capital gains becomes disallowed. In our judgment, the possible
elimination of tax deductions should not be permitted without considera-
tion of the state tax impact of such a decision-particularly where the real
purpose behind eliminating the deduction is to avoid the complexity of setting
up a graduated rate table on certain capital gains. At present, 28 states adopt
federal taxable income as their tax base for individuals (subject to particular
adjustments that a given state may have). Thus, adoption of the Administration
approach to an alternative minimum tax would automatically result in increas-
ing state taxable income in those 28 states for taxpayers subject to the tax.

This is not the place for an extended discussion of the combined federal-state-
municipal tax burden borne by the American taxpayer. Volumes could (and per-
haps should) be written on the subject, particularly given the apparent discon-
tent in our country today with the level of taxation. Our position is that the
federal government should not enact, without the most careful study, legislation
that not only affects the federal tax burden of its citizens but automatically
raises the states tax burden as well. This would certainly be the result of the
Administration approach to the alternative minimum tax.

The same would not be true for the House-passed version of H.R. 13511. There,
the alternative minimum tax is handled as a tax rate adjustment with no effect
on taxable income. If it is appropriate to have an alternative minimum tax, we
believe the House approach (using the rate structure) is far more appropriate
than the Administration approach (adjusting taxable income).

Even in the House bill, we believe there is a technical flaw in the alternative
minimum tax provisions which we would ask your Committee to correct Under
the House bill, the alternative minimum tax is imposed t9 the extent that it
would be greater than the "regular" tax. Regular tax is computed before the 15
percent minimum tax on remaining tax preferences (no longer including capital
gains) but after reduction for the amount of nonrefundable credits available,
such as the investment tax credit, the foreign tax credit, etc. And, as pointed
out by the Ways and Means Committee report on H.R. 13511 (House of Repre-
sentatives Report 95-1445, August 4, 1978, p. 123), where the alternative minimum
tax exceeds the regular tax, nonrefundable credits are not to be allowed to re-
duce this alternative tax. "This rule is designed to assure that each taxpayer, in
fact, pays some minimum amount of tax with respect to capital gains", according
to the Report.

Consider a taxpayer whose regular tax would be $5,000 and who has no invest-
ment credit or foreign tax credit in the current year. If he had incurred $130,000
of long-term capital gain during the year, his actual tax would be $5,500 under
the House bill: [ (One-half of $130,000) -$10,000] X 10 percent.

Consider another taxpayer with the identical set of circumstances as the first,
except that his operation also generated a $1,000 investment tax credit and $500
of foreign tax credit. Thus, his "regular tax" as defined by the House bill, would
be $3,500. However, the 10 percent capital gain tax would still be $5,500, so the
excess of the $5,500 over the $3,500 is taxed to him as an alternative minimum
tax.

As we read HR 13511, the second taxpayer is paying an alternative minimum
tax of $2,000 (the excess of the special tax on capital gains over his regular tax).
The first taxpayer is paying an alternative minimum tax of $500. While each
taxpayer has the same liability, the technical computation of the ta'. leads to
the conclusion that the second taxpayer has utilized $1,500 of credits, even though
he has received no benefit from them, and these credits are not available for
carryback or carryover to another year. This strikes us as a highly unfair result,
and one that should not be imposed.

The House Ways and Means Committee apparently agrees that the above re-
sult would occur. On page 123 of their Report, it is pointed out that credits may
be carried back or carried over to other years if they are in excess of the regular
tax limitations, thus inferentially recognizing that they may be lost where they
are not in excess of these limitations and would be used in the current year but
for the alternative minimum tax. Further, on the same page it is pointed out that
"for alternative minimum tax purposes, there is no prerequisite that capital gains
actually produce a tax benefit for the taxpayer." In the second illustration cited
above, we believe it is wrong for the taxpayer to lose-purely through the me-
chanics of computation-benefits of credits that other taxpayers can carry back
or carry forward, merely because the first taxpayer generated disproportionately
high capital gains. This is no longer a matter of capital gains producing or not
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producing a tax benefit, but of capital gains' existence denying taxpayer of other
benefits to which he should be entitled.

We urge that this part of the House alternative minimum tax computation not
be adopted.
$100,000 Exclusion on sale of reaidenoe

Few costs have risen as rapidly over the past number of years as those of
housing--due both to inflation and real cost increases. We believe that the ap-
proach taken in the House bill, to significantly increase the amount of exclusion
permitted once in a lifetime on the sale of a principal residence, and to remove
the age restrictions of present law, is a most meaningful step and one which
should be supported. There is, however, one aspect of the provision which war-
rants further attention by this Committee.

It Is our conclusion that the present wording of this particular section Is a
triumph of form over substance. Thus, the exclusion can only be claimed on a
single sale, and it Is valid for up to $100,000 of gain if the residence sold was
used as a principal residence in two of the prior three years. However, as a
practical matter, much of the excluded gain may really be from the sale of prior
homes regardless of for how long a period of time they were actually used as
a principal residence. This result, of course, comes about because of the present
rollover provisions in which a taxpayer defers gain on the sale of any principal
residence at the expense of correspondingly reducing the basis of his next princi-
pal residence (assuming replacement within statutory time limits). Therefore,
a 55-year-old taxpayer may purchase a home for $110,000, use it as his principal
residence for three years, and sell it for $140,000. Despite the fact that his pur-
chase price was $110,000, his tax basis in the home may well be only $40,000 be-
cause, on prior sales of homes during his lifetime, he has deferred $70,000 of
gain on those sales by the application of present rollover provisions. Since he
now literally meets the requirements of H.R. 13511 as to holding period and usage,
he may exclude from income the entire $100,000 of tax profit on the sale of his
present home despite the fact that $70,000 of the profit really arose from the
sale of prior homes. (It might be noted here that Chairman Ullman of the Ways
and Means Committee was queried specifically as to the "tacking on" of prior
gains when he appeared before the House Rules Committee, and he assured the
Rules Committee that the above result was exactly the intention of this legisla-
tive drafting.)

We are not quarreling with the inclusion of prior gains in applying the
$100,000 exclusion rule; what we do find confusing is why, given this intended
effect, the result should not be achieved by permitting the exclusion (rather
than the deferral) of up to $100,000 cumulative lifetime gain on the sale of any
principal residences. Such an approach should alleviate one problem we can
foresee with the present House bill, and that is a concern with obtaining the
$100.000 exclusion prior to death.

If this provision of H.P 18511 is enacted as passed by the House, we antici-
pate that most taxpayers will avoid exercising their election to obtain the
exclusion until their lifetime cumulative gains on sales of residences exceeds
$100,000-there seems little point in making the election to cover a cumulative
gain of $70,000, since only one election can be made in a lifetime and $30,000 of
future exclusion would be lost. However, countering this line of reasoning is
one that recognizes that the election is personal to a taxpayer and will be cut
oft by death. The competition between these two theories, we believe, will create
unhealthy pressures aimed at tax minimization with, perhaps, some unfortunate
financial or family planning decisions being made.

To illustrate, consider two taxpayers, both of whom contract on July 1, 1979
to sell their homes for tax gains of $100,000 each, and the closing takes place
in each case on August 81. The first taxpayer dies on September 1: the sale
occurred before his death, his executor can presumably elect the exclusion,
and bis heirs receive the proceeds of the sale free of tax. The second taxpayer
is unfortunate enough to die August 29, before the closing: he has not made
an election prior to death, it is lost and, thanks to the carryover basis rules,
his executor will have to pay capital gain tax on the $100,000 gain before the
proceeds are distributed to the heirs.

The above illustrates why we believe the House bill provision on this subject
to be a triumph of form over substance. We see no social or economic value to
the gambling that is likely to go on as taxpayers seek to maximize their prin-
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cipal residence exclusions but to obtain them before death even to the point of
intrafamily sales or sale-leasebacks by elderly homeowners seeking to avoid
tax on $100,000 of capital gains. In fact, it is not beyond the realm of possibility
that this Committee could be asked to consider-a few years from now--correc-
tive legislation to negate the obtaining of $100,000 exclusions through "sales in
contemplation of death."

To avoid these pressures, we would recommend two changes in HR 18511,
concerning the lifetime exclusion. First, rather than a one-time exclusion, we
recommend that taxpayers be permitted an unlimited number of exclusions until
their cumulative excluded gain reaches $100,000. Having excluded the bulk
of $100,000 over the course of a lifetime, there would be less pressure in later
years for artificial transactions to obtain the benefit of a potentially lost, say,
$20,000 remaining exclusion as opposed to a potentially lost $100,000 exclusion.
This approach does cause some administrative difficulties; unlike the present
rollover provisions, the exclusion accounting burden falls on owners of a resi-
dence (through their personal exclusions) rather than the residence itself
(through adjustment of tax cost), and this means that adjustments have to
be made with respect to an individual taxpayer's "exclusion account" where
divorce occurs, where marital status goes from single to married, etc. We believe
the Secretary could be required to provide regulations for these purposes, and
that the increased administrative complexity is more than offset by the economic
ends being served.

Second, we believe the holding period requirements are inappropriate. As
discussed above, much of the gain eventually being excluded may come from
sale of prior residences on which there is no holding period requirement at all.
Since the gain "tacks on" under HR 13511, we feel that if a holding period re-
quirement is considered important, the ownership period of each residence
whose gain is eventually to be excluded should also tack on in meeting the hold-
ing period standard. It is completely inconsistent to impose a holding period
requirement for only the last residence sold, while the excluded gain may per-
tain to homes that were owned over many years.

Accordingly, we recommend changing the House bill to permit the tacking
on of holding periods from prior residences, if a holding period requirement
is considered at all. We would further point out that this same inconsistency
exists under present law, under which Code Section 121 requires use of the
particular property as a principal residence for five out of eight years, even
though the excluded gain may relate back to properties held many years before.
Even were Congress to take no action this year on a $100,000 lifetime exclusion,
it would be appropriate to amend the present Section 121 to remove this
inconsistency.

TECHNICAL SYSTEMS INCOnPORATED,
Prlor, Okla., August 17, 1978.

Mr. MICHAEL STERN,
Staff Director, Senate Committee on Finance,
Senate Office BuiiUng,
Washington, D.C.

DEAR Ms. STERN: I wish to go'on record in support of an Increase in the tax
exempt limits on Industrial Development Bonds.

'I'hank you,
GERxY K. BOYD, President.

FOREST CITY, IOWA, August 21, 1978.
MICHAEL SIEN,
Staff Direotor, Comtnttee on F1nance,
Dirksen Senate Offlce Build4ng,
Washington, D.C.

DEAR SIR: I have learned that the Ways and Means Oommittee has okayed
the Jones-Ullman compromise tax bill. Part of the provisions is the one shot
exemption for sellers of any age of up to $100,000 of gain on the sale of the prin-
ciple residence. The effective date of this one shot exemption would be to sales
starting after July 27, 197&
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I feel that the effective date of this exemption should be January 1, 1978,
as it penalizes those who sold prior to July 27, and it is a windfall to those
who sell after that date.

Yours Very Truly,
JOHN C. THOMPSON.

STATEMENT OF WILLIAM J. NOLAN, JR., CHAIRMAN OF THE COMMITTEE ON TAXATION
OF THE UNITED STATES COUNCIL OF THE INTERNATIONAL CHAMBER OF COMMERCE

This statement is being filed for the record on behalf of the United States Coun-
cil of the International Chamber of Commerce by William J. Nolan, Jr., Chair-
man of the Committee on Taxation of the Council. The U.S. Council member-
ship Is comprised of most of the major business firms in the United States
engaged in foreign trade and foreign operations. It represents American business
interests within the International Chamber, which in turn represents the inter-
national business community in approximately 60 countries. Our Committee on
Taxation has had the privilege of presenting its views on tax matters to the
Committees of the Congress on many occasions.

Not long ago, the United States economy and American corporations were re-
garded by those outside the U.S. as the preeminent forces of the free world econ-
omy. The strength and confidence exhibited by and in the U.S. economy were
crystallized by the role of the U.S. dollar in the international monetary system
as the benchmark currency for all international trade and investment.

Similarly, the growth of U.S. corporations throughout the free world contrib-
uted to U.S. dominance in the international marketplace, prompting the publi-
cation of "The American Challenge" I in 1967.

Today, the atmosphere is much changed. The plummeting dollar reflects an
international view that fundamental weaknesses are afflicting the U.S. economy,
thus lowering the confidence in the worth of our currency. A recent survey '
showed that even within the U.S. there is less business confidence than in almost
all the other industrialized countries. "The European Revenge"' published in
1975 and the "Continental Challenge" 4 written in 1978 both indicate that U.S.
corporations have suffered losses to foreign competitors in the international
marketplace.

Although the U.S. economy is still the strongest and largest in absolute terms,
its position relative to the rest of the world is declining. The free market ideol-
ogy upon which Its leadership was based is being questioned by calls for pro-
tection from not only producers in developed countries but less-developed coun-
tries as well. Impediments constraining the international free flow of trade
and investment are being discussed and implemented despite the ultimate weak-
nesses inherent to sucb measures of inhibiting competition. In this environment,
the impact of U.S. foreign direct investment on the U.S. economy has again
entered the public light.

TERMINATION DEFERRAL

It has been often suggested that the Internal Revenue Code be amended to
provide for the Immediate U.S. taxation of all Income earned by U.S. controlled
foreign corporations (broadly as defined in the Subpart F provisions). Such a
proposal would establish a new and unique principle which would in effect ig-
nore the existence of separately incorporated entities. Consequently, the income
of each foreign subsidiary would have to be recomputed in accordance with U.S.
tax principles and subjected to U.S. tax with the foreign tax credit allowed
broadly as heretofore.

This proposal will yield no discernable benefits to the U.S. Treasury and will
generate conflicts with our trading partners. It will reduce tax neutrality by mak-
ing U.S. business less competitive abroad (especially the small and medium
sized firms) and will generate disproportionately large and unproductive com-
pliance costs to all U.S. business operating abroad through foreign subsidiaries.

Such proposals are basically faulty for the following reasons:

I orvan-Sphrelher. J T. "The Amerlenn ('hallenee." New York: Atheneum, 1968.
SRilk. L.. The New York Times. February 14. 1978. p. 51.&Heller, R. and Willat. N. "The European Revenge." New York: Charles Scribner's Sons.

1975.
4 Economist, "The Continental Challenge," pp. 78-79. February 4, 1979.
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1. The revenue yields would be minimal estimated by the Treasury in con-
nection with the President's proposal to the House of Representatives ($88 mil-
lion in 1979, rising to $768 million in 1981, the first full Impact year).

2. The principle of currently taxing the income of foreign subsidiaries of
U.S. corporations could be viewed by some foreign governments as an improper
intervention in the affairs of a local entity, thereby inviting possible retaliation
of various kinds by foreign governments. That treatment would increase the
cost of foreign withholding taxes to U.S. taxpayers and would require the U.S.
Treasury to renegotiate virtually all our tax treaties. The renegotiation of our
treaties would be time-consuming and costly.

3. Since no foreign country imposes its taxes on the undistributed earnings of
foreign subsidiaries, subsidiaries of U.S. corporations would be at a disadvan-
tage with their foreign competitors as regards the acceleration of U.S. taxes.
This would impact the cash flow and competitiveness of smaller and new com-
panies even more than existing established firms. Consideration also must be
given to the cost of complying with a new law.

4. The additional tax burdens and compliance requirements would in effect
be a penalty on U.S. business abroad, in conflict with existing U.S. tax policy
that the U.S. tax system should be neutral.

5. There would result a great increase in the complexity of an already overly
complex Internal Revenue Code, which is contrary to the often announced aim
of simplifying the tax laws.
Overview

The proponents of terminating deferral refer to the deferral principle as though
a foreign corporation is in substance taxed differently than is a U.S. corporation.
The income of a foreign corporation is first taxed in the source country, and
when that income is distributed as a dividend to its U.S. parent corporation, it
is subject to U.S. corporate tax (with foreign tax credit relief). Similarly, the
income of a U.S. corporation is subject to U.S. tax and that income is not taxed
again while it remains within the corporate group. In both cases, corporate
income is again taxed when it is distributed to the utlimate shareholders of the
U.S. parent company. Under internationally accepted tax principles, income
earned by a separate juridical entity is not taxed to its shareholders until re-
ceived by them. This has been a basic underlying tenent of the U.S. tax system
since inception and is reflected in the treatment of domestic shareholders of
domestic corporation.

A foreign subsidiary of a U.S. corporation is legally a separate juridical person
created under laws of another sovereign nation. Such a subsidiary is required
to conform to the tax rules and regulations of the country under whose laws
it was created and in which it conducts business activities. It has no respon-
sibilities or obligations under the tax laws of the United States. In this connec-
tion, it is the foreign country in which the subsidiary is incorporated and
operating, not the U.S., which provides the basic governmental services expected
by the juridical persons of any sovereign state. Although the U.S. parent com-
pany of a foreign subsidiary has many obligations under our rules of law and
customs, such obligations arise by reason of its separate existence as a U.S.
corporation.

To the best of our knowledge, no country has ever instituted a policy which
subjects to tax its resident taxpayers on the business operations of foreign sub-
sidiarles. In fact, many major industrial countries (e.g., France and the Nether-
lands, Germany and Canada, In part) have territorial tax systems under which
earnings of foreign subsidiaries are never subjected to home country taxation,
in recognition of the principle that a host country should have the first and
primary right to tax income earned within its boundaries.

Other countries of the world recognize and abide by the concept of separation
of corporations and their shareholders. The recognition of legal formss and
contracts is in the national interest of the U.S., as an exporter of goods, services
and capital with substantial business investments located abroad. The extension
of U.S. taxing jurisdiction to foreign income of foreign subsidiaries may well
invite some form of retaliatory action by other foreign countries. For one thing,
such unilateral action on the part of the U.S. would run counter to the philosophy
embodied In our network of double taxation treaties. The renegotiation of these
treaties would be a time-consuming and costly effort for our government, as our
recent record in the treaty erea shows. The U.S. has about half the number
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of tax treaties as countries such as France. None were concluded in 1977. In
1975 and 1976 we concluded treaties with only four countries: Iceland, USSR,
Poland and Romania. Thus, for the three years, 1975-77, we have not had a
single treaty with any of our major trading partners become effective. What
shape other retaliatory acts may take is speculative at best, but the seeds there-
for will be sown if the U.S. proceeds to legislate in this direction. At the very
least, it will result in Increased foreign taxes to the extent additional foreign
dividends are repatriated to meet additional U.S. tax costs. This will impact
smaller and newer companies more severely because they are less likely to be
able to offset the U.S. tax with foreign tax credits from other operations.

To restrain U.S. corporations or to place them at a disadvantage vis-a-vis their
foreign competitors in the international market place would only add to their
declining presence. An article In a recent international publication stated that
"The Americans' international competitive position, as measured by their relative
size in main industries, has been eroded In almost every sector. The rate, and,
by some indicators, the volume of the expansion of European, especially con-
tinental European, firms Into foreign manufacturing came to be higher than
that of the American ones." The U.S. decline has been experienced in thirteen
major industrial sectors between 1959-1974 as non-U.S. multinational firms have
conquered larger shares in these basic markets. Concurrent with the rise of non-
U.S. firms' positions In the various sectors of the international market place
was the Increase in foreign direct investments made by these non-U.S. multi-
nationals. Competitive factors and artificial barriers have prompted this type
of investment by both U.S. and non-U.S. multinationals. Included among the
causes are lower transportation costs, closeness to a market to assess Its needs
and to provide follow-up services, restrictive import duties, local content require-
ments, governmental procurement practices, on-site Inspection requirements,
lower production costs and proximity to needed raw materials.

Further weakening of the U.S. market-share in "thirteen basic industries"
of the global economy, Is in itself contrary to the health of the U.S. economy.
For example it would result in the loss of benefits gained from the economies of
scale In producing the capital equipment, complementary products and compo-
neynts which are now exported to U.S. foreign affiliates, the positive "trade
balance" associated with foreign direct investment would be lost, and the bene-
fits derived from corporate research and development effort would be diminished
because the available returns from which to finance the effort and the expected
returns from the effort would be smalleC, given smaller markets and lower
margins. These factors were important to the previous health and comparative
advantage enjoyed by the United States in the eyes of the rest of the world.

To analyze the impact of U.S. foreign direct Investment on the U.S. economy,
It Is necessary to look closely into to areas, employment and balance of pay-
ments, which are of acute concern to those attempting to solve the economic
problems of the day. Many studies have been done highlighting these Issues,
however, none have empirically satisfied all parties. The preponderance of evi-
dence resulting from this multitude of studies does support the position that
U.S. foreign direct investment Is beneficial to the U.S. economy. There exist gov-
ernment sources which clearly state ihis, e.g., the Tariff Commission's 1973
Report to the Senate Committee on Finance on Multinational Enterprises which
found by using there sets of assumptions, ranging from "static" to "more
realism," 1.8 million jobs lost to 500,000 jobs gained. The same study states that
MNCs have had a net positive effect on the "basic balance" of the U.S. balance
of payments, whereas "non-MNCs in the private sector, on the other hand, showed
a deterioration. . . " I Dr. Rolf Pickarz of the National Science Foundation
summarized the findings of a NSF sponsored colloquim' on U.S. foreign direct
investment in the following manner. "The available Information, though in-
complete, suggests that the United States, on net, benefits from [U.S.] foreign
direct investment."

8 6upra note 4.
6 The U.S. Tariff Commision, "Implications of Multinational Firms for World Trade and

Investment and for U.S. Trade and Labor." Report to the U.S. Senate Committee on Finance.
(Washington, D.C. 1978) vol. 1, pp. -8.

I National Science Foundation Colloqulim on "The Effects of International Technology
Transfers on the U.S. Economy," October 1973. p. 4.
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With this type of evidence it is hard to understand the difficulty in reaching
a consensus on the economic impact of foreign direct investment. The under-
lying problem with all the analyses is the set of assumptions upon which the
studies are based. Even though the analytical framework is often similar, studies
differ in the assumption that the world economy is either a static or dynamic
environment. Usually, the "static' assumption leads to unfavorable results,
whereas a "dynamic" assumption yields favorable results regarding the impact
on the U.S. economy of U.S. foreign direct investments.

A "static" assumption Is fairly easy to picture. In essence, it assumes that what
is produced and sold abroad can be produced in the U.S. and exported, so that
any foreign investment displaces Jobs in the U.S. and lowers the pool of capital
available to U.S. labor. The "dynamic" assumption is based on changes in the
market place due to competitive forces. These changes are m ide to remain
viable by not losing position in a market to a competitor and to gain a larger
share of a market in order to increase viability. The latter assumption is akin
to the principles of a market economy in which competition is the best method
of allocating resources and creating Improvements in the general welfare by the
dynamic force of growth.

A dynamic economic environment impacts all elements of an economy, in-
cluding the labor market. The labor market adjustments induced by U.S. foreign
investments must be analyzed as occurring within a competitive environment.
Thus, decisions made to invest abroad are prompted by competitive forces to
maintain, expand, or penetrate a market. If these investments were not made,
the market would be lost to a competitor, presumably foreign, which would
result in domestic unemployment.

A second employment effect is the Job created by foreign direct investment
which does not occur when an inefficient firm is driven from a market altogether.
Most studies indicate that by protecting or expanding investments abroad, more
jobs are created than are lost in the U.S. economy. Generally, these jobs which
are created require higher skilled labor and are better paying (estimates range
from $900 to $4,000 more per year than the Jobs displaced).' This point is im-
portant for it is often overlooked in the AFL-CIO arguments favoring the re-
straint of U.S. foreign direct investment because the jobs displaced are usually
characterized by a high degree of unionization and those created are less union-
ized reflecting a broader spectrum of U.S. labor force.

The adjustment process experienced in equilibrating the labor market for any
reason be it an increase in productivity, Increased minimum wages, higher im-
ports, higher levels of mechanization in an industry (e.g. agriculture), or foreign
direct investment is a costly phenomena, particularly for the elderly or unskilled
workers displaced. The best way to mitigate the adjustment cost in the U.S.
is not to protect or subsidize inefficient producers by restraining the efficient ones
from competing. Rather emphasis should be placed on creating growth in the
economy by encouraging efficient producers to increase their competitive activi-
ties and handling the problems which cannot be resolved by more and higher
paid productive Jobs with a direct assistance program. According to several
studies of firms with foreign direct investments and industries which account
for the majority of foreign direct investment, these firms and industries were
the more effective in creating employment. A 1973 study in the Survey of Current
Business ', demonstrates that during the period from 196&-1970 U.S. employment
increased in 223 U.S. based multinational firms engaged in manufacturing by
7.6 percent, whereas employment In all other U.S. enterprises in manufacturing
decreased by 2.4 percent. The argument that foreign direct investments are costly
in terms of induced labor market adjustments appears to be fallacious if one
views the growth in employment opportunities that occur within multinational
firms and industries related to foreign direct investments in relation to other
firms and industries. The former far exceeds the latter in offering all types of

I Webbink Elizabeth, "U.S. Foreign Trade in Manufactured Goods. 1966-70, and the
Structure oi the Domestic Labor Market," unpublished doctoral dissertations, New York
University, Graduate School of Business Administration, 197. Stobaugh Robert, "U.S.
Taxation of United States Manufacturing Abroad: Likely Effects of Taxing Unremitted
Profits," Financial Executives Research Foundation, 1976, pp. 17-23.

'Survey of Current Business, October 1973 g. 27 Samples of other studies which have
shown a positive employment Impact within if.. firms Investing abroad include: BusinessInternational, "The Effects of U.S. Corporate Foreign Investment, 1960-1970," New York
1972 * and the Emergency Committee on' American Trade The Role of Multinational Cor-
porations in the U.S. and World Economics," Washington, D.C. 1972.

34-369 0 - 78 - 43
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opportunities for employment. The underlying reason for this is that these firms
and industries are in general more competitive in both the U.S. and world
economy.

The impact of foreign direct investment on the U.S. economy can only be
viewed in a dynamic, competitive international framework. Under these circum-
stances, U.S. firms investing abroad are acting in the face of foreign and do-
mestic pressures to serve world markets in the most efficient way possible. To
some degree U.S. firms have not been able to withstand foreign competitive
pressures in retaining international market shares in thirteen basic industries.As long as foreign direct investment occurs under these foreign competitive
pressures, domestic employment is not harmed at any level and is increased
at the professional, skilled and clerical levels. The number of jobs created in
multinational firms and industries related to foreign direct investment has sig-
nifca.,tly surpassed the number of jobs created in purely domestic firms and
industries. To this extent the former can be said to facilitate labor market
adjustments leading to better paid Jobs. To discourage foreign direct investments
by eliminating the deferral provision would be of little immediate benefit to the
U.S. economy from either a balance of payments or employment point of view.
The longer term impact of this attempt to restrain U.S. firms from competing
in an efficient manner in the international economic arena would be a significant
reduction in the national welfare for all the previously mentioned benefits would
be foregone as would the U.S. forceful presence in the international market place.
The Low Priority of Tax Factors in Overseas Investment

It is often stated that deferral gives U.S. taxpayers a substantial incentive to
invest overseas for purely tax reasons, presumably because income from foreign
investment through foreign subsidiaries is taxed on a repatriation basis. Based
upon our experience, this charge is not supported by the evidence.

For example, in a 1973 study, prepared by The Conference Board on behalf
of the U.S. Department of Commerce for the purpose of eliciting reasons why
V.S. businessmen invest abroad, the following results were noted:

Importance of Reasons for Foreign Investment
(Mentioned by number of companies I

1. Maintain or increase market share locally ------------------------- 33
2. Unable to reach market from U.S. because of tariffs, transportation costs,

or nationalistic purchasing policies ----------------------------- 2.5
3. To meet competition ----------------------------------------- 20
4. To meet local content requirements and host government pressure ------ 18
5. Faster sales growth than in the United States --------------------- 15
6. To obtain or use local raw materials or components ------------------ 13
7. Low wage costs --------------------------------------------- 13
K Greater profit prospects abroad --------------------------------- 11
9. To follow major customers ------------------------------------ 10

10. Inducements connected with host government investment promotion
programs ------------------------------------------------------- 8

Total ------------------------------------------------- 166
The above table summarizes responses of 76 companies included in the inter-

view sample. The importance of each reason Is measured by the frequency of
mention by each executive (or group of executives from a respondent company).
Just over 10 percent of the sample indicated that inducements offered by host
country promotional programs are a factor In their decision to invest abroad,
and such inducements include financial non-tax incentives. Moreover, judging
h the total number of responses, it is not unreasonable to conclude that tax
factors are rarely the sole reason for investing abroad.

Available statistics as to where U.S. investment abroad is located certainly
support the thesis that taxation is a minor factor in overseas investment de-
cisions. The following chart from the 1073 Tariff Commission study, referred
to above, is quite revealing:
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TABLE 2.--U.S. DIRECT INVESTMENT ABROAD* GEOGRAPHIC BREAKDOWN, 1929, 1950, 1960, AND 1970

[Billions of dollars]

Book value at yearend
Area 1929 1950 i'160 1970

Canada ---------------------------------------------------- 2.0 3.6 11.2 22.8Europa ------------------------------------- 1.4 1,7 6.7 24.5Japan .................................... . .3 .4 1.5Other developed areas -------------------------------------------------- .4 1.3 4.4Latin America --------------------------------------------- 3.5 4.4 8.4 14.7Middle East --------------------------------------- ------ 1.1 2.0Other less-developed areas ----------------------------------------------------------- 1.4 4.6Unallocated ----------------------------------------------- .3 1.7 1.5 3.6
Total ---------------------------------------- ------ 7.5 11.8 32.0 78.1

Source: U.S. Department of Commerce. 1970 figures are partly estimated.

One has only to glance at this chart to discern that more than half of U.S. pri-
vate sector investment abroad is in the developed countries, most of which are
countries with corporate tax rates at least equal to the U.S. rates and can hardly
be called tax havens.

It has been contended that tax incentives to invest abroad stand In conflict with
the general policy of the United States to encourage investment of U.S. capital
where it will be most productive, whether in the United States or overseas. One
only has to look to the U.S. capital recovery provisions (i.e., the investment tax
credit and the Asset Depreciation Range system), which are generally restricted
to U.S. situs assets, to conclude that U.S. tax policy is slanted in the direction of
encouraging U.S. investment over foreign investment. Accordingly, it can be con-
cluded that U.S. business would prefer, if given a choice, to invest in the U.S.,
but as noted above, for reasons far beyond taxation impact, must invest abroad
If it is to compete on an even footing with the MNCs of'other nations. Termination
of deferral can only serve to injure the competitiveness of U.S. business.
Ending Deferral Will Not Result in Simplification of the Rules Relating to Tax-

ation of Foreign Inoome
General comments

It is difficult to conceive how it can be seriously argued that ending deferral
will simplify the rules on taxation of foreign income. On the contrary, the use of
this particular argument raises a question of the credibility on the part of Its
proponents. In fact, the additional complexity, together with the necessary com-
pliance burden (on both taxpayers and revenue agents), is one of the most com-
pelling arguments against eliminating deferral.

Under present law computing foreign income of subsidiaries for tax purposes,
while not easy, can be done. Present Income is in large part either dividend In-
come which has been converted into U.S. dollars or inputed income which can
be readily converted into U.S. dollars at exchange rates which are readily deter-
minable. Ending deferral would bring into being Issues as to realization of In-
come, blocked income, translation of Income and taxes, and proper exchange
rates.

