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SUMMARY
of

L]
Chairman, Subcommittee on Taxation, lantorl' Washington

Committee and a Vice-President of the National Association
of Real Eetate Boards, before the Senate Pinance Committee

September 26, 1969
Introduction: Several provisions of H.R. 13270 will have an intensely adverse effect

on everyone connected with real estate, vhether ss property owner, investor, builder,
broker, tenant, or just as resident or worker in an urban community.

NARED [ogitlon on Tax Reform: Endorses the contept of minimum tex provided thac all
sources of so-called tax preferences be included in order not to impair real estate's
already precarious competitive role in the private investment merket. The limit on
tax preferences (LTP) in the bill does not mest this criterion. House-approved and

Treasury-recommended exceptions would dake resl estate the principal £f not sole
target of LTP.

recommended that an income tax systes should
include special preferences to housing fnvestment ... warned that any "loophole-
closing" ...if applied only or more strenucusly to this (real estate) than to other
competitive (nvestment fields, would probably curtail the flow of resources and
managerial efforts into this area.”

critical go¥dlclon of Real igtnto Industry: For 15 years construction has been
account ing for a slowly declining proportion of gross national product. This has
made the "problems of the cities" the nation's primary domestic concern. It is
essential that the development of commercisl structures, tndustrial and warehousing

facilities, as well as housing, keep pace with population growth and the trend tovard
urbanization, and opportunity for replacement and renewal.

H.R. 13270 will have & depressing effect on real estate construction, improvement

and maintenance. It will occur at a time when shortages are developing in residential
and non-residential properties, and our national housing goal of 26 million units in
10 years is receding from view. ’

SUMPARY OF ARGUMENTS AND RECOMMENDATIONS

Depreciation: The 150% depreciation method now available for existing buildings
should be restored. Limiting existing buildings to the straight-line method has
already had a serious restricting effect on the resale market,

Present accelerated methods (200% double declining balance and sum-of-the-years
digits) should be available to non-residential nev construction. Elimination of
such methods will result in reduced yields to investors. In a competitive finsncial
sarket investors will seek out other high yield and less risky sources than real
estate {nvestment.

Should the Congress enact a provision to recapture a greater portion of depreciation
taken in excess of straight-1ine as ordinary income, there is no logical basie for
discouraging real estate investment and construction through denial of existing
accelergted methods.
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Recapture: The proposal in the bill to recapture as ordinary income all depreciation
taken {n excess of straight-line, without limitation as to time, is an extremely
harsh measure vhich does not differentiate between & long-term investor and & short-
ters holder of real estate. The Committee might consider a provision that for the
first five years all depreciation in excess of strajght-line be recaptured as ordinary
income, then reduce the pcrccntl;o of gain taxed as ordinary incose 1% per month.

hel h

to full capital gains.

The House-approved bill purports to retain an fncentive for new residential construce
tion and for rehabilitation of low and moderate income housing by sllowing more rapid
depreciation. Such fncentive is almost completely neutralized by the harsh recapture

provision in the bill.

Lint; on *lx freference: The LTIP should be abandoned altogether unless all sources

of so-called preferentisl income sre included. The House has eliminated the ofl
fndustry; the Treasury wants to eliminate tax-exempt interest on local and state bonds
and appreciated value of sssets donated to charity. This leaves resl estate and the
so-called gentleman farmer as the only targets for LTP = an unnecessary and inequitable
discrimination that should be repudiated by the Committee.

recommended that this provision be elfminated from the bill, The provision s dis-
criminatory, unworkable, and would discourage holding unimproved land for future
development,

Installment Sales: As presently drafted the proposal on installment sales reporting
vou {ecourage the development of unimproved property because builders must await

development and adequate outside financing before they can pay fully for the land

and incur tax liabflity. The House bill greatly over-reaches the problem at which

it is aimed an{f its retroactivity {s unconscionable. The provision should be deleted
until a provision can be formulated which would not interfere with legitimate and
necessary methods of financing real estate transactions.

Hobby Losses: Loose general language in this provision would deter the holding of
property in deteriorating neighborhoods because lack of current profit would create
a presumption that the venture is not profit-motivated and all deductions would be
disalloved. Abandoned buildings are proving a tremeandously vexing problem to urban
areas; this provision in the bill would aggravate this problem because it would have
the effect of further increasing the cost of holding property in blighted areas.

Allocation of Deductions: The Committee should recognize that interest, taxes, and
casualty losses for rental real estate are business deductions and lhould not be
subject to allocation; aleo, interest and taxes on unimproved real estate held for
development should be considered business deductions and not subject to this
allocation provision.

-
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Statement of Wallace R. Woodbury, a Vice-President of the National
Association of Real Estate Boards and Chairman, Subcommittee on

Taxation of the Realtors’ Washington Committee, before the Senate
Pinance Comittee, regarding H.R. 13270 as it affects real estate

September 26, 1969

INTRODUCTION

Mr. Chairman and members of the Committee--

1 velcome this opportunity to testify on behalf of the National Association of
Real Estate Boards in these hearings on H.R. 13270, the Tax Reform Act of 1969.

First, by way of background, 1 am a Realtor engsged in the business of real
estate brokerage, management, development, apprafsing, and mortgage banking in
Salt Lake City. 1 am a Vice-President of the National Association of Real Esatate
Boards and Chairman of the Subcommittee on Pederal Taxation of its Realtors' Washington
Committee. Our Association consists of smore than 89,000 Realtors who are members of
more than 1,500 boards of Realtors located in every state in the Union. Our meambers
are engaged primarily in the business of brokerage, management, and appraising.
However, the activities of our membership {nvolve all aspects of the real estate
industry, such as mortgage banking, home building, and commercisl and industrial
development .

Our Association is familiar with the problem of the large number of fndividuals
and corporations who take the risk of developing and operating real property. The
problems of the real estate industry affect not only the risk takers who participate
in development and operation of real estate, but also the hundreds of thousands of
people who depend upon the construction industry for their livelihood, and the
aillions of individuals and corporations who rent or own real property.l/

Several provisions of this bill will have an intensely adverse offect on every-
one connected with the real estate industry, whether as property owner, investor,

builder, broker, tenant, or just as resident or worker in an urban community. This

1/ $7.3 billion of multifamily residential housing was put in place in 1968;
commercial construction in 1968 amounted to $8.3 billion. Real estate
construction provides employment for more than 3.2 million people.
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is our first opportunity to comment on these provisions. The House Ways and Means

Committee requested testimony on the possible modification in the trestment of resl

estate where accelerated methods of depreciation sre used, and ve testified on thac.zf

The bill before this Committee is not limited to this provision, but it attacks the
real estate industry in a variety of ways with a number of novel and complex pro-
visions:

1) Severe limitations on the availability of accelerated depraciation;

2) A harsh and unfair rule for recapture of sccelerated depreciation on
disposition of the property;

3) Application of the Limit on Tax Preferences (LTP) with particular
emphasis on real estate deductions;

4) Application of the allocation of deductions with particular emphasis
on real estate deductions; ..

5) Limitations on deductibility of .investment intesest; and

6) A "hobby loss" rule designed for gentleman farmers which literally
would apply to all real estate which fails to produce taxsble income,

We believe it is desirable for this Committee to evaluate the operation of these
proposed adverse changes in the light of their actual impact on private property
ownership and the real estate industry today.

However, before discussing the status of the industry, 1 believe {t is desir-
able for the Committee to be aware of the position our Association took last winter
on the question of tax reform, We also wish to call atteation to the report of
the Douglas Comaission on Urban Problems with respact to our industry and the tax

laws,

1
N BY N 196

Probably the ltnglc'molt significant fact with respect to the consideration
of tax refora was tﬁo disclosure by Acting Secretary of the Treasury Joseph Barr
in January 1969 that for the year 1967 there were 21 individuals with adjusted

gross incomes in excess of $1,000,000, and 154 individuals with adjusted gross

2/ The sole real estate issue proposed for testimony by the Ways and Means
Committee read: "As to possible modification in the tax treatment of
real estate where accelerated methods of depreciation are used."




.3.

incomes in excess of $200,000 wvho paid no federsl income tax.

1t should be noted that the principal causes of this result for these taxpayers
vere the deduction for charitable contributions (49 cases), personal interest (72
cases), and state and local income taxes (12 cases) (Treasury Tax Reform Propossls,
April 22, 1969, page 67, table 5). These cases could not have resulted from accele-
rated depreciation of real estate and capital gains, since these items sre taken into
account before arriving at adjusted gross income.

Some of the provisions of the tax reform bill are directed toward preventing
these results., Many other provisions appear to be not so directed.

1n March 1969, prior to the hearings before the House Ways and Means Committes
on tax reform, the Realtors' Washington Committee of the National Association of Resl
Estate Boards met to consider an official position to recommend to the Board of
Directors of our Association on the subject of tax reform. Notwithstanding the fact
that representatives of various industry groups were taking the position that no
changes fn the tax laws were necessary, the Realtors' Wsshington Committee responsibly
recognized that there were some tax inequities and recommended a positive approach to
prevent these inequities. Specifically, the following resolution was recommended for
adoption by the National Association's Board of Dtrcctoro:zl

"The National Association of Real Estate Boards urges that no changes be

made in the tax laws which will impair the competitive position of resl

estate in the investaeant market.

"To assure that all persons assume a share of the burden of taxation, we

recommend that the Internal Revenue Code be samended to provide for a

minimum income tax, which would be applicable 1f it exceeds tax liability

under the regular rates. Such & minimum tax should be based on an expanded

income base, which aust include the following without exception: (1) the

excluded one-half of long-term capital gains, (2) tax-exempt state and

local bond interest, (3) percentage depletion in excess of cost depletion

of property, (4) excess of fair market value over basis of property con-

tributed to charity, (5) intangible drilling expenses, and (6) excese of

accelerated depreciation over straight-line depreciation (with appropriate

ad justments to basis). Such expanded income base should be subject to a
graduated rate not in excess of one-fourth of the regular ordinary rates.

3/ Approved March 26, 1969 by NAREB Executive COnnttte‘. Subsequently approved by
the Board of Directors May 13, 1969, with an amendment to add the following to
the end of the second paragraph: "We recommend a S-year carryover of any dis-
allowed deduction as an offset to future income from the six {tems recited above."
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"We vigorously oppose the imposition of s capital gains tax on the appreciated

value of capital assets at the time of death of an owner; but we support a

change in the tax law so that heirs and legatees succeed to the cost basis of

the decedent with an appropriate adjustment for inheritance or death taxes paid."

NAREB continues to adhere to this position. We favor the approach now known as
Limit on Tax Preferences (LTP), which has the same purpose as the minimum income tax,
vhich would get at these inequities provided that the approach fs applied across the

board to all areas considered productive of potentisl tax inequity and not directed

primarily toward real estate. We would similarly favor alternative aspproaches directed

at accomplishing the same goal, particularly if simpler than the intricate, complex
provisions of the House bill,

We have serious dbjections to the bill as passed by the House and to Treasury
proposals made to this Committee, not because we object to changes to prevent tax
fnequity but because under the proposals essentially only real estate (and so-called
gentleman farmers) would feel the hot breath of LTP. As passed by the House, five
iteas would be included in LTP:

1) tax exempt interest;
2) certain fara losses;

3) the excess of the value of property contributed
to charity over adjusted basis;

4) the excess of accelerated depreciation of real
property over straight-line depreciation;

5) the 50% long-term capital gains deduction.
Specifically omitted were percentage depletion and intangible drilling expenses.

Further, Treasury now proposes to omit from LTP tax-exeampt interest and the
excess value of appreciated property contributed to charity. Treasury proposes to
add percentage depletion and intangible drilling expenses plus two real estate items:
(a) the excess of losses during the construction period over income and (b) the excess
of rapid amortization of rehabilitation expense on low and moderate income property
over straight-line depreciation which deduction was created by Section 521 of the bill
itself.

1f the Treasury proposals are adopted and the House view prevails on the ofl
industry, the only areas reached by LTP provisions would be real estate (three separate

provisions plus the long-term capital gains rule) and the so-called gentleman farmer.

~—
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REPORT OF THE NATIONAL COMMISS]ON ON URBAN PROBLEMS
DOU C ) R ATE AN AX

Moreover, the provisions of H.R. 13270 are also inconsistent with the Report of
the National Commission on Urban Problems. 1n Chapter 7 at page 10 the Commission
stated:

"...our special concern here is with the effect of present arrangements
upon incentives for investment in housing, and it seems clear (1) That

existing tax provisions have been ‘institutionalized' into & complex
set of economic relationships that involve a large volume of investment
as well as the provision of rental housing for about one-third of all
American families; and (2) That any ‘loophole-closing' efforts, if

applied only or more strenuously to this than to other competitive
investment fields, would probably curtail the flow of resources and
-nna.ertni efforts into this area. ..." (emphasis supplied)

The provisions of LTP which apply "loophole-closing" more strenuously to real

estate than to other competitive investment fields will do exactly what the Douglas
Comaission said it would do, that {s, curtail the flow of resources and managerial
efforts {nto this area = at the same time that this ares needs greater efforts
vather than less.

The Douglas Commission (page 11 of the same chapter) recognizes that "the
Nation ha; an obvious stake in adequate investment fn commercial as well as resi-
dential plant." It goes on to state that because of the particular public and
socia! concern with housing, the question arises whether the income tax system
should include some special preference to housing investment, and this question {is
considered in the final section of the chapter where the Commission makes its three
recomaendations.