The practical effect of such proposals is that for each foreign subsidiary, the
U.S. taxpayer must (after translating all foreign currency items into U.S. dollars,
as discussed below), adjust foreign income and expenses to a U.S. taxable income
base. The foreign subsidiary would normally maintain its income statements as
required under foreign commercial law and compute Its foreign taxable income
as required by foreign tax laws. In addition, the U.S. Government would require
each foreign subsidiary's income and expenses to be adjusted to U.S. tax account-
ing standards. The following are a few examples:

1. Many foreign subsidiaries determine inventories on a basis other than LIFO,
since LIFO is not permitted under the laws and practices of many foreign coun-
tries. Terminating deferral, however, might make it more desirable for foreign
subsidiaries to use LIFO, although the conformity requirement would be a
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serious obstacle if the subsidiary reports under local rules in connection with
local borrowings.

2. Foreign depreciation schedules would have to be recast in accordance with
U.S. methods and useful life, a heavy detailed computational burden for foreign
subsidiary accounting personnel.

3. Pension plan contributions would require some degree of conformity to
U.S. requirements. Since U.S. tax rules are quite restrictive on the structuring of
pension arrangements to obtain tax deductibilities, it is unlikely that contribu-
tions to any foreign pension plan would qualify as deductions. Although this
leads to inequitable results, this is the position the IRS is already taking in its
audits of tax returns of German subsidiaries of U.S. corporations, although the
issue in these audits is the determination of foreign accumulated profits for
foreign tax credit purposes.

No matter who undertakes the required accounting burdens, the compliance
costs will probably be borne by the U.S. taxpayer, since certain foreign tax au-
thorities would disallow deductions for compliance costs necessitated by a re-
quirement of the U.S. Government imposed upon a U.S. parent company.
Reactions of Foreign Governments

The reactions of foreign governments could be expected to take three basic
forms:

A. The developing countries in Latin America, South East Asia, Ireland, etc.
would be afraid of losing capital investment needed to bootstrap their develop-
ing economies. They would try to replace tax inducements with non-tax grants
and loans.

B. Certain developed countries with strong economies, e.g. Canada and Ger-
many, would be pleased to see a greater tax burden placed on U.S. owned sub-
sidiaries In their countries because it would weaken competition from the U.S.
with their local companies.

C. Other developed countries that need and welcome U.S. investment (e.g.,
the U.K.) would consider the proposal disruptive to long-established trading
relationships. Such a reaction could result (in the tax area) in less friendly
negotiations of bilateral tax treaties.

The Treasury has summarily dismissed the prospect that foreign couptries
will attempt to retaliate against U.S. controlled subsidiaries if deferral were
terminated as it has proposed. Such retaliation might take the form of revoking
eligibility of U.S. controlled subsidiaries for tax holidays and other tax incen-
tives (e.g., accelerated depreciation), accelerating dividend withholding taxes,
etc. Although it is difficult to discern whether such retaliation would occur, the
possibility should not be ignored, and perhaps should be aired through discus-
sions with officials of the governments of our trading partners, particularly in
view of the tide of nationalism around the world.

In a 1976 study, prepared by a team of economists headed by Robert Stobaugh,
under the sponsorship of the Financial Executives Research Foundation, the
question of foreign governments' reaction to the possible termination of deferral
by the United States was considered. Professor Stobaugh and his associates
conducted this portion of their study through interviews with the commercial
attaches of 11 foreign nations, 6 developed and 5 developing nations.

The authors admitted that none of those interviewed would speak officially for
their nations; however, they were all willing to provide their personal reactions.
The study reads, in part, as follows:

"Their (the interviewees) position was that attempts to tax the undistributed
earnings of foreign sub idlarles would be viewed as an infringement on their
country's sovereignty. The tax proposal was viewed as a vehicle whereby for-
eign subsidiaries could be used to impose an American economic policy on a
foreign country regardless of that country's needs or national objectives, for an
American policy of taxing undistributed profits would defeat the purpose of tax
Incentives granted by host countries. In fact, we know from past history that
the United States often has extended its reach into the domain of another gov-
ernment to affect the activities of affiliates controlled by U.S. parents. Sometimes
the U.S. government has been successful, sometimes not.

"A number of attached suggested that a reaction of some sort by their govern-
ments to such a tax policy would be in order. This was particularly true among
those from less-developed countries. They thought it possible to increase their
taxes in a way that would selectively tax U.S. affiliates in order to obtain most
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of the increased tax revenues that would be paid by U.S. firms as a result of
placing a U.S. tax on unremitted earnings." "

With respect to developing nations, a U.S. tax policy which results in diverting
the benefits of a lower local tax rate or a special tax exemption (or other incen-
tive) into the U.S. Treasury is likely to invite retaliation, without the threat of
an assertion by the U.S. Government of discrimination, in the absence of tax
treaties with these countries. For example, Argentina presently offers tax holi-
days to companies operating in the southern part of the country; however, such
incentives (and any other incentives offered from time to time in other areas
of the country) are subject to revocation if it can be demonstrated that the
benefits of the incentive redound to the benefit of the home country treasury.
The other developing countries, particularly our southern neighbors in Latin
America, might take similar action. If such retaliatory actions were to discour-
age inflowing U.S. investment, the governments of the developing nations would
take steps to attract investment from other developed nations, such as the Eu-
ropean countries, Japan and the oil rich nations of the Middle East, or offer
non-tax incentives.

With respect to developed countries, our treaty partners, it has been con-
tended that retaliatory action may well be in contravention of the nondiscrimi-
nation clauses in the relevant tax treaties. It should, however, be noted that no
study has been made as to the legal status of the nondiscrimination clauses in
our tax treaties.

MEIEAL OF DISC

It is an important goal of our country to provide tax and other incentives for
U.S. firms to increase exports and, accordingly, we oppose the repeal of DISC.
Increasing U.S. exports provides more employment in the United States which,
in turn, increases personal purchasing power to buy a greater variety of goods
and services, thereby providing a healthy stimulus to our national economy.
Certainly no country in our world today can maintain employment and pros-
perity as well as a favorable balance of payments without fostering its export
trade. However, to be competitive in foreign markets and at the same time fill
this need through domestic exports, American firms are faced with the dilemma
of incurring additional costs not faced by local manufacturers and producers
in those foreign markets. These cost differentials take the following forms:

1. Labor costs are frequently cheaper in the foreign market than in the
United States.

2. The U.S. exporter must incur freight and insurance costs substantially
greater than local manufacturers whose proximity to the market is more advan-
tageous. Certainly the delivery costs of computerized electrical equipment manu-
factured in the United States and sold in Europe through a distributing sub-
sidiary 4,000 miles away are far greater than those of a manufacturer in
Hamburg, West Germany dealing in the same market.

3. An adjunct of these transportation costs are the financial costs incurred
during the delivery period to the foreign market.

4. Import duties are frequently an additional cost borne by the U.S. exporter
which are not faced by manufacturers and producers in the host country.

5. Where value added taxes or multistage sales are used to any appreciable
extent, the general practice is to.refund the taxes paid by the foreign exporter at
the time of export.

6. In the case of foreign income taxes, most of the major trading nations
have features in their tax laws which tend to encourage exports.

Because of these discriminatory elements, it Is esential that U.S. incentives
to exports, such as the tax deferral feature of Domestic International Sales
Corporations, be retained in view of the stated objective of the President and the
present administration to foster U.S. employment and maintain a favorable bal-
ance of payments.

The U.S. Treasury has indicated that the revenue cost of the DISC program
exceeds $1 billion per year. This alleged fact is based upon the premise that
the deferral conferred by the DISC provisions is equivalent to an exemption.
We disagree with this premise. The limitations placed upon the use of DISC
funds and the conditions under which DISC benefits are terminated are so restric-
tive that a failure to continually increase exports not only results In a termina-
tion of DISC benefits but invariably triggers the taxation of accumulated DISC
earnings. To claim that DISC deferreal is the equivalent of an exemption assumes

1 Supra note 8, Stobaugb, p. 4&
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that a given exporter will be able to increase exports forever. While a desirable
goal, it is unrealistic to assume such an objective would be achieved. Furthermore,
as exports decrease It becomes increasingly difficult to maintain investments
In qualified export assets resulting in the elimination of deferral and a corre-
spondng U.S. income tax. The deferred tax included in these earnings generates
additional exports, earnings and employment which results in more U.S. tax
to the U.S. producer. This factor should likewise be considered in any evalua-
tion of the real economic cost of DISC tax deferral.

Therefore, it is clear distortion to claim that the loss of revenue is the tax
on the earnings retained in the DISC. This so-called loss must be discounted by
the above considerations.

The Treasury has contended that, because of the legal and accounitng costs of
complying with the DISC legislation, larger corporations make more use of
DISC than smaller corporations, based on a 1977 Treasury report that over 60
percent of DISC tax deferral benefits went to parent companies with more
than $250 million in assets. This report fails to comment on the number of com-
panies covered by 40 percent and 60 percent groupings, It stands to reason
that a far larger number of companies with assets under $250 million would
benefit from DISC than those exceeding that figure. The figures are misleading in
that they fail to support the premise. Furthermore, since DISC is a paper
corporation, the legal costs of organizing nuch entities is fairly normal. It is
also our view that the use of outside professional legal and accounting advice in
arranging for procedures to filter export transactions through DISC is not
so expensive as to discourage the small and medium sized U.S. exporter from
utilizing this vehicle.

The argument that the decline in value of the dollar is the reason for our
increase in export levels does not take into account the subsidies made by
foreign governments as to exports of their countries. If these subsidies reduce the
export prices and affect the relative values of their currencies should not the
U.S. consider the effect of the DISC provisions on the relative value of the
U.S. dollar, and consider whether this is helping exports. The Treasury has
apparently ignored this fact.

It is our further opinion that the Tax Reform Bill of 1976 adequately dealt with
the objections to DISC. At that time it was felt that the provisions did not en-
courage additional U.S. exports since the deferral was based on total export
sales including those developed in prior years. Accordingly, the DISC benefits
were limited to the exent that a company increases it exports over a base
amount and by excluding from DI10 benefits certain products and com-
modities which Congress felt required no incentive for export sales. Thus, to
accrue any tax deferral benefit a given U.S. taxpayer must increase his exports,
a clearly desirable goal from an employment and balance of payment stand-
point. The reasons for retaining the DISC provisions in 1976 are equally present
today and, therefore, DISC should not be eliminated from the tax law.

With the advent of the Incremental DISC provisions of the Tax Reform Act of
1976, the major value of the incentive no longer inures to the benefit of the
large U.S. multinational enterprises, us asserted by the Treasury but now benefits
primarily small companies and companies entering export activities de novo.
Based on our recent experience, it Is the smaller corporations embarking on
export programs for the first time, that have availed themselves of the DISC
incentive. To terminate the DISC at this point would be to undermine the
plans and expectations of these companies formulated when decisions were taken
to move into the export field.

STATEMENT OF U.S. LEAGUE OF SAVINGS ASSOCIATIoNS

The U.S. League of Savings Amsociations' is pleased to have this opportunity
to comment on the various proviFiions of the House-passed "Revenue Act of 1978",
H.R. 13511.

L The United States League of Sivings Associations (formerly the United States Savings
and roan League) has a membership of 4,400 savings and loan associations, representing
over 98 percent of the assets of the savings and loan business. League membership includes
all types of associations--Federi and state-chartered. insured and uninsured. stock and
mutual. The principal officers are: Stuart Davis. President, Beverly Hills. Calif. ; Joseph
Benedict. Vice President. Worcester, Mass. ; Lloyd Bowles. Legislative Chairman. Dallas,
Texas; Norman Strunk. Executive Vice President. Chicago, Illinois: Arthur Edgeworth,
Director-Washington Operations; and Glen Troop. Legislative Director. League headquar-
terp Pre ait III X. WACkir Drive. Chieago. Il1. 60601 ; And the Washington Office Is located
at 1709 New York Ave., N.W., Wash., D.C. ; Telephone (202) 785-9150.
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1. CORPOATE, RATE REDUCTIONS

The savings and loan business strongly supports the general corporate rate
reductions contained in the Revenue Act of 1978. The five-step tax structure
Imposed by this legislation would reduce the corporate tax burden on the first
$100,000 of taxable income while also granting tax relief to more profitable
businesses by reducing to 46 percent the maximum corporate tax rate on income
over $100,000.

A great deal of concern has been expressed by Congress over the decreasing
investment by American business. The reduction of general corporate tax rates
should stimulate this lagging business investment by providing a greater return
on investment capital. In terms of the savings and loan business, this corporate
tax relief will strengthen our declining reserves position-a situation which In-
hibits our ability to fully serve the savings and home borrowing public. For, under
the banking laws, savings and loan associations must maintain specified reserve
levels if they are to continue to seek the deposits of American savers. The deposits
we attract enable our specialized institutions to maintain their extraordinary
performance of recent years as the source of more than 60 percent of our nation's
home mortgage credit. Thus, the ability to rebuild reserves through corporate
tax relief directly benefits families wishing to buy a home.

2. TREATMENT OF CAPITAL GAINS ON SALE OF HOMES

The U.S. League applauds the House-passed provision excluding from gross
income, on a one-time basis, $100,000 of capital gain realized on the sale of a
principal residence. We believe that broadening the eligibility of this exclu-
sion to include all individuals, regardless of age, is an important improvement
in current law. With today's escalating inflation and rising property values
the $100,000 exclusion will provide many homeowners with an opportunity
for significant economic gain from homeownership. It will remove a barrier to
family mobility 'and open up new opportunities for younger families purchasing
existing homes.

We also fully support the provision of the House bill which permits non-recogni-
tion of gain on the sale of more than one principal residence within an 18-month
period. If enacted, frequently-transferred families or individuals would now be
allowed the benefit of non-recognition of gain if the sale and purchase of a princi-
pal residence is attributed to the individual's relocation for the convenience of his
or her employer. In today's mobile economy, this is a needed improvement in the
law.

8. MINIMUM TAX CONSIMDATIONS

Another area of the tax law which is of great concern to the savings and loan
business is the special minimum tax on preference items. Savings and loan insti-
tutions under current law utilize a tax treatment based on allocations to reserves
for bad debts. In 19609 this bad debt deduction was classified as one of the "pref-
erence" items and subject to the minimum tax. When the minimum tax was
originally introduced it was primarily aimed at individuals with high gross in-
come but low taxable income. We doubt whether Congress fully realized the
Nigniflcant additional tax liability (up to 15 percent of a savings and loan insti-
tution's total tax bill in some years) imposed on our institutions when in 1969
our bad debt deduction (IRC Sec. 593) was included as a minimum tax prefer-
ence item. The minimum tax liability for our specialized home lending institutions
has thus, perhaps unintentionally, amounted to a surtax on home mortgage
credit. Furthermore, under the changes adopted in the minimum tax formula two
years ago, the burden of this add-on minimum tax is scheduled to increase by
more than 50 percent for tax years 1978 and thereafter for institutions utilizing
Section 593.

The U.S. League requests Congress to either remove the bad debt reserve de-
duction from the list of tax code preference items (IRC Sec. 57(a) (7) ), or, in the
alternative to defer this scheduled 1978 minimum tax Increase for savings and
loan Institutions.

4. INVESTMENT AND JOBS TAX CREDIT TREATMENT

Other anachronisms in the tax laws are the special limitations on the use of
the investment and Jobs tax credits by thrift institutions. When the investment
credit was conceived by the Kennedy Administration, thrift Institutions were



1888

limited to 50 percent of the credit available to other corporations--reflecting, no
doubt, their limited tax liabilities at that time (owing to their origins as gen-
erally mutual institutions). In the intervening years, savings and loan associa-
tions have become major corporate taxpayers; indeed, in recent years their effec-
tive tax rate approaches or exceeds that applicable to industrial and mining sec-
tor companies generally. In its original proposals last January, the Carter Ad-
ministration recognized this unfairness in part by suggesting that the 50 per-
cent limitation be adjusted to 70 percent.

Significantly, the investment credit limitation does not apply to other financial
Institutions-especially, the commercial banks which are direct competitors of
savings and loan associations. If, for example, a bank opens a new branch office
it may fuUy utilize the investment credit when it installs a vault while its S&L
competitor across the street has only half of the credit available. (This discrimi-
nation is particularly pronounced since the effective tax rate of S&Ls is currently
twice that paid by commercial banks.) The competitive problem is certain to
become more acute as financial institutions make major equipment purchases
associated with new developments in serving their customers through electronic
banking.

Given the fundamental purpose of the investment credit-to stimulate the
economy through business investment-it mare no sense to artifically restrict
in their participation one major category of corporate taxpayers, savings and
loan associations. Thus, the U.S. League urges immediate repeal of the special
50 percent restriction in Section 46(e) of the Internal Revenue Code.

Similarly, the 1977 Tax Reduction and Simplification Act perpetuated this
discrimination in the design of the jobs tax credit. It, too, limits thrift institu-
tions to half of the credit available to other corporations. Since savings associa-
tions, because of the nature of their business, employ significant numbers of entry-
level employees, it would seem particularly appropriate to encourage their full
participation in the special employment programs such as the jobs credit. Thus.
the U.S. League also asks for an immediate repeal of the special restriction on the
use of the jobs credit by thrift institutions.

While we support the proposal In H.R. 13511 to make the investment credit
permanent and increase the general limitation on its use from 50 percent to
90 percent of other tax liabilities we urge the quick elimination of the inequity
which permits only the partial use of this credit for savings and loan associations.

As explained above, the successful Jobs tax credit for hiring new workers is
impaired for our institutions. Congress is now considering a more narrow Job
stimulus approach targetted to specific unemployed groups. If this plan were
adopted, our members would rightfully be excluded. However, if a broader job
stimulus is passed or an extension of present law is agreed upon, the U.S. League
urges the Members of Congress not to deny savings and loan associations equal
benefits under this law.

5. PUERTO RICAN S&L'S

We also feel that it Is important to bring to the attention of the Senate
Finance Committee at this time an existing tax inequity affecting our institu-
tions located in the Commonwealth of Puerto Rico. At the present time, interest
earned on savings deposits at Puerto Rican commercial banks is exempt from
Federal tax as "Puerto Rican Source Income" (Sec. 861(a) (1) (F)). However,
.interest income generated at a nearby savings and loan association is not ac-
corded similar Federal tax-exempt treatment. The only logical explanation for
this disparity between Federal tax treatment of the various Puerto Rican-based
financial institutions and their bavings customers seems to be legislative over.
sight. Therefore, we appeal to the Committee to insure not only competitive equal-
ity but the very existence of the savings and loan alternative in Puerto Rico by
granting equivalent Federal tax treatment to interest earned on deposits at our
institutions located in Puerto Rico as is currently provided commercial banks
under Section 801(a) (1) (F).

6. DEFERRED TAX TREATMENT FOR CERTAIN COMPENSATION PLANS

Finally, the U.S. League supports Section 121 of this bill which restores favor-
able deferred tax treatment to unfunded state and local government qualified
compensation plans. Proposed regulations issued by the Internal Revenue Serv-
ice on February S. 1978. denied deferred tax treatment to plans already estab-
lished by state and local governments. Section 121 resolves the uncertainty cre-
ated by these proposed regulations by specifically authorizing that compensation
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deferred by a participant in an eligible state compensation plan, plus any income
attributable to the deferred amounts, is includible in the income of the participant
or beneficiary only when paid or otherwise made available. However, we do sug-
gest the adoption of one minor change in subsection b (4) of Section 121 of the bill
which will make'deferred compensation plans more easily administrable. The
proposed change would allow deferral agreements to be made any time prior to
performance of service by the participants, rather than restricting this election
to the year in advance of the actual deferral.

Again, the U.S. League appreciates this opportunity to present its views on
some of the important topics currently under consideration by the Senate Finance
Committee.

STATEMENT or AL PoTIcT, AssISTANT DuravroR, NATIONAL LEGISLATIVE SERVICE,

VETERANS Or FOREIGN WAss or THE UNITED STATES

Mr. Chairman and members of the subcommittee:
Thank you for the opportunity to present to this distinguished Subcommittee

the views of the Veterans of Foreign Wars of the United States with respect
to pending legislation which is of great concern to our more than 1.85 million
members of the V.F.W. and the 610,000 members of our Ladies Auxiliary.

My name is Al Poteet and I have the privilege of serving the Veterans of For-
eign Wars as its Assistant Director, National Legislative Service.

There are a number of important bills being considered by this Subcommittee
but one, S. 2771, is of particular importance to the Veterans of Foreign Wars, S.
2771, introduced by the Honorable William D. Hathaway, a member of the Com-
mittee on Finance would amend Section 518 of the Internal Revenue Code of
1954 by adding language specifying that the term "unrelated trade or business"
does not include any trade or business which consists of conducting qualified
games by tax-exempt organization&

As I am sure you are aware, the Eighth Circuit Court of Appeals has handed
down a ruling which would result in thousands of dollars in back tax liabilities
for non-profit organizations. The ruling I refer to involved a V.F.W. Post in
Minnesota which operated a regular bingo game utilizing paid workers. The
V.P.W. qualifies for federal tax-exempt status as a "non-profit" organization un-
der Section 501 of the Internal Revenue Code. Traditionally, the Veterans of
Foreign wars has been granted a tax-exempt status by the Congress to further
our organization's philanthropic goals and rendering service to veterans and
their dependents.

The Tax Reform Act of 1960 was, to the best of our knowledge, the first law
to impose broad tax liability on tax-exempt organizations as to their "unre-
lated business Income." One of the basic reasons for that legislation was to re-
move the then existing Inequity in taxing certain exempt organizations on such
"unrelated business income" but not taxing others.

It is our contention thkt the congressional intent in regard to the "unrelated
business income" provisions of said Act, was to impose tax liability on organiza-
tions such as veterans' organizations when they engaged in profit making activi-
ties which competed with commercial business. In the House Committee Report,
House Report No. 94-413 (Part I), 91st Congress, First Session, which accom-
panied H.R. 13270 (enacted as the Tax Reform Act of 1969), on page 50, there
is Included the statement:

"1... Your Committee believes that a business competing with taxpaying organi-
zations should not be granted an unfair competitive advantage by operating tax
free unless the business contributes importantly to the exempt function..."

Apparently the Internal Revenue Service and the federal courts do not agree
with Qur interpretation, thus creating the need for S. 2771 or similar legislation.
The aforementioned Circuit Court assessment against the V.F.W. Post was made
notwithstanding the fact that the post's bingo activities did not compete with
any commercial enterprise.

In Minnesota, the V.F.W., in conjunction with the American Legion, support
youth activities in the Bloominiton area with funding in excess of $120,000 which
the city cannot provide. In addition, they financially support a baseball and
Junior hockey teani which participate in state and local tournaments. Also,
the V.F.W. In Minnesota donates televisions and wheelchairs to the local Veterans
Administration hospital. Many of thede activities that the V.F.W. participates In
across the country are financed by the profits derived from licensed weekly
bingo games.
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In light of the foregoing, the Veterans of Foreign War@ of the United States,
wholeheartedly supports the intent of S. 2771 to set aside the designation of
bingos sponsored by the V.F.W. as an "unrelated trade or business" and recom-
mends early passage thereof.

This concludes my testimony. Thank you.

WAYNE HUMMR & Co.,
Chicago, Ill., August 18,1978.

Hon. RUSSELL B. LoNO,
Ohairman, Senate Finance Comifttee,
?useeU Senate Ofloe Building 217,
Washington, D.C.

DEAR SENATOR LMOG: You have often heard the expression that "It's worth its
weight in gold". This applies to you, even though gold is selling at $200 per ounce,
for your sound position on tax reform.

This will confirm the following telegram to you today:
"It is our request that letters to you dated June 13 and August 10, together

with copy of telegram of latter date to Honorable Jimmy Carter be made a
part of the records of the current Senate hearings pertaining to repeal 1976
capital gains tax on beneficiaries. Thank you".

Since this legislation is such a must, I would be only too glad to testify before
your Committee on the repeal of these new taxes enacted in 1976 in the event
you fel it would serve a purpose.

As you well know, we have on the statute books capital gains provisions on
the sale of residences. Personally, I sold a large home in 1976 and with the
reinvestment rights there were no burdens, except digging out old records cov-
ering a number of years to substantiate the cost. It is my opinion that It would
be far better to provide for a specific capital gains exemption on all forms of
property If we are to overcome the shortage of venture capital.

Cordially yours.
GrOG. . BARNEs,

Senior Partner.

WAYNE HUMMER & Co.,
Chicago, IN., August 10, 1978.

Hon. RussELL B. LONG,
Chairman, Senate Finance Committee,
U.S. Senate.
Russell Senate Office Building 217,
Washington, D.C.

DFAR MR. LoNG: As you know, it is vital to repeal the new capital gains tax
enacted In 1976 on our beneficiaries. In accordance with your Bill, we thought the
enclosed telegram to President Carter would help our cause, a copy of which
we are mailing to each member of Congress.

Inasmuch as a reduction In the capital gains rate to 35% will not help anyone
except a few rich people, it is our hope that you will make every effort to reduce
the rate to a level that would be helpful In relieving the long-standing shortage
of venture capital.

With kindest personal regards. I am,
Cordially yours,

GERGEo E3. BAUNM, SR.
M.nclosure.

WAYNE HUMMER & 0o.,
Chicago, IlL, August 18, 1978.

Hon. Russm.L B. Lowo,
Chairman, Senate Finanoe Committee,
RuaseU Senate Offlce Building 217,
Washington, D.C.

It is our request that letters to you dated June 18 and August 10 together with
copy of telegram of latter date to honorable Jimmy Carter be made a part of
the records of the current Senate hearings pertaining to repeal 1976 Capital Gains
Tax on beneficiaries.

Thank you.
GCOxRE B3. BARNES,

Senior Partner.
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[Telegram ] WAYNE HUMME & 0o.,

Ohioago, Ill., July! 31, 1978.

[ion. W. MtoHAEL BLUMENTHAL,
Secretary of the Treasury,
Wauhington, D.O.

Cannot refrain from sending you another 808 to urge repeal of New Capital
Gain Taxes enacted in 1976 on our beneficiaries after spending most of weekend
helping elderly widow search attic for cost records of her old family residence.
It is the rule rather than the exception that most taxpayers have not kept com-
plete cost records over the years of all property and security holdings. Again,
Senator Long's bill should receive prompt support from you and President Carter
in order to restore order out of chaos by returning to date of death values. Low-
ering the capital gains tax rate to 85 percent would only benefit a comparatively
few millionaries and provide no relief in correcting the longstanding venture
capital shortage. May we hear from you.

Gonon E. BiANsa,
Senior Partner.

WAYNE HUMMR & Co.,
Ohioago, Ill., August 4, 1978.

Hon. AL ULLVAN,
Chairman,
Ways and Means Oot"ittee,
House of Representatives,
Oannon House Office Building,
Washington, D.O.

DzAD MR. ULLMAN: Today, we are sending to each member of your Committee
a copy of the enclosed telegram to Secretary Blumenthal, urging the passage of
Senator Long's Bill on the repeal of the new 1976 capital gains taxes on our
beneficiaries. This is a must inasmuch as it cannot be administered.

Also, I hope that your Committee understands that the lowering of the capital
gains rate to only 35 percent will not relieve our nation's longstanding venture
capital shortage.

Another important point which I have not mentioned to you heretofore in
connection with a reduction In the capital gains rate; it is that such a cut should
be made effective instantly in order to prevent wholesale establishment of losses
in the current year at the higher rates to offset losses next year at the lower
rates.

These views are based upon a lifetime of experience in the field of taxation.
It is pertinent to remind you that the House Ways and Means Committee has
more than once previously recognized and followed my considered views in the
past for the best interests of the nation. As an example, Senator Dirksen had
me come to Washington to stop withholding taxes on dividend and interest after
both the House and Senate had passed such legislation and it had reached con-
ference.

As I indicated to you in my previous letter, I will be glad to come to Washing-
ton now to help you formulate a capital gains tax program which will work
effectively. Please let me hear from you.

Cordially yours,
Gnosoa E. BArnzI

Senior Partser.

STATEMENT OF ALAN BERoSTED'

I am a Certified Public Accountant. I am very interested in the activities of
the voluntary non-profit charitable organizations of our country.

The trend toward a higher standard deduction on our tax returns has simplified
tax returns for many middle and lower income taxpayers. The standard deduc-
tion now covers things which are both discretionary and non-controllable expen-
ditures.

Discretionary dieductions.-donations to charities.
Non-controllable deductions.-medical costs, real estate taxes, State and local

income and sales taxes, union dues.
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I feel that it would be more appropriate to permit donations to charities in
addition to the standard deduction. This treatment has been allowed for alimony
recently. Passage of 8. 8111 would extend the privilege of deducting donations to
charities to all taxpayers without consideration of whether or not their other de-
ductions exceed the standard deduction. This would make the tax laws more fair
and equal for the lower and middle income taxpayers.

Also, the increase of the standard deduction has decreased the incentive to
make charitable deductions for middle and lower income taxpayers. The wealthy
still receive this tax benefit and have a high Incentive to give to charities. I feel
that the average citizen should not lose his influence over the activities of non-
profit charities

The tax deduction for donations is An impetus to consider giving. Without at
least the psychological impetus to support and become involved in the programs
of local and national charities, these groups may become more and more con-
trolled by the wealthy. They will also become more dependent upon government
support.

We want to reduce government involvement in our local affairs. The charities
supported by voluntary gifts provide many effective low-cost benefits to our com-
munities. Their gift income has suffered in recent years by up to $5 billion dollars
according to some studies. S. 8111 would help maintain a strong private voluntary
group of non-profit organizations by restoring the incentive to make donations to
tax-exempt organizations.

Tax reform as suggested by President Carter should benefit the low and mid-
dle income citizens. This Senate bill (8.3111) would do that.

I hope that you will support this bill which will benefit a lot of taxpayers and
the effective group of American charities.
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AYPREDIX C

STATEMENTS ON

ECONOMIC EFFECTS OF CHANGES

IN THE TAXATION OF CAPITAL GAINS

SUBMITTED IN RESPONSE TO

A REQUEST FOR VIEWS BY

RUSSELL B. LONG, CHAIRMAN,

COMMITTEE ON FINANCE

(Cfflittee dcument released Septwtmber 22, 1978)
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FOREWORD

One of the most important issues in the tax reduction

bill now pendig-before the Senate is capital gains taxation.

Many people believe that our existing high tax rates on

capital gains reduce saving and investment and deter investors

from selling assets which have appreciated in value. While

it is generally agreed that a reduction in capital gains tax

rates will cause changes in economic activity which will

raise tax revenue (i.e., by inducing taxpayers to sell appreciated

assets),the Treasury Department still estimates the revenue

effects of capital gains tax changes without including these

feedback effects. They agree in principle that one should

take account of these feedback effects in making revenue

estimates; however, because they are not certain about the

magnitude of feedback effects, Treasury has not moved beyond

static revenue estimates. By estimating revenue impact with-

out including revenue gain due to these feedback effects,

Treasury has not given us an accurate view of the results

of a reduction in capital gains tax rates.

To get a broader range of views on this subject, I have

written to 35 former high government officials and economic

experts, including 8 former Secretaries of the Treasury,

soliciting their views on the question of whether a capital

gains tax reduction which increases the present 50 percent
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exclusion for long-term gains to 70 percent or which sets a

maximum rate on long-term gains of 25 percent, would increase

or decrease Federal tax revenues. I am publishing these

responses in their entirety, and I hope that they will be

read and studied by everyone interested in the question of

capital gains taxation.