The first of these recommendations is that the Treasury Department make an
fntensive analysis and submit explicit findings and recommendations concerning tax
law changes best suited to provide materially more favorable investment in new
residential construction (including major rehabilitation) than for other forms of
real estate investment. This recommendation does not mean that the income tax laws
should be changed in the manner proposed by H.R. 13270, so as to impose severe

burdens on all real estate investments with slightly lesser burdens on housing.
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Such provisions seriously impair the competitive position of real estate as an invest-
ment. Rather, the Cosmission appears to contemplate only those changes in the tax
law which vould give nev preferences to ianvestments in residentisl construction.

Such nev preferences are more specifically identified in the other recommends-
tions of the Douglas Commission = that preferential depreciation sllowances or
investment credits be provided for investment in governmentally-subsidized low and
moderate iacome housing and that there be especiully generous tax treatment of
investor-owners' expenditures for maintenance snd rehabilitation of older reatal
residential structures (for example, the rapid amortization of rehabilitation provided
by Section 521 of the House bill).

, SRITICAL CONDITION OF THE REAL ESTATE INDUSTRY
We believe that at this point it is desirable for the Cosmittee to consider

the present state of the real sstate industry.

Firet, as ve discuss in more detail below, the proposed bill attacks all aspects
of the real estate industry but places specisl additional burden on commercial and |
industrial real estate as compared to residential resl estate. This ie fnconsistent s
vith the needs of the country. |

We are not a nation of dormwitories. Although housing is it critically short i
supply, the development of livable communities entails more than the erection of
suitable living quarters. Unless a concept of the "total community" remains viadble,

through equal treatment and eacouragement of residential, commercisl, and industrial

e

development, we shall find ourselves unable to provide effective housing relief.
Those who need housing .tho most vill be unable or unvilling to remove themselves to l
a sterile community vhich is inaccessible to employment, shopping, and services.

- Today, about 75% of our populstion live in an urban environment. 1If current
projections materialigze, 85% of the population will be living in and around cities

by the year 2000. 1t is essential that the development of commercial structures,
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{ndustrial and warehousing facilities, as well us housing, keep pace with population
grovth and the trend in urbanisstion, and provide opportunity for replacemsat and
reneval.

By common conseant the problems that we lump together as the "problems of the
cities" are the nation's primary domestic cuncern. Solutions to these problems are
being sought under programe that we know as urban reneval, model cities, and other
actions to rebuild vitality into the hearts of our cities. None of these programe
can succeed {f the end product must be corfined to providing nev residential dormitory
space around the frianges of these aress. An era of true urban reneval and rebirth of
our great city centers must rest on a bulanced program of providing facilities for
every type of urban land use, includinj needed commercial snd industrial development
and upgrading of existing facilities "0 make the result a viable community.

Jupact on New Construction

Secondly, these provisfons of H.R, 13270 will adversely sffect construction
of buildings, an essential element for the replacement and reneval of the nation's
physical plant in general, and the urban community in particular. Construction by
the private sector of the econouy has not been keeping pace with the current boom,

and 1t will suffer even more under the proposed provisions.

Over the past 15 years construction has been accounting for 8 slowly declining

proportion of gross national product. Construction's share in current dollars
dropped from almost 12% in 1955 to 10% in 1967 and held at that level last year.

More significantly, while public construction more than kept pace with the rise in
gross national product, private construction failed to enjoy a similar increase in
rate,

Déspite accelerated depreciation as an investment attraction, the rate of

grovth fell behind other sectors of the economy, whether viewed as a share of

gross national product or as a share of gross private domestic investment.



Shortage of Supply
Third, the depressing cffect of these new provisions of H.R. 13270 on rcal

estate construction, (mprovement, and maintcnance is occurring at a time when there
is developing a real shortage of supply in both residential and nonresidential
properties,

Occupancy rates in habitable residential propertics are higher than at any
time since the period immediately following World War I1. Rates are {mpressively
high also in commercial and industrial structures.

Results of the Cenaus Burcau's sample survey of residential vacancies show a
decline in the rental vacancy rate from 7.2% in the first quarter of 1960 to 5% in
the same quarter of this year. Our routine NAREB market report indicates a similar
level of scarcity at all price levels.

Similar occupancy trends have been experienced in the nonvesidential component
of the market. Our Spring 1969 report ind{cated that the demsnd for commercial and
fndustrial space more than kept pace with additions to the inventory over the past ;
four or five years. The market veadily absorbed the volume of office space added
by both new construction and renovation, with the result that, last spring, vacancy
rates in prime location center city buildings were 2% or less in nearly one-hslf )
(47%) of the nation and 3%-5% in 31%. In office buildings located in the suburbs
a vacancy rate of 2% or less was reported for 45% of the nation and 3%-5% for 42%.
At the same time, the demand for industrial space is accelerating and vacancies in
both manufacturing and warehousing structures and single-story design were lower
than the previous year in more than three-fourths of the country. The Building
Ouners and Managers Association’'s survey of office space occupancy showed cont$nu-
atjon of the upward trend this year. An increase of 2.7% {n occupancy over May

1968 was reported.

Those who desire to occupy residential and nonresidentiasl property will be
the sufferers as a result of the effect of the new tax provisions in reducing the

supply of new real estate or usable improvements to real estate. i

10
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Furthermore, the Ways and Mcans Committcee made at least one significant factual
error in its decision. The House Report (page 160) status: "The present lchrectath§7
treatment creates a tax environment favorable to frequent turnover which tends to
disioarage long-range 'stewardship' and adequate maintenance.' In our judgment,
there 8 no factual basis for this statement. The truth is exactly the reverse.
1t 18 precisely the owner who (s golng to sell who must maintain his property in
order to make it as attractive as possible to prospective purchascrs; if he does not,
he will cither be unable to sell or he will have to take a substantial discount
because of poor maintenance. It is precisecly the owner who is going to hold for a
long time (either by choice or because he is "locked in'") who can skimp on mainten-
ance, doing only enough to keep tenants minimelly satisfied.

Finally, it should be noted in the revenue considerations applicable to these
provisions that the one certainty of the governaent obtaining revenue is the case

where the taxpayer will scll his property at a gain. Discouraging such sales is

bound to decrease the federal revenue. No revenue is obtained because of increases

in value in the absence of a salc. It is truc that decrcasing the depreciation
deduction wmay improve revenue collections, but this is true only to the extent the
taxpayer {8 {n fact operating his property at a profit, so that the depreciation
deduction offsets what would otherwise be taxable income. The taxpayer must reduce
his tax basis by allowable deprecistion regardless of whether or not it produces
a tax benefit. Accordingly, this depreciation deduction (whether or not it produces
a tax benefit) does tend to result in a potential gain on the sale of the property
{f the property does not decline in value as rapidly as the applicable depreciation.
The tax on this gain (and {n the usual case on the greater gain which results from
appreciation in valuc of land) is not obtained by the government except in the
event of sale.

Thus, we have two situations which arc not taken into account in this bill.
One is the fact that discouraging salee may result in property not being properly
maintained. Secondly, it will tend to decrease revenue because of the postpone-

sent of collection of the tax now collected when sales arc made at a gain.

1
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leportance of Real Estate
lndustry to the Economy

The cnormous potential impact of a cutback in real estate construction on the

economy can be seen from the following (lgureu:&/

Private Nonfarm Contract Construction
Private Constructfon Housing Starte Baployment
(In Billfons) (10 Thousands) (1n Millione)
1963 § 41,9 1,581.7 3.0
1964 45.8 1,502.3 3.
1965 50.3 1,450.6 3.2
1966 5t.1 1,161.5 3]
1967 50.6 1,268.4 3.2
1968 51.0 1,483.6 3.3

(4 ACT_O! 13270

The nowspapers are full of storics that the main effact of the tight woney
policies of the Federal Reserve System, inaugurated in the beginning of thia vear,
has been felt by real estate. Mortgage monoy is less and )ess available and at
higher and higher cost. The financial squeese has causcd a rcal estate recession
which has already caused untold hardship to tenants, to home owners, to construction
vorkers and suppliers. The ripple offect from them to the rest of the economy fs
substantial. Tight woney was the first punch against resl cstate in 1969.

1f the tax veform bill is enacted as approved by the House, and even more so
Lf the additional Treasury proposals recommended at the cleventh hour are enacted,
these proposals will be the second punch. Taken together this one-two punch will

cause a serious real estate depression with grave consequences for the entire

economy.

4/ Source: Census Bureau, Department of Commerce; Bureau of Labor Statistics,
Department of Labor; Department of Research, NAREB.

- w—
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ANALYSLIS UF ADVERS OVISIONS OF M. R, 13270
We shall now address oursclves to svme of the major provisions of the pending
bill which will cause the adverse effect on real estate which we have described above.

pepreciation of Real Estate

Congress thoroughly considered the application ot accelerated depreciation to
real estate in connection with the Revenue Act of 1964. As a result of {ts con-
sideration, the Congress decided to leave unchanged the provisfons for accelerated
depreciation of real estate. 1t did enact a recapture provision now incorporated
in Scction 1290 of the lnternul Reveaue Code.  Under this proviaion, gain on the
sale of a building, to the extent of depreciation taken, is taxabie as ordinary
income n full {f the property is sold in the first year, and to the extent of all
or 4 portion of the excess of the depreciation taken over straight-line depreciation
if the building is sold after the first ycar and before the end of the tenth year.
This excess {8 treated as ordinary income under a sliding scale dependent on the
period the property is held, starting at 1002 for the first eight months after the
first year, and decrcasing 17 4 month from the 20th month until the end of the
tenth year.

This is the existing law. It provides an adequate solution of the problems
considered by the Committee. The 1964 law recognized that the problems arise only
vhen there I8 a too rapid turnover of the property. Depreciation docs in tact take
place; buildings are in fact used up and are subject to obsolescence. After pro-
perty has been held o substantial period of time, such as the period recognized
in Section 1250, its sale at a gain does not represent any error in the computation
of depreciation, but fnstead represents an apprectation in value of the remaining
property which is the result of the same economic factors that cause appreciation

in value of other Investments (often appreciation in value of non-depreciable lnnd);/

3/ 1t was for this reason that the Ways and Means Cosmittcee in 1962 decided not to
dct on a Treasury recommendation for full recapture of real estate depreciation.
"...Committee decided not to apply this treatment to buildings or structural
components of buildings at this time because testimony before the Committee
fadicated that this treatment presents problems where there is an appreciable
rise in the value of real property attributable to a rise in the general price
level over a long period..." H.Rept 1447, 87th Cong., 2nd Sess. (1962), p. 67.
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Usually these factors are either inflation, a good income-producing record, or
scarcity. This appreciation in value arises not from the property used up with the
passage of time, but the remaining property. This appreciation in value is as much
8 capital gain as the appreciation in value of vacant land held for a number of
years, or the appreciation in value of stock listed on the New York Stock Exchange.
It might be noted that many listed stocks represent interests in corporations which
take substantial deductions each year for depreciation, depletion, or both, and
there ie no recapture provision applicable to such stock.

An additional reason why accelerated depreciation is proper is because the
Treasury requires real estate to use antiquated, unrealistically long useful lives
which have not been revised for 27 yearl.é/ The combination of accelerated depre-
ciation and overly long useful 1ives produces a barely adequate, not an excessive,

deduction,

6/ The Treasury in 1962 provided guidelines as to the useful life of property.
Por property other than buildings, these were far more liberal than the
previous administrative rules (which were last revised in 1942) and repre-
sented a realistic acceptance of the increasing impact of technological
obsolescence. This obsolescence is also true of buildings. The Treasury
guidelines in 1962 recognized obsolescence for farm buildings by reducing
the prescribed useful 1ife of farm buildings from 50 years to 25 years.

However, in the case of all other buildings it either retained or increased
the previously prescribed useful life, requiring the use of periods that

run from 40 to 60 years, and also eliminated the advantages of the building
component method for shorter life poftions of the building. The past
Adoministration's Treasury Department officials have admitted that this

was not an adverse factual determination by the Department but merely its
reaction to Congress not adopting its 1961 recommendation as to real estate.
“Since no action was taken by the Congress to provide recapture of excess
depreciation on real estate, the administrative revision of depreciation
guidelines in 1962 was confined, in effect, to personal property. While
guideline lives were provided for buildings, they were essentially the

same as those in Bulletin P with the exception of farm buildings." -

Tax Reform Studies and Proposals, U.8. Treasury Department (February 5,
1969). p. 447.
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We might further note that the law enacted in 1964 has been in effect for
only a little more than five years. T;ere has been no new information produced
before this Congress to indicate that any change in the law is necessary. On the
other hand, we feel that the changes now incorporated in this bill would be
disastrous for the real estate industry, as well as for millions of people
affected by {it.

Pirst, this bill would change the existing laws relating to the depreciation
deductions allowable for real estate. Presently, all new real estate construction
(residential, commercial, and industrial) 1is eligible for the double declining
balance or sum-of-the-years digits method of depreciation. All used buildings are
presently eligible for the 150% declining balance depreciation method.

The bill would continue double declining balance and sum-of-the-years digits

methods of depreciation only for new residential rental housing. Other new con-

struction would be limited to 1507 declining balance depreciation. All used
property (residential, commercial, and industrial) would be limited to straight-
1ine depreciation.

Furthermore, the bill would change the recapture provisions of existing law
80 as to eliminate the provision under which recapture decreases over a 10-year
period. Instead, it would treat as ordinary income all of the gain on the sale
of a building = whether residential, commercial, or industrial, and whether new or
used — to the extent of the excess of accelerated depreciation taken after July
24, 1969 over straight-line depreciation.

The bill does have one provision that provides a new incentive for rehabili-
tation if made to older residential property with low and moderate income tenants
vhere unit expenditures for rehabilitation are between $3,000 and $15,000. Such
rehabilitation costs would be written off on the straight-line method over a five-
year life. However, the Treasury has requested this Committee to neutralize almost
all of the benefits of this provision by providing that such deductions for renova-

tion be treated as excess depreciation to be recaptured as ordinary income when

the property is sold.
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We cannot be too emphatic in our assessment of the adverse effect of the
provisions limiting deprecfation and {ncreasing recapture. The depreciation
deduction is directly related to the effective yield of an equity investment in
real estate. In turn, the effective yield is an important factor in determining
the value of the real estate investment. Hence, the reduction of the depreciation
allowance results in a reduced yield; and the reduction in yield results in a
reduced value. New construction ie at a cost level which does not justify ite
being undertaken for the type of yield that would be available {f this bill were
enacted. The immediate effect of this bill will be that investors, who will seek
the same yleld they are presently receiving for the type of risk they are taking,
will no longer invest in new construction. They will seek other sources of invest-
ment which are available to them, many of which have been considered in connection
with this bill and left undisturbed.

We have already noted above the serious adverse effect on the nation from a
drying up of new construction and a slowing down of the real estate {ndustry. We
are convinced that the House-passed bill contains the seeds of erosion of the
privately financed real estate industry. We believe that this Committee must come
to grips with the needs of the country for continuation of a healthy urban environ-
ment by rejecting the House approach.

Furthermore, the one area of buildings not subject to cutback in accelerated
depreciation ~ that is, residential construction — is in fact penalized almost as
much as other types of construction because of the recapture rules. Double declin-
ing balance depreciation will not be the needed adequate incentive for residential
construction 1f the benefits given with one hand are taken away with the other
hand by the harsh recapture rule of the House bill. 1Indeed, the President's Com-
mittee on Urban Housing (the Kaiser Committee) concluded that.recapture under
existing law had an adverse effect on investment in low and moderate income housing

and recommended deletion of the present recapture rule for low and moderate income
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housing. ("A Decent Home" - Report of the President's Committee on Urban Housing,
pp. 83-85) Similarly, the advantage purportedly given through a five-year useful
life for rehabilitation costs would be largely removed if the same recapture
provisions are applicable to these expenses.

The cotal recapture of the excess of accelerated depreciation over straight-
line depreciation will virtually freeze or "lock in" any new investments which are
made in real estate, and quickly stagnate the flow of capital into the industry,
at the same time cutting down the flow of revenues to the Treasury. Obtaining
equity financing is becoming very difficult if not prohibitive. The equity invested
in real estate is a non-liquid asset. It is not traded on an established exchange
or in an-established market. It may or may not be readily saleable. This signifi-
cantly increases the risk as compared to other investment opportunities, and demands
a commensurately nigher projected yield on the investment. The recapture provisions
of the bill will significantly reduce the yield in the event of sale and greatly
increase the cash payment requirements, while the allowance of only straight-line
depreciation to a potential buyer will drastically reduce the already inadequate
market for used buildings. The combined effect of these provisions will be,
initially, a sharp acceleration of the present drop in real estate construction and
development (because the return is inadequate). This must ultimately be followed
by sharply increased rents to restore a competitive return to the investor before
a belated increase in construction. This is highly inappropriate at a time when
construction of housing units is less than 60% of the national goal. Many hundreds
of thousands of persons will live in inadequate housing during the adjustment period.

It is our firm belief that existing methods of depreciation of real estate
must be continued in order to maintain and increase the flow of equity capital into
the real estate industry, consistent with the national housing goals and the main-

tenance of a viable real estate industry.
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However, our Association recognizes that some changes may be made in the
Section 1250 recaptyre period without producing an excessively drastic effect on
real estate. The present Section 1250 provides for total recapture of the excess
of accelerated depreciation over straight-line depreciation during the period from
the 12th through the 20th month, declining 1% per month thereafter, so that at the
end of ten years there is no recapture. If the Committee deems it necessary, the
period of total recapture of such excess could be extended for four years, from the
12th through the 60th month, thereafter declining 1% per moath. We believe that
any capital gains thereafter resulting would surely be a consequence of capital
appreciation and not unrealistic depreciation deductions. The market adjustment
which such a change would necessitate, though adverse to real estate, might, we
think, be within acceptable limits.

This change could be made very simply by changing the number "20" in Section
1250(a)(2) to "60". This change would eliminate eight pages of complex provisions
in Section 521 of the bill, leaving only those provisions which grant a five-year
write-off for certain rehabilitation costs.

Limit on Tax Preferences

The limit on tax preferences (LTP) provision has been publicized as the
"minimum income tax' which sets a 50% limitation on the use of certain "tax pre-
ferences."” The President has hailed the original proposal as a "major step toward
assuring that all Americans bear their fair share of the federal tax burden."
(Message from the President, April 21, 1969) However, the present posture of LTP
is that it means "Let Them Pay" - and "them", we regret, are primarily investors

in real estate. ' .

We have supported, and we continue to support, a minimum tax proposal which
would apply equally to all forms of income, and would maintain the equilibrium

among investment opportunities.

18
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As originally recommended by the Administration, the preferences included in
LTP were:

(a) Percentage depletion on minerals and intangible drilling and exploration
expenses in excess of normal deductions under regular accounting rules;

(b) The excess of accelerated depreciation over straight-line depreciation
on buildings;

(c) Farm losses arising from unrealistic accounting methods;.

(d) The excess of market value over basis of property contributed to charity.

The LTP proposal which is contained in HR 13270 added tax-exempt interest on
state and local bonds to the items of tax preference recommended by the Treasury,
and deleted percentage depletion and intangible drilling and exploration expenlcl.ll
The Treasury Department, in its statement of September 4, 1969, has again insisted
that tax-exempt interest be excluded as a preference item, and the Department has
changed its mind regarding the preference status of gifts of appreciated property
to charity by urging its deletion from the list of tax preferences. Furthermore,

the Treasury has recommended the addition of two more real estate items to the

1ist of tax preferences: interest, taxes, and rents paid on real property during
the period of construction of improvements thereon, and the rapid amortization of
rehabilitation expenditures for low cost houllng.!/

Thus it appears highly possible that all that will be left of the widely
touted minimum tax proposal is a higher tax on real estate investors (and some so-
called gentleman farmers), while buyers of tax-exempt bonds, owners of oil proper-~
ties, and donors of appreciated property to charity will continue to have sub-

stantial opportunity to escape income tax. The result of this sttuation would

1/ The bill also includes as a tax preference the excluded one-half of long-
term capital gains, but it has been acknowledged that this {s virtually
meaningless because it would rarely affect the tax liability of a taxpayer.

8/ 1n addition, the Treasury hae recommended that tax preferences should include
accelerated depreciation in excess of straight-line depreciation on certain
leased personal property, and percentage depletion and intangible drilling
costs in certain cases.
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inevitably be an outflow of equity investments in real estate toward these other
opportunities for investment where current yfelds and market prices will remain
stable. This 1s not tax reform but tax discrimination against real estate.

This is an intolerable situation for the real estate industry. The current
market for various investment opportunities has been developed over the years so
that investment yields are balanced in the context of relative risk, liquidity,
management problems, and other factors which enter into one's judgment in choosing
among available investment opportunities. In addition to upsetting the established
investment yields from real estate through the drastic cutback {n depreciation
allowances and provisions for recapture contained in the bill, the present status
of the LTP proposal singles out real estate as the almost exclusive object of LTP.

Further, the mechanics of LTP are such that it is quite impractical to attempt
to compute its effect on a projected investment yield. LTP only affects tax lia-
bility when the items of "tax preference" exceed other income. Therefore, a tax~
payer must (1) project his other income for each year of his projected investment
in real estate =~ usually an impossible feat, (2) project the amount of his 'tax
preferences' for each such year —also usually impossible, and (3) compute the
effect on his tax liability for each such year. Aside from the effect on the
market price of real estate, it seems obvious that it would be simpler to choose
a form of investment which is not subject to LTP rather than make these complicated
and estimated computations in order to determine the merits and desirable terms of
a real estate investment.

We, therefore, believe it is inappropriate, and misleading to the public,
to impose a "mintmum‘tax -~ on investment in real estate," and we believe that
enactment of the LTP in such form would result in an unprecedented upheaval in
the real estate industry. If there is to be a minimum tax, it should be a true
oinimum tax, which treats all fnvestments alike. It would also be desirable if

such an approach were mechanically much simpler than the complex LTP proposal.
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Limitation on Deduction of Imterest

Section 221 of the bill would impose an annual limitation on the amount of
the allowable deduction for interest expenses paid by non-corporate thpayern on
funds borrowel to purchase or carry property held for investment. The maximum
interest deduction each year would be $25,000 plus a taxpayer's net investment
income and his het long-term capital gains.

The apparent purpose of the limitation on the interest deduction is to
provide a "matching" of interest expense deductions with the income from the
investment in respect of which funds were borrowed giving rise to the interest
expense. It is assumed that a taxpayer would thereby be precluded from offeetting
other income with interest expenses for an investment which is not yet producing
income. The approach adopted in the bill is in lieu of an actual tracing of an
interest expense to a particular investment, which would obviously be adminis-

tratively unworkable.

However, the House-passed provisions do not work, and the Treasury Department

has recommended their deletion.

This provision discriminates between a taxpayer who has current income-
producing investment and a taxpayer who incurs an interest expense)but has no
current investment income. In the former case, the taxpayer may deduct his
interest expense to the extent of his investment income even though.the income-
producing investment is unrelated to the interest expense, while the deduction
may be denied to the taxpayer who is making his initial investment even though
he has other non-investment income. Even worse, the carryover provisions of

the bill do not allow the interest expense to be offset against the income from
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the investment at such time as the taxpayer receives 1t.3/
1f a taxpayer buys unimproved real estate and an interest deduction (for
the mortgage loan incucred to carry it) is disallowed under the bill, he will not
be able subsequently to deduct the interest from future income from any improve-
ments he puts on the property (unless it i{s under a net lease), because the rents
are considered business income against which the "investment interest' may not be
& deduction, Whether or not the deduction will be later available will turn on
vwhether or not the taxpayer net leases the property in the future. This startling
result is obviously unfair. Also, the taxpayer has the unanswered question of
whether there is p;oportioning if the taxpayer builds a shopping center and some

stores are under a net lease and others are not, such that all of the income is

reportable but only a portion of the actually paid expenses would be deductible.

Installment Sales

Section 412 of W.R. 13270 would amend the provisions of the Code relating to
the installment method of reporting income from the sale of real property by pro-
viding a definition of an installment transaction which precludes from installment
treatment those transactions in which the payments are not spread out in a pre-

scribed manner over the installment period.

2/ Some of the anomalies of the provision are: (1) The bill provides that the
disallowed interest deduction may be carried over from one year to the next
only to the extent a taxpayer has taxable income (which cannot be offset by
the interest deduction) for the year of disallowance. If a $100,000 interest
deduction is disallowed in 1970 when a taxpayer has $80,000 of taxable income,
only $80,000 may be carried over to 1971; and if the taxpayer has only
$20,000 of earned taxable income in 1971, only $20,000 of the original
$100,000 originally disallowed interest would seem to be available as a
.carryover to 1972. (2) Also, it appears that even though an interest
deduction has been disallowed in one year, the carryover may be disallowed
in a subsequent year under the allocation of deductions rules of the bill,

(3) Purthermore, the bill discriminates against taxpayers who have investments
in two or more partnerships as opposed to a single partnership because the
disallowance provisions apply at the partnership level first and then a
second time at the partner's level. Therefore, the interest deduction of a
taxpayer from one partnership may be prevented from offsetting his investment
income from another partnership.
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Although the primary purpose of this provision is to preclude deferral of
income in a corporate "reorganization" transaction where the acquiring corporation
gets a stepped-up basie for the acquired property, the definition is drafted so
that it inappropriately affects the legitimate purchase money financing of many
real estate transactions. For example, it is common in real estate transactions
for sales to be made with relatively small payments to the seller for a substantial
period, euch as during the development of unimproved property, thereby allowing
the buyer to use his resources for the devel opment until adequate outside financing
can be arranged. The provisions of the House bill would preclude this type of
financing arrangement by imposing an immediate income tax liability upon the seller
in such cases even though he has not received the proceeds of the sale to which
the tax liability is attributable.

We submit that it i{s not an abuse of the installment method to allow this
type of financing, and that the remedy contained in the House bill greatly over-
reaches the problem at which it is aimed. We urge the Committee to examine this
matter and to formulate a provision which will not interfere with the legitimate
and necessary methods of financing real estate transactions.