The vast majority of the responses indicate that a cut

in capital gains taxes will not reduce Federal revenues

and may actually increase them. This would result from the

unlocking of unrealized capital gains and from greater saving

and investment, particularly in the sorts of risky enterprises

which are the key to technical innovations in the economy.

These analyses by these fiscal experts make a strong case for

a capital gains tax reduction.
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MULL a. LONG

WAS INGTON. O.C OStO

August 28, 1978

The Honorable William Simon
Booz, Allen & Hamilton
.245 Park Avenue
New York, New York 10017

Dear Bill:

As you know, the Senate Finance Committee has been holding
hearings on H. R. 13511, The Revenue Act of 1978, and we plan
to begin mark-up of this important legislation on September 7.
As passed by the House of Representatives, the bill would cut
individual and corporate income taxes by an estimated $16.3
billion on a calendar year basis, of which $1.0 billion reflects
Treasury and Congressional staff estimates of a reduction in
individuals' capital gains taxes to a maximum rate of 35 percent.

I am writing you today to request your judgment as to the
official estimate of the impact of any cut in capital gains
taxes on Treasury revenues. Witnesses before our Committee--
particularly Dr. Martin Feldstein and financial experts such as
former Treasury Secretary Henry Fowler--argued that a soundly
structured reduction in tax rates on capital gains will unlock
a significant volume of appreciated assets. They also believe
that the increase in realizations will more than offset the
decline in rate, thus initially raising rather than reducing
Treasury receipts. Over the longer run, lower taxes on capital
gains would be expected to foster capital formation and economic
growth, thus increasing the size of the tax base. The testimony
of Secretary Fowler and Dr. Feldstein along with the studies on
which Feldstein's testimony is based, are enclosed.

What is your view, especially with respect to the unlocking
impact on appreciated stocks, real estate, and other capital
assets? If the percentage of capital gains included in taxable
income were reduced from 50 percent to 30 percent or 40 percent,
or if a 25 percent maximum tax rate were established for capital
gains, would the impact on Treasury revenues be positive,
negative, or neutral?

34-369 0 - 74 - 44
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Page 2
August 28, 1978

I recognize fully that the payment of capital gains is
voluntary in that the holder decides whether or not to
liquidate an appreciated asset and the extent of unlocking
cannot, therefore, be quantified. Nevertheless, the ultimate
decision of the Congress with respect to this legislation will,
as I noted, be of great significance to this country.

We, therefore, want to base our Committee recommendations
on the best available advice. May I hear from you soon,
preferabl-y -y September 6?

Sin ely yours,

(Identical letter sent to each of the individuals whose
-- responses are reproduced on the following pages.)
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The Honorable Russell Long 9.6.78
Chairman
Senate Finance Committee
217 Russell Senate Office Building
Washington, D.C. 20510

Dear Chairman Long:

I am delighted to respond to your request for my views regarding

the impact of any cut in capital-gains taxes on Treasury revenues.

You have requested my judgment as to the possibility of an "unlocking

impact" on appreciated stocks, real estate and other capital assets,

and you have sought my views as to what would be the impact on

Treasury revenues as the maximum capital gains tax rate were reduced

from 50% downward to 25%.

I am exceptionally pleased to respond to your letter on two counts.

In the first place, I have always considered the Senate Finance

Committee the premier committee in Congress. On every occasion I

found the members of the committee receptive to the introduction of new

ideas and willing to consider the abandonment of unworkable programs.

Moreover, I can't ever recall an instance of lack of courtesy and patience.

Additionally, I'm especially glad to impart my views to you because

I cannot overstate my belief that this nation faces a capital formation

crisis whose possible effects and ramifications have not even begun to

be understood, let alone appreciated. I can think of no more important

aspect ot the tax legislation you are now considering than the measures

which would stimulate capital investment.

You and your committee might be interested in knowing that this is

not just a matter of recent concern with me. Alarmed at the prospect

of diminishing
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capital formation that loomed even then on the horizon, with its de-

leterious effect on the flow of investment funds in our economy, I

had concluded in 1973 as Deputy Secretary of the Treasury that a major

reduction in the tax rates on' capital-gains was exactly what was called

for. I had the agreement of the Secretary of the Treasury, my pre-

decessor George Shultz, and also of President Richard Nixon to formulate

and advocate such a program.

knowing, of course, that the political temper of the times, born

out of New Deal-Keynsian rhetoric, would not view such a cut for its

salutary affect on the whole economy but simply as a tax break for

the "fat cats", I was dispatched to sound out prospects with the then

Chairman of the House Ways and Means Committee, Fep. Wilbur Hills. He

was immediately receptive to the idea, quickly perceiving the benefits

to both the short-term and long-term economic well-being of the country.

Mr. Hills, whose knowledge of tax laws, both as to their construction

and effect, I have hardly seen equaled, was of the opinion that some 20

billion dollars might be unlocked. Additional revenues for the Treasury

would be many billions of dollars.

You might be interested in knowing that Secretary Shultz and I

found the work of the Treasury econometrics model in this exercise

unsatisfactory. I am tempted to add here that in the course of my pri-

vate career and my public roles in both the energy and traditional

Treasury fields, I have almost always found such models to be

grossly deficient in devining the future.
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I am sorry to say that short-tore considerations prompted the

shelving of the capi-tal-gains tax reduction plan at that time. I

haven't the slightest doubt, Mr. Chairman, that some of the imense

difficulties we have experienced in capital formation, deterioration

in our financial markets, and the general lack of confidence in our

economy both at home and abroad were in significant measure direct

results of that decision.

It 'seems to me that the overriding consideration in this matter

must be the now obvious lag in otir real economic growth. The rate of

real growth of our GNP sags significantly behind these nations whose

currencies appreciate virtually every day against our own -r primarily

est Germany and Japan. Our rate of productivity gains l'ags behind these

nations as well, And by now economists of every persuasion concede that a

large part, if not the major cause of this sorry state, is the fact that we

continually devote a smaller percentage of our national output to fixed

investments than do these other countries. Mr. Chairman, it is a sad thing for me

to contemplate that the most powerful nation of the world is perhaps

fatally cospromising its future by having the lowest rate of capital

investment in the last generation of any major nation in the free world.

It follows then that any move that would spur investment is the right

one. And I think everyone has agreed that a cut in capital-gains taxes

would do just that. But, it does seem to me that in the many ensuing

discussions there are too many bookkeepers debiting and crediting a

current account, with not enough emphasis given to the full economic effects --

eupecially over the longer-term.

First, there isn't the slightest doubt that reduced capital gains taxes

will unlock a significant volume of appreciated assets. It is very difficult
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to quantify the amount over a given period of time. Much depends on

the value ascribed W0 these assets by their own particular market next

year and thb years just beyond. And I'm sure your experience and mine

in predictt4 the course of equity markets, real estate and other

commodity values over the shorter term are similar, and distressing.

Nevertheless, I have no reticence in saying that should tax cuts

be enacted, the normal cycles prevailing in each of the many markets involving

capital assets will initiate a tremodous unlocking that will result in

substantial capital gains tax revenues for the Government. In this, I

fully support the testimony given by former Secretary Fowler along with

the results of the Feldstein study on the effects of taxation on the

selling of corporate stock and the realization of capital gains.

But secondly, I find missing in all the studies an estimate of the

impact of new investments that will undoubtedly come about as a result of

the possibility of potentially higher after-tax profit. from investment

made in the reduced capital-gains tax environment. I believe you are aware

Mr. Chairman, that several studies conducted by the New York Stock

Exchange, the Securities Industry Association, and others have revealed

two distressing facts. First, the number of shareholders investing in

equities of publicly held corporations In the United States has been

strongly curtailed. Although estimates vary it appears that there are

about 10 million fewer investors in America than there were at the

beginning of the decade.. And secondly, it appears beyond dispute that

the young adults of America have by-passed investing in our publicly

huld companies. They are doing this increasingly.
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I would not be so rash as to say that the capital-gains tax structure

is wholly responsible for these ominous developments. But, I think I am

reinforced in my conclusion that the current excessive capital-gains

rates are a major factor when it is clear that these unfortunate trends

set in after the hiking of the capital gains taxes in 1969, and have

accelerated as now burdens have been placed on the investor and the

potential investor (the lengthening of the holding period, etc.).

I hardly think I have to detail how ludicrous it is for government

leaders to talk optimistically about the future, and this country's role

in it. if Americans continue to foresake investment, the ultimate source

of economic growth in a free society.

Putting together these two strains (that a cut in capital-gains

taxes will both unlock currently held assets and stimulate new invest-

ments), I can only reiterate my view that if there is any short-term

loss on the revenue side for the Treasury it will be substantially

made up in the few years just ahead by a) taxes derived from the sale

of assets now held and investments to be made, and b) general income

tax revenues that will be derived from a far healthier economy

stimulated by increased capital investment.

In this regard I would argue that it would be foolish merely to

look at short-term effects. I can recall that at the time the six month

holding period for establishing long-term capital gains was lengthened in

1977 and 1978 to nine and twelve months respectively, it was estimated

that there would be sone 11 million dollars of increased revenues

for the Treasury ( a relatively
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inconsequential nuer in a 400 billion dollar + budget). But no one

estimated the revenue losses from the lack of capital-gains taken, and

the lack of new investments with theJr taxable profits. And who is to

say how much corporate and Individual revenue (taxable) were lost as

our economy stagnatel in an under-invested slow-qrowth, high-inflation

doficit-ridden environment.

I hope I have been persuasive in outlining reasons for a specific

and substantial cut in the tax rates on capital assets. I am keenly aware

that one effect of the reduction in the number of individuals investing

in corporate shares has been a radical drop in public security issues

valued at 1.5 billion dollars in 1969, to four new issues at the trough

in 1975 with about 16 million dollars. Moreover, several, studies have

conclusively demonstrated that the rate of growth of research and development

in our country has been significantly lagging behind other nations. And

I note with particular interest that new high high technology firms have

experienced a sharp decline from 1968 to 1976; 300 to virtually 0.

It is extraordinarily difficult to estimate the revenues that the

Treasur should garner if capital-gains taxes are reduced. So much depends

on the market environment which in turn is dependent on an economic outlook

fraught with difficulties.

The Feldstein, Slomrod, Yitzhaki study indicates that in their sample

y.ar (1973), had the capital-gains tax rate been 25t rather than the current

;high rate, a three fold increase in total value of net gains would have been
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realis. However, this study made no estimate of additional invostisnts

that might have been' forthcoming &: a result of the lower rates. It

limited itself to corporate stockk already hold.

Additionally, it must be remembered that an increasing number of

investors would pqrmitcorporations to avail themselves of external

financing via the debt market to a far greater degree, with consequent

economic gains that would reflect themselves in increased corporate and

personal tax revenues.

All of these things lead me to believe that in lieu of massive

overall tax reform of the type I proposed in my final days at the Treasury,

that first a cut in long-term capital gains tax rates would not only

be beneficial for the economy, but is virtually mandatory to avoid a crisis

in capital formation and investments in the next few years.

Secondly, the lower the maximum rate on these gains, the greater the

economic impact and the greater the revenues would be generated for the

Treasury over a number of years. In specific answer to your question, the

larger the cut in the. rate, the more positive would be the impact on

Treasury revenues.

Thirdly, I cannot say with any degree of certainty how much revenue

would be gained by the Treasury in any one specific year, but I feel very

certain that over the next few years, the revenue gain would probably exceed

.the upper estimates now being discussed, provided that the country addresses

itself to its major problem -- inflation -- and reduces its massive operating



1906

(8)

deficits and rein in its burgeoning money supply. It would not

surpriuo mu tt.At unh'r Lhuu ciruuuLncu-, Chairman Mlle' ulti-billLcn

dollar estimate might well bo realized over a period of year.s.

I hope my support of a cut this year in the capital gains tax

rate is not misread as in any way diminishing my intense advocacy of an

overall tax refori/tax cut package along the lines I have previously

espoused. Nevertheless, considering the bill before you, I believe a

substintuial cut in capital gains taxes would do more for the economy

in tangible and intangible terms than is currently appreciated by most

of our citizens. It is my conviction that the Treasury would gain

substantially if national and fiscal and monetary policy is sound.

I thank you for th o opportunity of allowing me to present my

views.

With all good wishes.

William E. Simon



1907

Bechtel Corporation
Engineers - Construcors

George P. Shultz Fifty Beale Street
Preolent San Francisco, CA 94106

September 1, 1978

Dear Mr. Chairman:

Thank you for your letter inviting me to comment on the
proposed reduction in individuals' capital gains taxes
now before your Committee and also for the outstanding
material prepared by Secretary Fowler and Dr. Feldstein
which you enclosed. I am glad to comment since I believe
this legislation to be about as important as anything your
Committee has considered in a long time.

There is no question in my mind but that the effect on
Treasury revenues from the type of capital gains reduction
being proposed would be positive. The immediate "unlock-
ing" would have a dramatic impact and the estimate pro-
vided by Dr. Feldstein on the basis of his careful research
does not surprise me at all.

It therefore seems totally wrong, even ludicrous, to make
a calculation on "revenue loss" on the basis that behavior
does not change as a result of a change in tax rates.
Behavior does change and will change in this case so that
a revenue gain will clearly result. You remember that
the same point emerged in our discussion of the taxation
of the earnings of Americans working overseas.

But I believe that the positive implications of your pro-
posed changes go far beyond these effects of "unlocking".
I happened to meet yesterday at Stanford University with
a group of around one hundred entrepreneurs who have
started and are managing small businesses. They see
these possible changes in capital gains tax rates as being
of tremendous importance to them. The changes would
open up sources of risk capital not now available to them
but that could be attracted to help their businesses. Every-
one knows that investment in a new small business is risky.
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All you have to do is look at the bankruptcy statistics to see
this point. If the Government continues tv 2sist on heavy
taxation of any possible gains from such risk-taking,
financing tends to dry up. On the other hand, if the taxation
is reduced, then more capital would be available to these
businesses and they will have much more chance to survive
and prosper. In the process, jobs are created. In the
process, new and creative ideas are brought to the
American consumer. In the process, new competition is
brought into the marketplace.

Mr. Chairman, you, your distinguished Committee and the
Government of the United States generally can contribute
tremendously to the vitality of our economy by acting boldly
to reduce the rate of taxation on capital gains. By doing so,
you wil surely increase Treasury revenues not diminish
them. But far more important, you will stimulate creativity
and employment throughout our economy.

Thank you again for the opportunity to comment on this
crucial piece of legislation.

Sincerely yours,

George P. Shultz

The Honorable Russell B. Long
Chairman
Senate Finance Committee
United States Senate
Washington, D. C. 20510



~1909

JOSEPH W. BARR

NOUYMNHNM FARM 341 FgIrt.T W ST*3C(T, N. W. %UITC 107
HUM9, VIOINIA R8030 WASMINOTON, 0. C. 30005

,"Ao* "a August 29, 1978 ,,4fo.,9 /,..V

The Honorable
Russell B. Long
United States Senate
Washington, D. C. 20510

Dear Russ:

I was most interested in your letter of August 28 and the
attached testimony of Secretary Fowler and Dr. Martin Feld-
stein on the impact of lower tax rates on capital gains.
You and your Conmttee will be facing some challenging de-
cLsLons as you begin the mark up on H.R. 13511. It is at
times like this that I sometimes wish that I were back in
the Treasury wrestling with you or againn you" on these tax
issues.

You asked me

*What is your view, especially with respect to
the unlocking impact on appreciated stocks, real
estate, and other capital assets? If the percent-
age of capital gains included in taxable income
were reduced from 50 percent to 30 percent or 40
percent, or if a 25 percent maximum tax rate were
established for capital gains, would the impact
on Treasury revenues be positive, negative, or
neutral?"

Russ, based on my experience in government and in business,
I have a strong hunch that over time a lower rate on-capital
gains would tend to unlock the market on appreciated capital
assets. I believe that lower rates would probably stimulate
a much higher level of capital transactions. Thus, over time,
the Treasury's revenue loss might be neutral and could be
positive.

I earn my living as a director of several large multi-national
corporations. While I do not have access to a large professional
staff of statisticians and economists, I do have access to the
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chief financial officers of the companies where I serve as a
director. These companies in total have sales of about $10
billion world wide, profits of about $650 million, and pay
U.S. income taxes of about $260 million. The capital gains
tax is not a matter which is very important to these chief
financi-aofficers in their corporate capacity, so their
opinion should be relatively unbiased. They do have a dis-
tinct corporate interest in seeing to it that the Treasury
does not incur a significant revenue drop.

I was able to talk today with the chief financial officers of
3M, Burlington Industries, Control Data, and Commercial Credit.
I am a director of other companies, but these were the men I
could find today. To a man they agreed with my opinion, and
some of them felt even more positive than I.

None of us felt smart enough to tell you where that rate should
be. But we did agree on something that you did not ask me about.
We believe that a reduction in the capital gains rate will have
a significant and beneficial impact on the venture capital market.
3M, Burlington, Control Data and Commercial Credit can raise all
the money we need. But we are all dismayed at the drying up of
venture capital for new enterprises.

Thanks for asking my opinion. Knowing you and your Committee,
I have attempted to confine myself to a position that I knew
and could defend. I hope this opinion is helpful. Please give
my best wishes to all my friends on your Committee.

ncerely,

Jos' ph W. Barr
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September 5, 1978

Dear Russell:

In answer to your letter of August 28th I am glad to give you
my views on the taxation of capital gains in connection with the Finance
Committee's consideration of H. R. 13511, the Revenue Act of 1978.

For the record, I am presently one of the managing directors
of Dillon, Read & Co., Inc., the investment bankers, and Chairman of
the Board of United States and Foreign Securities Corp., a publicly traded
investment company, listed on the New York Stock Exchange. My comments
are strictly my own and do not purport to represent the views of any group
or organization.

My experience in the field of taxation dates from my service as
Secretary of the Treasury under Presidents Kennedy and Johnson from
January 20, 1961 through the month of March, 1965. During that period
I was personally responsible for the preparation and legislative presentation
of two tax reform bills, the Revenue Acts of 1962 and 1964. These bills
were designed to promote investment, stimulate the economy in a non-
inflationary manner, promote greater tax equity through the closing of
unjustified tax loopholes and to simplify the tax system. Both of these tax
reform bills were prepared at the direction of President Kennedy and had his
full support.

The bulk of President Kennedy's tax recommendations were enacted
by the Congress including the adoption of the investment credit, across-the-
board cut in tax rates, a minimum standard deduction and numerous loophole
closings. Furthermore, in more recent Revenue bills, most of the important
recommendations that were not accepted by the Congress in 1962 and 1964,
have been enacted into law.

The one outstanding exception to this general acceptance of
President Kennedy's tax proposals lies in the area of capital gains taxation.

The Honorable
Russell B. Long
United States Senate
Washington, D.C. 20510
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The 1963 reform proposals, as recommended by the President,
contained a carefully worked out package for the reform of the
taxation of capital gains. This package contained three elements, an
extension of the holding period to qualify for long term capital gain
treatment from six to twelve months, an attack on the problem of the
avoidance of all capital gains taxation at death, and a general, atcross-
the-board reduction in capital gcIns taxation. The second and third
elements of this package were designed to unlock capital gains and thus
promote the flow of new capital for equity investment. In addition the
second proposal was aimed at closing a major tax loophole and thus
improving equity.

Unfortunately, the Ways and Means Committee in their
consideration of the 1963 proposal, after initially approving a carryover
of basis provision for the taxation of capital gains at death, decided
against any change in this area in their final approval of the bill. As a
result the entire capital gains package recommended by President Kennedy
in 1963 was omitted from the Revenue Act of 1964.

Now, however, the situation is quite different. Prcaldent Kennedy's
first two recommendations in the capital gains area are now the law of the
land. But instead of a reduction in capital gains rates there has been a
substantial increase, with the rate going from 25% to 35% and with a
minimum tax that can carry the top rate up to approximately 50%. The
result has been the readily predictable locking in of capital gains and
the creation of substantial barriers to equity investment. Since equity
investment is the life blood of new and expanding small business, while
large established concerns can prosper and grow on internally generated
cash fLowAaupplemented by the sale of debt securities, this increase in
the rate of capital gains taxation has produced an unintended but nevertheless
serious articompetitive effect on our national economy. In effect, the
Government through tax policy has created barriers to competition that it
is trying to demolish with anti-trust policy. It is unfortunate but a classic
case of the Government's left hand not knowing what Its right hand was doing.

In order to free up our national, private, free enterprise economy
so that we can continue to compete successfully in an increasingly competitive
world, a substantial reduction In the rates of taxation applicable to capital
gains is now necessary. The adoption of President Kennedy's third proposal,
reducing the taxable percentage of capital gains from 50% to 3070 would do
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just that and would do it in a fair, across-the-board manner, with
benefits available to all taxpayers from the smallest to the largest.

Unfortunately, H.R. 13511, as passed by the House, does
not meet this need. The removal of capital gains from the current
minimum tax with the substitution of an alternative minimum tax is a
substantial Improvement. However, the removal of the 25% alternative
tax, while a most desirable simplification, has the effect of increasing
capital gains taxation and hence increasing both the lock-in effect and
the anti-competitive effect of our current capital gains tax structure.
The figures presented by Dr. Feldstein, based on the 1973 Treasury tax
sample, are compelling proof of this fact. H. R. 13511 should be amended
to provide not only the elimination of the application of the current
minimum tax to capital gains but a fair, across-the-board, reduction in
rates.

The Steiger amendment, while useful in reducing the top rate
to its former level of 25% and thus eliminating the need for the continuation
of the alternative tax, is not equitable in that it provides no reduction of
capital gains rates for smaller taxpayers. This problem would be entirely
eliminated by the adoption of President Kennedy's proposal to reduce the
inclusion of capital gains in taxable income from 50% to 30%. Under the
current rate structure this would result in a rate of tax from 4.2% at the
bottom to 21% at the top. In your letter of August 28th you mentioned the
possibility of such a reduction to "30 percent or 40 percent". I would like
to point out that there are strong arguments to favor an inclusion of no
more than 35% of capital gains in taxable income. An inclusion of 35o of
capital gains would mean a top rate of 24.5% which would permit the
elimination of the 25% alternative tax, without raising capital gains taxes
foran taxpayer. This would seem to be the most equitable way to accomplish
the objective of freeing up capital for investment in new and small businesses,
while at the same time obtaining a most desirable simplification of the tax
code through the elimination of the 25% alternative tax. Any higher percentage
of inclusion would either require the continuation of the complex 25%
alternative tax or result in an undesirable increase in capital gains taxation
for many taxpayers.

This brings me to the all important question of the revenue effect
of a reduction in capital gains tax rates, which is the principal question
raised in your letter of August 28th. In my opinion the adoption of the
principle of President Kennedy's proposal, with a reduction of the percentage

34-369 0 - 70 - 45
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of capital gains to be included in taxable Income to 30% or 35%, would
result in an increase in Treasury revenues due to the Induced effect of
lower rates in unlocking capital gains. A similar result would flow from
the establishment of a 25% maximum rate.

I base this opinion not only on the obvious fact that lower rates
would induce more taxpayers to realize capital gains but also on the 1963
analysis of the problem by the Treasury tax staff under Assistant Secretary
Stanley Surrey, and the more recent work of Dr. Martin Feldstein, using
the 1973 Treasury sample. In preparing President Kennedy's 1963 tax
proposals, the Treasury was naturally concerned with the revenue
implications of the various proposals. In the area of capital gains the
estimates of the Treasury's Office of Tax Analysis were contained in
Table II of President Kennedy's 1963 tax message. A copy of this table was
submitted by Secretary Fowler as an exhibit attached to his August 22, 1978
testimony before the Finance Committee.

This table shows a loss of revenue from the reduced inclusion
percentage (from 50W% to 30%.) of $390 million. This figure also includes
the effects of extending the holding period to twelve months. Presumably
the $390 million revenue loss estimate would have been modestly higher
if the effects of an extended holding period had not been included. On the
other hand the table gives the estimate of the Treasury tax staff that the
induced effects of lower effective rates would bring in $690 million in
additional revenue from the increased realization of capital gains. The
net result was an estimated increase in revenue of $300 million from the
lower rates.

Since 1963, advances in computer technology have greatly improved
the ability to estimate the effect of tax changes on revenue. The Treasury's
1973 tax sample used by Professor Feldstein in his analysis is an example
of the type of detailed information that was not available in 1963. Using
this data, Dr. Feldstein has shown that the 1963 conclusion of the Treasury
tax staff regarding the increase in revenue that would flow from a reduction
in capital gains rates was correct. Dr. Feldstein Is recognized as one of
the nation's outstanding economists, and I am unaware of any challenge to
the technical competency of his analysis of the revenue effects of a reduction
in capital gains rates. Indeed, should the Treasury Department now comply
with your request for estimates of the revenue that would result from the
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induced effect of lower rates of capital gains taxation, I see no way
in which the Department could avoid the conclusion it reached 15 years
ago when it examined the same problem, the conclusion which has been
so ably reinforced by Dr. Feldstein's recent work.

One further comment on capital gains taxation is in order.
The dramatic increase in the nation's inflation rate in recent years,
and the prospect that higher rates will continue into the indefinite
future have posed new problems in the taxation of capital gains.
Because of the higher rate of inflation, an ever-increasing share of
nominal capital gains is merely the result of inflation and does not in
any way represent real gains. For this reason it seems only equitable
that the Archer amendment or some variation of it be included in the
final version of the Revenue Act of 1978.

I hope these thoughts may be helpful to you and your Committee
during your further consideration of H.R. 13511.

With best wishes,

Sincerely,

cc: Dr. Feldstein
Mr. Fowler
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ROBERT B. ANDERSON

030 FIFTH AVENUE

NEW YORK, N.Y. 10080

August 30, 1978

Dear Russell:

I am responding to your letter of August 28
inquiring as to my views concerning H. R. 13511.

It is axiomatic in .any tax legislation that the
results of particular provisions are a matter of
judgment until events prove the reality.

It is my judgment that a reduction of the capital
gains tax from 50 percent to 30 percent would have
a positive impact on Treasury revenues, and a
reduction from 50 percent tQ 25 percent would have
a substantial positive impact on Treasury revenues.

Without being simplistic, I believe that both
economic statistics and a reasonable understanding
of investor attitude support this view.

Even more fundamental than the immediate impact on
Treasury revenues is the question of what such a
reduction in capital gains tax would do for capital
accumulation.

We must be constantly reminded that there are only
two kinds of capital -- (1) capital that is saved
and accumulated and (2) capital that is
artificially generated or which is illusory. The
latter sort of capital arises from excessive budget
deficits, particularly when a large part of those
deficits results in non-productive goods such as
armaments where the best possible use is not to use
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the armaments at all. Other illustrations would
be unwarranted subsidies, whether direct or
indirect.

True capital comes the hard way -- people save a
part of their money, invest it in productive
enterprise, and liquidate it when individual
circumstances require.

Today we are constantly putting new impediments
in the way of capital accumulation, and the most
significant one is unwarranted rates of taxation
and high inflation. Who wants to accumulate
capital when the rate of inflation exceeds the
interest rate. Who wants to accumulate and invest
when upon liquidation of an investment half of
one's appreciation in the capital investment goes
for taxes.

One has only to look to the Republics of Central
and South America where the flight of capital has
been historical to see the devasting effect of any
kind of legislation or inflation which impairs
capital accumulation.

Labor would be well advised to remember that
unless true capital is saved and accumulated to
create new capital investments and to generate
new productivity, there will be fewer jobs for
those who want to work.

I know that my answers to your letter are primarily
statements of opinion, but I cannot elaborate
further and comply with your request to have a
letter before your Committee by September 6.
Unfortunately, I am leaving the country day after
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tomorrow and my time is limited. When I return,
if I can be of further assistance to you or your
Committee, please advise me.

With every personal good wish, I am

Sincerely your friend,

The Honorable
Russell B. Long
Chairman
Senate Finance Committee
United States Senate
Washington, D.C. 20510
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JOHN W. SNYDER
2401 CALvxwr STRIT, NW.. SVUi 605

WASHINGTON. D. C 200o

September 6, 1978

Honorable Russell B. Long
Chairman
Senate Finance Committee
217 Russell Senate Office Building
Washington, D. C. 20510

Mr. Chairman:

In response to your inquiry of August 28, 1978,
which was not available for study until August 30th,
and due to the fact that I have been making a change
of command in the Harry S. Truman Scholarship
Foundation (aggrevated further by three consecutive
holidays), I regret that I have not had sufficient
time to evaluate the pros and cons of the subject
matter relative to the impact of a capital gains cut
on the Treasury revenues.

It therefore appears to me that I can best serve
you by being brief and simply expressing my views on
the subject.

I agree that a likely effect in the short term
would be some "unlocking" of appreciated assets. Un-
doubtedly, a substantial tax reduction would induce
some persons to sell property that would otherwise be
retained. As you suggest, this unlocking impact is
difficult to quantify; increased Treasury revenues,
generated by a high volume of sales, might be offset
by lower sales prices caused by the selling surge.
But, whatever the net effect on the Treasury, unlock-
ing would be a temporary result of a tax cut.

Over the longer term, a reduction in the taxes on
capital income would help to stimulate the productive
business investment that our country so urgently needs.
Such cuts could be in the form of reductions in the
corporate tax rate, liberalization of the investment
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credit, increases in depreciation allowances, or re-
ductions in capital gains taxes. Any of these cuts
could be expected to generate some feedback" revenues
to offset, partially, the initial loss of tax revenue,
but I believe it unlikely that a net revenue gain would
be produced by the tax cuts over the long term.

In considering the alternative forms of investment
incentives, the Committee may wish to assess the
efficiency and fairness of the options that are avail-
able. I am encouraged, in this regard, by your sug-
gestions that a capital gains cut not be designed in a
manner that destroys the minimum tax. Tax equity need
not be sacrificed to adopt meaningful investment
incentives.

I appreciate the opportunity to comment on the
important tax legislation now before the Committee.

q 
Si er

J oh .Snyder
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Exxon Corporation
1251 Avenue of the Americas
New York, New York 10020
September 5, 1978

Honorable Russell B. Long
Chairman, Finance Committee
United States Senate
Washington, D. C. 20510

Dear Mr. Chairman:

I appreciate the invitation in your letter of
August 28 to comment on the revenue effects of the capital
gains tax proposals before your committee.

A number of my expert colleagues in Exxon's finance,
tax, and economics departments have examined the studies
prepared by Professor Feldstein and his associates at the
National Bureau of Economic Research and find persuasive
their indications of a probability that reducing gains
taxation will increase the Treasury's revenue. Equally
persuasive to me has been what I hear of the experiences
of individual investors. Repeatedly I hear of new projects
not undertaken because the investors feel "locked in" in
their present holdings; apparently they feel the rewards
of the new projects are too uncertain for them to begin
the process with a certain high capital gains tax as they
transfer their investments to the new projects. The result
has been less productivity and less growth for our economy
and less revenue for the Treasury.

With a lower gains tax, companies and individuals
with attractive growth opportunities would be better able
to attract equity investment, and the economy would benefit.
In view of the low levels of investment the U.S. has ex-
perienced in the past decade in comparison with other ad-
vanced nations, I hope that your committee will accord high
priority to the desirability of reducing the capital gains
tax burdens which have played a large role in the decline
of the equity markets of the United States.