Hobby Losses

Section 213 of H.R. 13270 would provide a new "hobby loss" provision which
would deny a taxpayer the deduction for losses from a business activity where the
activity was not operated with a reasonable expectation of realizing a profit
from it. 1In addition, where an activity has been carried on at a loss in excess
of $25,000 for three out of five consecutive years, it would be deemed = unless
shown to the contrary by the taxpayer = that the activity is carried on without
a reasonable expectation of realizing a profit.

Although included in the provisions dealing with farm losses, the provi-

sions would literally apply to real estate.
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The purpose of this provision is to preclude the utflization of losses by
taxpayers to offset their other income where the losses are not incurred in a
bona fide business activity.

1t is submitted, however, that the test provided for determining the validicy
of a "business" activity fails to take into consideration an increasingly common
business situstion where there is no realistic expectation of realizing a profit
but with respect to which a deduction should nevertheless be allowed: the case
of a business property which has so declined in value that there is no reasonable
expectation of selling it at a profit, and the taxpayer is holding it for sale at
8 loss or is waiting for some improvement in the market which will reduce his
louo.lg/

One effect of the "hobby loss" provision would be to accentuate urban blight
by destroying the market for many properties in difficult geographic areas,

There are 12,000 to 15,000 abandoned buildings in New York City alone, presumably
because the cost of demolition exceeds residual value. Many more abandonments
would follow enactment of the hobby loss provision since it would have the effect
of further increasing the cost of holding property in blighted areas.

Purthermore, the presumption that there is no reasonable expectation of
realizing a profit from an activity when there are losses in three out of five
consecutive years poses an unfair burden upon the legitimate real estate developer
of unimproved property, where rezoning, development, and "rent-up" costs may pro-
duce losses for an extended period. Although this presumption may be rebutted,
it 19 an inviting sword to be used by the governmeant in highly inappropriate
cases — "You have losses and are therefore deemed not to have a reasonable

expectation of realizing a profit." The Commissioner of Internal Revenue already

10/ The Treasury proposal of September 4, 1969, that “profit" be defined to
include any reasonably anticipated long-term increase in the value of property
does not seem adequate to cover those cases where there is no existing market
for the property and where the property may even be expected to decline in
value during the period when a buyer is being sought. It would tend to
create "panic" sales.
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has a general presumption of correctness in his favor when he asserts a tax
11iability. The addition of a new statutory presumption in this fashion would be
an invitation for Revenue agents to conclude that hard, factual analysis of each
situation is unnecessary; the presumption gives the answer.

1t is therefore submitted that {f there is to be a test relating to expec-
tation of profit, this added presumption is unnecessary and likely to cause undue
controversy because it implies the rejection of factual analysis.
Allocation of Deductions

This provision is directed at personal deductions. We believe it desirable
that the Committee recognize that interest, taxes, and casualty losses for rental
real estate are business deductions not subject to this section, and that intereat
and taxes on unimproved real estate held for development as rental property are

also business deductions not subject to this section.
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SUMMARY OF STATEMENT OF
THE NATIONAL ASSOCIATION OF HOME BUIL.DERS
Before The
COMMITTEE ON FINANCE
UNITED STATES SENATE
ON H.R, 13270
September 268, 1860

SUMMARY OF PRINCIPAL POINTS

A. Provisions of H, R, 13270

ll

Retention of accelerated depreciation for new rental housing
(Section 831(a));

Elimination of increased recapture of depreciation on real property
(Section 831(b));

Elimination of restriction to straight-line depreciation by second
owner of rental housing (Section 331(a));

Elimination of the treatment of excess of accelerated depreciation
over straight-line on rental housing as a "'tax preference" for
purposes of the Limit on Tax Preferences of individuals (Section 301);

Elimination of the treatmeant of exceas of accelerated depreciation over
strajght-line on rental housing as a factor in computing the allocation
of deductions (Section 303);

Elimination of rehabilitation expenses (under Section 521(a)) from the
computation of depreciation recapture on the disposition of low-cost
rental housing (under Section 531(c));



Summary of Statement Page 2

1

Modification of the limitation on installment method to exempt sales
of real entate purchased and used for the construction of single-
family or multifamily housing (Section 412); and

Elimination of limitation on deductions of certain non-exempt
membership organizations (Section 121),

B. Recommendatione for Additional Provisions

1.

2,

3.

Allowance of an investment account for dealers in real estate;

Exclusion from gross income of the firat $760 of interest income
on deposits in thrift institutions;

Preferred tax treatment for interest income from single family
residential mortgages; and

Condition continued tax exemption of income earned by pension
funds on {nvestment of a percentage of assets in residential

mortgages.,
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musioney TELEPHONE (X2) 797-4%8
STATEMENT OF
THE NATIONAL ASSOCIATION OF HOME BUILDERS
Before The
COMMITTEE ON FINANCE
UNITED STATES SENATE
on

H.R. 13270
September 26, 1969

Mr, Chairman and Members of the Committee:

My name is Louis R, Barba, 1 am First Vice President and Chairman of
the Legislative Committee of the National Association of Home Builders. 1 have
with me our Tax Counsel, Mr. Leonard L, Silverstein, and our General Counsel,
Mr. Herbert S, Colton,

The National Association of Home Builders consists of approximately 51, 000
members in 473 affiliated state and local associations, Our members build over
76% of the residential construction in this country, including both single family
housing and apartments, They thus perform a vital economic and social function -
a function which the Congress has recognized and anouraged for the past 35 years,

Attached as an appendix is a more extensive statement of our views on
several portions of H, R, 13270, Since our time is limited, I can sum up thgae

views in a sentence or two: -- H, R, 13270 would completely cancel that 36-year

effort insofar as rental housing is concerned. M would drastically curtail the flow
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of investment capital at the very time when our industry already faces critical

credit groblema.

1. Recapture of Depreciation

While the bill would retain 200% accelerated depreciation on new rental
housing, it would almost completely negate this (1) by the provisions which greatly
increase recapture; (2) by restrictions on depreciation which may be taken by a
second owner; and (3) by inclusion of accelerated depreciation in the limited tax
preferences and the related allocation of deductions.

The bill would practically destroy the resale market for depreciable real
eatate, Owners of ""locked in" rental housing could not afford to sell their property
at any point prior to the end of its useful life, which could be 40 years or more,
This is because under the bill any sale prior thereto would result in recapture
ag ordinary income of the entire amount of excess accelerated depreciation over
straight-line, Facing such a "lock in" developers would not dare build; investors
would not find rental housing attractive; and those few who did invest would not be
able to revolve their funds for reinvestment in new construction.

We oppose Section 521(b) which removes the present concept of a cumulative

percentage reduction in depreciation recapture,

2. Restrictions on Depreciation

We also object to and recommend elimination of the provisions in the bill

which would limit "second owner'' depreciation on rental housing to straight-line.
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We recommend the existing 160 percent depreciation for second owners of residential

rental housing be retained,

This would be consistent with the proposed retention of 200% depreciation
on newly constructed rental housing.

Limitation to straight-line depreciation on property in the hands of a second
user penalizes rather than encourages ownership of rental housing in that the
differential between the rate applicable to the first owner and that applicable to the
second owner is greater for rental housing than for other types of buildings.

The total impact of the proposed increased depreciation recapture plus the
restriction to straight-line depreciation on used rental housing, and the interaction
of these two proposals, will assuredly have a disastrous effect on the housing
industry, Owners of rental housing will not sell (because of the substantial
depreciation recapture) and potential purchasers will not be interested in buying
(because of the limitations to straight-line depreciation), Investment funds will
be diverted from new rental housing -- always and inherently a highly dubious
investment on a pure economic basis -- into other more attractive forms of

investment,

3. Limited Tax Preference and Allocation of Deductions

The home building industry supports the concept of a minimum income tax.
We believe everyone in the United States should pay a fair share of taxes,
However, we think the captioned proposals would further significantly

diminish the stimulation of accelerated depreciation for residential rental housing,
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in that it includes the excess of accelerated depreciation over straight-line,

The potential damage is compounded by the failure of the bill to relate the
LTP proposal to the bill's other proposals to increase depreciation recapture, as
discussed above. As now proposed, an investor partner in rental housing would
be required to recognize ordinary income twice on the same dollar of accelerated
depreciation: first under LTP in the year when excess depreciation is claimed

on a property and a second time upon the later disposition of the property.

§
&

This is the "coup de grace' to an industry which would be already well-

nigh mortally wounded by the recapture and second owner depreciation provisions, ' ‘

We recommend that this double penalty for investment in rental housing be eliminated.

Under Section 302 of the bill, individuals would be required to allocate

otherwise allowable personal deductions in such a fashion as to result in disallowance
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of the excess of accelerated depreciation over straight-line, This would further
deter equity investment in rental property,

We recommend elimination of the excess of accelerated depreciation over

astraight-line as a factor in computing the allocation of deductions,

We also urge the Committee to reject the recommendation made by the
Treasury to expaad LTP to include as a "tax preference" the amount of excess
interest, taxes, and rent over receipts (if any) from unimproved real property
during the period of construction, This militates directly against new construction,
Such expenses are integral elements of the total costs of construction and take place

prior to receipt of rental income, They should not be penalized, The proposal

completely ignores‘ the economic realities of construction,
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4, Rehabilitation Expenses

NAHB supports the proposals in the pending bill (Section 521(a)) to provide
spesial depreciation benefits for rehabilitation of low-cost rental housing,
However, the incentive for such rehabilitation -- the proposed 5-year
write-off of expenditures -- is also substantially destroyed by the inclusion
of such expenditures in the computation of depreciatloh recapture under
Section 12560,

We recommend that rehabilitation expenditures which qualify under this

proposal be excluded from the application of depreciation recapture under

Section 1250,

We also urge the Committee to reject the proposal of the Treasury that

such expenditures be included as a "tax preference' within the LTP concept.

Inclusion of such expenditures would deter owners of low-cost rental housing
from incurring rehabilitation expenses and completely frustrate the purpose of

the proposal.

5. Installment Sales
We object to the proposed limitation under Section 412 of the bill in the
use of the installment method of reporting gain to the extent that this limitation
would operate on the sale of unimproved land to be used for residential construc-

tion. The proposed limitations on the installment method should be amended

) expressly to exempt a sale which involves unimproved real property where the
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taxpayer establishes that the property 18 bought and will be used for the

construction of single family or multifamily housing,
Builders are hard-pressed to arrange for the acquisition of land on

economically feasible terms. They need the greatest possible flexibility in
the payment terms for such acquisitions, Buying land for subsequent housing
developments ordinarily involves payments to the owners over a long period of
years, The proposed percentage limitations under Section 413 of the bill will
arbitrarily limit builders unnecessarily in their negotiations, We doubt that it
was the purpose of the House that these installment method amendments apply

to land purchases,

)
- 8. Non-Exempt Organizations -

NAHB strongly objects to the enactment of Section 121 of the bill which

would limit the deductions incurred by a membership organization in furnishing

gervices to its members to the amount of income derived from members or from

transactions with members. Such provision would, if enacted, severely curtafl

the performance by NAHB,as a membership organization of, its sole function
of furthering the interests of the home building industry. It would similarily
affect many of our affiliated state and local aseociations,

The problem presented by Section 121 of the bill arises with respect to
the income derived ﬁy NAHB from the conduct of its Annual Convention, which
constitutes one of the largest trade shows conducted in the United States, It is

undertaken for the sole purpose of educating its members; it presents to its
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members the new products and techniques in the home building industry to
enable them to construct better and more efficient housing,

Income from the Convention is derived from the rental of exhibit space
to manufacturers and other organizations directly related to the home building
industry which, through exhibits, display such new products and techniques.
While a member of NAHB seeing a product which is of interest to him may request
to be contacted by the respective exhibitor at a later date, there are no sales
transacted at the Convention and it cannot, therefore, be considered as a
"gales facility".

Except in the "sales facility" situation, the underlying concept of a
"trade show" is that it represents an event designed to permit the interchange
of knowledge for the benefit of all of its members. The exhibits represent
practical workshops at which the dissemination of information as to new develop-
ments and techniques is undertaken in order to educate the members of the
industry and increase their technical competence.

The "trade show" often makes it possible for members of the industry to
become aware of new products and materials which have not otherwise been
introduced in their geographical area, In addition, the ability to see the new
products and materials in use provides a method whereby the member of the
industry can determine the practical application thereof in improving the products

or services of such member and his colleagues in the industry.
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The non-sales facility ""trade show' thus i undertaken for and in fact
serves to promote the common business interest of its members through educatfon
and informationon new products, materials and techniques., Moreover, in most
industriea the rapid technological advance which this country has been experiencing
makes it imperative that the associations provide such "trade shows" in order that
their members be kept abreast of the new developments and techniques in order
to effectively operate and thereby improve business conditions in their industry,
Indeed, the association conducting such "trade shiow" would thereby be directly
promoting the common business interests of its members and more nearly
achieving the purpose for which it was formed,

The proposed limitation on deductions should thus be inapplicable where,
as in the case of the NAHB Convention, the income is derived from an activity
which "contributes importantly’ to the performance by the membership organi-

zation of its express function,

7. Incentives for Housing

This bill before you presents Congress with a unique opportunity to
provide the people of the United States with improved opportunities for attaining
the Nation's housing goals. The great problem facing the industry currently is
a severe lack of mortgage funds. There i8 every reason to believe this will

continue in the foreseeable future. .
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We propose that this Committee add to the pending legislation an amendment

which would allow a taxpayer to exclude from income the first $750 of interest

income on deposits in thrift institutions.

Thrift institutions, primarily savings banks and savings and loan associations,
are the primary source of funds for the home building industry. They are finding
it increasingly difficult to attract consumer savings because of the competition from
other sources offering higher rates than thrift institutions can afford to pay.

The Internal Revenue Code currently provides a deduction for stock
dividends as encouragement for investment in stocks. We believe savers require
similar treatment,

Further we urge the Congress to increase the attractiveness as investment

instruments of mortgages on single family housing by giving preferred tax treat-

ment to interest income from ainlle family home mortgages,

The single family mortgage instrument in today's economic and inflationary
climate has completely loat its attractiveness to investors, The national monetary
policies for controlling inflation have fallen with catastrohpic impact upon the
source of mortgage funds for single family home mortgages. The nation can ill
afford to have the single family housing industry largely destroyed or curtailed
during this current period, Such preferred tax treatment would not only be
consistent with the stated national policy of encouraging home ownership, but it
will also enable the single family home industry ¢o better ride out periods of

severe monetary restraint such as we are now in,
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We propose that Congress condition the continued tax exemption of the

income earned by pension, retirement, and similar funds on investment of &
percentage of assets in residential mortgages,

Pension funds are the fastest growing pool o§ savings in the country. The
Congress should determine whether their high percentage of investment in equity
risk securities is sound and in the long-term public interest. We believe that
residential mortgages, now almost completely neglected by pension funds, could
and should become a much safer investment resource for pension funds and that
condjtioning their continued tax exemption on such investment is neceasary

to achieve the needed shift in their investment emphasis,
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APPENDIX

DETAILED STATEMENT OF
THE NATIONAL ASSOCIATION OF HOME BUILDERS
before the
COMMITTEE ON FINANCE

UNITED STATES SENATE
on H.R. 13270

September 26, 1969

The National Association of Home Builders is the trade associate of the
home building industry. Our membership totals approximately 51, 000 members
who are grouped in 473 affiliated state and local associations and who build
over 75 percent of the residential construction in this country, As such, our
members have a basic interest in providing adequate housing (both single and
multifamily) for all Americans in all income levels at prices and rents they can
afford.

Our members therefore have a vital interest in several of the provisions
of H,R. 13270, the Tax Reform Act of 1969, which we feel would substantially
impair the flow of investment funds into, and the construction of, multifamily
rental housing units which this country has committed itself to by the enactment
of the Housing and Urban Development Act of 1868, We are concerned that the
enactment of these provisions would drastically diminish new multifamily
construction and require substantially higher rents on the small amount that
would be produced, thereby, of course, rental levels generally, It would thus
be contrary to the national policy, repeatedly stressed by the Congress, to
encourage the construction of necessary housing. It would materially add to
the economic difficulties faced by this vital industry in the current critical
inflationary crisis,

1. Provisions Affecting Home Building Industry

1. Accelerated Depreciation for Residential Housing (Sec. 521(a) of the
Bill) -- We endorse the provisions of Section 521(a) which ostensibly recognize
the importance of residential housing within the economic structure of this
nation by retaining the availability of accelerated methods of depreciation with
respect to rental housing. This retention of accelerated depreciation with
respect to housing is vital in order to provide the flow of investment funds
necessary for construction of such property.
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However, the purpose underlying the retention of accelerated depreciation
for rental housing is almost completely negated by the interaction of Section
$21(a) with the following provisions of the Bill: () increase in depreciation
recapture (Section 821(b)); (ii) restriction on depreciation by purchaser
(Section 521(a)); (iif) limit on tax preferences for individuals (Section 301);
and (iv) allocation of deductions by individuals (Section 302),

2. Recapture of Depreciation (Sec. 521(b) of the Bill) -- Under present
law, gain on the sale of buildings is taxed as ordinary income to the extent of
the depreciation taken on the property after December 31, 1963; however,
after the property has been held 12 months, only the excess of accelerated
depreciation over straight-line is ''recaptured"” as ordinary income. The
amount of recapture is then reduced after 20 months at the rate of 1 percent
per month so that there would be no recapture where the property has been
held for ten years.

Section 521(b) of the Bill would amend Section 1250 of the Code to remove
the percentage reduction of the amount of recapture, Thus, where a building is
sold after July 24, 1969, the entire amount of accelerated depreciation in
excess of straight-line taken after July 24, 1969 would be recaptured as ordinary
income to the extent of the gain realized on the sale, regardless of the length
of time for which the property was held, The effect of such provision would be
to apply to real estate depreciation recapture rules which are substantially
similar to those applicable to personal property. However, this ignores the
fact recognized by this Committee in 1964 that the circumstances of price level
changes in real estate are far more severe than occurs in the case of personal
property. Asserted gains which occur with respect to realty held for long
periods of time often, in fact, represent mere price level changes. In such
event, no economic gain, justifying a reversal of a previously granted deduction
occurs, This is especially true in times of rapid inflation such as we are now
experiencing,

The economic effect of this provision would be to substantially reduce the
yield otherwise available from an investment in real estate and thereby impede
the flow of necessary capital into the construction of rental housing. Moreover,
the enactment of such a provision would produce a significant "lock in" effect,
in that owners of existing rental housing would be unwilling to sell the property
at any point prior to the end of its useful life (40 years or more), since a sale
prior thereto would result in recapture as ordinary income of the entire amount
of the excess of accelerated depreciation over straight-line., This is particularly
true where the asserted gain arises from mere price level changes. This will
have a substantial impact in the case of rental housing held for ten to twenty
years., The owner's investment in such property will thus remain non-liquid and
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unavailable for investment in the construction of new residential rental property
which will be necessary to meet the needs of our expanding population at such
future time.

3. Restriction on Depreciation by Purchaser (Sec. 521(a) of the Bill) --
The likelihood of a "lock In" effect produced by the full recapture of the excess
of accelerated depreciation over straight-line regardless of the period for which
the building is held is enhanced by the provisions of section 521(a)(4) which
would limit to straight-line the depreciation which could be taken on section 1250
property, including rental housing, acquired after July 24, 1969, where the
original use of such property does not commence with the taxpayer.

We are mindful of the fact that under our tax laws, depreciation available
to a "second user' of property has been at a rate less than that available to the
original user. Under present law, the second user cannot avail himself of the
double declining balance or sum-of-the-years digits methods of depreciation on
such property, but is instead limited to a maximum of 150 percent of straight-
line. Consistent with such past precedent, since the BIll limits depreciation on
buildings other than rental housing to 150 percent of straight-line, it would
appear appropriate to apply the straight-line limitation to the second user of
such buildings. However, since the Bill retains the availability of the accelerated
methods of depreciation with respect to rental housing, the proposed limitation
on depreciation to straight-line of such property by the second user in fact
penalizes rather than encourages ownership of rental housing by curtailing
depreciation by the second user at a rate which is in fact greater than the
‘curtailment with respect to the second user of other buildings. Since H,R. 13270
specifically recognizes the economic necessity of a preferred status for rental
housing, it is clearly inconsistent therewith to penalize the second user of such
rental housing by providing identical treatment to that of the second user of
other buildings.

The interaction of increased depreciation recapture and the restriction on
depreciation to straight-line in the hands of the second user would have an
adverse effect on the housing industry since owners of rental housing will not
sell (in view of the substantial depreciation recapture) and potential purchasers
will not buy (in view of the limitation to straight-line depreciation on such
property). This "lock in" effect will result in channeling of investment funds
into more attractive forms of investment and preclude construction of necessary
new rental housing in later years.

41



Appendix
Page 4.

4, Limit on Tax Preferences of Individuals (Sec. 301 of the Bill) -- The
continued availability of accelerated depreciation for rental housing would be
further and significantly eroded by the proposed limit on tax preferences ("LTP")
which treats the individual's share of the excess of accelerated depreciation over
straight-line taken on section 1260 property, including rental housing, as one of
several designated "tax preferences”". Under this formula, an individual {nvestor
who provides equity capital {0 a partnership for the construction of rental housing
would be required to treat as a "tax preference’, in each taxable year, his
proportionate share of the excess of accelerated depreciation over straight-line
taken on the rental housing owned by the partnership. The taxpayer would then
determine the total of his "items of tax preference" for such year and the LTP
would be the greater of one-half of the sum of (i) the items of tax preference and
(1) the adjusted gross income, or $10,000. The excess of tax preferences over
the LTP would be the disallowed tax preference which amount would be required
to be added to gross income in determining the taxpayer's taxable income for
such year,

The effect of treating accelerated depreciation over straight-line on
rental housing as a "tax preference' for purposes of the LTP computation will
be to discourage the investment of equity capital required for the construction
of this much needed housing. Rather than invest in rental housing with all its
otherwise attendant economic risks, an outside investor, faced with additional
taxable income in the form of the excess depreciation, will instead channel
his funds into other forms of investment which would not generate such additional
taxable income, thereby depriving the housing industry of the needed source of
outside capital, This will impede rather than permit accomplishment of our
housing goals as reflected in the Housing and Urban Development Act of 1868,

Moreover, the potential damage to rental housing is compounded by the
failure of the Bill to completely interrelate the LTP mechanism with the
previously described increase in depreciation recapture. Assuming, as is
most often the case, the rental housing is owned by a partnership, the investor
partner may be required to include in gross income under LTP his proportionate
share of the excess of accelerated depreciation over straight-line in each year,
When the partnership later disposes of the property (e.g., after 12 years),
there will be full recapture at ordinary income rates on the excess of accelerated
depreciation over straight-line taken by the entire partnership to the extentof
the gain realized on such disposition. By operation of the partnership provisions
of the tax law, the partnership is a conduit and it is the partners who bear the
burden of depreciation recapture,
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However, no complete mechanism is provided to permit the investor
partner to receive full credit, against his share of ordinary income represented
by depreciation recapture upon the disposition of the residential rental property
by the partnership,for the amount of ordinary income which he was required to
include in gross income under LTP in each of the years during which the
partnership held the property prior to sale. The Bill provides that the disallowed
tax preferences attributable to accelerated depreciation will increase the "basis
of the asset to which they relate" for purposes of determining gain or loss upon
the disposition thereof (and not for purposes of computing depreciation thereon).
In a factual situation involving a partnership, the "asset" for this purpose would
likely be the rental housing itself, so that the investor partner's interest in such
property would be increased by the digallowed depreciation required to be
included in his income under LTP. (This result is by no means certain since
the "asset" in question could be the investor's partnership interest). Under this
approach, the partner's share of gain on the disposition of the property by the
partnership would be reduced by reason of the increase in his share of the basis
of the property. However, since depreciation recapture would be the lesser of
gain or the excess of accelerated depreciation over straight-line, the increase
in basis will not provide the'partner with an offset to depreciation recapture
where the gain is greater than the excess of accelerated depreciation over
straight-line taken on such property.

The investor partner may thus be required to recognize ordinary income
twice on the same dollar of accelerated depreciation, i.e., first, under LTP,
in the year in which the excess depreciation over straight-line is claimed on
the property by the partnership, and, second, on his share of depreciation
recapture upon the later disposition of the property by the partnership. This
result would serve to deter the flow of investment funds into rental housing and
negate the objective sought to be achieved by retaining the availability of
accelerated depreciation for such property.

6. Allocation of Deductions (Sec. 301 of the Bill) -- A further deterrent
to investment in the construction and ownership of rental housing is provided
in section 302 of the Bill which would require the allocation by an individual of
otherwise allowable personal deductions (including interest, taxes, charitable
contributions, and medical expenses) and result in a disallowance of the portion
thereof attributable to allowable tax preferences, including the excess of
accelerated depreciation over straight-line on residential rental housing., The
portion of the excess of the individual's share of accelerated depreciation over
straight-line for a taxable year which is not disallowed and added to his gross
income under LTP is used in determining the portion of such deductions which
is disallowed for such taxable year. The portion of the otherwise allowable
deductions for such expenses (other than charitable contributions) to be
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disallowed by reason of the individual's share of the excess of accelerated
depreciation over straight-line on rental housing (and other tax preferences)
could not be carried forward and claimed as deductions in a later taxable year,

The effect of the enactment of the above-described provisions would be to
impose severe tax restrictions which, together with present financial restraints,
would seriously impair the ability of our industry to provide the necessary rental
housing for our fellow citizens.

Instead of assisting the home building industry in its efforts to meet the
critical housing needs of this Nation, the enactment of these provisions would
effectively deter equity investment in the construction of residential rental
housing. These proposals (a) penalize the equity investor by utilizing the
excess of accelerated depreciation over straight-line on rental housing to
result in a double inclusion of income by such investor (through LTP in each
year and through increased depreciation recapture in the year of disposition),
and a disallowance of personal expenses wholly unrelated to his investment in
the rental housing, and (b) create a "lock in" effect as to investment in existing
rental housing.

It is therefore imperative that this Committee, recognizing the critical
nature of the Natfon's housing needs, significantly revise the above-described
provisions of H.R. 13270 which would operate to deprive the home building
industry of equity capital which is the life blood of its continued operation.

Moreover, we urge that this Committtee rejec.t the recommendation made
by the Treasury representatives during their presen:ation before this Committee
to expand the LTP concept to include as a "tax prefarence' the amount of the
excess of interest, taxes and rent over receipts (if any) from unimproved real
property during the period of construction of {mprovements. The Treasury
indicated that such amounts are "part of the economic cost of the improvement
and when allowed as a deduction result in excessive tax benefits to some high-
bracket investors'. The treatment of such expenses as tax preferences so as
to result in additional income to the investors will serve as another severe
deterrent to the flow of investment funds into the construction of rental housing
and thereby contribute further to the decline in the construction of such housing.