- There are also strong reasons of equity for reducing
the gains tax. As an ex-Treasury official and as an economist
I have strong feelings about the inequity which would be per-
petuated in these inflationary times by continuation of
present capital gains tax provisions. Capital gains realized
today are taxed in a large proportion of cases at effective
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rates higher than those applied to ordinary income when
inflation corrections are made. In many cases the effec-
tive tax rates are above 100%, and in some cases there is
taxation when there are no real gains at all. The prospect
of such confiscatory tax rates cannot help but deter savings
and investment. Employees' investment in the stock of their
own companies is deterred as well as the investment of
entrepreneurs taking risks on innovative long shots.

Under these circumstances it is clear to me that
our present capital gains tax law should be amended even
if it were certain that there would be a resulting revenue
loss which would have to be made up by a more equitable
distribution of that revenue burden elsewhere. The Senate
now has an opportunity, however, to consider reform of the
present capital gains tax provisions when those reforms
would, at the most pessimistic extreme, allocate to capital
gains recipients only a small portion of total tax reductions
to be enacted. And far more likely is the prospect that
capital gains tax reform will increase the Treasury's
revenue! In this situation I believe the Senate would
fail to meet its responsibilities if it did not enact this
year significant legislation to reform the taxation of
capital gains. For this reason I am grateful to you for
focussing attention on proposals to go beyond the provisions
of the current House bill, which would lower the gains tax
for some but raise the tax for many.

Doing good at probably no cost is too good an

opportunity for your committee to miss.

Sincerely yours,

(Signed)

Jack Bennett
Director and Senior Vice

President
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STANFORD UNIVERSITY
STANFOUD. CALFORMA 94j

DEPARTMENT OF ECONOMICS September 5, 1978

The Honorable Russell 8. Long
Chairman, Senate Finance Committee-
United States Senate
Washington, D.C. 20510

Dear Senator Long:

Thank you for your letter of August 28 requesting my Judgment as to the
official estimate of the impact of any cut in capital gains taxes on
Treasury revenues. I have reviewed H.R. 13511, the Revenue Act of 1978,
as passed by the House of Representatives and also the testimony of both
former Secretary of the Treasury Fowler and Professor Feldstein. Further,
the study of the effects of government policy on capital formation and
incorporation of such effects into an improved informational structure for
evaluating tax policies have been one of my primary areas of research for
the last two years.

Let me begin by stating the three pieces of information necessary to obtain
an accurate estimate of the effect on tax revenues of reducing the percent-
age of capital gains included in taxable income from 50 percent to 30 per-
cent or 40 percent or of adopting a 25 percent maximum tax rate on capital
gains. I will then present my best Judgment on each of these points and
summarize, briefly, my opinions on this matter.

First, we would need to know the size and timing of the unlocking impact
on appreciated assets, and the taxes which otherwise might have been paid
on the accrued gains (e.g., eventual payment of estate taxes). Offsetting
the tax collections on any increased realizations from the existing stock
of accrued gains against the revenue losses on current realization levels
at the lower rate gives us what we might call the very short term (perhaps
the first couple of years) net revenue impact. This is the offsetting
effect addressed by Fowler and Feldstein.

I believe that the essential point raised by Secretary Fowler and Professor
Feldstein is correct: The official Treasury calculation can be extremely
misleading since it fails to account for any induced behavioral responses
(e.g., unlocking) of the rate reduction. The Treasury and the CBO continue
to provide estimates of revenue effects of tax cuts, so-called "tax-
expenditures," and the like which ignore induced incentives to save, invest
and work. As a result, these estimates can only be interpreted as an upper
bound on the revenue loss from rate reductions. If the indvced behavioral
response is negligible, the official estimates would be fairly accurate.
In the case of capital gains taxes, however, the induced response is likely
to be substantial and the official Treasury and Congressional staff esti-
mates misleading.

The only serious study of unlocking is the one by Professor Feldstein and
his colleagues. Working under rather severe data limitations (use of a
sample of tax returns from a single year only, use of dividends as a
proxy for wealth, etc.), they have been able to establish a substantial
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sensitivity of realizations of capital gains to effective tax rates. The
data limitations mentioned above as well as one or two other minor issues
of interpretation would make so chary of using Feldstein's precise esti-
mates. I do believe that a prudent interpretation is that his analysis
demonstrates that the unlocking effect is non-trivial and would at the
very least substantially offset the revenue loss from lower rates at
current realization levels. A good working estimate is that within a year
or two the unlocking effect would probably neutralize any capital gains
revenue losses due to lover rates.

The second piece of information we would need is the effect of a decrease
in effective capital gains tax rates on the accrual of capital gains. Will
rate reductions induce an increase in the rate of accrual and, if so, from
what source does the accrual derive: income that otherwise would have been
taxed (or untaxed) or additional work effort? We have very little informa-
tion upon which to base such an estimate. If little effect on accruals
of capital gains occurs, the increased realization rate will have only a
temporary revenue gain effect. On the other hand, if the rate reduction
also affects the accrual rate, an increased realization rate due to
unlocking would lead to a substantial permanent annual source of increased
tax revenue. The best method of obtaining information on such effects is
to follow a sample of taxpayers over a span of years to observe the forces
affecting accruals as well as realizations of capital gains. Unfortunately,
such data are unavailable at present. Hence, we have very little knowledge
about the likely permanent annual effect on tax revenues of a capital gains
tax cut. My opinion is that the accrual rate will be affected, but not so
much,nor entirely from untaxed sources of income, so as to raise revenues
substantially. I do believe that this induced accrual and subsequent
realization effect would probably at least offset the revenue loss from
rate reductions.

Finally, A capital gains effective tax rate reduction would tend to raise
the overall net-of-tax-and-inflation rate of return to saving and investment.
My own results (a copy of which is enclosed) suggests that this would lead
to an increase In overall private capital formation (as opposed to merely
transferring oi ansets from lower to higher productivity uses by reducing
the lock-in effect) and hence future productivity, wages, income and tax
revenues. This is a much longer term process relative to the unlocking
discussed above and would take perhaps a decade to substantially increase
tax revenues. But that is the nature of capital formation: increases in
saving and investment accumulate over a span of years to Increase future
national income substantially.

In brief summary, I do believe that the official Treasury and Congressional
staff estimates substantially overstate the revenue loss associated with
the capital gains tax provisions contemplated in H.R. 13511. My opinion
is that the unlocking effect of a rate reduction would in short order
neutralize this revenue loss. I would need more evidence to claim that it
would cause a permanent annual increase in capital gains tax revenues.
However, in the long run, it would be likely to increase overall capital
formation, productivity, income, and hence tax revenues.
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If I may be of any further assistance, please do not hesitate to call
upon me.

Sincerely yours,

Michael J. Boakin

Professor of Economics

MJB: cg

P.S. My paper is being sent under separate cover.
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Aimth F. Dams

September 5, 1978

The Honorable Russell B. Long
United States Senate
Washington, D. C. 20510

Dear Senator Long

I am glad to respond to your recent inquiry about the
capital gains tax.

In view of our persistent inflation, the present tax
is frequently, if not typically, a tax on phantom
profits. Venture capital investment is now virtually
dead in our country. If investments of large risk
are to be undertaken, there must be the promise of
large rewards. Let us never forget that the big
corporations of today were small a generation ago;
their growth was made possible in large part by
preferential treatment of capital gains.

Contrary to what the Treasury has been saying, experience
indicates that, as a general rule, a reduction of the
capital gains tax is no more likely to decrease than to
increase tax revenues in the short run.- I would add,
however, that in view of recent extended discussions
of capital gains, many investors have held off selling;
hence a reduction of the capital gains tax may wcll re-
sult in larger tax revenues next year. In any event,
if a lower capital gains tax stimulates investment,
as is to be expected, tax revenues should rise over
the long run.

Sincerely yours,
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September 6, 1978

Honorable Russell B. Long
217 Russell Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman:

I write in reply to your letter of August 28, 1978,
asking my judgment as to the revenue effect of certain pending
proposals for lowering taxes on capital gains.

It is my judgment that, taking into account not only
increased realization of capital gains but also the spur to
risk-taking investment and the induced effects on the economy
generally, enactment of the proposals would increase the fed-
eral revenues.

In arriving at this conclusion I would be hesitant
to rely entirely on the anticipated increase in revenue flowing
from increased realization of gains that could be expected from
capital gains tax reduction. For example, the proposal to re-
duce the inclusion factor for capital gains from 50 percent to
30 percent would, broadly speaking, reduce revenues to three-
fifths of their present amount except for induced effects; and
if we were to rely solely on anticipated increases in realized
gains to offset the revenue loss, realized gains would have to
rise to five-thirds of their prior amounts, or to 167 percent.
Thus, realization of gains would have to increase by 67 per-
cent, or by two-thirds of their present total, to offset the
"static" revenue loss.

I would have difficulty in concluding that realiza-
tion of gains would suddenly increase by such a large amount.
I have read the studies of Professor Feldstein, whom I hold in
great esteem, concluding that realization of capital gains are
highly sensitive to changes in capital gains taxes, and I was
present when he testified before you. But based upon my
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studies of capital gains data for the past fifteen years, I
would be hesitant to say that a large immediate increase in
realization of gains, standing alone, would fully offset a
reduction in the inclusion factor from 50 percent to 30 per-
cent. Obviously, there is a point of judgment that must be
invoked, because a complete elimination of capital gains tax
would result in a complete loss in capital gains tax revenue,
although it would doubtless increase realizations substan-
tially.

I have also studied the recent statement of Secre-
tary Fowler, for whom I have the greatest admiration, and I
was also present when he testified before you. I interpret
his statement as relying, as I do, on other factors beyond in-
creased realizations in concluding that there would be an
actual increase in federal revenues from his proposal. He
does refer in his statement to the Treasury's conclusion in
1963 that a reduction in the inclusion factor from 50 percent
to 30 percent would increase revenues because of increased
realizations. It is to be noted, however, that the 1963 pro-
posal was coupled with a proposal to tax capital gains at
death, which would, of course, force realizations because
death is inevitable. I have consistently opposed all the pro-
posals that I have seen to date to tax capital gains at death
because of serious difficulties involved with respect to treat-
ment of bequests to surviving spouses and charities; the
sharply increased deathtime burdens, particularly on family-
owned enterprises; the unreality of taxing a lifetime of un-
realized gains in a single year, for which there seems to be
no adequate answer in averaging techniques; and other techni-
cal and practical difficulties too numerous to mention here.
The problems are greater, I believe, than those that have
shown up with respect to carryover basis.

But while I hesitate to say that the revenues would
be made up by increased realizations alone, I do believe that
when that factor is combined with the substantial increase in
equity and other risk-taking investment that would inevitably
occur, and with the consequent benefit to employment and the
entire economy, there would be a net overall increase in fed-
eral revenues.

I believe the House provision eliminating capital
gains as preference items is quite desirable. I am convinced
that the treatment of capital gains as preference items in the
1969 Act, and particularly in the 1976 Act, is complex,
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confusing, difficult to explain and administer, and harmful
to the economy. I think it acts as a significant deterrent
to investment and to realization of capital gains, and its
repeal would have a net effect of increasing revenues.

When I served at the Treasury during the considera-
tion of the 1969 Act, the application of a minimum tax to
capital gains was one of the few major changes made by that
Act with which I disagreed and which, along with others at
the Treasury, I opposed. I was particularly concerned with
the very substantial increases in the taxes on capital gains
as preference items contained in the 1976 Act. I think the
1976 changes had quite an adverse effect on the climate of
investment by individuals, especially since they seemed to in-
dicate that even further increases in the taxes on capital
gains were in the offing. Indeed, scarcely was the ink dry on
the 1976 Act when in early 1977 there was widespread discussion
of taxing capital gains as ordinary income; and in January of
this year the Administration proposed to eliminate entirely
the regular income tax as a deduction in computing the minimum
tax, a change which would have had the net effect of convert-
ing the minimum tax into an additional 7-1/2 percent tax on all
capital gains exceeding $20,000 in any year.

I view it as an urgent priority to reverse this
process and to reduce the tax burden on risk-taking investments
by individuals in the interest of giving a clear signal that
such investments are considered to be of prime importance to
the economic well-being of the Nation.

I would note that while removing capital gains from
the list of preference items, the House bill would eliminate
the 25 percent ceiling tax on the first $50,000 of capital
gains, thus raising an additional estimated $133 million in
revenue. This would in fact represent a net increase in capi-
tal gains tax on a substantial number of individuals. At the
Treasury in 1969 we strongly urged the retention of the 25 per-
cent ceiling on the first $50,000 of capital gains and I would
again urge its retention. I do not think the relatively small
amount of additional revenue involved in this change warrants
the imposition of higher capital gains taxes on these indi-
viduals.

With respect to Secretary Fowler's proposal to reduce
the includible amount of long-term capital gains from 50 per-
cent to 30 percent, I am inclined to think that changes along

34-369 0 - TO - 46
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those lines would be desirable. The strict limitations on
deductions on capital losses, the effects of inflation, and
the absence of adequate averaging devices to deal with gains
accruing over long periods of time, make it necessary, I
believe, to employ simplistic rules to make risk-taking in-
vestments more inviting in the interests of a dynamic economy.
Secretary Fowler's proposal, moreover, has the advantage of
being even-handed through all the income levels of taxpayers.

If I can be of any further assistance to you or to
your staffs, I shall be pleased to do so.

Sincerely yours,

Edwin S. Cohen
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September ,5, 1978

The Honorable Russell B. Long
Chairman Senate Finance Committee
United States Senate
Washington, D.C. 20510

Dear Chairman Long,
This letter is in response to your letter of August 28,
enclosing copies of statements by Mr. Henry H. Fowler
and Professor Martin Feldstein before the Senate Finance
Committee, requesting my judgment as to the impact of
any cut $tn capital gains taxes pn Treasury revenue.

As you know, I served, with former Secretary Fowler in
the U.S. Treasury Department for almost four years,
1965-68. While I was not at Treasury during the period
when the Revenue Act of 1962 and the Tax Reduction of
1964 were enacted by the Congress, I became generally
familiar with the background of that tax legislation and
I was at Treasury when the Tax Reform Studies and Proposals
of the U.S. Treasury Department were prepared at the close
of 1968j although I did pot participate in any significant
degree in that effort.

Thus, it is not surprising that I am in virtually complete
agreement with the points made by Mr. Fowler in his
testimony on August 22 and in-his letter to you of
August 28, 1969. I should note also that the studies
done by Professor Feldstein and his coliqagues seem to
me to be thorough and persuasive.

I am convinced thtat the level of taxation of capital gains
in the United States tends to be counter productive in the
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sense (a) that it leads to a "lock-in" effect that
freezes funds invested in assets so that they cannot
contribute further to help meet the needs for venture
capital in an expanding economy, and (b) that it produces
smaller revenues directly by holding back on the reali-
zation of such capital gains. I have made no systematic
study so as to produce any concrete estimates of the
revenue effects of lower taxes on capital gains, but on
the basis of numerous conversations with people who have
unrealized capital gains I am certain that reduction in
the tax rate would produce substantially more sales and
hence more realized gains and hence more tax revenues.
In a broad sense, the lower the effective tax rate the more
sales there would be. Obviously at some point of taxation
the increase in sales would produce less revenue but that
would not be the case were the tax structured as suggested
by Mr. Fowler.

A second point is to me even more persuasive. Whether or
not there now is or will be a "capital shortage" in a
real sense, it seems to me evident that the rise in debt
capital financing, the reduction in the number of equity
owners and the sharp fall in the number of new ventures
requiring equity capital all indicate that the present
structure of capital gains taxation is not conducive to
investment requiring equity for financing. As Mr. Fowler
observes, other factors than the tax-structure have
contributed to this situation, but the tax structure is
an important factor. If it can be corrected and at the
same time produce greater revenues directly and even
greater ones indirectly as investment sparks greater
growth, it is highly desirable to correct it.

Finally, while you have not asked for comment on this
point, I wish to say a'word about "indexing" capital
gains. it is, of course, true that after adjusting
for price rises real capital gains become much smaller;
Professor Feldstein's studies indicate they may even
become negative. Nevertheless, it seem to me that it
would be unduly complicated and probably unwise to "index".
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I would prefer to scale the capital gains tax downward
with the length of time the capital investment has been
held which, Ii a sense, would partially accomplish the
same objective.

I am pleased that you have asked for my comments on this
important tax question; I hope that they will be useful
to you and the Senate Finance Com4ttee.

Sincerely,

Frederick L. Deming
President
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OCORGE H. DIXON

September 1, 1978

The Hohorabie Russell B. Long
United States Senate
Washington, D.C. '20510

Dear Senator Long:

Thank-you for your August 28 letter inviting comment about
the official .estimate of the impact on Treasury Revenues
of a cut in the capital gaias tax (Title IV-Revenue Act of
1978-H.R. 13511).

As a former Treasury Department official, it is my
recollection and present understanding that a flaw in the
Treasury Revenue Estimating Model(s) is thkt it does not
provide for a "feedback" effect--that is to say it assumes
that the volume of capital transactions subject to a capital
gains tax would remain essentially the 'same irrespective of
the tax rate. 'While the assumptions underlying the construc-
tion of any Revenue Estimating Model may be challenged, 'I
am far more comfortable with models which recognize that the
volume of taxable transactions would indeed be different
given different tax rates. I understand that the models
used to support the testimony of Messrs. Feldstein and'
Fowler before your Committee recognized the importance of
the "feedback" effect.

There is little doubt in my mind that the present system
of taxing capital gains restrains the mobility of capital
and encourages investment in relatively,low risk activities
and fosters direct consumption expenditures.

Like Feldstein and Fowler, I believe that a reduction in
capital gains rates will unlock a very significant volume
of appreciated assets; and within the rate-reduction range
you mention (50%-25%) the'lower the rate the more positive
the impact on Treasury Revenues, espedtally in the sh6rt
run°



1935

The Honorable Senator 6. Long
September 1, 1978
Page 2

As your letter implies it probably is impossible to make
a reliable prediction of the extent of unlocking, or of
the point at which the effect of the reduction of the tax
rate would exceed the revenue producing potential of the
increased volume of transactions. Recognizing this
uncertainty, I believe that fundamental Congressional
,objectives of stimulating the economy, employment and
capital formation would be well served by a significant
reduction in the rate of tax on long term .capital gains,
to say 25-30%. You will recall much better than I the
recommendation President Kennedy Oadae in his Tax Message
in January 1963 in which he urged Congress to:

. . .. reduce the percentage of long term capital
gains included in individual income subject to tax
from the present 50 percent of the gain to 30 percent

Sincerely yours,

George H.,Dixon
President
First Bank System,' Inc.

i.
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The Boforable Russell B. Long
Chairman, Senate Finance Committee
United States Senate
217 Russell Senate Office Building
Washington, D. C. 20510

Dear Mr. Chairman:

In response to your letter of August 28, I am glad to offer some comments
on "the revenue impet of cuts in capital gains taxes. In doing so, I speak
only for myself, sines The Conference Board does not take positions on public
policy Issues. I

When I served in the Treasury Department fro* 1971-75, 1 had responsi-
bility for tax revenue estimates, including receipts from the taxation of
realized capital gains. From that experience I developed a deep skepticism
of the accuracy of revenue estimates, and also of the perfectibility of the
estimating process. I vividly remember spending a couple of days in 1972
with the staff of the Office of Tax Anlysis reviewing their estimating pro-
cedures and exploring alternative procedures. Of all the categories, the
biggest errors almost always shoved up in capital gains. Further, the ana-
lytical methods for estimating the realization of capital gains seemed most
stubbornly resistant to improvement. We tried everything we could think of,
but nothing worked. Despite the sophistication and general competence of the
professional staff (and I believe that's still true today), the empirical
projections always proved to be unsatisfactory.

I outline thiq background to explain why I am unwilling to express a
judgement on vhethir a reduction of capital gains taxes will have a negative,
neutral or positive impact on tax receipts. I simply feel there is no sound
basis for reachig a specific answer to this question.

I believe the official estimate (representing, as I understand it, taxes
on assets sold by individuals, other than residences) of a $1.0 billion re-
duction in revenues for the next calendar year from the House bill is clearly
wrong. Common sense tells us that in the first year or two there has to be
some feedback on tax revenues from "unlocking" appreciated assets.- T can't
believe the Treasury will not change their official view on this.)

The question is, bow much? Again I have to say I don't know, and that
I am highly skeptical of estimates made by others. In the short run the
"unlocking" aspect might be significant, because there is undoubtedly an
acqisulation of "locked-in" appreciated assets fro past years that will be
affected by a reduction in the tax. thle this transitory effect might be
sizeable, the longer run impact of "unlocking" might be small.
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However, in the long run there is also the effect, mentioned In your letter,
of enhanced capital formation and econcic growth. It strikes me-and this is
only impressionistic-that the proposed cuts in capital gains taxes are just
not big enough to have a dramatic effect on economic growth. If so, the long-
term impact on revenues would Dot be very great.

In this regard, however, I would conjecture that your idea of reducing the
percentage of capital gains included In taxable Income vould have a somewhat
more favorable effect than the House bill. But even so, I don'; think ye could
expect more than a -ml increment to our long-term growth rate.

-Let me not be misunderstood here. I fully support the cut In capital gains
taxes, because I feel it is very important. It is important because even a small
addition to growth is worthwhile. And it is important because a cut in capital
gains taxes is a step in the right direction--the first forward step in perhaps
a quarter of a century, after a lot of steps backward. Nevertheless, there are
many unfinished Iteas on the agenda, including replaceament-cost depreciation,
Indexation of the tax system, etc.

I was particularly impressed by Henry Fowler's comments about the relation-
ship of capital gains taxes to "the mobility and flow of risk capital from static
to more dynamic situations," and especially the need for nev ventures tec have
access to financing. I feel many of us underrate the importance of this aspect
of economic growth.

In sumary, then, I believe that a reduction of capital gains taxes will
generate a significant feedback of tax revenues in the first year or two-
possibly enough to "pay for" that part of the tax cut. But even though the
net revenue effect must necessarily remain uncertain, a cut in capital gains
taxes is a highly important objective for the nation.

I hope these thoughts are of some help to you and the Comittes in your
deliberations. Thank you for giving me the opportunity to comment;

Sincerely,

R. Fiedler
V President

Wc:bg s a Research
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August 31, 1978

The Honorable Russell B. Long
United States Senate
Washington, D. C. 20515

Dear Senator Long:

This is in response to your request for an evaluation
of the effects on Treasury revenues of various proposals for
cutting the tax on capital gains.

The question you have raised is an extremely complex
one. In such estimates, analysts must first make a number of
key assumptions about such potential developments as the likely
course of markets for stocks, real estate and other assets, and,
more importantly perhaps, the extent to which a capital gains
tax cut will "unlock" investment holdings. In forming Judgments
based on such assumptions, some guidance can be obtained from
a review of the historical record. But there is nonetheless
room for reasonable men to form quite different opinion*Ala
reading this record, as the wide disparity in the estimais that
have been presented to you clearly attests.

As you know, Chairman Miller will be testifying before
the Senate Finance Committee on September 6th. He plans to
address the general issue of alternative tax strategies, with
particular emphasis on tax changes designed to enhance capital
formation.

Best wishes.

Sincerely,

Stephen S. Gardner
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September 5, 1978

The Honorable Russel I B. Long
Chairman
Senate Finance Committee
United States Senate
Washington, D. C.

Dear Mr. Chairman:

There Is no doubt that the so-called static estimates of revenue loss from capital
gains tax cuts employed by the Treasury are misleading. Such estimates have a very
limited purpose: that of determining where the Initial tax cut falls. However, as an
estimate of the expected change In federal revenues stemming from a capital gains tax
rate cut, they are quite useless. The net revenue loss from virtually all of the
capital gains proposals currently under consideration should be considered to be
either negligible or nonexistent. There Is even a reasonable probability that rev-
enues could well Increase as a consequence of a cut in rates at this time. (I am In
agreement with Or. Feldstein's findings in this regard.)

For budgetary purposes I would assume no revenue change for the capital gains pro-
posals embodied In HR 13511. I would be Inclined to make the same assumption with
respect to your proposal of reducing the percentage of capital gains Included In
taxable income from 50% to 30%. This type of revenue feedback would be based on the
"unlocking" effect only, and would not consider the additional tax receipts which
would almost surely accrue as a result of enhanced capital formation. Over the long
run, aggregate Treasury revenue would certainly rise as a consequence of a cut In the
capital gains tax. The revenues would accrue not only from the unlocking effect, but
also from the enhancement of economic activity and taxable incomes generally.

The capital gains tax Is particularly Important so far as risk taking Is concerned.
We have ample evidence that individuals are willing to take large risks for a low
probability of obtaining a very large capital gain. We see It In the success of
lotteries where Individuals are all too willing to pay S1 for a lottery ticket which
has the probability of one In 2 million of winning $1 million. We see similar atti-
tudes among entrepreneurs who readily take large risks, provided the rewards can be
substantial. The problem with the capital gains tax is that It chokes off the possl-
bility of very large returns and, hence, suppresses the so-called "lottery effect" of
the capital investment process.

i - , ,
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This Is one of the reasons why a major cut In capital gains tax rates should have a
rather significant Impact on long-term risk Investment (clearly, something this
country sorely needs at this stage).

I do not believe that should Treasury embody an "unlocking" revenue effect from
capital gains rate cuts, that It need also make similar feedback adjustments for
Individual and corporate Income tax cuts. It Is Important to distinguish between an
unlocking effect generated by the voluntary creation of a liability by a person
realizing capital gains, and the Indirect feedback effect on the economy (and taxable
incomes) from any cut In taxes. The latter are difficult to estimate and may, under
certain conditions, be misleading. But this Is not the case with an "unlocking"
revenue Impact. There Is no comparable effect In the individual Income and corporate
tax rate structure and, hence, there Is no necessity to make a revenue estimate which
has an unlocking and feedback effect for all forms of tax cuts.

At some later date It may be desirable to Include the different types of secondary and
tertiary effects of a tax cut on Treasury revenues. But, In the Interim, It would be
desirable, as a first step, to assume zero revenue loss from the various types of
,'epltal gains tax cut proposals now being considered.

If I can bo of any further assistance, please let me know. Best regards.

C# dia l ly,

Alan Greenspan
AG:gc
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MEMORANDUM

TO: Senator Russell Bf Long, Chairman, Senate Finance
Committee

FROM: Walter W. Holler, Regents Professor of Economics,
University of Minnesota

RE: The Revenue.Impact of Capital Gains Tax Cuts

The assessment of the revenue impact of capital gains
tax cuts has to couple the effect on realizations -(the unlocking
impact') witb the effects on stock prices and capital formation.

It's a truism that people prefer lower to higher tax
rates. And lower rates will reduce some of the lock-in effects
of the capital, gains tax. As a matter of fpct, right now, capital
gains are being "stockpiled" awaiting the promised land of lower
rates after January 1,I. That would lead to a gush of realizations
in 1979, with one known effect, that is, a one-time gush of
revenues, and one'unknowi effect, a possible air pocket in the
stock market if the recipients do not quickly reinvest the pro-
ceeds in Other stocks.

In other words, I would expect revenues to take a one-
time Jump in the short run. But for the longer run, it is unlikely
that the-reduced lock-in effects will be great enough to compen-
sate for the revenue loss.from the rate reduction itself. Evidence
to the contrary drawn from the post-1969 experience and from
Secretary Dillon's testimony on President Kennedy's recommendations
in 1963 is not persuasive.

In the Kennedy program,, probably the most powerful force
in unlocking unrealized gains would have been the provision for
constructive realization of capital gains at death that was closely
coupled vith the 70% exclusion proposal. (Lengthening of the hold-
ing period to one year would also have added revenue.) The 1963
Treasury estimate of revenue gains is therefore not really appli-
cable to the current case.

As to the impact of the 1969 tax increases, one should
note that as the capital gains tax rose, stock prices and reali-
zqtions also rose for several years. By January 1973, in fact,
the stock price index was up by 46%. Then, under the impact of
an explosion of oil prices and interest rates among other factors,
stock prices were hammered down. So the post-1969 experience does
not provide a clear-cut guide on how stock prices and capital gains
revenues will respond to a change in capital gains rates.
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On the question of the boost that capital gajns tax
cuts might give to stock prices, I have little doubt that such
cuts would improve 'market atmosphericsP and increase the capi-
talized value or Marketable assets. But extravagant claims of
a 20% to 40% jump instock prices are implausible to put it
mildly. First, one should consider that the total value of
U.S; common stocks today is about $1 trillion. Common sense
suggests 'that a tax tut amounting to abdiut $1 billion a year
could not'have anything like this kind of leverage dn$1,000
billion of stock values. Second, as Treasury Assistant Secretary
Daniel Brill' brought out in his aune 29 teqti soy befokeeyour
Taxation and Debt Management'Subcommittee, th6 results of several
econometric studies on this point vary all over the lot because
of (a) afbitrary: assumptions-'about stock prices aid' (b) in one
case, serious technicaliflaws.

The argument is also made that the induced effects of
capital gains tax cuts--fostering of capital formation nd .
growth--will broaden the tax base. But one should bear in mind
(1) that well over half of- captal gains haVe very little to do
with business investment, aten= " as they do from sales of land,
private homes, .cattle, art, antiques, precious metals, Jewelry
and the like; (2) that capital gains tax cuts give uO a much
smaller bang fOr the buck (and hence less feedback bucks for" the
bang) than tax cuts focused directly on buutniss ipvestment -

through accelerated depreciation, investment credits,-and cor-
porate rate cuts; and (3) that among the induCed effects of
capital gains tax cuts will be a magnified incentive to cohvert
ordinary income into capital gains and thus lower ordinary income
tax revenues. ..

I wish we had more kolid ground on:whioh to baselesti-
mates of'the impact of capital gains tax cuts on realizations, on
stock prices, on business investment, and hence on tax revenues.
But we don't. In large part, we have'to fall back on connOnL sense
and rules of reason. Under these circumstances, I would urge th o
Committee (1) to reject all extravagant claims about the revenue
effects of capital gains changes; (2)' to pursue the conservative
course bf projecting a moderate revenue loss from capital guins
tax cuts; (3) to shape its apitaid gains tax reductions with an
eye to the fundamentals of (a) i*proving the climate for business
investment,'and (b) promting fairness in taxation and (4) if'
results exceed expectations,: declare tax out dividends in futurE
years when the facts are in.
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September 5, 1978
The Honorable Russell B. Long
Chairman, Senate Finance Conittee
United States Senate
Washington, D.C.

Dear Senator Longs

Thank you for your letter of August 28 asking for my views on
capital gains taxation. As regards the' specific question in your
third paragraph I regret that I cannot be very helpful in the very
short time available. There can be no doubt that some unlocking
of capital gains will result from a lower tax rate, but without
considerable research I cannot express any quantitative Judgment
on this effect. Moreover I do not feel that the impact on Treasury
revenues is necessarily the decitift consideration in evaluatincl
proposed tax reforms; the true touchstone should be the effect on
the economy as a whole.

In this connection I may perhaps make the following more
general observations.

1. The most important reform is indexing of the cost of
capital.assets, along the lines of the Archer amendment as I
understand it. I can see no justification at all for taxing people
on gains that are due entirely to change in the general price level.

2. As regards the encouragement of risk taking, the most
significant reform that could be undertaken is a liberalization
of the treatment of capital losses. The limitation of $1000 on
losses that can be taken in one year has been in the tax laws for
many years but should at least be raised in line with inflation.
In fact, I could see a strong case for a higher limit, say, 10%
of adjusted gross income.

3. I do not have strong feelings on the rate at which long
term gains should be taxed. While it can be plausibly argued that
capital gains are not income at all and therefore should not be
,taxed, it is also true that many possibilities of converting income
"into capital gains exist. Therefore taxation of capital gains is
appropriate in practice. Tbb present 50% rate appears to be a
reasonable compromise and I would not give high priority to changing
it.

I hope these observations will assist your Committee in its
deliberation.

Yours sincerely,

HSH:js
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September 1, 1978

Oral comments of Professor Burton n. Malkiel
Gordon S. Rentschler Memorial Professor of Economics
Princeton University, provided by telephone

There is no sound empirical work which could suggest the
numerical impact on the Treasury created by capital gains
tax cut. I am suspicious of th4 Treasury figures.

In theory, I believe that a capital gains tax cut does increase
the reward for risk taking and may well do a lot of unlocking
which would increase yields and the tax base to some extent.

A sensible way to achieve these results would be to use capital
gains cuts that do not help people currently using real estate
tax shelters. -Indexing would skew the benefit to people who
invest in small companies. I would favor this approach for
that reason.

I disagree with the Steiger proposal because it gives the same
break to everyone -- both entrepreneurs and those taking ad-
vantage of tax shelters -- rather than directing money to
areas of the economy that need it.
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FLEMING BUILDING

800 SEVENTEENTH STREET, N. W.
WASHINGTON, D. C. 20006

By Hand

September 5, 1978.

Dear Senator:

You have requested my judgment with respect to
the impact on Treasury income of a change in the capital
gains tax. You very properly note that this is a matter of
judgment and not one that can be quantified specifically.

In my judgment, I would favor a 25 per cent maxi-
mum rate and believe this would unlock, over a reasonable
period of time, a great deal of capital and thus would be
conistructive for the entire, economy. At the same time it
would be positive on Treasury revenues.*

I am in full accord with the analysis of Professor
Feldstein. I have followed this for many yearq and these
are my cov" :tions for whatever they are worth.

With all good wishes,

Since rely your s,

Wm. McC. Martin,

The Honorable Russell B. Long,
United States Senate,
Washington, D. C. 20510.

$4-309 0 - 18 - 47
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PAUL W. IcC1ACKZI

U"= 0we ?-/a-yheeu September 7, 1978

The Honorable Russell B. Long
United States Senate
Washington, D.C. 20510

Dear Russells

This is in response to your letter of August 28 regarding
the capital gains tax. While I do not consider myself to have any
expertness in this field, I would make th=eb-general'points.

First, the capital gains tax clearly should not be applied
to the part of the increase in an asset's nominal value which
occurs because of a rise in the price leve; generally. To tax
that part of the rise in its nominal price would-be to convert
the capital gains tax into a capital levy via inflation. If there
is to be a capital levy, it should be the result of an explicit
decision by governent, with government's accepting political
responsibility for the decision.

Second, I have read the statement by Secretary rowler,
am quite familiar with the basic research work by Professor
Feldstein of HaxvaFd, and I find theiz.analyses of the blockingg*
effect to be aclived by a more reasonable capital gains thx to
be persuasive. Estimates based doeH! of do fact*-on the .
assumption that activity in markets--or assets would not'be
responsive to more reasonable capital gains tax treatment do not
appear solid. Here is one area wherq lower rates may actually
produce-more revenue.

Finally, the capital gains tax defls ith whb't might be
called the yesting activity tat generates economic 1progress -?
namely, entrepreneurship. This country moved from an empty'land
to the world's largest economy, generating unmatched material
levels of living for people generally, because it encouraged
this economic creativity. We have been subjecting this activity
to penalty tax status with our treatment of capital gains, treatment
more severe than that accorded by many governments who consider
themselves more socialist than ours.
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If this imbalance is redressed, s major beneficiaries
will not , )f course, be Othe rich." To stgent that is to
indulge in the demagoguery of a bygone age that now sounds tired
and stale. The major bheficlaries will be the added employment'
from the more vigorous Job creation endthe more rapid gains in
real income for all that could be delveked by a re-Anergized
economy.

Regards,,

PlOhsgb
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September 6, 1978

The Honorable Russell B. Long
Chairman, Senate Finance Committee
217 Russell Senate Office Building
U.S. Senate
Washington, D.C. 20510

Dear Senator Long:

In response to your letter of August 28, I appreciate the opportunity
to offer my judgments about the revenue effects of changes in capital gains
taxation. My professional judgments in this area are intuitive, because I
have not done independent research in it. But common-sense tests of
plausibility and intuition are sorely needed as checks on empirical research
findings. To state my conclusion at the outset, it is my considered
opinion that any significant reduction in capital gains taxes would cost
a substantial sum of federal revenues after allowing for any unlocking effect --
whether it is accomplished by reducing the inclusion ratio, by cutting the
minimum tax, or broadening the alternative tax.

The changes in capital gains taxes legislated in 1969 added roughly
* nickel on a dollar to the average effective tax rate on potentially reali-
able capital gains. It is utterly implausible to me that offering the

taxpayer roughly seventy-five cents after-tax on the dollar -- rather then
eighty cents -- could have reduced the realization of net gains by fully
two-thirds, as Dr. Feldstein concludes from his study. Can anyone really
believe that an extra nickel on the dollar would have made taxpayers volunteer
for a significant reduction in their net worth and volunteer to pay about
two and a half times as wbch in capital gains taxes?

The utter implausibility of that result points to the likelihood of
a basic flaw in the methodology of the Feldstein study. Dr. Feldstein's work
must be taken seriously; he is one of the most productive and ingenious members
of my profession. But in this case the nature of the data forced an extreme
degree of ingenuity that may have prevented valid inferences. Feldstein's
findings tell us loud and clear that, in 1973 among people at the same level
of adjusted gross income with the same level of dividends, those with higher
marsinil tax rates realized less capital gains on common stock than did
those with lover marginal tax rates. But how can taxpayers with the same
adjusted gross income in the same year have different marginal tax rates?
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All American citizens are confronted with the ame federal tax law.
Differences in marginal tax rates at the same adjusted gross income must
result mainly from differences in itemized deductions. (Differences in
the applicability of averaging, alternative tax, and minimum tax may also
create different marginal tax rates.) Apparently, Feldst6in has really
found that people with large amounts of itemized deductions in relation to
income also tend to have large amounts of realized net capital gains in
relation to their dividends. The relationship between high itemized
deductions and high realized capital gains could emerge in many ways.
Implicitly, Feldstein is assuming a causal chain of the following sort:
some people have especially large Itemized deductidna for reasons that are
unrelated to capital gains; those large deductions-lower their marginal
tax rate; the lower tal rate then encourages larger realization of capital
gains. In that eveat,-anything that lowers tax rates (like a change In the
law) will swell realizations. But let me offer three hypothetical examples
of different causal chains. First, people who held growth stocks (rather
than dividend-oriented stocks) that had large potentially realizable gains
in 1973 say have tended to borrow heavily on their stocks and thus to have
had large deductions for interest payments. Second, people who realized
especially large capital gains may have tended to make unusually large
charitable contributions in that year. Third, people with unusually large
medical expenses or casualty losses say have realized a large volume of
capital-gains to raise cash. Any of these would create a spurious, misleading
negative relationship between realized gains and tax rates. These are all
only possibilities, but I strongly suspect that such processes must be
operative to produce the implausible overall result.

Let me suggest one type of empirical cross check that could be performed
on Feldstein's findings. His equation has implications for the realization
of net gains on corporate stock that should be taken by nontaxable investors.
So small- pension funds and small endowments of private universities and
nonprofit organizations are comparable to very high Income Individuals in
their portfolio choices, except that their tax rate is zero. Do they realize
as much as Feldstein would predict for a taxpayer with a zero tax rate on
capital gains?

I would like to add several further comments that are relevant to
this discussion. If I believed that lower tax rates would triple realized
capital gains as Feldstein implies, I would be seriously concerned that
such a tax cut would lover stock prices. If people voluntarily would pay
much more in taxes, they would obviously have much less to reinvest and
could not be expected to put all of that back into stocks. This adverse
effect of a wave of realization might easily outweigh the favorable effect
of increased after-tax returns. Presumably, the purpose of lowering tax
rates on capital gains is to improve the climate for investment, not simply
to raise funds for the Treasury. To the extent that the Treasury really
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gained, the equity market may w31 loser

Turning to another issue, I would stress that any discussion of
unlocking effects should recognize that the extent to which the taxpayer
volunteers for capital gains, xes depends not only on his current tax
rate but also on his option for the future. If unlocking capital gains
wms the only objective, the moat effective measure would be the imposition
of constructive reallationon gains at gift or death. Indeed, that was a
key feature of the 1963 Kennedy program which elso proposed to lover the
inclusion ratio to 30 percent. And. as you will recall, the House bill
which called fr a lower inclusion ratio without coostrctive realization
wae strongly opposed by the Adanlstration.

In term# of promoting business investment in plant and equipment,
what the Congress does to cut the corporate tax rate is far more important
than what it does to cut capital gains taxes.. The President's original
proposal foraphased cut in the basic corporate rate from 48 percent to 44
percent im the optimal Investment Incentive, working directly at the point.
of capital budgeting decisions.. Whatever revenues you are willing to forgo
as a stimulus to capital formation should be concentrated in that direction;
that will serve the nation far better than any search for a free lunch on
capital gains relief. If we could only run a controlled experiment, I would
love to bet that a reduction in the corporate tax rate of an extra point
would do more.to stimulate business investment then any equivalent tax
relief on capital gains.

Thank you for the opportunity to express these views.

Sincerely,..

Arthur M. Okun

Senior Fellow

AM5:mw
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September 7, 1978

The Honorable Russell B. Long
Chairman
Senate Finance Committee
United States Senate
Washington, D. C. 20510

Dear Chairman Long:

I have read the analysis prepared by Martin Feldstein and Joel
Slemrod, both of Harvard University, on the effects of taxation
on the realization of capital gains. I would concur with their
conclusion that a reduction in the capital gains tax to 25% would
encourage taxpayers to realize capital gains in sufficient
amount to produce more revenues for the U.S. Treasury rather
than less.

I would particularly encourage your Committee to reduce the
capital gains tax to 25%. One reason is that an added element
in discouraging the realization of capital gains by investors
is the sharp increase in inflation over the past decade. Since
the capital gains tax is levied on nominal gains, the taxpayer
often faces a real loss if he elects to tax himself by trans-
ferring from one capital asset to another. That is, the gain
remaining after the tax is paid will often be less than the
increase in the price level over the time the asset was held.
Even if the capital gain is indexed so as to eliminate the tax
on the part which represents inflation, I would still recommend
the lower rate. The reason is that a substantial proportion of
what constitutes realized capital gains is reinvested in another
capital asset. In other words it simply represents a portfolio
transfer. When th6 government taxes such a transfer it levies
a sales tax on capital transfers which has an adverse effect on
private capital formation. While it is not currently under
consideration,.I strongly favor the treatment of all capital
gains as we now treat the sale and repurchase of primary
residences. We should only tax capital gains when they are
withdrawn for consumption purposes.
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The Committee should carefully consider the cost to the country
and the capital markets of levying a tax which discourages both
the efficient allocation of capital and the amount of capital
formation. Proponents of high capital gains taxes insist that
capital gains are simply another form of income. However, in
the opinion of a number of economists, this is incorrect. For
the record, I would like to include an article which was published
in Citibank's Monthly Economic Letter for June 1978. Since
capital investments generate a flow of income, as pointed out in
the article, then taxing in a way that reduces the potential
supply of capital adversely affects potential income flows from
which the government derives its basic revenues. It also has
negative effects on job creation and ultimately on our standard
of living. In short, the capital gains tax is a perverse tax.

I want to thank you very much for this opportunity to comment on
H.R. 13511.

Sincerely yours,

(Signed)

Leif H. Olsen
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TLX BROWNMAR NYK
01 PO NEW YORK NEW YORK 915/1978

PMO SENATOR RUSSELL So LONG PLEASE DONT PHONE

UNITED 8TATkS SkNATE
OASMINGtON, Doc, 20510

FOR SENATOR RUSSELL a, LONG
RESPONDING TO YOUR LETTER OF AUGUST 2S WHICH I HAVE JUST

RETURNED TO FIND# I FULLY AGREE WITH TKE POSITIONS EXPRESSED BY
PROFESSOR FELOSTEIN AND SECRETARY FOWLER. IN MY OPINION
A REDOUCTION OF THE TAXABLE INCOME SUBJECT TO CAPITAL GAINS
TAXATION TO 30 PERCENT WOULD AT LEASE PRODUCE NO NET
REDUCTION IN TREASURY REVENUE AND WOULO PROBABLY PRODUCE AN
INCREASE,
REGARD$

BOB ROOSA
BROAN BROTHERS HARRIHAN AND CO

P134 187

IPNPOMU M459
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RAYMOND J. SAULNICR

LtHMA04H ,LL
BARNARO COLL29R. COLUMBIA UNIVURP8VY

,43* YONJK, PEW YORK OOT

September 1 1978

Senator Russell B Long
Chairman, Senate Finance Committee
217 Russell Senate Office Building
Washington DC 20510

Dear Senator Long:

Responding to your letter of August 28, 1 have no basis in systematic empirical
studies I have mode myself to answer the question whether a reduction of
capital gains taxation vould be positive, negative, or neutral in its effect
on Treasury revenues, but on the basis of studies by others and from impressions
I have formed from personal and professional involvement in the securities
business over a long period, I believe it would be positrive.

I would expect the immediate effect, say in tht first year or two, to be a
considerable increase in sales of securities for realization of gains, and
that these sales would suffice to yield a larger volues of tax revenues at
a lover tax rate than could be expected at present rates. And I would expect
a deep cut to be more certain to have this effect than a small cut.

Moreover, in any year, not just in the next year or two, a reduced rate of
capital gains taxation should produce more revenue than the present rate.

It"is also a virtual certainty that a lover capital gains tax would be positive
in its effect on capital formation and, by promoting a higher level of economic
activity than would otherwise prevail, would produce a higher volume of revenue
from other tax sources than would be produced if capital gains taxes were
to continue at their present level.

In short, whether we look at the immediate or longer-term effect of a
capital gains tax rate reduction, the case for reduction - and for a deep
reduction - is a strong one.

Sincerely,

nd J Saulnier
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COMMODITY FUTURES TRADING COMMISSION
2033K Street. N.W., Washington, D.C. 20581

Guy L. Semwn N2023 25442
com"AwwU September 5, 1978

Honorable Russell B. Long
Chairman
Committee on Finance
United States Senate
217 Russell Senate Office Building
Washington, D.C. 20510

Dear Mr. Chairman:

Thank you for inviting me to comment on the likely impact of
a reduction in capital gains taxes on Treasury revenues.

I assume you asked me as a former Member of the President's
Council of Economic Advisers. In light of nay current position as
a Presidential appointee to an Independent regulatory commission,
I believe it would not be appropriate for me to express a Judge-
ment on this particular analytical question. For 9ne reason, the
taxation of capital gains has an infportant influence on some types
of futures trading which I am responsible for regulating along with
the other members of the Commission. Moreover, I do not claim any
special expert ise on the unlocking impact of lower capital gains
taxes. My work as an economist has not, to date, ventured into
the specialized area.

I hope that in the future, however, when I have a status which
would make it appropriate for me to comment, you will ask for my
views again.

Sincerely,

-<ary 4A rs
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MOO VIRWNIA AVILNUE. N.W.

WASHINGTON 0. CL 0037

September 3, 1978

Senator Russell B. Long
United States Senate
Washington, D.C. 20510

Dear Senator Longs

This is in reply to your letter of August 28, 1978 asking about the
revenue effects of reducing rates of tax on capital gains.

Let me say at the outset that I am not s student of this very
complicated question and I can only give you some observations based on general
considerations.

It seems clear to me that reduction of the capital gains rates will
increase the amount of realizations. If the Treasury's estimates of revenue
loss are based on the assumption that realizations are unaffected, the estimates
almost certainly overstate the revenue loss. I am impressed by the Feldstein
study which concludes that reduction of capital gains tax rates now under
consideration would increase the revenue by increasing realizations. However,
past experience prompts me to say that until such studies have been examined
by experts for some time, and compared with the results of other studies using
other data, we don't really know how much confidence to place in them. I would
especially call attention to the qualification noted by Feldstein that his
study related to a period when gains unrealized at death were wiped out for
tax purposes.

In your letter you refer to the effect of reduced taxes on capital
gains in stimulating economic growth and thus raising the tax base. I believe
that there would be such an effect, but I would not count on It making a
significant contribution to revenue for a long time.

If I had to make a guess, I would put the net revenue effect of the
kinds of capital gains revisions now under consideration at zero.

Sincerely yours,
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Yale UniversityNeW HavenConcticut06320

DEPARTMENT OF ECONOMICS
Cou'ts Fousdaios lar Rearcb m Ecomomirk
Box a 123, Ye Station

September 12. 1978

The Hon. RusseLl B. Long
United States Senate
Washington, D. C. 20510

Dear Senator Lon":

I have your letter of August 28th requesting comment on
cutting the capital gains tax rate.

In view of your request for an early reply, the best I
can do is to send you some comments originally prepared for
Senator Muskie and Representative Giimo. These are enclosed.

I cannot answer your question whether revenues would in-
crease or decrease in response to reductions of capital gains
tax rates. I doubt that anyone can. The effect will be
different in short run and long run, and will depend on many
things, among them whether investors think Congress will make
further concessions in future. Fortunately the revenue at stake
is small. There are other considerations of greater moment,
some of which I discuss in the enclosure.

Sincerely,

JT:lh 'James Tobin

Enclosure

(Dictated from Wisconsin, not read)

34-369 0 - 78 - 48
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Our present system of capital gaIs tintim is both inefficient
and Inequitable. But the needed refto canot be aeoplished by
a simple reduction of rates. They require careful thought sad
integration vith other aspects of the federal tax system.

The met obvious purpose of capital ga.ns taxation is to prevent t
evasion of tax oan earn4ng from assets by tonverion of taxable income
into capital appreciation. Kany such convtrsions are feasible under
existing tax Jaw, and some which are ouster to the law are hard
to detect. Zxamples of conversions areas capital asset are over-
depreciated to avoid income tax but the gains in their value are con-
sidered capital gains for tax purposes on realization or transfer; cor-
porate earnings retained instead of disbured a dividends never appear
as individual taxable income but only as capital sains The present tax
code provides incentives for such conversions, since realized capital
gains are taxed at lover rates than income and gains on assets transferred
at death or by charitable gift are taxed even less or not at all. An in-
cidental corollary is that the revenue effect of setting capital gains
tax rates higher or lover cannot be judged by Looking at the yield of
the capital gains tax alone; to the extent that lees preferential rates
dater conversionso the revenues Vill appear as income taxes.

The prinalpal moral is that reduction of capital gains tax rates
should be accmpanted by meaures to limit conversions. for exaqle,
retained corporate earnings could be imputed to shareoners as taxable
income-, the tax basis of their shares vould rise correspondingly. Like-
vise, the gain o depreciated "sets sold or transferred could be con-
sidered ordinary taxable income up to the cumolativ amount of depreciation
previously claimed for tax purposes. Provisions of this kind would greatly
mitigate the inequity and be revenue loss of loverio, even eliminating
capital gains taxation. They would also greatly dlminish the' lock-in
effects of the present tax on realized pins.
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The Ron. Robert M. Gialmo August 3, L978
and The Ron. dmund S. Haskie

* The lock-in effect of present capital gains taxation is, contrary
to popular belief, not due solely to the rates of taxation on realized
gains. It is also due to the fact that taxation of gains can be largely
or wholly escaped by holding assets until death or gift. The incentive
to hold is all the greater because charitable donations of assets are
deductible from ordinary income at market value even though no tax is
levied on the excess of market value over tax basis* Since so many
investors arn, for these or other reasons, able to avoid taxation of
gains at anything close to the explicit maximum rates, It is not clear
that the system on balance depresses asset prices or deters investment.
Hovwer, the lock-in may vell place now issues and new ventures at a
disadvantage rotative to old established issues and enterprises. The
capital markets would be more efficient and flexible in allocating
funds if the lock-in incentives were reduced. One suggestion to that
end was made in the preceding paragraph.

A less radical proposal is the following: Allow an investor the
option of establishing a-securities portfolio within which realizations
of gain or loss on individual securities would be free of capital gains
tax, on the condition that net withdrawals from the portfolio for any
purpose -- including gifts and bequests -- would be subject to capital
gains tax. The gain or loss involved in such withdrawals would be
reckoned as if the portfolio were a mutual fund, comparing the net
asset value on withdrawal with the average net asset value of past
acquisitions. The same option would be available to investors in regular
mutual funds: they would not have to pay tax on reinvested capital
gains distributions if they agreed to pay it later on any liquidation
or transfer.

Similar provisions already apply to sales and purchases of homes.
In view of the subsidies and tax concessions already provided for
ovner-occupied homes, I do not see the qapity of further preferential
treement of capital gains on residences. These are, after all, assets
on which current income -- the rent in kind received by the owner-
occupier -- is untaxed. The multiplication of preferences and incentives
for housing investment deprives business investment of needed funds,
and the privileges offered owner-occupiers burden rental housing relative
to owner-occupied housing.

In considering the merits of capital gains taxation, it is important
to distinguish reproducible productive assets, and claim on them, from
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The Ron. Robert N. Olao August 3, 1978
and The Ron. Edmund S. Muskie

non-reproducible assets* The case for preferential tax treatment
is much weaker for the second category. It includes unimproved
real estate, whose value depends on nature and site, and collectors'
items.

Symmstry is a desirable feature of capital taxes. The government
should, by loss offsets, share in risk as well as in gain.

The issue of inflation accounting Is certainly important for
capital gains taxation, as for many other aspects of the tax system --
depreciation, taxation of interest, dividends, and rents; tax rate
brackets. It is true that msy capital gains currently realized rep-
resent purely monetary appreciation rather than gains of purchasing
power. Relief is appr-opriate, but there are numerous pitfalls in a
piecemeal approach to the problem of adjusting tax liabilities to
inflation. Some of the income from nominally denominated assets --
savings accounts, bonds, etc. -- is compensation for inflation anticipated
and realized. Holders of currency and interest-free demand deposits
suffer capital losses in purchasing power. Debtors make real capital
gains from unexpected inflation just as creditors suffer losses. Partial
ad h.oc correction of tax liabilities for inflation will create new
inequities, loopholes, inefficiencies, ant revenue losses. If the Congress
wishes to adopt a new unit of account for taxation, It should do so
thoroughly and systematically.

Caution is also wise in choosing the price index number for such
a unit of account. None of the present indexes is really appropriate.
The CIP1, for example, does not apply to a representative sample of
investors; counts indirect taxes, from which it would be foolish auto-
matically to excuse income taxpayers; counts interest and capital costs,
as well as consumption costs, of homes and other consumer durable goods;
reflects changes in dollar prices of Imported goods even though the
government is intrinsically incapable of Insuring the whole country
against advetis changes in our international terms of trade. It would
be vise to create a new index specifically designed for use in the
Indexing of taxes, social Insurance benefits and other transfers, and
private labor contracts. Moreover, the federal government should issue
em* marketable obligations so indexed. The market price of those obli-
gations would then provide a yardstick which could be used in tax calcu-
lations that require separating real from nominal returns and gains.
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FEDERAL RESERVE BANK OF NEW YORK

NEW YORK, N.Y. 10045

AREA COOC R2 791-6173

PAUL.A. VOLcMiRPaUA.... September 6, 1978

The Honorable Russell B. Long
Chairman, Senate Finance Committee
United States Senate
Washington, D.C. 20510

Dear Mr. Chairman:

I am pleased to respond to your request for
comments on H.R. 13511, the 1978 House tax revenue pro-
posals. I have been concerned with the sluggishness of
business capital formation for some time, and I believe
that reductions in the tax on income from capital are
critically important to improve incentives to invest and
benefit the U.S. economy. The proposed corporate income
tax cuts, the extension of the-investment tax credit, and
a capital gains tax cut would all help accomplish this.
I am particularly pleased by the proposed extension of the
investment tax credit to the rehabilitation of industrial
and commercial premises, a feature that should contribute
to the redevelopment of the older urban areas of the country.

As to specific effects of a capital gains tax cut,
I find it difficult to make quantitative judgments for the
reasons you suggest. In qualitative terms, I would agree
with the testimony of others that the short-run impact on
Treasury revenues might well be positive, if asset prices
increase significantly and/or lower tax rates induce in-
vestors to realize substantial cap ital gains that have been
deferred in realization. Over the Ictiger run, however, I
suspect the direct effects of tre tax cut will cost the
Treasury revenues. For one thing, under the 1976 tax law,
it is mainly the timing of capital gains realizations, not
the cumulative dollar amount that the investor can choose.
This means that a lower tax rate can only accelerate reali-
zations, and this seems to me unlikely to offset the negative
effect of a lower tax rate on total capital gains revenues
over a period of time. Second, the dividend payout rate of
corporations may be reduced in response to a reduction in the
tax rate on capital gains relative to the tax rate on ordinary
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income. Because tne tax rate on dividends is higher than
the tax rate on capital gains, a lower dividend payout
will cause Federal personal tax revenues to decline even
if investors realize their gains immediately. Thus, the
increase in revenues from more frequent stock sales might
be offset by the reduction in dividend payout.

Potentially, the negative effect on revenues
over a longer period of time could be offset should capital
formation and economic growth be adequately stimulated.
The main question here, in my mind, is whether a capital
gains tax cut is the most effective and equitable way to
achieve this desirable result, or whether more emphasis on
other actions, such as more liberal depreciation allowances
for business capital, is a better way to stimulate business
capital formation and growth. This is, of course, a matter
the Congress will ultimately have to decide on the basis of
evidence that is not entirely clear, and a combination of
approaches, as already provided in the House Bill, is not
unreasonable.

There is one provision of the House Bill about
which I have great reservations: singling out in the capital
gains area a tax exemption for gains that reflect inflation.
I recognize the real problem--that of taxing 'fictitious"
gains--at which the proposal is directed. But inflation has
capricious tax effects in othei areas as well, and I hate to
see our energies and ingenuity directed toward selective
efforts to shield one form of income or another from the
effect of inflation, possibly leading to the delusion that
somehow we can live comfortably with inflation. Let's keep
our emphasis on the need to combat inflation--not adjust to
it:

Sincerely yours,

Paul A. Volcker



1967

CHARLS E. WALKER ASSOCIATES, INC.
1730 PENNSYLVANIA AVENUE. N.W.

WASHINGTON. D.C. 20006

TELEPHONE (202) 303-4760 TELECOPMER (20 303-5726

September 6, 1978

The Honorable Russell 8. Long
Chairman
Committee on Finance
United States Senate
Washington, D. C. 20510

Dear Mr. Chairman:

Thank you very much for your letter of August 28 relating to the impact on
Treasury revenues of a significant reduction in tax rates on capital gains.

I agree fully with Professor Feldstein and former Treasury Secretary Henry
Fowler that the short-run impact (i.e., from the "unlocking effect") will
be so large that the revenue impact is almost certain to be positive. This
view is supported by common sense by statements made to me by investors as
well as my own inclinations and intentions; P.' by t:he scholarly analyses
prepared by Dr. Feldstein.

As to the longer-run impact, current techniques of economic forecasting
do not permit a precise answer. We can be certain that lower capital gains
taxes will promote capital formation -- which in turn fosters growth and
creates jobs -- with a strongly positive impact on the tax base. My judg-
ment is that the econometric studies presented to your Committee are sub-
stantially correct, and that the increase in the size of the tax base would
more than offset the reduction in rates. Treasury revenues would therefore
rise instead of decline.

For these and other reasons, I strongly support a significant reduction in
taxes on capital gains, preferably through the decrease in the percentage
of gains subject to tax, as you have proposed.

Sincerely yours,

cea -dA0e&
Charls E. Walker
President
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S" BOARD OF GOVERNORS
OF THE

FEDERAL RESERVE SYSTEM
AS WOTON, D.C. ROSSI

(,w so HENRY C. WALLICH

MEMBER Or THE BOARO

September 5, 1978

The Honorable Russell B. Long
Chairman
Senate Finance Committee
United States Senate
Washington, D.C. 20510

Dear Chairman Long:

I appreciate this opportunity to provide my personal views
on the magnitude of the unlocking effect on appreciated assets for a
given reduction in the tax on capital gains and its impact on tax
revenues.

In an article written for the National Tax Journal in l,65,
I summarized two studies that had opposing estimates of what would be
the results of a higher or lower capital gains tax rate on Treasury
tax revenues. One was that of the Treasury which estimated that the
reduction in capital gains tax rates, proposed in the President's
1963 Tax Message, would produce an increase in realizations of
25 per cent and a loss of revenue of $310 million.

A contrary estimate was that made by Lou Harris and
Associates, Inc., for the New York Stock Exchange in 1960. On
the basis of a detailed investor survey, it was concluded that
a 20 per cent cut in capital Sains taxes would approximately
double the Treasury's revenue from realized capital gains, while
a 50 per cent cut would produce a further small gain.

The studies cited above are also relevant to the lock-in
effect. Those who conclude that a cut in tax rates would increase
revenue, as do Lou Harris and Associates, Inc., argue implicitly
that the lock-in is strong. Lower taxes would greatly increase
the volume of realizations. The other side, in this case the
Treasury, implies the opposite.

The conflicting estimates noted above suggest to me
that one cannot speak with assurance about the revenue effects of
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different capital gains tax rates. It is obvious, however, that at
a tax rate of zero, or very close to it, there would be no revenue or
only very little. My basic conclusion is, therefore, that the tax
does reduce the supply of savings by something not far from the
amount of tax revenue produced.

Moreover, my personal view of rational investor behavior
would tend to support the position of a generally strong lock-in
effect. This is because a rational investor is likely to hold a
random walk philosophy of the stock market. That philosophy would
cause him to conclude that he cannot expect to improve his invest-
ment results by frequent switching and would lead him to a "buy
and hold" strategy.

Hence, I conclude that the reduction in the lock-in effect
resulting from a cut in the tax rate would be substantial, even
though I cannot be more specific about the revenue effect than my
above statement. I also believe that a reduction in the rate
would raise the value of equities and homes generally. This
would lower the cost of capital to business and encourage
Investment.

Sincerely yours,

Henry C. Wallich
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THE FIRST NATIONAL BANK OF CHICAGO

EDWIN H. YEO III/CHAIRMAN
ASSET AND LIABILITY MANAGEMENT COMMITTEE

September 6, 1978

The Honorable Russell Long
Chairman, Senate Finance Committee
United States Senate
Washington, D. C. 20510

Dear Chairman Long:

It is clear that high marginal tax rates on realized
capital gains discourage people from investing in assets which
have a low current yield but the promise of possible appreciation
in the future. This disincentive weakens personal investment
and diverts what investment there is into relatively less
productive channels. Venture capital for new enterprises is
certainly adversely affected.

It is also clear that high capital gains tax-rates
deter people from realizing capital gains by selling the assets
they own. This disincentive impairs the efficiency of capital
markets, because it keeps funds locked into uses that are not as
productive as others. People hold shares in declining firms for
example, rather than selling those shares and reinvesting in
growing enterprises. Since capital gains are taxed only when
realized, the continual disincentive to realize gains depresses
the potential revenue of the tax. This is not a one-time effect,
but one that continues year after year.