Such expenses are incurred as integral elements of the overall cost of
construction at a time which of necessity is prior to completion of the improve-
ments on such real property and thus prior to the receipt of rental income to be
derived from the improvements. These expenses are a necessary incident to
the construction of the improvements and should not be subject to penalty solely
by reason of the fact that they are of necessity incurred prior to the production
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of income from the improvements. The treatment of such expenses as a "tax
preference" fully ignores the economic realities of tiie construction of rental
housing and other improvements and fails to recognize that the investment

of owner is earning no return during the construction period. The excessive
tax benefits asserted by the Treasury to result from such expenses are instead
an ordinary and necessary part of the construction activity and their effective
disallowance (by the treatment thereof as additional income to the individuals)
will serve to further preclude the Nation from meeting its commitment for the
construction of necessary housing,

6. Rehabilitation Expenses (Sec. 521(a) of the Bill) -- The Bill provides
for the depreciation on straight-line method over a period of 60 months of
expenditures (having a useful life of 5 years or more) for the rehabilitation of
low-cost rental housing, up to a maximum of $15, 000 per dwelling unit
(apartment). The purpose of this provision is to stimulate and encourage
rehabilitation of buildings for low-cost rental housing. NAHB has consistently
favored the enactment of a provision of this type in order to provide an incentive
for improvement of the living conditions of the economically deprived members
of our society.

However, the incentive for such rehabilitation provided by the five-year
write~-off of rehabilitation expenditures is substantially negated by the inclusion
of such expenditures in the computation of depreciation recapture under section
1250. Under Section 521(c) of the Bill, the amount of depreciation recapture
upon the sale of low-cost rental housing would include the entire amount of
rehabilitation expenditures to which the five-year write-off was applicable or,
where the housing was sold after one year, the excess of the depreciation under
the special write-off over the depreciation which would have otherwise been
allowable on such expenditures, if the useful life had been determined under
normal rules. Thus, the owner of such low-cost housing would be required to
recognize ordinary income solely by reason of improving the facilities in such
low-cost housing.

The inclusion of rehabilitation expenditures to which the special five-year
write-off would be applicable within the operation of depreciation recapture is
contrary to both the technical requirements of section 1250 of the Code and the
purpose underlying special write-off of rehabilitation expenditures. Section 1250
by its terms is intended to recapture only the amount of depreciation which is
claimed in excess of the amount otherwise available if the straight-line method
were utilized. Section 1250 was never intended, and does not in fact operate,
to result in depreciation recapture where depreciation on the building is deter-
mined under the straight-line method. Since the special write-off of rehabili-
tation expenditures expressly provides that it is a depreciation under "the
straight-line method" using a useful life of sixty months, there is, in fact, no
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amount of depreciation in excess of straight-line to which section 1250 should
be applicable. Furthermore, since the purpose of the proposed write-off of
rehabilitation expenditures is to encourage such expenditures, the fact that the
taxpayer will be faced with ordinary income (in the form of depreciation
recapture) upon the disposition of such low-cost rental housing will significantly
deter his incurring such rehabilitation expenditures and thereby defeat the
underlying purpose of the special write-off.

We therefore recommend that the rehabilitation expenditures which
qualify for depreciation under the five-year write-off provided in Section 621(a)
of the Bill should be excluded from the application of depreciation recapture.

Moreover, we urge this Committee to reject the proposal made by the
Treasury during its testimony before this Committee that the rehabilitation
expenditures under the five-year write-off be included as a "tax preference"
within the LTP concept. The allowance of depreciation on such expenditures
over a five-year period was not recommended by the House in order to create
a "tax preference” which could result in additional income under LTP as a
result of incurring such expenditures, but rather as a recognition of the
necessity for a tax incentive to encourage the improvement of existing low-cost
rental housing, The potential ordinary income which would result from the
combined effect of treating such rehabilitation expenditures as part of LTP and
as part of depreciation recapture would produce an "over kill" which would deter
the owner of low-cost rental housing from incurring such rehabilitation
expenditures and thereby completely frustrate the purpose underlying this
provision,

7. Limitation on Installment Sales Provision (Sec. 412 of the Bill) -- We
object to the proposed limitation of the election of the installment method of
reporting gain to designated "installment transactions" to the extent that such
limitation would operate to preclude installment reporting of gain on the sale of
unimproved land to be used for the construction of housing, both single family
and multifamily, Under Section 412 of the Bill, the installment method of
reporting provided in section 453 of the Code would be available only to gain
on a transaction in which payments of principal or principal and interest are
required to be paid periodically and in such amounts over the installment
period as prescribed under regulations by the Secretary, Such requirement
will be deemed satisfied if (i) such payments are required to be made at least
once every two years in relatively even or declining amounts over the install-
ment period; or (ii) at least 5 percent of the principal is required to have been
paid by the end of the first quarter of the installment period, at least 15 percent
of the principal is required to have been paid by the end of the second quarter of
the installment period, and at least 40 percent of the principal is required to
have been paid by the end of the third quarter of the installment period. The
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Ways and Means Committee Report provides that this "latter safe-haven rule
should protect legitimate installment sale transactions, "

We believe, however, that the importance of ensuring the availability
of an adequate supply of land for the construction of housing necessary to meet
the Nation's housing needs should be given special consideration in qualifying
for installment method of reporting gain on the sale ther¢of. In view of the
substantial increase in the cost of land created by our inflationary economy,
builders are hard-pressed to arrange for the acquisition of land on terms which
are economically feasible. Acquisition of land under such adverse economic
conditions requires that the builder have the flexibility to make the acquisition
on terms which permit payment over a period of years other than within
prescribed percentage limitations while still permitting the seller to report
the gain on the installment method, A limitation on the qualification for
installment reporting to sales involving periodic payments qualifying within the
strict confines of designated percentages as proposed in Section 412 will
substantially impede the ability of builders to acquire land for construction of
housing which is desperately needed in this country.

We therefore believe that the proposed limitations on the installment
method should be amended to expressly exempt therefrom a sale involving
unimproved real property where the taxpayer establishes that the property is
purchased and will be used for the construction thereon of housing.

II. Provisions Affecting NAHB

Limitation on Deductions of Certain Non-Exempt Membership Organiza-
tions (Sec, 121 of the Bill) -- NAHB strongly objects to the enactment of
sectior. '21 of the Bill which would limit the deductions incurred by a member-
ship organization in furnishing services to its members only to the amount of
income derived from members or from transactions with members. Such
provision would, if enacted, severely curtail the performance by NAHB, as a
membership organization, of its sole function of furthering the interests of
the home building industry. The provision could have the same effect on many
of our affiliated local and state associations.

The problem presented by section 121 of the Bill arises with respect to
the income derived by NAHB from the conduct of its annual Convention, This
Convention, which constitutes one of the largest trade shows conducted in the
United States, is undertaken for the sole purpose of educating its members as
to the new products and techniques in the home building industry so as to permit
its members to construct better and more efficient housing. The income from
the Convention is derived from the rental of exhibit space to manufacturers and
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other organizations directly related to the home building industry which,
through exhibits, display such new products and techniques. While a member
of NAHB seeing a product which is of interest to him may request to be
contacted by the respective exhibitor at a later date, there are no sales
transacted at the Convention and it cannot, therefore, be considered as a
"gales facility".

Except in the "sales facility" situation, the underlying concept of a
"trade show'' is that it represents an event designed to permit the interchange
of knowledge for the benefit of all of its members. The exhibits represent
practical workshops at which the dissemination of information as to new
developments and techniques is undertaken in order to educate the members
of the industry and increase their technical competence. The "trade show"
often makes it possible for members of the industry to become aware of new
products and materials which have not otherwise been introduced in their
geographical area. In addition, the ability to see the new products and materials
in use provides a method whereby the member of the industry can determine the
practical application thereof in improving the products or services of such member
and his colleagues in the industry,

The non-sales facility "trade show" thus is undertaken for and in fact
serves to promote the common business interest of its members through
education and information on new products, materials and techniques. More-
over, in most industries, the rapid technological advance which this country
has been experiencing makes it imperative that the associations provide such
"trade shows' in order that their members be kept abreast of the new develop-
ments and techniques in order to effectively operate and thereby improve
business conditions in their industry. Indeed, the association conducting such
“trade show" would thereby be directly promoting the common business interests
of its members and more nearly achieving the purpose for which it was formed.

It is submitted that the proposed limitation on deductions should thus be
inapplicable where, as in the case of the NAHB Convention, the income is
derived from an activity which "contributes importantly" to the performance
by the membership organization of its express function, The purpose of section
121 of the Bill is to preclude the use of investment income to offset the loss
from conduct of membership operations. Where, however, the income is derived
from the performance of an activity (rather than a passive investment) which is
related to the fulfillment of its functions, the membership organization is not in
fact utilizing unrelated income to offset operating expenses.
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Since the purpose of the Convention which generates such income is
directly related to, and contributes importantly to, the performance of the
underlying purpose of NAHB itself, there should be no limitation placed on
the application of such income against expenses of operation of the organiza-
tion. Indeed, such result would be inconsistent with judicial decisions
permitting such offset and would, in the case of NAHB, do violence to its
purpose by impeding its ability to provide its members with a form of
services, i.e., the knowledge of the latest techniques and products, which
would thereby improve the quality of the housing which this country so
desperately needs at the present time,

111. Other Recommendations

1. Investment Accounts for Dealers in Real Estate

We recommend that as part of its consideration of the overall subject of
tax reform, this Committee add to H. R. 13270 a provision of vital importance
to the home buflding and real estate industry which would provide for invest-
ment accounts for dealers in real estate.

Unlike persons who deal in securities, persons who engage in the realty
and home building businesses have no statutory grant (such as provided in
section 1236 of the Code for dealers in securities) to earmark realty as
investment property, and thereafter dispose of such property as a capital
asset,

As a result, the courts have generally precluded home builders from
capital gains treatment on realty even under circumstances where the property
involved was purchased and sold in an unimproved state, The home builder may
prevail under present law only by introducing facts sufficient to establish that
such realty was not held principally (or of first importance) for the purpose of
sales to customers in the ordinary course of business. The judicial decisions,
however, create substantial uncertainty as to the tax treatment of realty
acquired for investment rather than for development purposes in a given factual
situation,

The purpose of such provision would be to remove the existing uncertainty
and create express statutory rules which, if satisfied, would permit an electing
home builder to make genuine investments in realty and thereafter dispose of
such property with a clear assurance of taxation on the gain thereof as a
capital gain. Under this provision, in the case of a dealer in real property,
the gain derived from the sale of certain property, could, at his election,
qualify for capital gains treatment as gain derived from the sale or exchange
of a capital asset.
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Adequate safeguards would be provided in the propoaal in order to insure
that such provision would be applicable only to realty which was held for
investment purposes, The category of real property which would qualify under
this provision would be limited to property held by the taxpayer for more than
18 months, on which no substantial improvement (i.e,, expenditures of no more
than 18 percent of the market value of such property) was made during the holding
period, and as to which the taxpayer, within 30 days of acquisition, clearly
identifiea such property as real property held for investment. The manner of
such identification would be prescribed by the Secretary or his delegate,

Legislation generally similar to the above is now part of the Code (section
1236) and applies in the case of securities dealers, NAHB believes that home
builders and dealers in real estate should be entitled to the same certainty of
tax treatment.

2. Incentives for Housing

This bill presents the Congress with a unique opportunity to provide the
people of the United States with improved opportunities for attaining the Nation's
housing goals, These goals, set out in the Housing and Urban Development Act
of 1068, call for the construction and rehabilitation of 26 million housing units
over a ten year period from 1868 to 1878, To meet these goals, it is necessary
to produce at an average annual level of 2,6 million housing units, Today we
are producing at leas than half of that needed average annual level,

The home building industry, because of tight money and excessively high
interest rates, is unable to produce anywhere near the volume required to meet
these goals and in fact every month is falling further and further behind with an
ever declining production level. To encourage the availability of the mortgage
money needed to enable our industry to construct the housing needed and desired
by the citizens of this country, it is recommended that the following three tax
incentives be enacted:

a) Allow a taxpayer to exclude from income the first $750 of
interest income on deposits in thrift institutions -- Thr
institutions, primarily savings banks and savings and loan
associations, are the primary source of funds for the home
buflding industry, They are finding it increasingly difficult
to attract consumer savings because of the competition from
other sources offering higher rates than thrift institutions
can afford to pay.
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b) Give preferred tax treatment to interest income from
single family home mortgages -- The single family
mortgage instrument in today's economic and inflationary
climate has completely lost its attractiveness to investors.
The national monetary policies for controlling inflation
have fallen with catastrophic impact upon the sources of
mortgage funds for single family home mortgages. The
Nation can {1l afford to have the single family housing
industry largely destroyed or curtailed during this current
period, Providing preferred tax treatment on the interest
income earned on these mortgages is believed fully
consistant with the stated National policy of encouraging
homeownership. It will also enable this industry to better
ride out periods of severe monetary restraint such as we
are now in,

¢) Condition the continued tax exemption of the income
earned by pension, retirement, and similar funds on
investment of a percentage of assets in residential
mortgages -- Pension funds are the fastest growing pool
ol'savings in the country. The Congress should determine
whether their high percentage of investment in equity risk
securities is sound and in the long-term public interest.
We believe that residential mortgages, now almost
completely neglected by pension funds, could and should
become a much safer investment resource for pension
funds and that conditioning their continued tax exemption
on such investment is necessary to achieve this needed
ghift in their investment emphasis.

L N N B
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Summary of the Principal Points of the Statement
of
The A..ogfﬁteg'a§:§¥:§°325s5§§:§§:"§§ America ’

The 9000 member firms of The Associated General Contrac-
tors of America comprise one of the most significant and most basic
of industries. The economic history of the last twenty years amply
demonstrates the intimate connection between our health and that of
the entire American economy.

As the Congress and the nation undertake this significant

reexamlnatio& of national tax pol;cy. the members qf our association

primary effect/will be upon the 7pnqugffion busine

eci tion\and Reol‘ture Rules
Retaihed fopr All Redl Estate

In dd;ng 8 {e\zi \n\m greatest ¢conomic
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that dquble declining balance and sum i::;;\?unzgfdigita d¢precia-
tion ar4 necessar ’%6 allow recovery of ‘his capital shrinkage. Al- .

though opponents of acgflcfiied depreciation m y on datg*which shows

resale priceg in excess-of.adjusted) basis;-this spread/is true capital

gains, fully aocounted for by the immense infl::ion/in construction
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costs -~ more than percent in the last fiv

ears and 15 percent
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Just since January 1968 -- and by the growing scarcity of urban land.
The cash flow produced by depreciation == the other factor said to
support Section 521 -~ is amply justified by the need to service
mortgages in an ever tightening money market and the needs for re-
serves which are constantly used to renew the property.

Seoction 521, furthermore, misses the abuses at which it
is supposedly aimed. For sound reasons apart from tax policy, new
residential construction is exempted from the proposed strictures
on accelerated depreciation, even though it 1s such real estate that
1s most open to the rapid turnover which is the key to any tax abuse.
This part of Section 521 would apply only to industrial and commer-
cial structures, where the opportunities for abuse are negligible
and where restrictions on depreciation will greatly decrease the
ability of American business to meet foreign competition. Indeed,
in this respect Section 521 1s'd1roct1y at odds with the approach
of Section 221 of the House bill. That part, in establishing limita-
tions on the interest deduction, recognizes that expenses incurred
in a trade or business are not susceptible to abuse and expressly
exempts interest incurred in the conduct of a trade or business.

Nor has any cogent case been made for the recapture rules
that Section 521 would impose. We did not oppose the adoption of
Section 1250 in 1964 because we believed then and believe now that
it provides a ritional and fair inhibition upon the tax abuse that
can exist in this area by measuring the recapture of depreciation
into ordinary income by the length of the taxpayer's holding period.
Section 1250 presents a carefully designed tool that i1s entirely
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responsive to the difficulties that existed, H.R. 13270, on the
other hand, would convert all depreciation above straight line to
ordinary income upon the sale of real estate, and thereby penalize
a bona fide long term investor who has not abused the tax laws and
seriously restrict the amount of capital that will be placed into
construction of modern facilities.

The Need For
Reform of Capital Recovery Rules

The most notable and most serious omission from H.R. 13270
is the absence of the long promised general reform of our capital
recovery system. Against the background of the proposed repeal of
the investment credit, this reform is more necessary than ever.

The cost of machinery is a major factor in the construc-
tion industry, and the five year life applied to most of our equip-
ment ignores the extraordinarily abusive working conditiona and rate
of technological change that makes our equipment substantially useless
after a year or two of use, FPFor much of the last several years, the
investment credit has compensated for thé unrealistic useful lives
applied in our industry. If, contrary to the repeated assurances we
have heard in prior years, the credit is not to be a permanent part
of our tax structure, there must at the same time be a general reform
of capital recovery rules for all industry.

That reform must recognize three principles.

First, average lives must be based upon the optimum prac-
tice for each industry. Otherwise the tax code will forestall in-
dustrial modernization and build obsolescence into American industry.

All American business will suffer an increased disadvantage in
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competing abroad, where rapid capital recovery has long been a g
principal tenet of tax and economic policy.

Second, depreciation rules must recognize that some tax-
payers have a particular need for rapid replacement. Now that the
moratorium on the reserve ratio test is ended, revenue agents will
see themselves free to renew the endless haggling over depreci-
able 1ives that marked audits for so many years, unless the Congress f
emphasizes that a businessman's reasonable decision of how to manage ;
his own business should be given the strongest weight.

Third, changes in the depreciable 1ives must not be viewed
as revenue gathering or contracyclical devices. For thirty years our
economy was hampered by restrictive depreciation rules based on a
depression decision to raise more money by lengthening useful lives,
This 1s poor tax policy and disastrous economics. Depreciation re-
form should provide a context that invites steady capital investment
and provides an assured permanence of statutory structure.

The specifics of depreciation reform should start with ;
four proposals which the machine tool industry previously described
for this committee.

Two, elimination of the reserve ratio test and the amend-
ment of Section 167 to eliminate the need to establish salvage value,
would simplify tax accounting, eliminate endless controversies on

audit, and recognize that in the construction business as elsewhere

there is no predictable or readily avallable salvage market for many

capital goods.
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The third proposal, to codify the guideline depreciable
lives, 1s highly meritorious, but the Congress should recognize
(1) that the guidelines are unnecessarily restrictive in their
treatment of the construction industry; (2) that three years
rather than five years is a realistic average life for construc-
tion equipment; and (3) that some contractors in some situations
require even shorter lives.

The fourth proposal -~ to eliminate the $10,000 ceiling
upon the additional first year depreciation allowance of Section
179, with a possible reduction in rate -~ would help compensate for
the loss of cash flow that will follow repeal from the investment
credit. An amendment of Section 179(d)(1) to grant the allowance
without regard to the useful life of depreciable property would be
particularly equitable in its application to the construction in-
dustry.

Interest on the Obligations of State and
Local Governments Should Remain Tax Exempt

A significant portion of the business of members of our
association consists of public construction. By disrupting the
financial marke€ for state and local securities -~ and the financlal
press shows how severely the House passage of H.R. 13270 has re=-
stricted the marketability of these securities -- the inclusion of
interest on these obligations within the tax preference provisions
of the bill will destroy the ability of local governments to supply

necessary facilities and services.
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We agree that each American should pay some taxes on his
economic income, It 1s incorrect, however, to include interest on
state and local securities in the catalog of items not carrying
their fair tax burden.

The holder of these securities pays a silent tax, measured
by the difference between the interest he receives and the greater
interest available on nonexempt securities. Interferences with the
tax exempt status of public securities will require a compensating
increase in state and local taxes, and there will not be commensurate
increases in federal tax collections. This "reform" will increase
everyone's taxes and decrease no one's; there is no justification
for its enactment.

The Existing 5 Percent Depletion Rate
for Sand and Gravel Should Not Be Reduced

For reasons that are unexplained, H.R. 13270 would impose
a 20 percent reduction in the smallest depletion rate in the tax
code: the 5 percent rate accorded sand and gravel.

Sand and gravel producers face a staggering need to find
and develop new supplies in the last third of this century. The
average annual output must be doubled to satisfy projected demands.
Cost of development and production are particularly high, since
deposits must be developed near construction sites and their proximity
to metropolitan'areas requires extensive expense for rehabilitation
after the sand and gravel is removed.

The proposed reduction in depletion rate can only increase

the cost of construction contractors, who are the primary consumers
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of sand and gravel. Both considerations of tax policy and the
economics of an industry that has already suffered immense inflation

in cost require continuation of the 5 percent rate.

The "Country-By-Country" Limitation
on Foreign Tax Credit Should Not Be Changed

Section U431 of the House bill would impose an addi-
tional inhibition on the ability of smaller businesses -- those who
lack a large base of foreign income -- to compete abroad. The danger
perceived -- the possibility of a double tax benefit for those who
have loss years followed by successful years in foreign countries --
exists only for activities in countries not allowing loss carryovers
in their tax structure.

But the effect of the denial of the carryover is to increase
the effective tax rate in those countries, and the limitation of the
American tax credit in turn would increase the effective total tax
burden beyond the amount the American tax code would impose on the net
results of the foreign business. Thus, this provision not only would
impair the United States' position in foreign commerce, but it also

would frustrate a prime function of the foreign tax credit.

H.R. 13270 Would Subject the Construction Industry
To _a Multiplicity of Recessive Yet Inflationary Pressures

Each of the parts of H.R. 13270 which I have discussed would
inhibit new construction, raise the cost of construction, or both.
H.R. 13270, if not changed, will subject the construction industry to-
gether with the entire economy to a multiplicity of pressures that are
both recessive and inflationary. These parts of H.R. 13270 are not
sound as tax reforms, they are economically dangerous, and they should

not survive the scrutiny of the Senate.
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Statement of Carl M. Halvorson, President,

The Associated General Contractors of America

Before The
Senate Finance Committee
on H.R. 13270

September 26, 1969

My name 1s Carl M, Halvorson, and I am a gen-
eral contractor in Portland, Oregon., I appear before the
Finance Committee in my capacity as President of the
Associated General Contractors of America.,

The Associated General Contractors, as our name
suggests, is a trade association of construction contrac-
tors, We have about 9,000 member firms who come from all
fifty of the United States, the District of Columbia, and
Puerto Rico, Our business includes all manner of heavy
construction; our members build about 75 percent of the
contract construction in the United States. I need not
dwell at length on the place the construction industry
has in the American economy., We are among the most basic
of industries, The health of the construction business
is essential not only to the contractors of our associa=
tion and their employees and suppliers, but as well ‘=
every economic activity in the Nation,
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We appreciate the Committee's courtesy in ex-
tending to us the opportunity to express our views on
H.R. 13270. This, of course, is one of those periodic
occasions when our country re-examines and reassesses
its tax policies. The decisions of this Congress will
establish national tax policy for many years to come.
This consideration, above all else, causes us to view
with no small measure of alarm five pending tax pro=-
posals, which we believe are poorly founded as a matter
of tax policy, inconsistent with a goal of orderly eco-
nomic growth, and unusually discriminatory in their
cumulative impact upon the business of the members of
our association.

Existing Depreciation and Recapture Rules

Should be Retained for all Real Estate

Section 521 of H.R. 13270 makes two important
changes in the depreciation of real property which are
the source of our gravest concern about H.R. 13270,
Above all other provisions of this Bill, Section 521 wilil
inhibit the formation of new capital for investment in
construction and have a serious recessive effect upon the
econonmy,

The first change would deny accelerated depre=-
ciation to used property and restrict depreciation on
hew nonresidential property to the 150 percent declining
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balance method. The double declining balance and the sum
of the years-digits methods would be forbidden. In addi-
tion, the Bill would require that all accelerated de-
preciation taken on all buildings after July 24, 1969,

be converted to ordinary income when the building is sold.
These changes do not constitute rational tax policy and
do not respond to the supposed evils that are cited in
their support.

The proposals are premised on the abuses which
can occur upon the use of accelerated depreciation fol=-
lowed by rapid resale of real property. We all know that
this combination presents an opportunity for the deferral
of ordinary income and its conversion to capital gains.
Such tax avoidance devices were becoming common at the
time Section 1250 was added to the Internal Revenue Code
in 1964 for the purpose of restricting capital gains treat-
ment of accelerated depreciation to owners who held prop-
erty for a reasonably long period of time, The general
approach of Section 1250 is a rational andifair one and
we did not oppose its enactment. But we believe the
present proposal suffers from a host of defects.

First, it is economically unsound to conclude
that only straight-line depreciation reflects economic
wastage. The greatest risk of 1oss and the greatest physi-

cal deterioration occur in the early years of ownership.
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The initial owner -~ the person who puts up the capital
to construct a facility == takes these risks, At no
time since the adoption of accelerated depreciation methe-
ods in 1954 has anyone produced persuasive evidence to
indicate that this is not so or that double declining
balance and sum of the years-digits overstate the eco=-
nomic wastage inherent in these initial risks.
Historically, two factors have been relied on
by those who nevertheless argue for elimination of these
methods, First, they point to resale prices, which gen=
erally exceed adjusted basis. Second, they point to the
existence of cash flow in excess of the amount needed to
service the mortgage. Although both premises are re-
peated in the House report, each is fallacious.
Comparison of resale prices to adjusted basis
fails to take account of inflationary pressures on real
property values. Enormous increases in costs of land,
labor, and materials have inflated property values even
beyond the general rate of inflation, This is reflected
in the report which the Bureau of the Census issued this.

month entitled "value of New Construction Put in Place,

;/ Construction Reports, Value of New Construction Put
n Place July 1969 (issued September 1969), United States
Department of Commerce Publication C30«69=7,
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That report, in evaluing recent construction in terms of
1957-1959 dollars, shows an inflation of over 40 percent
in the last ten years, Construction costs have increased
by 30 percent since‘196h and at least 15 percent just
since January 1968, Thus, a building built in 1964
should have increagsed in value by at least 30 percent to
keep pace with the inflation in building costs, The
squeeze on urban land should increase the value even more.
It 1s, therefore, not surprising that resale
price often exceeds adjusted basis, But this only proves
the great inflation we have suffered in the last five
years, It does not show that accelerated depreciation
methods are now overly generous. Rather the increases
in property value are true capital gain because they rep-
resent a true increase in the dollar value of the invested
capital, an increase caused by.the combination of infla-
tionary pressures and the growing scarcity of land.
Insofar as the excess of cash flow is concerned,
the first critical point is that the tighter money becomes,
the smaller that excess is. The second point ignored in
the House is the need of a cash reserve for repairs and

maintenance. The creation of such a reserve is the prime

#/ See Tables 2, 3, and 18 of Publication C30-69-7.
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economic function of depreciation, and, in a soundly
managed operation, the reserve is constantly being used
for renewal of the property.