These twin effects of the capital gains tax, (in dis-
couraging risk investments and capital gains realization) can be
expected to be most pronounced where the tax rate is highest.
This is, in part, offset by volume effects, that is, a reduction
in areas where rates are already low could affect a much larger
number of transactions than where rates are high. Nonetheless,
revenue effects will most likely be positive from reducing the
highest capital gains tax rates. It is my judgement that reduc-
ing the portion of capital gains included in income from 50
percent to 30 percent would entail a net revenue loss. This
proposal concentrates most of the rate reduction where rates are
already relatively low.

The effect of inflation needs to be dealt with. Even
a 25 percent tax rate on capital gains may be confiscatory if the
gains are not real -- that is, if they provide little or no
increase in real purchasing power. Professor Feldstein's
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Continuing Our Letter of September 6, 1978

Sheet No. Two

research indicates that it is the effect of inflation, rather
than the tax rates per se, that is most injurious to those of
medium income who realiz-e capital gains.

If capital gains tax rates where reduced to a maximum
of 25 percent, it is not unreasonable to suppose that there would
be a sufficient increase in turnover and volume of investing to
generate more tax revenues, particularly in the longer run.
Increased realization would not depress asset prices because most
capital gains are reinvested, and because the prospect of higher
after-tax returns would increase the demand for assets subject
to capital gains taxation.

I would also suggest that some speculative investment
in various things, artifacts and the like may be motivated by
the relative ease of concealing the related capital gains and
thus evading the tax. Reduced capital gains tax rates on more
visible transactions (such as the sale of stock) would result in
a change in investment strategies. The consequences of such a
shift would be to direct funds to more productive uses.

Sincerely,

(Signed)
Edwin H. Yeo III
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Hold for release
Tuesday, August ZZ, 1978
10 a.m.

Statement of Henry H. Fowler
Before the Senate Finance Committee

August 22, 1978

My name is Henry H. Fowler.

I am a General Partner in Goldman, Sachs & Co., an investment banking

and securities brokerage firm at 55 Broad Street, New York City. I appear

here speaking only for myself and not as a representative of any organization.

May I express my appreciation for the opportunity to present a statement

to this Committee during its consideration of the pending tax bill.

By way of background for the newer members c the Committee, the

record should show that I served as Undersecretary of the Treasury from

January 1961 to May 1964, by appointment of President Kennedy and as Secre-

tary from April 1, 1965 to December 20, 1968, by appointment of President

Johnson.

My service as. the Undersecretary and general deputy to Treasury

Secretary Douglas Dillon included a very major involvement in working within

the Treasury and the Administration and with the Congress and its Committees

on the formulation and enactment of the tax programs of the early Sixties.

These included President Kennedy's Tax Messages of April 1961 and January

1963 and the enactment by Congress of the Revenue Act of 1962 and the Tax

Reduction Act of 1964.
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You will recall that, in addition to many detailed chat:ges in the tax

code that are generally regarded as "tax reforms", these measures included

the initial passage of the investment tax credit and the largest reduction in his-

tory of the rates of taxation on personal and corporate income taxes.

Despite the successful enactment, with some minor modification, of

President Kennedy's recommendation for reduction in personal and corporate

income tax rates, we failed to secure the passage of one of his key recom-

mendations for a substantial reduction in the taxation of capital gains. That

brings me to the thrust of my statement which deals with that piece of "un-

finished business.)'

My views as a private citizen on the subject to be discussed are parallel

to the views I expressed and espoused as Undersecretary and Secretary of the

Treasury. A review of my public statements during that period will attest

to that fact.

Nor is my conviction that the increase in taxation of long term capital

gains in the 1969 Tax Act was a mistake a recent or belated one. On August

28, 1969, 1 sent a letter to the Senate Finance Committee during its hearings

on the bill that became the 1969 Act, opposing the increase in the rate of ca-

pital gains taxation by removing the maximum or alternative rate. I attach a

copy of that letter as an exhibit to this statement. (See Exhibit I. ) Its reasoning

is in full accord with this statement.
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The main purpose of this statement is to urge that the Congress, in its

attempt to rectify the proven damage done to our system of capital gains taxation

in the Tax Act of 1969, amend the House bill to include the adoption of the pro-

posal for the reduction in taxation of long term capital gains, advanced by Pre-

sident John F. Kennedy in his Tax Message of January 24, 1963, which was

not adopted.

He recommended that, in addition to enacting major reductions in the

rates of taxation on personal and corporate income, the Congress should:

"Reduce the percentage of long term capital

gains included in individual income subject to

tax from the present 50 per cent of the gain

to 30 per cent." (See H. R. Document No. 43,

88th Congress Ist Seas. p. 23.)

As he noted in his Message, this proposal along with his recommended

reduction of the personal income tax rate schedule from a 20 to 91 per cent

range to a 14 to 65 per cent range, would have produced capital gains rates on

long term gains that would start at 4. 2 per cent and progress to a maximum

of 19. 5 per cent instead of the then existing 10 to 25 per cent range.

Today, as in 1963, as President Kennedy observed in his Tax Message

supporting this recommendation:

"The tax on capital gains directly affects invest-
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ment decisions, the mobility and flow of risk capital

from static to more dynamic situations, the ease or

difficulty experienced by new ventures in obtaining

capital, and thereby the strength and potential for

growth of the economy. The provisions for taxation of

capital gains are in need of essential changes designed

to facilitate the attainment of our economic objectives.

Unfortunately, and I believe unwisely, some of the changes in the

revenue laws affecting capital gains in the 1969 Tax Act and subsequent acts

have moved in the opposite direction to that recommended by President

Kennedy. They have placed heavier rather than reduced tax burdens on

capital gains. They have adversely affected the investment decisions

of individual taxpayers in the directions he espoused.

These additional taxes on capital gains have tended to immobilize

risk capital in static situations rather than increasing its mobility to more

dynamic situations.

They have directed savings by individuals into consumption or relatively

risk free debt instruments rather than into risk capital for new ventures or

small and medium size businesses, with their vast potential for job creation,

new products and services, increased competition, and growth of the tax

paying revenue producing private sector.

They have been conducive to a trend by major, well established
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companies to use debt rather than equity investment for the financing of the

expansion of business or the acquisition of new plant and equipment to increase

productivity and capacity.

They have tended to reduce substantially the number of individual

Americans who have direct ownership positions in private enterprise and,

hence, a stake in the preservation of its dynamic role in our society.

Theme are not merely my conjectures.

They are supported by a wealth of evidentiary and statistical fact

assembled and presented before subcommittees of this Committee it. Hearings

several years ago chaired by Senator Bentsen and, more recently, on June

28 and Z9 of this year before the Subcommittee on Taxation and Debt Manage-

ment, chaired by Senator Harry Byrd.

Many Senators, most notably Senator Hansen of this Committee, have

hammered home these and related observations and organized sentiment to take

remedial action for which 1, for one, am grateful.

Alarm bells have been ringing in the oft quoted statistics on:

- the decline in the number of individuals investing in

corporate shares from 31 million in 1970 to 25 million

in 1975;

- the drop in new public security issues for small firms

from about 548 issues valued at $1. 5 billion in 1969

to 4 new issues worth $16million in 1975, with averages

34-389 0 - 78 - 49
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of $100 million per year in the 1970-77 period;

- the fall off in the formation of new high technology

firms from 300 in 1968 to nearly zerp in 1976.

Undoubtedly, other factors have conjoined with the heightened tax

barriers to investing risk capital raised by the 1969 Tax Act to bring about

theme trends. But it is the generally held opinion in business and financial

circles that the increases in capital gains taxes have been an important

contribtting factor.

Both present law and the House bill leave unchanged the provision for

the inclusion of 50 per cent of long term capital gains taxable as personal

income that President Kennedy would have reduced to 30 per cent.

It is my conviction that an amendment incorporating his proposal is

sorely needed along with other measures included inthe House bill modifying

the tax treatment of long term capital gains.

It is needed as a clear and unequivocal signal to every taxpaying

American from the lowest to the highest bracket that his national government

encourages him or her to save and invest in an ownership share in private

productive enterprise.

Your Chairman, Senator Long, has been zealous to reward the worker,

to use his words in a recent notable address to the National Press Club, with

"a piece of the action in the company for which he worked".

I would hope that in the legislation before this Committee, the Senate,

the Conference and the President, to use Senator Long's words again, will
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"help the rank and file of Americans to own a stake

in our free enterprise system.

By adding the proposal of President Kennedy to the House bill the

Congress will provide a system of capital gains taxation appropriate to the

times and to a better functioning national economy. It is needed to provide

a dynamic element in that economy, dependent as it is on private investment

in the private sector for increasing growth, jobs and productivity.

The alternatives are to do nothing more or to merely restore the alter.

native ceiling rate of 25 per tent on long term capital gains which was the

law prior to the 1969 Tax Act.

To leave the top rate on long term capital gains at 35 per cent, as the

House bill does, would not provide a meaningful reduction for taxpayers in the

tax brackets from the bottom to the top of the income &fole whose capital gains

are not substantially affected by the minimum tax and the maximum tax. This

would be true of the overwhelming majority of individual taxpayers. The

House bill would fail to provide the incentive necessary to encourage taxpayers

up and down the income scale to save and invest their savings as risk capital.

It would retain the most retrogressive feature of the 1969 Act, the provision

that directly lifted the top rates on long term capital gains from 25 per cent to

35 per cent.

To increase the reduction only by restoring the alternative tax provision

that placed a ceiling of 25 per cent on the taxation of long term capital gains,

which is one of the effects of the Steiger-Hansen bill (S. 3065), commendable
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as it is, would provide additional incentive to save and invest risk capital only

for a relatively small minority of relatively high income taxpayers who are in

the income brackets above 50 per cent. (For example, married couples

filing jointly with incomes of $53, 000 or over. )

The Kennedy proposal added to the House bill would provide more

meaningful tax reduction on capital gains for all individual taxpayers regardless

of their bracket with the tax range being from 4. 2% to 21%.

Moreover, the Kennedy proposal does equity in the sense of taxing only

30 per cent of the capital gain of any taxpayer, but maintains the relative pro-

gressivity in taxing capital gains as the tax rates on ordinary income.

In speaking of this aspect of the Kennedy proposal, Secretary of the

Treasury Douglas Dillon, in testimony before the House Ways and Means

Committee in 1963, said:

"It will result in more equal treatment of individuals in various

income groups. Unlike the present arrangement, the relative

difference between capital gains tax rates and ordinary income

tax rates would be the same at all levels of income. "

(See H. R. Document 43, 88th Cong. 1st Sess. page 53).

The following table illustrates these points by comparing the taxation on

a $5, 000 capital gain accruing to a married couple filing jointly, without re-

ference to the minimum and maximum tax provisions, under:
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A. Existing law

B. The House Bill

C. The restoration of the alternative tax fixing a
25 per cent ceiling on the capital gains tax.

D. The Kennedy proposal reducing the inclusion
of the long term capital gain taxable as ordinary
income from the present 50 per cent to 30 per cent.



Taxation of LAng Term Cabitl Gains Under Various Alternatives
(Without Reference To Min mum and Maximum Tax Provisions)
On A $5000 Capital Gain Of A Married Couple Filing Jointly.

Taxable Income Existing Law (not incl. Mint House Bill CpAddition of Altarnative Kennedy Proposalbracket mums d MaximumTax -25% Coiltsft to Hoo e Bill For l0% neIelo _thou.and dollar.) ta rate recent tax r cent rat tax on per colsaving per cent of tax on saving Itax o-. % of savings savings Savings inpresent on SO% in- g .in n 50% in -of gain n dol- gain Colec- 50%nlu in $ House gain In dollar i della dollars oveI!- j , ' a eiigBll icua taox teBil 
l rsilinglaw clusion coliecte seclusion collect., r ted as tax *ion with over Bill and ollec- over pr ver Houe Bill(in dollar me tax Ill (in S) as tax present with Z5% 25%cean| House Kenned ed as sent law House and ZS%lw coiling il Incmlusicn za Bill ceilingr~te(30(n $ --

Column I Cot. Z Col. 3 Col.4 Col.,1 Col.6 Col.7 Col. 81 Col.9 Col. ,0 Co,.I Col.12 1Col., ICo. 14 Col. 15 Col. 16
4000
8000

12000
16000
Z0000
Z4000
28000
32000
36000
40000
44000
52000
64000
76000
88000

100000
140000
180000
300000
400000

14%
19%
Z2%
45%
28%
3Z%
36%
39%
42%
45%
48%
50%
53is
55%
58%A
60%
64%
6B%
70%
70%

350
475
550
6U5
700
g00
900
975

3050
I1U5
1200
3250
1325
1375
1450
3500
1600
1700
1750
1750

7
9.5

14
16

19.5

Z4

Z65

27. 5
29
30
32
34
35
35

14%
IS%
z1%
23%
24%
US%
32%
36%
39%
42%
45%
so%
53%
55%
58%
60%
64%
68%
70%
70%

350
450
525
5Z5
600
700
800
900
975

1050
1125
1Z50
1325
1375
1450
1500
1600
1700
1750
1750

7
9

30.5
10.5
12
14
16
Is
19.5
21
22. 5
Z5
26.5
27.5
29
30
32
34
35
35

0
25
25

10
100
100
100

75
75
75
75
0
0
0
0
0
0
0
a
0

7
9

10.5
10.5
12
14
16.
i8
19.5
21
22.5
25
25
25
25
25
25
25
25
25

350
450
525
525
600
700
800
9001
975

1050
1125
1250
1250
1250
1250
12Z50
1250
1250
1250
32501

0
0
0
0
0
0
0
0
0
0
0
0

75
125
200
250
350
450
500
Soo0

210
270
315
315
360
420
480
540
585
630
675
750
795
8U5
870
900
960

1020
1050
1050

4.2Z
5.4
6.3
6.3
7.2
8.4
9.6

30.8
11.7
I12.6
13.5
I5
15.9
16.5
17.4
i8
39.2
20. 4
23I
23I

140
205
235
310
340
380
420
435
465
495III

140
180
Zi0
210
Z40
280
320
360
390
420
450
500
530
550
580
600
640
680
700
700

140
Igo
210
Z10
Z40
280
320
360
390
420
45C
500
455
425
380
350
z90
230
200
z00

3ote: 2iis table was sttsequetiy revised, see last page of this aendix.
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I would not wish to be misunderstood on several scores.

First. my advocacy here, limited to the field of capital gains taxation,

should not be confused as an expression of belief that the measures advanced,

standing alone, are a cure-all for our tax and fiscal problems or our broader

economic iUs. 1, for one, would not wish to make exaggerated claims for

a substantial reduction in capital gains taxes.

Other features of the House bill, for example, those dealing with the

investment tax credit and the reduction in personal and corporate income tax

rates are commendable. But, to play them off against a reduction in capital

gains taxes for revenue consideration is to miss a vital point I will come to

later. The nation needs those measures and a meaningful capital gains tax

reduction as well to help overcome the investment lethargy that has overtaken

it.

After this bill is enacted, much will lie ahead for future Congresses

to do in adapting our tax system to changing times and in dealing with the

problems of inflation, jobs, inadequate capital formation, low levels of pro-

ductivity increase, imbalances in our international payments and internal bud-

gets, and the declining dollar, in a manner consistent with our national se-

curity and national welfare.

The point is that in any mosaic of measures designed to treat these

problems the nation needs, as an essential element, a system for taxing

capital gains that provides an incentive to save and invest risk capital in

private enterprise.
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Second you will note that my specific proposal is in addition to and

not a substitute for other provisions of the House bill affecting capital gains,

such as, for example, the one exempting the one time tax-free sale of a re-

sidence where the capital gain does not exceed $100, 000. More specifically,

the adoption of President Kennedy's formula should be combined with the modi-

fication of the minimum tax and the maximum tax provision, which were added

in the 1969 Tax Act and subsequent acts. Their present application to capital

gains should be removed while substituting the so-called alternative minimum

tax on those taxpayers who otherwise would avoid paying any appreciable income

tax by combining capital gains with tax shelters.

Also in the present highly inflationary climate those changes should

be supplemented by a provision tempering the taxation of capital gains on such

assets as securities, real estate, and plant and equipment held for long periods

when increased values reflect inflation rather than increases in real realizable

value s.

This combination of measures, together with the existing provisions in

the 1976 Revenue Act for "carryover" of basis for taxation to heirs at time

of transfer at death, would provide the kind of tax system of capital gains en-

visaged by President Kennedy's 1963 program. It would couple the "liberali-

zation of treatment with more sensible and equitable limitations" that he sought.

Third in advancing the addition of President Kennedy's formula as

an amendment to the House bill, I have given careful consideration to the re-

venue effects, particularly in view of the large budget deficit which is and
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should be a matter of deep concern to the Congress.

Since only 30 per cent of long term gains would be subject to taxation

under the proposed amendment, instead of 50 per cent, some seem to assume

that there would be an equivalent decline in revenues.

It is true that the amendment would reduce the amount of tax paid per

dollar of capital gains realized.

But that method of calculation of revenue effect assumes that the same

number of transactions involving the same amount of capital gains would occur

with the law providing for 30 per cent inclusion as with the present 50 per cent

inclusion.

That was not the assumption used by the 1963 Treasury Department in

estimating the revenue effects of the capital gains package recommended by

President Kennedy. Indeed, the Treasury Department then, speaking through

Secretary Douglas Dillon, presented to the Committee a tubular estimate of

revenue effects showing that the "induced effects" of the package of changes

in the taxation of individual capital gains would increase revenue by $690 million,

substantially exceeding estimated revenue losses from the proposed changes.

(See Table I I attached to the Statement of Secretary Dillon, H.R. Document

No. 43, 88th Cong. let Sess. p. 71) A copy of that table is attached as Exhi-

bit I.

As Secretary Dillon explained in his statement to the House Ways and

Means Committee in 1963. a substantial increase in revenue "will be realized

as a consequence of the unlocking effects of the proposals and the greater
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volume of capital transactions that can be confidently anticipated." (See H. R.

Document No. 43, 88th Cong. lot Saso. p. 59)

Somewhat earlier in discussing specifically the recommendation for the

reduction in the inclusion as taxable income from 50 per cent to 30 per cent,

the Secretary noted that

"Independent outside surveys, our own studies, and

letters and comments which are received daily from

taxpayers throughout the country indicate clearly that

these substantial reductions will increase taxpayers'

willingness to realize capital gains and stimulate a

larger turnover in capital assets.

(See Document No. 43, p. 53. )

I share the view of the old Treasury and Secretary Dillon, particularly

since, as noted before, the Congress has enacted in the 1976 law a provision

for carryover of a decedent's basis at death, with the consequence that here-

after the capital gains tax on before death appreciation that accrues after the

year of 1976 law will be paid when the property is sold by the heir.

The "lock-in" of unrealized capital gains will be diminished substantially

by meaningful reductions in taxes on capital gains just as they were increased

by their increased taxation in the Tax Act of 1969, as the able study of Pro-

fessors Feldatein and Siemrod of the National Bureau of Economic Research

entitled "The Lock-in Effect of the Capital Gains Tax" has persuasively

demonstrated.
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I do not present any precise estimate of the revenue effect of the addition

of the suggested amendment. But I believe in the concept of "induced effects" -

that the conduct of individual taxpayers will change with regard to saving, in-

vestment in risk capital, and the realization of capital gains, as the taxation

of capital gains are increased or diminished.

Moreover, there will be more indirect economic consequences of an in-

creased flow of risk capital into the economy, which, in turn, will produce

additional taxable personal and corporate income yielding additional revenue

that would not exist if the capital gains taxes were not reduced. These favorable

economic consequences in terms of additional jobs and growth in the private

sector with additional revenue to the Treasury are the subject of several

scholarly detailed economic and statistical analyses already available to the

Committee or forthcoming from later witnesses.

Rather than duplicate this testimony and information let me state a con-

clusion based on experience and judgment.

That conclusion is that the increase in the number of taxable transactions

involving long term capital gains and the volume of those realized gains plus

the more indirect but highly desirable economic consequences of a substantial

reduction in capital gains taxes referred to above will more than compensate the

Treasury for the reduced amount of tax paid per dollar of gains realized.

In so concluding, let me thank the Chairman and members of the Committee

for permitting me to bring a nostalgic note from pest history to bear upon a vital issue

of the present. I hope it will be of some value to you in your important deliberations.
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EXHIBIT I
HENRY H. FOWLER

55 Broad Street
New York, N.Y. 10004

August 28th, 1969.
The Honorable
Russell Long
Chairman,
Senate Finance Committee
United States Senate
Washington, D.C.

Dear Chairman Long,

I am submitting this letter as a Statement for in-
clusion in the record of the deliberations of the Senate Finance
Committee on the proposed Tax Reform Act of 1969.

You and your colleagues have the highly important
responsibility of reviewing and revising this bill as it passed the
House of Representatives and working out any differences in Con-
ference.

I have assessed my own responsibilities to comment
as a private citizen (now a General Partner in the investment banking
firm of Goldman, Sachs & Co. ) and as the Under Secretary and
Secretary of the Treasury from early 1961 through December 20th,
1968.

This letter is the result. My views as a private
citizen on the subjects to be discussed are parallel to the views on
these subjects I expressed as Under Secretary and Secretary of the
Treasury as a review of my public statements during that period
will attest.

There are a large number of provisions in the bill.
Many of them reflect in whole or in part the Tax Reform Studies
and Proposals of the U.S. Treasury Department, prepared during
my tenure as Secretary by the Treasury Tax Policy Staff under the
direction of Assistant Secretary Stanley Surrey, and published earlier
this year (February 5th) for information only as a Joint Publication
of the House Ways and Means Committee and the Senate Finance
Committee. Other provisions have been added on the recommen-
dation of the new Administration or on the initiative of the House
Ways and Means Committee.
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On all save three specific provisions I shall follow the course
I did in the House proceedings; namely, refrain from ca'inient, technical
and otherwise, preferring to stand on my general Statement on the Tax
Reform Program of the Treasury Department, dated Decumber llth, 1968,
which appears in full on pages 3 through 9 of Part I of the published report
referred to.

But I do feel impelled to speak out on three specific provisions of
the prol:osed bill which

(a) were not included as needed reforms in the old Treasury
report referred to and
(b) taken together, would reverse and undo salient features of a
tax policy of vital importance to a viable economic system based
on free private enterprise which tax policy was confirmed in the
early sixties by the Congress on the recommendations of President
Kennedy and President Johnson.

That policy, developed by the Treasury Department of those years
in association with other parts of the Executive and Congress, was designed
tn Rafeguard and promote adequate private investment - as an essential in-
gredient in sustaining economic growth, increasing job opportunities in
private enterprise in sufficient number and ever improving quality. pio-
viding a steadily rising standard of living, and keeping the U.S. economy
competitive.

The three provisions referred to should be deleted because they are
incompatible with the maintenance of a dynami private sector in a free
enterprise economy so long as the present and projected high tax rates on
individual and corporate income persist. Moreover, they undo recently
won advances toward a tax poli.y geared to sustained and non-inflationary
economic growth and reasonably full employment in the private sector.

Iney would reverse a national policy as old as the nation and the
federal tax system and as recent as the last major revision of our permanent
tax structure in the 1960s - the placing of a high tax premium on the risk
investment of savings or borrowed capital.

I refer to the provisions of the proposed bill which would (a) repeal
the investment tax credit, (b) increase the rate of capital gains taxation by
removing the maximum or alternative rate and (c) extend the period in
which any investment must be held to qualify profits or losses therefrom as
capital gains or losses.

In most of the advanced industrial countries in the Free World
capital gains are not taxed. In these countries investment tax credits and
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and special allowances are established features of their tax sy ;icls. 'They
are considered fundamental to the national pursuit of non-inflationary growth
and progress via increased production and productivity.

These policies, contrary to the proposed changes above, are supported
in economies far more mixed than our own and far less dependent on private
enterprise and investment. It would be ironic to downgrade or give a low order
of priority to policies specifically designed to preserve the role of free private
enterprise in a nation that has hitherto been an example of the success of that
system.

Past Congresses have sought by these very features of the tax law
now under attack to make our tax system compatible with a high rate of private
investment. They should be preserved as long as that system is characterized
by high tax rates on individual and corporate income.

The underlying policy common to these provisions under attack is
simple - to maintain the vitality of a free private enterprise system dependent
on large and continuing outlays of private capital.

Our national concern with the economy and the tax system - except
in periods of war - and as recently as the early sixties - has been the in-
adequacy of the tax system in preserving the opportunity and incentive for
private investment.

A re-reading of the Tax and Economic Messages of the late President
Kennedy in 1961-3 would raise seriously doubts concerning the wisdom of tax
proposals admittedly designed to diminish the premium ind pace of risk in-
vestment.

A primary thrust of these Messages, confirmed as national policy
in the Revenue Acts of 1962 and 1964, was the promotion of adequate private
investment - the freer and fuller flow of capital into productive effort.

In his last Tax Message of January 24th, 1'963, President Kennedy
provided the policy basis for the Tax Reduction Act of 1964 in these words:

"Despite the improvements resulting from last year's depreciation
reform and investment credit - which I pledged two years ago
would be only a first step - our tax system still siphons out of the
private economy too large a share of personal and business purchasing
power and reduces the Incentive for risk, investment and effort -
thereby aborting our recoveries and stifling our national growth rate."

It seems unlikely that developments in the last few years of war,
inflation, and rapidly expanding public expenditures have changed the truth
and relevance of these words in his accompanying Econoniic Message of 1963:
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"To raise the nation's capacity to produce - to expand the quan-
tity, quality and variety of our output - we must not merely
replace but continually expand, improve, modernize and re-
build our productive capital. That it, we must invest, and we
must grow. "

The meaning of these words is clear and unequivocal.

The nation does not need less capital and less private risk in-
vestment - it needs more.

It needs more private risk investment to provide more and better
jobs which, In turn, increase total production and productivity, new products
and services.

It needs more private risk investment to provide opportunities
for all our citizens and to increase the standard of living for all.

What is the applicability of President Kennedy's pronouncement
to the three provisions of the present bill?

Simply, that it would be a serious mistake to change our tax
laws so as to discourage individual savers and corporations from investing
for profit in private enterprise. By putting their savings and capital to
work through risk investment, these individuals and corporations make
our system a viable one.

We should never, in logic or by iniedrence, subscribe to the
proposition that a substantial tax premium for risking hard earned savings
or borrowed capital in useful enterprise is a tax loophole or inequity.

This discussion is not addressed to policies that were formulated
decades ago and have outlived their usefulness.

In 1962 Congress solemnly adopted as a permanent structural
change in our economic and tax system a principle that was the investment
tax credit. It provided that all those who invested earnings, borrowed
money or equity capital in now machinery and equipment for business use
should receive an investment tax credit for a percentage of that investment.

A vast majority of the members of the U.S. Senate voted for
that proposal in late 1962.

Were they wrong?

They did not think so in 1964 when they voted to strengthen and
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improve the original provision.

They did not think so in 1967 when another overwhelming ma-
Jority vited to restore the investment credit which had been temporarily
suspended to cool down an excessive capital goods boom.

Why did these Senators, most of whom are still members of
the body, vote for the investment tax credit?

It was designed, adopted and has proven effective:

- for encouraging the development of new and better qual,.,
job opportunities, new products, new services, and new pro-
cesses for improving old ones,

- for promoting competitive efficiency in our productive mn-
chinery on a scale practiced by the nations competing in
our markets at home and abroad,

- for increasing national productivity,

- for enabling business to offset, In some measure, th rising
costs that would otherwise engulf the economy in a more
serious cost push inflation than the one we now have.

An examination of the reasoning advanced for repealing the in-
vestment tax credit reveals only considerations of short term expediency.
The rationale for the change is that the purposes the investment tax :redit
has served and is serving so well are not vory.itnportant now and are not
likely to become so again. So it is to be permanently revoked.

The role that the investment tax credit and a vigorous capital
formation played in the U.S. economy the last six years and its potential
for the long term future should not be so lightly dismissed..

Sober second thoughts should lead to a better answer to any of
our current fiscal and monetary dilemmas than the permanent revocation
of a device that has served the nation so well in the past and is sure to
be needed more often than not in the future.

Now, to add & few comments on the other two proposals affecting
capital gains directly.

The nation and the Congress have long recognized that realized
increases in capital risked for at least six months should be taxed at only ono
half the rate on ordinary income, and, inno event, should exceed 25 percent
for any taxpayer (except in wartime).
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Can anyone doubt that the end result of combining in one bill
provisions eliminating this ceiling on capital gains and doubling the holding
period will be lessj private capital put at risk and less mobility of risk
capital and its unrealized gains from relatively safe untaxed shelters to
the new or dynamic enterprises that do not have established credit or
earnings?

Are new and small businesses more or less likely to find equity
financing that provides an opportunity for growth with these changes in the law?

Could so-called black capitalism thrive or flourish in the environ-
ment these new provisions would create except on the basis of government
hand-out?

It is a striking paradox that the House bill puts a ceiling of 50 per-
cent on the top marginal rate on earned income (a commendable action).
while eliminating the ceiling on capital gains.

The two actions taken together are said to reduce the pressure
to use tax shelters to convert ordinary income to capital gains from a 45 per-
cent differential to 17 l/2 percent.

Is it necessary to "throw out the baby with the bath" ?

The way to prevent ordinary income from being converted to
capital gains is to resist changes in law that have this effect. The other
stated reason for eliminating the present ceiling on thu taxation of capital
gains is the variance with the progressive tax'rite structure on ordinary
income, permitting taxpayers with top marginal rates in excess of 50 percent
in effect to include less than 50 percent of their capital gains into ordinary
Income.

in 1963 wlin President Kennedy sought to remedy this situation
he sought a structure.. change that would do so but would also facilitate
'our economic objectives". He recommended as the right approach to
both objectives a decrease in the percentage of capital gains taxable for all
taxpayers. The effect of this approach is to give the same character of
progressivity to the taxation of capital gains as to ordinary income by in-
creasing rather than decreasing the premium for risk investment.

President Kennedy recommended that the inchision rate of capital
gains into ordinary income be reduced from 50 percent to 30 percent which
would have more than accomplished the restoration of progressivity to the
taxation of capital gains.

$4P-69 0 P T4 ' 60
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In so doing he noted that

"The tax on capital gains directly affeces investment decisions, the
mobility and flow of risk capital from static to more dynamic situa-
tions, the ease or difficulty experienced by new ventures in obtaining
capital and thereby the strength and potential for growth of the
economy. "

It should be observed that at the same time President Kennedy sought a
significant reduction in the tax rate on capital gains ho also recommended extending
'he holding period to one year, some definitional changes to minimize the
treatment of ordinary income as capital gains and the taxation of capital gains
accru!nR at the time of gift or death.

But tht important fact that he stressed was the interrelationship of ]iber-
alixation of the tax treatment of true capital gains with equitable adjustments,
saying

"1, therefore, recommend thi following changes, the nature of which
require their consideration as a unified packa e, coupling liberalization
of treatment with more sensible and equitable limitations. " (Under-
lining ours. )

A bill which includes only a harsher treatment of capital gains in both
the rate of taxation and the holding period is neither consonant with our
"economic objectives" nor adequate as a tax reform measure in the capital
gains area.

The wise'course is to remove those provisions from the House bill unless
and until a formula can be devised that "couples liberaliration of treatment"
of capital gains "with more sensible and equitable limitations."

In closing, may I stress the fact that the responsibility of the United
States Senate and its Finance Committee to review and revise the bill before
it is far greater than that which attended its deliberations nn the Revenue
Acts of 1962 and 1964. In those bills the objective was structural change to
provide both a sound but dynamic long term growth economy and equity be-
tween taxpayers. In its generally commendable, indeed necessary, effort
to make our tax system more equitable, the House bill, at least in the three
pa .. ular sections noted, seen&s to sacrifice tax policies established to
pr,..ide a sound but dynamic growth economy to considerations of equity
which are non-existent or marginal.

The issue is simple.
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Is the Senate and its Finance Comm ittee sure that the policies
these three provisions would destroy, so painfully forged in the past,
have outlived their usefulness for the 1970s?

Has some miracle been forged in tha fires of war in South Vietnam
that has so altered our economic system as to solve permanently the
problem diagnosed by President Kennedy as recently as 1963?

Are the words he uttered then already obsolete - not only for the
years of war and its accompanying inflation but for the years of peace
ahead?

"The chief problem confronting the economy in 1963 is its un-
realized potential - slow growth, underinvestment, unused capa-
city and persistent unemployment. The result Is lagging wage,
salary.and profit income, smaller take-home pay, Insufficient
productivity gains, inadequate federal revenues and persistent
budget deficits.

Are all those risks so far behind us that we can jettison the tools
and techniques we used to overcome them?

It would seem the better part of wisdom to answer these questions
in the context of a more normal peacetime economy than at present.

Long range tax policies designed to safeguard long term private
investment in a tax structure still characterized by high rates on income
should be maintained unless the most compelling reasons of equity require
that they be abandoned.

To determine now that they are no longer useful or desirable - at a
time of oncoming reconversion from a suitable military effort when a
rigorous program of fiscal and monetary restraint has already lowered the
trajectory of real growth from excess demand half-way to a recession
is to compound cyclical with structural risks.

It is for these reasons and against this background I would hope that
the Committee and the Senate will insist upon the deletion from the Tax
Reform bill of the three provisions singled out for this discussion.

Respectfully yours.

Henry H. Fowler
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I. Reduce inclusion percentage and extend holding period .........

2. Allow indefinite carryover of losses ..........................

3. Tax gains accrued at time of gift or death .....................

4. Change definition of capital gains ..... ........................

Total, before induced effects .....................

Induced effects .............................................

Total .........................................

Individual

-390

- 20

+300

+ 70

Corporate Total

-40 -430

- 20

+300

+180 +50

- 40 +140 +100

+690 - 40 +650

+650 +100 +750

Office of the Secretary of the Treasury

Office of Tax Analysis

February 6, 1963

President's 1963 Tax Message
EXHIBIT II

Table I I

Tax Program - Capital Gains an Losses
Estimated revenue effect of proposed revision in taation of capital gains

and losses when an proposals are fully effective

(in millions of dollars'
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HENRY H. FOWLER
55 Broad Street

New York, N. Y. 10004

August 28th, 1969.
The Honorable
Russell Long
Chairman,
Senate Finance Committee
United States Senate
Washington, D.C.

Dear Chairman Long,

I am submitting this letter as a Statement for in-
clusion in the record of the deliberations of the Senate Finance.
Committee on the proposed Tax Reform Act of 1969.

You and your colleagues have the highly important
responsibility of reviewing and revising this bill as it passed the
House of Representatives and working out any differences in Con-
ference.

I have assessed my own responsibilities to comment
as a private citizen (now a General Partner in the investment banking
firm of Goldman, Sachs & Co. ) and as the Under Secretary and
Secretary of the Treasury from early 1961 through December 20th,
1968.

This letter is the result. My views as a private
citizen on the subjects to be discussed are parallel to the views on
these subjects I expressed as Under Secretary and Secretary of the
Treasury as a review of my public statements during that period
will attest.

There are a large number of provisions in the bill.
Many of them reflect in whole or in part the Tax Reform Studies
and Proposals of the U.S. Treasury Department, prepared during
my tenure as Secretary by the Treasury Tax Policy Staff under the
direction of Assistant Secretary Stanley Surrey, and published earlier
this year (February 5th) for information only as a Joint Publication
of the House Ways and Means Committee and the Senate Finance
Committee. Other provisions have been added on the recommen-
dation of the new Administration or on the Initiative of the House
Ways and Means Committee.
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On all save three specific provisions I shall follow the course
I did in the House proceedings; namely, refrain from cunment, technical
and otherwise, preferring to stand on my general Statement on the Tax€
Reform Program of the Treasuary Department, dated Decumber 11th, 1968,
which appears in full on pages 3 through 9 of Part I of the published report
referred to.

But I do feel impelled to speak out on three specific provisions of
the proposed bill which

(a) were not included as needed reforms in the old Treasury
report referred to and
(b) taken together, would reverse and undo salient features of a
tax policy of vital importance to a viable economic systan based
on free private enterprise which tax policy- was confirmed in the
early sixties by the Congress on the recommendations of President
Kennedy and President Johnson.

That policy, developed by the Treasury Department of those years
in association with other parts of the Executive and Congress, was designed
to safeguard and promote adequate private investment - as an essential in-
gredient in sustaining economic growth, increasing job opportunities in
private enterprise in sufficient number and ever improving quality, pro-
viding a steadily rising standard of living, and keeping the U.S. economy
competitive.

The three provisions referred to should be deleted because they are
incompatible with the maintenance of a dynamic *private sector in a free
enterprise economy so long as the present and projected high tax rates on
individual and corporate income persist. Moreover, they undo recently
won advances toward a tax policy geared to sustained and non-inflationary
economic growth and reasonably full employment in the private sector.

"ley would reverse a national policy as old as the nation and the
federal tax system and as recent as the last major revision of our permanent
tax structure in the 1960s - the placing of a high tax premium on the risk
investment of savings or borrowed capital.

I refer to the provisions of the proposed bill which would (a) repeal
the investment lax credit, (b) increase the-rate of capital gains taxation by
removing the maximum or alternative rate and (c) extend the period in
which any investment must be held to qualify profits or losses therefrom as
capital gains or losses.

In most of the advanced industrial countries in the Free World
capital gains are not taxed. In these countries investment tax credits and
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amd i|,,.cial allowance are establihwd ft-aures of their lax Ey'bylens. i4 ey
are cconsidt-red fundame-ntal to the national pursuit of non-inflationary growth
and progress via increased production and productivity.

These policies, contrary to the proposed changes above, are supported
in economies far more mixed than our own and far les dependent on private
enterprise and investment. It would be ironic to downgrade or give a low order
of priority to policies specifically designed to preserve the role of free private
enterprise in a nation that has hitherto been an example of the success of that
system.

Past Congresses have sought by these very features of the tax law
now under attack to make our tax system compatible with a high rate of prvate
investment. They should be preserved as long as that system is characterized
by high tax rates on individual and corporate income.

The underlying policy common to these provisions under attack is
simple - to maintain the vitality of a free private enterprise system dependent
on large and continuing outlays of private capital.

Our national concern with the economy and the tax system - except
in periods of war - and as recently as the early sixties - has been the in-
adequacy of the tax system in preserving the opportunity and incentive for
private investment.

A re-reading of the Tax and Economic Messages of the late President
Kennedy in 1961-3 would raise seriously doubts concerning the wisdom of tax
proposals admittedly designed to diminish the premium ind pace of risk in-
vestment.

A primary thrust of these Messages, confirmed as national policy
in the Revenue Acts of 196Z and 1964. was the promotion of adequate private
investment - the freer and fuller flow of capital into productive effort.

In his last Tax Message of January 24th, 1963, President Kennedy
provided the policy basis for the Tax Reduction Act of 1964 in these words:

"Despite the improvements resulting from last year's depreciation
reform and investment credit - which I pledged two years ago
would be only a first step - our tax system still siphons out of the
private economy too large a share of personal and business purchasing
power and reduces the incentive for risk, investment and effort -
thereby aborting our recoveries and stifling our national growth rate."

It seems unlikely that developments in the last few years of war,
inflation, and rapidly expanding public expenditures have changed the truth
and relevance of these words in his accompanying Economic Message of 1963:
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"To raise the nation's capacity to produce - to expand the quan-
tity, quality and variety of our output . we must not merely
replace but continually expand, improve, modernize and re-
build our productive capital. That is, we must Invest, and we
must grow."

The meaning of these words is clear and unequivocal.

The nation does not need less. capital and less private risk in.
vestment - it needs m6re.

It needs more private risk investment to provide more and better
jobs which, in turn, increase total production and productitty, new products
and services.

It needs more private risk investment to provide opportunities
for all our citizens and to increase the standard of living for all.

What is the applicability of President Kennedy's pronouncement
to the three provisions of the present bill?

Simply, that it would be a serious mistake to change our tax
laws so as to discourage individual savers and corporations from investing
for profit in private enterprise. By putting their savings and capital to
work through risk investment, these individuals and corporations make
our system a viable one.

We should never, in logic or by inference, subsarribe to the
proposition that a substantial tax premium for risking hard earned savings
or borrowed capital in useful enterprise is a tax loophole or inequity.

This discussion is not addressed to policies that were formulated
decades ago and have outlived their usefulness.

., 1962 Congress solemnly adopted as a permanent structural
change in our economic and tax system a principle that was the investment
tax credit. It provided that all those who invested earnings, borrowed
money or equity capital in new machinery and equipment for business use
should receive an investment tax credit for a percentage of that investment.

A vast majority of the members of the U.S. Senate voted for
that proposal in late 1962.

Were they wrong?

They did not think so in 1964 when they voted to strengthen and
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improve the original provision.

They did not think so in 1967 when another overwhelming ins-
jority voted to restore the investment credit which had been temporarily
suspended to cool down an excessive capital goods boom.

Why did these Senators, most of whom are still members of
the body, vote for the investment tax i redit?

It was designed, adopted and has proven effective:

for encouraging the development of new and better quality
job opportunities, new products, new services, and new pro-
cesses for improving old ones.

for promoting competitive efficiency in our productive ma-
chinery on a scale practiced by the nations competing in
our markets at home and abroad,

- for increasing national productivfty,

- for enabling business to offset, in some measure, the rising
c(Psts that would otherwise engulf the economy in a more
serious cost push inflation than the one we now have.

An examination of the reasoning advanced for repealing the in-
vestment tax credit reveals only considerations of short term expediency.
The rationale for the change is that the purposes the irvestment tax credit
has served and is serving so well are not very.itnportant now and are not
likely to become so again. So it is to be permanently revoked.

The role that the investment tax credit and a vigorous capital
formation played in the U.S. economy the last six years and its potential
for the long term future should not be so lightly dismissed.

SobeF'second thoughts should lead to a better answer to any of
our current fiscal and monetary dilemmas than the permanent revocation
of a device that has served the nation so well in the past and is sure to
be needed more often than not in the future.

Now, to add a few comments on the other two proposals affecting
capital gains directly.

The nation and the Congress have long recognized that realized
increases in capital risked for at least six months should be taxed at only one
half the rate on ordinary income, and, inno event, should exceed 25 percent
for any taxpayer (except in wartime).
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Can anyone doubt that the end result of combining in one bill
provisions eliminating this ceiling on capital gains and doubling the holding
period will be I... private capital put at risk and Less mobility of risk -
capital and its unrealized gains from relatively safe untaxed shelters to
the new or dynamic enterprises that do not have established credit or
earnings?

Are new and small businesses more or less likely to find equity
financing that provides an opportunity for. growth with these changes in the law?

Could so-called black capitalism thrive or flourish in the environ-
ment these new provisions would create except on the basis of government
hand-out?

It is a striking paradox that the House bill puts a ceiling of SO per-
.cent on the top marginal rate on earned income (a commendable action),
while eliminating the cling on capita) gains.

The two actions taken together are said to reduce the pressure
to use tax shelters to convert ordinary income to capital gains from a 45 per-
cent differential to 17 1/2 percent.

Is it necessary to "throw out the baby with the bath"?

The way to prevent ordinary income from being converted to
capital gains is to resist changes in law that have this effect. The other
stated reason for eliminating the present ceiling on thu taxation of capital
gains is the variance with the progressive tax'zite structure on ordinary
income, permitting taxpayers with top marginal rates in excess of 50 percent
in effect to include less than 50 percent of their capital gains into ordinary
income.

In 1963 when President Kennedy sought to remedy this situation
he sought a structural change that would do so but would also facilitate
"our economic objectives". He recommended as the right approach to
bolh'objectives a decrease in the percentage of capital gains taxable for all
taxpayers. The effect of this approach is to give the same character of
progressivity to the taxation of capital gains as to ordinary income by in-
creasin rather than decreasing the premium for risk investment.

President Kennedy recommended that the inclusion rate of capital
gains into ordinary income be reduced from SO percent to 30 percent which
would have more than accomplished the restoration of progressivity to the
taxation of capital gains. .
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In so doing he noted that:

"The tax on capital gains directly affects investment decisions, the
mobility and flow o risk capital from static to more dynamic situa-
tions, the ease or difficulty experienced by new ventures in obtaining
capital and thereby the strength and potential for growth of the
economy."

It should be observed that at the same time President Kennedy sought a
significant reduction in the tax rate on capital gains ho also recommended extending
the holding period to one year, some definitional changes to minimize the
treatment of ordinary income as capital gains and the taxation of capital gains
accruing at the time of gift or death.

But the important fact that he stressed was the interrelationship of liber-
alization of the tax treatment of true capital gains with equitable adjustments,
saying$

"I, therefore, recommend the following changes, the nature of which
require their consideration as a unified packae. coupling liberalization
of treatment with more sensible and equitable limitations. " (Under-
lining ours. )

A bill which includes only a harsher treatment of capital gains in both
the rate of taxation and the holding period is neither consonant with our
"economic objectives" nor adequate as a tax reform measure in the capital
gains area.

The wise course is to remove those provisions from the House bill unless
and until a formula can be devised that "couples liberalization of treatment"
of capital gains "with more sensible and equitable limitations."

In closing, may I stress the fact that the responsibility of the United
States Senate and its Finance Committee to review and revise the bill before
it is far greater than that which attended its deliberations on the Revenue
Acts of 1962 and 1964. In those bills the objective was structural change to
provide both a sound but dynamic long term growth economy and equity be-
tween taxpayers. In its generally commendable. indeed necessary, effort
to make our tax system more equitable, the House bill, at least in the three
pA. cular sections noted, seenas to sacrifice tax policies established to
pro.ide a sound but dynamic growth economy to considerations of equity
which are non-existent or marginal.

The issue is simple.
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Is the Svr.hte ard its Finance Cortmnittee sure thAt the |olicios
these three provisions would destroy, so painfully forged in the past,°
have outlived their usefulness for the 1970s?

Has some miracle been forged in the fires of war In South Vietnam
that has so altered our economic system as to solve permanently the
problem diagnosed by President Kennedy as recently as 19637

Are the words he uttered then already obsolete - not only for the
years of war and its accompanying Inflstion but for the years of peace
ahead?

"The chief problem confronting the economy in 1963 is its un-
realized potential - slow growth, underinvestment, unused capa-
city and persistent unemployment. The result is lagging wage,
salary- and profit income, smaller take-home pay, insufficient
productivity gains, inadequate federal revenues and persistent
budget deficits.

Are all those risks so far behind us that we can jettison the tools
and techniques we used to overcome them?

It would seem the better part of wisdom to answer these questions
in the context of a more normal peacetime economy than at present.

Long range tax policies designed to safeguard long term private
investment in a tax structure still characterized by high rates on income
should be maintained unless the most compelling reasons of equity require
that they be abandoned.

To determine now that they-are no longer useful or desirable - at a
time of oncoming reconve rsion.from a sizeable military effort when a
rigorous program of fiscal and monetary restraint has already lowered the
trajectory of real growth from excess demand half-way to a recession
is to compound cyclical with structural risks.

It is for these reasons and against this background I would hope that
the Committee and the Senate will insist upon the deletion from the Tax
Reform bill of the three provisions singled out for this discussion.

Respectfully yours,

Henry H. Fowler



President's 1963 Tax Message
EXHIBIT U

Table 11

Tax Program - Capital Gains and Losses
Estimated revenue effect of proposed revision in taxation of capital gains

and loses when all proposals are fully effective

(in millions of dollars,

1. Reduce inclusion percentage and extend holding period .........

Z. Allow indefinite carryover of losses ..........................

3. Tax gains accrued at time of gift or death .....................

4. Change definition of capital gains ..............................

Total, before induced effects ......................

Induced effects ...............................................

Total ............................................

Individual

-390

- z0

+300

+ 70

Corporate Total

-40 -430

- zo

+300

+180 +Z50

- 40 +140 +100

+690 - 40 +650

+6S0 +100 +750

Office of the Secretary of the Treasury

Office of Tax Analysis

February 6, 1963
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August 23, 1978

Key Points

Testimony of Martin Feldstein

The Taxation of Capital Gain

(1) The realization of capital Saids is so sensitive to tax rates that

reducing the tax rate on capital gains would actually increase tax

revenues from this source.

(2) An analysis of corporate stock capital gains in 1973 shovs that

inflation doubled the overall tax rate on such gains. Taxpayers vith

incomes below $100,000 suffered real capital losses on average but

were taxed on real gains. The Archer Amendment should therefore be

retained.

(3) The plan passed by the House to eliminate the alternative tax method

and take capital gains out of preference income would actually cause

more tax rate increases than tax rate decreases among taxpayer with

1978 adjusted gross incomes over $100,000. The decision to eliminate

the alternative tax should be reversed.

Corporate Tax Reduction

(4) The sluggish performance of the economy over the past decade is due

in significant measure to the low rate of capital formation. This in

turn reflects the sharp increase in the effective tax rate on corporate

profits.

(5) Depreciation rules should be based on inflation-adjusted costs.

(6) A cut in the corporate tax rate to 60 percent, voted now but becoming

effective only in 1981, wouid stimulate capital formation now without

any concurrent increase in the deficit.
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activity,.would, of course, increase revenue further. But even

without such stimulating effects, the evidence indicates that

reducing the tax rate on capital gains would increase both

total tax revenue and the taxes paid by high income individuals.

The key evidence in this study1 is an analysis of the

Treasury Department's sample of individual tax returns for 1973.

The sample consists of over 30,000 individuals with more than

230,000 stock sales. Although the individuals are not identified,

the sampling rates are known; the sample can therefore be used

to construct accurate estimates of totals for all taxpayers. With

this data, we found that the realization of capital gains on corporate

stock is extremely sensitive to the tax rate. We calculated that

limiting the top capital gains rate to 25 percent would have caused

an almost three-fold increase in the total value of net gains realized

in 1973. Because of this great increase in the realization of gains,

the reduction in tax rates would have substantially increased capital

gains tax revenues. Our calculation indicates that the tax revenues

on corporate stock capital gains would have more than doubled if the

tax rate had been limited to 25 percent.

This study was restricted to gains on corporate stock. To

study the tax sensitivity of all types of capital gains, we examined

the Treasury's published data on capital gains before and since the

1969 Tax Reform Act. 2 The historic record shows that all gains as a

whole are sensitive to higher tax rates. We have compared the two

IThis study is reported in M. Feldstein, J. Slemrod and S. Yitzhaki,
"The Effects of Taxation on the Selling of Corporate Stock and the
Realization of Capital Gains,* National Bureau of Economic Research
Working Paper No. 250, 1978.
2This study is reported in J. Slemrod and M. Feldstein, "The Lock-in
Effect of the Capital Gains Tax: Some Time Series Evidence",National
Bureau of Economic Research Working Paper No. 257, 1978.

-2-
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yearJ before the 1969 Tax Reform Act with the two most recent years

for which data are available. Over this period, taxpayers with

adjusted gross incomes below $100,000 increased their realized gains

by 18 percent. In contrast, realized gains fell by 35 percent for

the very high income taxpayers (with AGI over $500,000) who were

most effected by the 1969 changes. These data indicate that the gains

of this high income group would have been about twice as high today

if they had not been depressed by the 1969 tax changes.

In short, the Treasury's calculation that cutting the top

capital gains tax rate to 25 percent would cost $2 billion is totally

misleading. They arrive at this figure because they ignore the un-

locking of gains that would result from the lower tax rate. Reducing

the top tax rates on capital gains would actually increase tax

revenues. A capital gains tax cut should therefore not be

evaluated as an alternative to other ways of stimulating capital

formation because a capital gains tax cut has no real revenue cost.

With this as background, I want to talk briefly about two

aspects of the bill recently passed by the House: the Archer Amendment

to adjust capital gains for inflation and the elimination of the

alternative tax.

Inflation and the Taxation of Capital Gains

I think the Archer amendment is a very desirable feature of

the bill and should be retained. As you know, when corporate stock

or any other asset is sold, current law requires that a capital gains

tax be paid on the entire difference between the selling price and

the original cost even though much of the nominal gain only offsets

-3-
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a general rise in the prices of consumer goods and services. Taxing

nominal gains in this way very substantially increases the effective

taxrate on real price-adjusted gains. Indeed, many individuals pay

a substantial capital gains tax even though, when adjustment is made

for the change in the price level, they actually receive less from

their sale than they had originally paid.

In a recent study at the National Bureau of Economic

Research, we measured the total excess taxation of corporate stock

capital gains caused by inflation and the extent to which this dis-

tortion differs capriciously among individuals. For this study we

used the Treasury Department's sample of 30,000 individual tax

returns for 1973 that I mentioned a few minutes ago.

We found that in 1973 individuals paid capital gains tax

on $4.5 billion of nominal capital gains on corporate stock.

When the costs of these shares are adjusted for the increase in

the consumer price level since they were purchased, this gain be-

comes a loss of nearly $1 billion.

The $4.6 billion of nominal capital gains resulted in a

tax liability of $1.1 billion. The tax liability on the real capital

gains would have been only $661 million. Inflation thus raised tax

liabilities by nearly $500 million, approximately doubling the overall

effective tax rate on corporate stock capital gains.

1This study is reported in M. Feldstein and J. Slemrod, "Inflation
and the Excess Taxation of Capital Gains", NBER Working Paper No. 234,
1978 (published in The National Tax Journal, June 1978).

-4-
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Although adjusting for the price change reduces the gain

at every income level, the effect of the price level correction is

far from uniform. In particular, the mismeasurement of capital

gains is most severe for taxpayers with incomes under $100,000.

In the highest income class, there is little difference between

nominal and real capital gains in contrast, taxpayers with in-

comes below $100,000 suffered real capital losses even though they

were taxed on positive nominal gains. (The nominal and real gains

and corresponding tax liabilities are compared in Exhibit 1; I will

not comment further on these figures now.)

The proposal in the House passed bill to adjust taxable

gains for the effects of inflation would eliminate this unfair

treatment and would provide a more equitable and predictable taxation

of capital gains. It is important to realize that, based on the

1973 experience, two-thirds of tba tax reduction ^ corporate stock

gains that would result from this inflation correction would go to

taxpayers with AGI's below $100,000 even though they only paid less

than one-fourth of the capital gains tax on corporate stock. The

inflation correction would thus be a major benefit to middle income

investors.

The Alternative Tax

Let me turn now to the proposal to eliminate the alternative

tax that is contained in the bill passed by the House. I think this

would be a very serious mistake. For many individuals, the adverse

effect of eliminating the alternative tax would outweigh the favorable

-5-
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effect of taking the untaxed half of capital gains out of preference

income.

It is easy to see how this can happen. A high income

executive or professional with little or no so-called preference

income would not benefit from the provision that takes capital

gains out of preference income. He would however find that

e;iminating the alternative tax would raise his tax rate on capital

gains.

This type of situation should not be considered a rare

anomaly. It is actually the typical result of the House-passed

bill. mong taxpayers with 1978 adjusted gross incomes over

$100,000, the combination of eliminating the alternative tax method

and taking capital-gains out of preference income would actually

cause more tax rate increases than tax rate decreases.

More specifically, to study this question I used the 1973

Treasury data on individual sales and gains projected to 1978 levels.

I found that, with these sales and gains, eliminating the alternative

tax and taking capital gains out of preference income would raise the

capital gains tax for 99,000 individuals with AGI's over $100,000.

Only 79,000 such individuals would oay lower capital gains taxes.

Of cour.9,since the taxpayers with reduced tax rates are also the

investors with the largest gains, this combination of policies

results in a net reduction in the total tax liability on the initial

level of gains. But this does not change the fact that (aside from

-6-
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the indexing proposal) the plan passed by the House would actually

cause more capital gains tax increases than decreases.

The effect of this would be to discourage investment by the

very individuals whom the current tax reform sought to bring back

into greater equity investment. I am confident that the magnitude

of this perverse effect was not anticipated by those who drafted the

House bill. I hope that in light of this new evidence you will re-

consider and reverse the decision to eliminate the alternative tax.

Let me remind you that doing so would not only stimulate personal

investment but would also increase Treasury revenue.

Corporate Tax Reduction

For the very brief time that remains, let me turn to the

corporate income tax. The sluggish performance of the economy over

the past decade is due in significant measure to our low rate of

capital formation. Moreover, if investment were stronger, it would

be possible to reduce the government deficit without fear of in-

adequate demand. And the added investment would increase capacity

and thereby avoid the potential bottlenecks that threaten to in-

crease the rate of inflation.

A key reason for the low rate of corporate investment has

been the sharp fall in the after-tax profitability of investment.

The primary cause of this low profitability has been the great

increase in the effective rate of corporate income tax. Because

inflation causes taxable profits to overstate real profits, the

true corporate tax rate on real profits has increased from 41 percent

-7-
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in 1967 to 52 percent in 1977 despite the changes in statutory
I.

rules intended to stimulate investment.

Two remedies are called for. First, depreciation rules

should be based on inflation-adjusted costs not the original

'historic* costs used in the current tax law. This would not only

reduce the total tax rate but wnuld eliminate a major and unecessary

source of uncertainty that hangs over current investment decisions.

The second change is to reduce the statutory corporate tax

rate itself from the current 48 percent level. The House bill makes

a small step in this direction with a two percent cut. I want to

conclude my remarks this morning by suggesting a more dramatic

change.

Consider the idea of a substantial cut in the corporate

tax rate - to 40 percent, for example - voted now but becoming

effective only in'1981. If such a tax cut were irrevocably promised,

it would cause a significant increase in investment even before the

lower tax rate takes effect. The prospect of a lower tax rate on

future profits would stimulate investment even before the tax rate

fell. Indeed, firms would rush to make the investments in order

to get the depreciation at the higher tax rate. A substantial

tax cut explicitly legislated for the future would thus stimulate

capital formation now without any concurrent increase in the deficit.

I hope that you will give this simple idea your serious consideration.

--
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Capital Gains and Associated Tax Liabilities
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This study provides the first econometric analysis of the

effect of taxation on the realization of capital gains. The

analysis thus extends and complements the earlier study by

Feldstein and Yitzhaki (1978) of the effect of taxation on the

selling of corporate stock. The present analysis, using a large,

new body of data obtained from individual tax returns, supports

the earlier finding that corporate stock sales are quite sensitive to

tax rates and theh shows that the effect on the realization of capital

gains is even stronger.

More specifically, the estimated tax sensitivity implies that

limiting the capital gains tax rate to 2S percent would have caused

an almost three-fold increase in the total value of the net gains

realized in the 1973 sample year. As a result, the reduction in tax

rates would have substantially increased the revenue produced by the

capital gains tax rate.
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THE EFFECTS OF TAXATION ON THE SELLING OF CORPORATE STOCK

AND THE REALIZATION OF CAPITAL GAINS

Hartin Feldstein
Joel Sleurod-

Shloso Tit&hakit

The eafctive rates at which capital gains are taxed have increased

veq substantially in recent years. Debate continues on proposals to change

the tax law In ways that would further increase these tax rates as well as

on proposals to reduce the effective tax on capital gains. The present paper

uses a nay, rich body Of acroeconomic data to estimate how taxation affects

tha selling of corporate stock and the realizing of capital gains. The

results indicate that the current high rates of tax on capital gains sub-

stantially reduce the selling of corporate stock, particularly sales that

would involve recognizing net capital gains.
1

Until 1269, the tax rate on long-ter, capital gainsI was liamied by a

ceiling of 25 percent. Individuals whose marginal tax rates were below 50

percent could exclude half of their gains, thereby paying a tax rate of less

than 25 percent. Higher Income individuals could use the "alternative tax"
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method that subjected the entire gain to a 25 percent tax. Since then,

several statutory changes have combined to raise the tax on capital gains.

The alternative tax method is now limited to the first $50,000 of capital

gpins per taxpayer; since 50 percent of the gains in excess of this amount

ore excluded from taxable income, the personal tax rate on marginal capital

pins can nov be as high as 35 percent. A "minimum tax," originally intro-

duced in the Tax Reform Act of 1969, noV subjects the excluded half of

capital gains for some taxpayers to an additional tax of 15 percent. In

1969, the tax on capital gains vas effectively raised further for some high

income individuals by a provision vhich made the tax rate that such indi-

viduals must pay on wage and salary income depend o the amount of capital

gains that they realize.
1 The combination of these tax changes makes the

current marginal capital gains tax rate exceed 40 percent for any individuals,

substantially ore than the previous 25 percent maximum.
2

In addition to these statutory tax changes, the effective tax on real

capital gains has been raised substantially by inflation. Under current lav,

the capital gains tax is levied on nominal capital gains with no adjustment

3
Under the "maximus tax" provisions, the marginal tax rate on ages,

salaries and other personal services income is limited to 50 percent. The
1969 change provides that, for each tvo dollars of capital gain, the indi-
vidual must reduce the income that he subjects to the 50 percent "maximum
tax" by one dollar and subject that dollar to his ordinary tax. This
reclassified dollar may then be taxed at a personal rate oi up to 70 percent.
For an individual with a 70 percent marginal tax rate, this reclassification
adds 20 cents per two dollars of capital gain.

2Several other statutory changes have also raised the tax on capital
gains: the holding period required to qualify as long-term capital gains has
increased; the basis of capital assets transferred at death is no longer
increased to market value; the ability to donate capital gain property to
charities has been limited; etc. In addition, state income tax on capital
4ins have become increasingly important.
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for changes in the price level since the stock was acquired. This not only

overstates the value of real capital gains but, by converting real losses

to nominal gains, reduces investors' opportunities to offset capital loses

against capital gains. Feldstein and Slmrod (1978) analyzed the corporate

stock sold by individuals in 1973; they found that adjusting the costs of

these stocks for the increase in consumer prices since they were acquired

would change the $4.6 billion gain on which taxes were paid to a loss of

nearly $1 billion and vould cut the corresponding tax liability in half.

A wide range of proposals to change .the taxation of capital gains is

being actively discussed. The Treasury has proposed eliminating the alter-

native tax completely. Other proposals to increase the tax on capital gains

include raising the minimum tax or even eliminating the 50 percent exclusion.

The effectve tax rate would be lowered by proposals to tax only real gains

or to decrease the tax rate with the length of the holding period, or to

repeal the minimum and saxinum tax rules related to capital gains. 4ore

radical proposals include extending the "rollover" provision (in Which

capital gains are not taxed If the proceeds are reinvested) to corporate

stock or a more general substitution of an expenditure tax for the current

Income.

A prerequisite for sound policy decisions is an understanding of how

alternative tax rules would affect investor behavior. It is particularly

important to know whether high tax rates "lock investors in" existing stocks,

thereby reducing the efficiency of the capital market. Simllarly. it is

important to know whether increasing the tax rate on capital gains would

ISee, among others, Break and Pechman (1975). Brinner (1973) and David

(1968).
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actually increase revenue or, by substantially reducing the relization of

gains, would decrease revenue.

This study provides the first econometric analysis of the effect of

taxation on the realization of capital gains. The analysis thus extends

and ccmplements the earlier study by Feldatein and titzhaki (1978) of the

effect of taxation on the selling of corporate stock. The present analysis,

using a large, new body of data obtained from individual tax returns, sup-

ports the earlier finding that corporate stock &alea are quite sensitive to

tax rates and then shao that the effect on the realization of capital gains

IS even stronger.

The first section of the paper discusses the data used in this analysis.

Section 2 presents estimates of the affect of the tax on coon stock sales

and compares these results with those of the earlier Feldatein-fitzhaki study.

The third section discusses the corresponding estimates of the response of

realized capital gains. Simulations of the effects of several alternative

policies are presented in section 4. There is a brief concluding section.
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1. Data and Definitions

Each year the Internal Revenue Service and the Treasury select a

stratified random sample of approximately 100,000 individual tax returns

vith which to study income sources. deductions and tax liabilities. The

information for each taxpayer consists of the major items on the individual's

tax return (form 1040). The sample Is drawn so that the sampling fraction

increases to 100 percent for taxpayers vith adjusted gross incomes over

$200,000. As a result, the sample can be used to make accurate estimates

even for the high income groups which consist of relatively small numbers

of people. Moreover, because the sampling probabilities are known, unbiased

estimates for all taxpayers or for any subgroup can be constructed.

In 1973. the Treasury collected more detailed information on the capital

gains and losses reported on these tax returns. In addition to the usual

information on each tax return, this special study recorded for each sale

of a capital asset (as reported on schedule D of form 1040) the nature of

the asset (stock, real estate, etc.), the purchase price, date acquired,

sale price, and date sold. Our analysis focuses exclusively on the sale of

corporate stock.

In order to study the effect of tax rates on the selling of corporate

stock, we require a probability sample of all the taxpayers who own stock

and not just those who sold stock in 1973. Although the tax returns provide

no direct information about the ownership of corporate stock, we can use the

receipt of dividends to identify stockholders. Our sample consists of 53,523

taxpayers vho received dividends in 1973; the sample weights Imply that this

group represents a population of 11.5 million taxpaying units which owned
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stock in 1973. All taxpayers without dividend Income are eliminated from

the sample.

The analysis that we present In the following sections of this paper

relates the value of the stock sold and of the net capital gain realized by

each stockowmer in the sample to his "capital gains tax rate" and to other

determinants of sales and gains. To calculate each individual's "capital

gains tax ra.e" we use a sophisticated computer program (TAXSID) that embodies

the basic features of the tax law as of 1973. This program calculates the

effect on the individual's total tax liability of another dollar of capital

gains, including such calculations as the use of the alternative tax, the

extra "minimum tax," and the change in the standard deduction for those vho

do not Itemize their deductions. The "capital gains tax rate" is a marginal

tax rate defined as the extra tax liability due on an additional dollar of

capital gain.

Since the capital gains tax rate of an individual can vary with the

amount of capital gain that'he realizes, there are several possible ways of

calculating our capital gains tax rate variable.
1  The simplest procedure

is to use the capital gains tax rate that would apply to the first dollar

of corporate stock capital gain that the individual realizes, i.e., the extra

tax liability that would be due on a dollar of capital gain if the individual

had no other sales of corporate stock. This "first dollar capital gains tax

1 n effect, the individual faces a schedule of capital gain tax rates

rather than a single rate.
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rate" has the statistical advantage of being exogenous In the sense that it

is independent of the individual's decision about how such gain to realize.1

However, for very wealthy individuals who typically realize large gains,

these "first dollar" rates could differ substantially from the tax rates at

which marginal decisions k.ce actually made in 1973. The most appropriate

rate to use for each individual is the "last dollar capital gains rate," i.e.,

the sditional tax liability that would be incurred if the individual increased

his capital gain in 1973 by one dollar. Because this tax rate is endogenous

to the individual's d.c.ision, an equation using this rate cannot be estimated

by ordinary leAst squares. We therefore use a consistent instrumental variable

estimation procedure.2 Fortunately, both definitions of the tax rate yield

quite similar results.

The specification of the equations that ve have estimated and the precise

definitions of the other variables will be discussed in the following section

where the estimates of selling behavior are presented. Before turning to

this, it is useful to comment briefly on the difference between the data used

in the current study and the data used in the earlier Feldstein-Yltzhaki

analysis. That study was based on the 1963-64 Federal Reserve Board survey

of 646 households that owned common stock at the end of 1962. The information

collected for each household included the value of c€on stock owned at the

1There is, of course, the possibility that the individual adjusts his
other taxable income during the year to the amount of gain that he realizes,
thus making even this "first dollar" tax rate endogenous. To reflect this
would require a much more elaborate behavioral model than we have.

2 The instrumental variables are the exogenous "first dollar capital gains

tax rate" and a "predicted last dollar capital gains tax rate" based on the
average capital gains of individuals with that income and dividends.
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end of 1962 and the amounts sold and purchased during 1963. This permitted

studying "stock switching" and "net selling" separately. There vas no

reliable Information on the amount of gain realized and tax rates had to be

estimated oan the basis of income date reported in the survey. Despite these

problems and the relatively small sample, the lelds ein-fitheli analysis

found clear evidence that the ale of corporate stock is very sensitive to

Individual differences in capital gain tax rates.
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2. The Selling of Corporate Stock

Our analysis of the selling of corporate stock focuses on the value of

corporate stock sales per dollar of dividends received during 1973. We use

dividends in this vay to represent the value of the stock in each individual's

portfolio since the tax returns contain no direct measure of the portfolio

value. There is some evidence that the ratio of dividends to portfolio value

varies inversely vith the adjusted gross income (une, Crockett, and Friend;

1974); this suggests that the tax rate appears to have a seller effect on

the sale-dividend ratio than it actually does on the sales-value ratio and

therefore that our parameter estimates understate the effect of the tax on

the selling of corporate stock.

In 1973, the average dividend yield on corporate stock as approximately

three percent. By restricting our sample to taxpayers vith at least $3,000

of dividends, we limit our attention to individuals with portfolio of approxL-

sately $100,000 or sore. Such taxpayers accounted for 79 percent of all

dividends reported by individuals for 1973. Restricting the sample in this

way eliminates the implauaibly high ratios of sales to dividends that occur

in smaller portfolios because of chance fluctuations and measurement errors.

Taxpayers with larger portfolios are also less likely to distort the estimates

by altering the timing of capital gains and losses to take advantage of the

very small opportunities to offset long-term losses against short-term gains,

ate.

IThe yield on the Standard and Poors 500 stocks was 0.031.
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The age of the taxpayer affects the selling decisions in a number of

ways. The tax rules that prevailed in 1973 provided that the basis (or "cost")

of assets transferred at death would be revalued to the current market value.

This implies that the tax deterrent to selling should increase vith the

taxpayer's age and should be particularly strong for older taxpayers. Older

taxpayers are also likely to have held their stock for a longer tine, thus

increasing the ratio of gain to total share value and Increasing the ncentive

not to sell. These considerations apply to selling in order to reinvest the

proceeds in other assets. Feldstein and litshkL (1976) contrasteS this

"switch selling" with the "net selling" used to finance consumption. Older

individuals are more likely to be net sellers in order to finance consumption.

Although the tax return data does not include an exact age, we can distinguish

taxpayers who are age 65 or older; we include a dumy variable wherever at

least one individual is at least age 65. Since our data do not allow us to

distinguish avitch selling from net selling, the overall effect of age Is

ambiguous.

Two other variables are likely to affect the individual's decision to

sell commo stock: the value of the stock in his portfolio and the level

of the individual's income. Although the probability of selling at least

some stock is likely to increase with portfolio site, the ratio of sales to

dividends is likely for two reasons to vary inversely with the size of the

portfolio. First, any net sale of stock to finance a major consumption

expenditure or nonportfolio investment could sore easily represent a large

fraction of a amall portfolio. In addition, switching two or three securities

in a small portfolio could involve selling a very large fraction of the total
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value of the portfolio. Although we do not have a direct measure of the

value of stock to include in the equation, we can again use the value of

dividends to represent the value of the stock. We include the logarithm of

dividends so that the variable will not be dominated by the largest portfolios.

Individuals with lover money incomes are more likely to be retired (or

below their permanent income for other reasons) and are therefore more likely

to want the proceeds of the net sales of common stock. Again, switch sales

are not likely to follow the same pattern as net sales. Higher income indi-

viduals are more likely to witch stocks because they can better afford the

risks of speculation and are sore likely to have access to relevant investment

Information. We include the logarithm of adjusted gross income in our equa-

tion without any a priori theory about its sign.
1

E quation I of Table I presents the estimated coefficients for this

equation. The coefficient of the tax variable (-67.9 with a standard error

of 4.05) indicates that the taxation of capital gains has a very powerful

effect on the selling of corporate tax. For example, a ten percentage point

increase in the tax rate on capital gains reduces the sale-to-dividends ratio

by 6.8.

To eliminate the simultaneity of adjusted gross income and sales, we

exclude the actual capital gains included in AGI from AGI but add back in a
predicted value of "included" capital gains based on a tabulation by income
and dividends.
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The negative coefficient on the age variable indicates that older

taxpayers are less likely to sell than younger taxpayers. The tax incentives

to postpone switch selling thus dominate the need to finance retirement con-

sumption. The sales-to-dividend ratio also varies inversely with portfolio

size and income.

Several variants of equation I which have been estimated (but are not

presented) daerve comment. Using the "first dollar" marginal tax rate, i.e.,

the marginal tax rate on capital gains that the Individual would face before

he realized any capital gains, reduce the coefficient of the tax variable

only slightly (from -67.9 to -55.7) and leaves the other coefficients essen-

tially unchanged.I Extending the sample to all shareholders (and not just

those with more than $3,000 of dividends) eliminates the estimated effect of

the tax; the coefficient of the tax variable is very small and less than its

standard error. As we noted above, we believe that this reflects the problems

of measuring behavior of investors with small portfolios but it may also

indicate that such investors are lees sensitive to tax considerations.

In 1973, 50 percent of shareholders vith more than $3,000 in dividends

sold some corporate stock. Equation 2 of Table I shown that the decision to

aell anything, as well as the amount of selling, is sensitive to the individual's

tax rate. The tax coefficient of -0.906 (with a standard error of .0393)

implies that a 10 percentage point increase in the marginal tax rate reduces

the probability of selling something by 9.1 percentage points. The other

"Using a marginal tax rate based on "predicted capital gains" introduces
substantial random error and results in a substantially reduced tax coefficient.
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estimated coefficients show that older people are less likely to sell, that,

investors with larger portfolios are more likely to sell something, and that

higher incoe individuals are also more likely to sell.

Equations 3 and 4 describe the selling behavior of taxpayers age 65 and

over. The tax coefficient in equation "3 Is lover than in equation 1 but is

still substantial. The probability of selling (equation 4) shoes an even

&rter sensitivity for older taxpayers than for the population as a whole.

The evidence In this section confirms th earlier findings of Feldstein

and Yitzhaki (1978) that current tax lavs have a very substantial effect on

the selling of corporate stock. Indeed, the basic tax coefficient estimate

of -67.9 in our sales-to-dividend equation is quite similar to he earlier

estimate that the sales-to-market value responds to the marginal tax rate with

a coefficient of -3.20 (standard error - 1.04). Since the dividend-to-market

value ratio Is approximately 0.03, the current estimate of -67.9 is equivalent

to -2.04 in the units of the earlier study.

Two problems should be borne in mind in interpreting the current estimates

and the results presented in the next section. First, we have information on

the individual's tax rate only for 1973. An individual whose tax rate varies

substantially from year to year will tend to sell more when his rate is low.

To the extent that low rates in 1973 are only temporarily low, our estimates

will overstate the sensitivity of selling to the tax rate. We have no way of

knowing how important this is. Second, our analysis is based on the 1973

experience and therefore on the bequest rules that applied then.. In 1973, the

Sblore precisely, at least one "age exemption" was claimed by these
taxpaying units.
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tax rules provided for a full revaluation of assets transferred at death.

Current law provides only for a carry-forward of the beis of assets that era

bequeathed. Since this change reduces the advantage of not selling, investor

'havior may be somewhat lens sensitive to tax rates now than In 1973.
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3. The Realizing of Capital Gains

A unique advantage of our current set of data is that it contains

•accurate information on capital gains and losses. We are therefore able to

sake the first estimates of the effects of the tax law on the realizing of net

capital gains. This section follows the structure of the previous one and

focuses on the net capital gains (positive or negative) realized in 1973 per

dollar of dividends. We again examine the effect of the marginal tax rate and

the taxpayer's age, portfolio size and income.

Equation 5 of Table I shows that the realizing of capital gains is very

sensitive to the marginal tax rate. The coefficient of -35.6 (with a standard

error of 2.16) implies that a ten percentage point change in the marginal tax

rate changes the gain-to-dividend ratio by 3.56. An important implication of

this high coefficient is that a reduction in the tax rate on capital gains

would actually increase the total revenue collected.
1

The realization of capital gains varies with portfolio size end income in

the same way that selling does. The effect of age is sore difficult to inter-

pret. Equation 5 indicates that age does not have a statistically significant

effect when the tax rate, Income and portfolio size are taken into account.

Comparing equations I and 5 thus suggests that the ratio of capital gains to

sales rises with age, a quite plausible implication since older taxpayers are

likely to have held their assets longer. Limiting the sample to older tax-

payers (equation 6) indicates that they are less responsive to the tax rate.

'When this equation is re-estiasted for the "first dollar" marginal tax
rate, the coefficient estimates are very similar: the tax coefficient is -30.3
(standard error 1.84). When the sample Is extended to all dividend recipients,
the standard errors are large and the parameter estimates are unstable.
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This lower sensitivity to the tax suggests that age per so say be more

important than equation 5 indicates since older taxpayers generally have lover

marginal tax rates.

34-360 0 - TO - 52



2034

18

4. Simulaticn Alternative Tax Rules

The estimated coefficients Imply that corporate stock "ales and the

recognition of capital gains are both very sensitive to marginal tax rates.

In this section, we use the estimated parameter values to calculate the

Impact of alternative tax rules on the aggregate volume of selling and the

aggregate value of capital gains. For this purpose1 ye contrast the observed

behavior under the 1973 law with tw alternatives% Option I limits the rate

of tax on long-term capital gains to 0.25 (and eliminate* the minimum tax)

while Option 2 taxes all capital gains as short-term gains, thus eliminating

both the alternative tax and the exclusion.
1

Our simulation of the effect of tax changes on selling uses the tax

coefficient in equation 1 of Table 1, -67.9. For each individual, we calcu-

late the tax rate change implied by going from the 1973 law to the option

being studied. 2 We then multiply this difference between marginal tax rates

by -67.9. This yields the predicted change in the Individual's ratio of

sales-to-dividends. This is added to his actual 1973 ales-to-dividend

ratio to get a new predicted value. This ney predicted value is multiplied

hy the individual's actual 1973 dividends to get a predicted sales for the

individual. This predicted value(or zero if the predicted vlue is negative)

is aggregated over all individuals using the appropriate sampling heights.

'For both options, net capital losses are constrained to be les than
$3,00. the value anticipated in the current (1978) tax rules. For the
sake of comparison, this constraint has been imposed on the 1973 "current
law" simulations as mll.

2}are specifically, we use the marginal tax rate on the last dollar of
actual capital gain under the two alternatives.
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This gives the total predicted sales for the particular option. A similar

calculation is done for capital gains using the coefficient of -35.6 from

equation 4. In both cases, the caluclation in limited to individuals with

dividends of at least $3,000; this causes our calculations to understate the

affect of tax changes, but the understatement Is small since these Individuals

represent 79 percent of the dividends and. having generally higher ncomes,

are nora sensitive to changes in the tax rules. 1

The results of our simulation are presented in Table 2, for seven

adjusted gross income classes as well as for all taxpayers together.

Consider first the Impact of the tax options on the value of corporate

stock sales. Limting the long-term capital gains tax rate to 0.25 (option

1) nearly doubles corporate stock sales to $49.5 billion from the $29.2

billion under the 1973 law. In contrast, treating all capital gains like

short-term gains (option 2) reduces selling to $16.6 billlcn, nearly one-

half its 1973 level. Not surprisingly, the relative changes are greatest

for the higher- 4
ncome taxpayers.

The changes in realized gains are even more dramatic than the changes

in sales. Limiting the tax rate to 25 percent causes a nearly three-fold

increase in realized gains, from $5.4 billion to $15.6 billion. The higher

tax rates under option 2 would substantially contract the value of realized

gains.

I Noe that we do not use all of the estimated coefficients of equations

1 and 5 to predict selling and gains under alternative tax rules. The very
low explanatory power of the equations would make such predictions vary
inaccurate We use instead the quite precisely estimated tax coefficient to
calculate changes in selling and gains. An alternative way of describing
our procedure I& to sy that mte add the calculated residual for each individual
to the predicted value based on all the coefficients.

Predicted capital gains are constrained to be zero whenever predicted
sales are zero.



-.S"ULAfT IS OF ALTERNATIVE TAX POLICIES

Adjusted Gross Income Class
Lass than $10,000 $20.000 $50,000 $100,000 $200,000 More than Total
$10,000 to to to to to $500,000

$20,000 $50,000 $100,000 $200,000 $500,000

- Millions of dollars -

1973 law

Sales 1652 2149 7337 6677 4654 3730 3050 29249

Net 8ains 153 277 1111 601 904 1016 1152 5416

Tax liability 6 29 162 177 245 324 406 1349

Option 1

Sale 1652 2232 7733 9576 9601 10319 8390 49503

Net SaIns 153 321 1317 2270 3426 4406 3908 15801

Tax liability 6 40 214 540 840 1093 971 3704

Option 2

Salsa 1466 1148 3051 3786 2591 2418 2128 16594

Net gains 158 120 • 258 356 484 660 829 3669

Tax liability -6. 7 40 84 150 254 369 899

Option I limits the rate of tax on long-tem corporate stock capital gains to 0.25.
Option 2 taxes al corporate stock capital gains as short-term gains.
All figures refer to population with dividends greater than $3000.
For both options, net gains are constrained to be greater than $-3000 for each return. For the sake of comparison.

this constraint has been imposed on the 1973 law estimates as vell.
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It is interesting to note the revenue effects of the tax changes. A

decrease in the tax rate causes a substantial increase in tax revenue Ohile

a rise in the tax rate causes tax revenue to fall sharply.
1

1
Note that this calculation, like all the analysis In this paper, refers

only to corporate stock. The total revenue effect for all capital gains
cannot be determined without further analysis of other asset types.

The revenue estimates that are presented In Table 2 use the following
approximations. For the 1973 law and option 1, the actual last dollar
marginal tax rate on short-tern capital gains Is applied to all gaina. More
detailed simulations of the tax revenue effects of alternative tax lavs are to
be the subject of future research.
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5. Conclusion

The estimates presented in this paper confirm the earlier finding of

Veldsteai and Yltzhaki (1978) that the selling of corporate stock is sensitive

to the tax rates and show that the realizing of capital gains is even sore

responsive. More generally, this study provides further evidence of the

powerful effects that our tax system has on the process of capital formation.

The results indicate that reducing the tax on capital galns would not

only encourage a more active market In corporate stock but would also increase

tax revenue. There are a nber of other proposals to alter the taxation of

capital gains that would also Increase selling: adjusting the cost of assets

for the general rise In the consumer price level; constructive realization

of gains at death; taxing accrued gains directly or retroactively vith

interest; or allowing tax-free rollovers. Analyzing the effects of such

proposals requires a more complete model of the decision to. sell corporate

stock. The development of such a model would be an important extension of

the current analysis.
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fle Lock-in Effect of the Capital Gains Tax:
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One issue in the current debate about lowering capital gains'tax

rates is the revenue cost of such a reduction. Much of the controversy

has centered around the increased tax revenue that would result if the tax

reduction stimulated the economy to a higher level of national income.

Another, more direct, possibility is that the tax revenue loss would be

mitigated by an increased volume of capital gains realizations coming at

any given level of national income. env .soT.ho.lding&appreciated assets

will be less "16c'ked in" to their-' ireiit'pofolo-whenafecedith-rtower-.

tax-penalty to selling assets. P

Some work we have done recently at the Nationai Bureau of Economic

ResearchI suggests that the positive response of corporate stock capital

gains realizations to reduction in the capital gains tax rate is quite

substantial. In fact, it may be so large that a cut in the capital gains tax

would actually increase revenue from this type of capital gain. These studies

used two different cross-sectional data sets to investigate the response of

individual transactions behavior to the taxation of gains.

Our purpose in this note is to present some new evidence that a lock-in

of capital gains can also be detected by looking at the aggregate data on

all capital gains before and after the changes in the taxation of capital

gains. The lock-in effect is evident once we divide individuals into

categories on the basis of how much the tax changes have affected them.

The National Bureau of Economic Research and Harvard University.

This paper ia part of the NBER program of Research on Business Taxation
and Finance. The paper represents the views of the authors and not
necessarily of the NBER.
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We divide individuals into three categories - (I) those with adjusted

gross income (AGI) less than $100,000. (ii) those with AGI between $100,000

and $500,000. and (iii) those with more than $500,000 in AGI. Our reasoning

is that the limitation on the alternative tax, the introduction of the tax

on preference income, and the "poisoning" of earned income would primarily

affect only those in the latter two categories, and affect the highest-income

group more intensively than the middle groip. This is illustrated by the

following evidence. In 1974, (the latest year for which such information

is available), 57% of the income in the highest class came from returns

subject to the additional "minimum" tax on preferences, 14% of the income

from the middle group was from additionally taxed returns, while less than

a quarter of one percent of the income from the under $100,000 group was

subject to the minimum tax. The cutoff of the alternative tax similarly

impacted largely the upper two groups, where the greatest concentration

of returns rith long-term capital gains exceeding $50,000 occurs. In 1974,

98% of all the net capital gains of the highest group were made by returns

with at least $25,000 net gain Vote that $50,000 of long-term capital gain

is equal to $25,000 of net gain as defined by the IRS). Eighty-eight per-

cent of the net capital'gain of the middle group was so concentrated, while

only 22% of net capital gain of the lowest income group had at least $25,000

net gain per return. Clearly the limitation of the alternative tax affects

the highest income asset sellers much more often than the lowest.

Table I presents the recent history of the net gain from the sale of

capital assets by income class.
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Table 1

Net Gain from Sales of Capital Assets, 1967-1976 ($ billions)

Adjusted gross
income 1967 1968 1969 1970 1971 1972 1973 1974 197S 1976

Less than
$100,000 10.3 12.7 10.3 7.7 . 10.4 12.9 13.5 11.8 11.9 IS.2

$100,000 to
$500,000 2.6 3.6 3.1 1.9 2.6 3.4 3.2 2.4 2.4 3.2

Ibre than
$500,000 1.7 2.6 2.7 1.1 1.6 2.1 1.5 1.2 1.2 1.5

Total 14.6 18.9 16.1 10.7 14.6 18.4 18.2 15.4 15.S 19.9

Source: Statistics of Income: Individual Tax Returns, 1972 to 1976
(1975 and 1976 data is preliminary). Figures for 1971 and
before are taken from the historical summary presented in
the 1972 volume.

The first thing we notice is that the total net gain bounces around

substantially from year to year, even when the tax law is unchanged.

Obviously there are factors other than taxes that influence realization of

gains.

The most important law changes increasing the capital gains tax were

contained in the Tax Reform Act of 1969, the relevant provisions of which

took effect in the succeeding three years. In order to discern a lock-in

effect, we ought to compare 1969 and before with 1970 and after. In addition

we might expect increased gains realized in 1969 in anticipation of higher

taxes starting in 1970.

The simplest comparison, between 1969 and 1970, provides the most

striking evidence of a lock-in effect. while net gains of the presumably

unaffected under $100,000 class were 34% higher in 1969 than in 1970, they
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.were 63% higher for the $100,000 to $500,000 class, while the over $SO0,O00

class had 145% more gains in 1969. If we adjust the trend in gains'by

the change in the lowest-income class, the gains of the highest-income

class were lilt higher in 1969 than in 1970.

Comparing these two years may be unfair if 1969 included anticipatory

selling by the higher income classes, and there is some evidence that it

did: while net gains of the lowest income class fell 19% from 1968 to 1969,

net gain of the highest income class actually increased 4%.

A fairer end more relevant comparison would be an average of 1967 and

1968 net gains on the one hand and an average of 197S and 1976 on the other,

the two most recent years for which data is available. Table 2 makes this

comparison. Note first that in 1975-6 the net gains of the lowest income

class were somewhat higher than in 1967-8, so if anything the trend since then

has been upward. Nevertheless, we see that the net gains of the middle group

were about 12 percent lower in 1975-6 than they were in 1967-8, and that

the net gain of the highest income class were 35 percent lower in 1975-6

-than in 1967-8. This is an indication that the highest income individuals

were much less likely to realize gains after the Tax Reform Act of 1969 than

before.

Table 2
Comparison of Net Capital Gains for'1967-68 and 197S-76 ($billions)

Adjusted Gross Income
1967-68 1975-76 % Change

Less than $100,000 11.47 13.52 *17.9
$100,000 - $500,000 3.24 2.76 -12.1

More than $S00,000 2.12 1.38 -34.9
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The evidence does not depend on the assumption that the relative

respective income classes has remained constant over the past decade. If

we normalize the net gains in each class by some measure of total income

in the group, a similar (and more powerful) relationship holds. Table 3

specifically shows net capital gains as a percentage of adjusted gross

income (not including the net capital gains) for our three groups.

Table 3

Net Capital Gains as a Percentage of Adjusted Gross Income
Net of Gains 1967-68 and 1975-76

Adjusted Gross Income
1967-68 197S-76 % Change

Less than $100,000 2.36 1.42 -39.8

$100,000 - $S00,000 37.4 9.72 -74.0

More than $500,000 1S4.7 36.3 -76.S

While there has been a large decrease in the gain percentage for

all groups, the upper two groups' decline was far more extreme than the

lowest income group.

In sum, we can detect evidence of a lock-in effect in the aggregate

data on net gains from capital assets. This, in addition to evidence from

cross-sectional research, indicates that estimates of the revenue change

resulting from a change in capital gains taxation based on the assumption

of unchanged net realized gains may be misleading.
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Footnote

1 M. Feldstein and S. Yitzhakj, "The Effects of the Capital Gains Tax on
the Selling and Switching of Common Stock", Journal of Public Economics,
1978; N. Feldstein, 3. Slearod, and S. Yitzhaki, "The Effects of Taxation
on the Selling of Corporate Stock and the Realization of Capital Gains,
National Bureau of Economic Research, 1978.



2047

August 24th, 1978.

Dear Chairman Long,

You will recall that in my testimony last Tuesday, August
22nd, on the Tax Bill, I made the comment that the Table on
page 10 of my statement did not reflect the House action in re-
pealing the special Z5% ceiling on taxes on capital gains up to
the first $50, 000. At that time I asked for permission to submit a
revised Table which would reflect that change.

Enclosed please find a copy of the revised Table, which I
would appreciate being placed in the Record.

Thanking you again for your couartesies in connection with my
appearance before the Committee on this important matter, I am
with best wishes,

Sincerely yours,

The Honorable
Russell B. Long
Chairman
Senate Finance Committee
United States Senate

-- Washington, D.C.

a.qtA



TAXATION OF LONG TERM CAPITAL GAINS UNDER VARIOUS ALTERNATIVES (WITHOUT REFERENCE TO MINIMUM AND MAXIMUM TAX PROVISIONS) ON A $5,00 CAPITAL GAIN I OF A MARRIED
COUPLE FILING JOINTLY

glaw (root incuding mini- Addition of alternative 25 per-
_" __mum __d _ _mt House bill cent ceiling to House bill Kennedy proposal for 30 percent infusion

Percent Tax on Tax using Savings
of pin 50 per. House overSavings collected cet In- bill and HouseTax rate, present Percent Percent in dollars as tax dusion Savings Kennedy Percent Savings Savings bilpresent tax on 50 of gain Tax rate 'ax on 50 of pin over with 25 with 25 over inclusion of gain over over and 25Taxable Io n law percent collected in House percent collected present Tax percent percent House rate (30 collected present House percentbracket (thousands) (percent) inclusion as tax bill inclusion as tax law increase ceiling ceiling bill percent) as tax law bil ceiling

(CoL 1) (Col. 2) (Col. 3) (Col. 4) (Col. 5) (Col. 6) (Col. 7) (Col. 8) (Col. 8a) (CoL 9) (Col. 10) (Col. 11) (Col. 12) (Col. 13) (Col. 14) (Col. 15) (Col. 16)

4..000--------------- -14 $3 7.0 14 $350 7.0 o 0 7.0 $350 0 $210 4.2 $140 $140 $140- - 19 475 9.5 18 450 9.0 $25 0 9.0 450 0 270 5.4 205 180 180 0.0 ---------- 22 550 11.0 21 525 10.5 25 0 10.5 525 0 315 6.3 235 210 210$16,000 -------------- 25 625 12.5 21 525 10.5 100 0 10.5 525 0 315 6.3 310 210 210$20,000 -------------- 28 700 14.0 24 600 12.0 100 0 12.0 600 0 360 7.2 340 240 240$24,000 -------------- 32 800 16.0 28 700 14.0 100 0 14.0 700 0 420 8 4 380 280 280$M O -------------- 36 900 1.0 32 a0 16.0 100 0 16.0 Soo 0 480 9.6 420 320 320$32,0-------------- -39 975 19.5 36 900 18.0 75 0 18.0 900 0 540 10.8 435 360 36036,000 -------------- 42 1,050 21.0 39 975 19.5 75 0 19.5 975 0 585 11.7 465 390 39000 -------------- 451,25 22.5 42 1,050 21.0 75 0 21.0 1,050 0 630 12.6 495 420 420,, 48 200 24.0 45 1,125 22.5 75 0 22. 5 1,125 0 675 13.5 525 450 4501,o 5..250 25.0 50 1,250 25.0 0 0 25.0 1,250 0 750 15.0 500 500 5AD "" 53 1,250 25.0 55 1, 75 27.5 0 125 25.0 1,250 1 85 16.5 425 550 42500------- 5 1,250 25.0 53 1,325 27.5 0 125 25.0.1,250 $75 795 165 455 530 45. . . 58 1,250 25.0 58 1,450 29.0 0 200 25.0 1,250 200 870 17.4 380 580 380$100,0 . 1,250 25.0 60 1,000 30.0 0 2 25.o 1,2 250 9 0&0 350 • 3o0$1Ao00 ------------- 4 1250 25.0 4 1,60 320 0 350 25.0 ,250 35 96 1.2 2,9o 640o9
$180,0OO ------------- 68 1.250 25.0 68 1 700 34.0 0 450 25.0 1,250 450 1,020 20.4 230 680 230L ...I _ _ ; _ ..0 ------- 7 0 , 2 5 0 2 5 0 7 0 1 : 7 5 0 3 . 0 0 5 0 0 2 5 0 1 , 2 5 0 5 0 1 , 05 0 2 1 .0 z o o 7 0 0 2 0 0

70 1,250 25.0 70 1,750 35.0 0 500 25.0 1, 500 1,050 21.0 200 700 20
Note: Since fth present law applies a special 25 percent ceiling on taxes on capital gains under $50,000 for the taxable year which provision would be repeale by the House bill, a similar table for acapital gain well above the $50,000 level would show increased percentages of gain colcted as tax in cal. 4 for the brackets above k0 percent and additional proportioned savings over present law in col. 14.