My next point is that the real estate provi-
sions of this Bill ‘are not responsive to the abuses its
sponsors claim to perceive. Rapid turnover is the key
to any tax abuses which exist. The feared deferral and
conversion of ordinary income occurs only if the property
owner holds real estate for a short period of time and
resells it without making the repairs necessary to ace
count for the physical deterioration occurring during his
ownership. This abuse 18 most readily achieved and most
commonly occurs in residential property. For purposes
of national policy with which we agree == to encourage
the badly needed expansion of the housing supply == H.R.
13270 exempts residential structures from the proposed
restrictions on accelerated depreciation, The tax con-
sequence, however, is that the double declining and sum
of the years~digits depreciation would continue to be
available in the area that is most susceptible to abuse
and would be denied only to industrial and commercial
structures, where rapid turnover is not as likely and
long-time ownership is the rule,

0ddly enough, this treatment 1s exactly the op=-
posite of that provided in Section 221 of the Bill, which
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1limits the deduction of interest on loans used to carry
investment assets. Section 221 directly recognizes that
expenses incurred in a trade or business do not lend
themselves readily to abuse, and interest paid in the
conduct of a trade or business is exempted from the limite-
ations established in Section 221.

The same approach should be applied to real
estate., Industrial and commercial facilities do not in-
vite turnover and do not allow postponement of repairs
in the manner of residential housing, They are simply
not the proper target for restrictions on accelerated
depreciation,

The restrictions of Section 521 would also ine
crease the competitive disadvantage American businesao
experiences in foreign markets. Tax structures abroad
place high priority on the rapid recovery of capital ine
vestment, even allowing depreciation writeoffs substan=~
tially in excess of economic wastage., America must
compete for the construction budgets of domestic and
foreign industries, and the inevitable result of Section
521 would be to encourage domestic capital to go abroad,
and foreign capital to remain beyond our boundaries.

These factors all show the unreason of restrict-
ing the depreciation available to industrial and commer-

cial facilities, Since there are other sound reasons for
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not applying this part of Section 521 to residential hous-
ing, it simply should not be enacted.

The recapture provisions of Section 521 are
equally unjustified. This part of the Bill and the exist-
ing provisions of Section 1250 of the Internal Revenue
Code are both intended to inhibit the rapid turnover that
facilitates the use of accelerated depreciation to con-
vert ordinary income into capital gains. Here, however,
the similarity ends. While Section 1250 uses the care=
fully designed method of measuring the recapture of de=-
preciation into ordinary income by the length of the tax~
payer's ﬁolding period, Section 521 would recapture all
accelerated depreciation, whatever the length of the tax-
payer's holding period,

The hearings and the reports are entirely devoid
of any Jjustification for this change. There is no demone
stratibn that Section 1250 has worked badly and there 1is
no reason to believe that it has. Surely, §ection 1250
should be left as it is until there is acceptable evidence
that the statute still leaves room for abuse.

But if the rules are to be changed, the basic
structure of Section 1250 is the only one consistent with

sound tax policy. All should agree, I believe, that the
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man who holds real property for ten years is not the
source of tax abuse. The problem is to determine the
minimum holding period necessary to deter avoidance, We
believe that the twenty month minimum now established in
Section 1250(a)(2) is long enough, since the section re-
tains a prorated recapture for holding periods between
twenty months and ten years, If the Congress concludes,
however, that abuse still exists, it would not be a fair
or rational solution to penalize the bona fide long term
investor as H.R. 13270 would, The proper response would
be to extend the miniwum holding period, while adjusting
the rate or’recapture to retain ten yigrs as the holding

period when recapture ceases to apply.

%/ If, for example, the minimum holding period were ex~
ended to 36 months, 1.2 percent per additional month of
ownership would then represent an appropriate adjustment
to recapture.

%/ In addition to these difficulties, the recapture pro=-
vision of the new Bill is most inequitable, Real estate
is a relatively risky and nonliquid investment., Persons
placing money in real estate must plan for a relatively
long period, The amount of depreciation available and
the presence or absence of recapture is one of the de-
terminants that influences the investment decision, This
Bill changes the rules in mid-stream for all existing or
comnitted real estate, since the recapture rules apply to
depreciation attributable to perlods after July 24, 1969,
regardless of the acquisition date,
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The Need for Reform of
Capital Recovery Rules

We recognize that today is not the appropriate
time to present testimony relating to the proposed repeal
of the investment credit. I must, however, start with
that as background, for heavy machinery is one of the
major costs in our industry, and repeal of the investment
credit without adoption of long needed reforms or our cap=
ital recovery system will impose a substantial and un-
warranted tax increase upon our industry.

Most of our machinery and tools are now treated
as having a five year useful life, Superficially this
appears to be generous, When viewed against the demands
of the construction business, however, this rule, which
revenue agents refuse to vary on audit, ignores the ace
tual shorter useful lives of our equipment and therefore
artificially exaggerates the true income of the construc=
tion business,

The purchase price of construction equipment is
high, yet its useful life is relatively low. It 1is worked
hard and it is worked out of doors under widely varying
conditions, The life of this equipment is shortened by
differences in the competence of operators, the unavaile
ability of proper maintenance in the field, and the in-

herent difficulty of excavation and other aspects of
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construction work, For any one contractor, the useful life
of his equipment varies with the type of work he does and
the abilities of the men in his employ. The same machine
may be useless after six months on one kind of job, but
have a life of several years in other work, Our continu-
ing need to find and accept technological change further
quickens the obsolescence of our tools and equipment. And
to compound these difficulties, many members of our associ-
ation are called upon to do specialty and nonrecurring work
which requires equipment that is useful only to that con-
tractor and only on that job,

The end result is a great need for depreciation
rules realistic enough to accommodate the unusual circum-
stances of our 1ndustry; The five year useful life now
generally applied to us is not a reasonable expectation
for the average piece of construction machinery, The use
of this life has denied us deductions that reflect true

costs of operation, The investment credit has helped

*/ The far longer 12 year life applied to equipment de=
signed for maritime construction constitutes an extreme
imposition upon the economics of the construction industry,
In addition to all the problems of land based construction,
maritime equipment is exposed to unusually inhospitable

and corrosive working conditions., It should have no longer
a depreciative life than land equipment, and often should
be depreciated over its use in a particular job.
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compensate for this defect, so long as it has existed.

If the Congress now allows the administration to with-
draw from the repeated assurances that the investment
credit would be a permanent part of our tax structure,
then 1t is essential that the Congress at the same time
provide a general overhaul of our capital recovery struc-
ture.

I emphasize that we do not seek specific relief
for the construction industry. Rather, we see our probe-
lem as one facet of a general pattern of unrealistic tax
depreciation rules which repeal of the investment credit
will impose on business, We believe that adjustments to
the rules for our industry should be part of a general
reform of the capital recovery structure.

That reform should begin with recognition of
three essentials of any rational capital recovery policy.

First, depreciation lives must be based on the
best practice which recognizes the problems inherent in
each taxpayer's business., Whatever average lives are
used as benchmarks must account for and depend upon the
best practice for the industry, A technological revolu=-
tion is fully upon us, in an unprecedented sweep. In
construction and every other business, scientific inven-
tion speeds progress beyond prediction; equipment becomes

obsolete and requires replacement with amazing frequency.
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Unless depreciation lives are consistent with optimal re-
placement practices which keep pace with technology, the
tax code will build obsolescence into American industry.
Here again, American business would be disadvantaged in
foreign competition, American firms seek construction
Jobs abroad; success benefits the American économy, vhile
diminishing balance of payment and gold flow problems.
The principal foreign industrial nations, as a foremost
matter of tax policy, provide depreciation methods de=~
signed to give the maximum possible incentive to renewal
of capital equipment. We cannot compete meaningfully
abroad unless depreciation reform in the United States
eliminates our continual lag behind the practices of
other countries and provides us with the cash flow neces=
gary to maintain a competitive technology.

Second, depreciation reform must recognize that
some taxpayers must replace equipment even more rapidly
than the industry optimum. This 1is particularly so of
the construction business. Up to the early 1960's, the
construction industry, more than any other, suffered con=-
tinual harrassment from Internal Revenue agents who
refused to recognize the depreciation problems of individ-
ual contractors, Now that the moratorium on the applica-

tion of the reserve ratio test has ended, we have every
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reason to expect a renewal of hostility on the part of
auditing agents. The need for a realistic approach on
audit will be even greater if the investment credit is
lost, yet repeal of the credit may well serve to encour=-
age the Internal Revenue Service to return to practices
that for thirty years inhibited capital investment. De~
preciation reform must therefore reiterate that the special
problems of individual taxpayers must be recognized; a
businessman's reasonable decision of how to manage his

own business should be given the strongest weight.

Third, changes in depreciation lives must not
be viewed as a revenue gathering or contracyclical device.
Ever since Bulletin F was adopted during the Great Depres=-
sion, the tax collector has been tempted to raise more
money by lengthening useful lives. This very thought was
suggested this year as one of the reasons for changing
the rules for real estate depreciation. This approach
runs counter to every basic of rational tax policy., As
a matter of economic policy, it invites disaster. The

question is one of confidence. Orderly economic growth
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requires a climate for orderly capital investment. The
planning which must underly rational investment is im-
possible if depreciation rules are hostage to unpredicte
able change. Only meaningful depreciation reform, in a
context which provides permanence of structure, can re-
store the confidence shaken by a retraction of the assur-
ances that the investment credit was here to stay.

The specifics of depreciation reform should start
with the proposals offered to this Committee on September
11 on behalf of trade associations representing the ma-
chine tool industries. Two of the proposals, elimination
of the reserve ratio test and the amendment of Section 167
to eliminate the need to establish salvage values, would
simplify tax accounting and eliminate endless controvere
sies of no lasting significance with revenue agents. The
elimination of salvage values is particularly essential to
our members, for the economic fact of life is that these
values are generally nil in the construction business, and
for many of our items there is no predictable or readily
available salvage market,

We also agree that the guideline depreciation
lives of equipment should be codified, but with recogni-
tion of the economic realities of the constructiom business.

Three years rather than five years should be established as
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a realistic life for construction equipment, and the
codification should expressly allow for those instances
where the practices of particular taxpayers require
shorter lives,

The fourth proposal was that Section 179 be
amended to eliminate the $10,000 ceiling upon the addi-
tional first year depreciation allowance, with a possible
reduction in the rate of that allowance from 20 percent
to 15 percent. Such a change would be particularly equit-
able if applied to the construction business. Therefore,
we urge that Section 179(d)(1) be amended to allow the
application of the provision to depreciable property withe
out regard to its useful life. As short lived as our
equipment is, the greatest amount of wear and tear oce-
curs in the first year of use. A great amount of the
equipment is virtually useless and unsalable at the end
of the firat year. Such an amendment would help compen-
sate for the loss of cash flow that would follow repeal
of the investment credit, cash that is necessary to enable

us to keep our tools and equipment modern and usable,

Interest on the Obligations of State and Local
Governments Should Remain Tax Exempt

A significant portion of the business of members
of our association consists of public construction. That

construction depends on the existence of regular and orderly
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financial markets where local governments may market their
securities, The experience of the money markets over the

last several months demonstrates that unfortunate portents
for public finance inhere in the inclusion of interest on

the obligations of state and local governments within the

definition of tax preference items in Section 301 of H.R.

13270,

We do not disagree with the basic purpose of Sec~
tion 301 == to require each American to pay some tax on
his economic income, We dispute, however, the inclusion
of interest on state and local obligations as an item
that does not bear a fair share of the national tax burden.

As a formal matter, the holder of these obliga-
tions pays no tax on his interest income. As a consequence
of the present tax exemption, however, the holder receives
a lower yield. In substance, he pays a silent tax measured
by the difference between the interest he receives and the
greater interest available from securities not enjoying an
exemption,

In addition, unlike the other items included in
the definition of tax preference, this is not a situation
where the elimination of one man's exemption will decrease
his fellow citizens' taxes, The obvious and expected ef=
fect of the proposed legislation will be a significant

17
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increase in the yields on state and local obligations.
That increase must be satisfied through increases in the
taxes imposed by the issuer of the obligation. And it is
not realistic to expect that the Federal taxes paid by
purchasers of these obl.gations will exceed the additional
burdens being placed on state and local taxpayers. It is
more likely that high bracket taxpayers will take their
money out of state and local securities and place them
either in other tax exempts or in situations that offer

a potential for capital gains. This is already being
demonstrated, for nearly every day the financial press
reports instances of the difficulties state and local gov-
ernments have been having in borrowing funds since the
House passed H.R. 13270. Thus, this is a so-called "re-
form" that will increase everyone's taxes, and decrease
no one's, achieving all this while diminishing the ability
of state and local government to provide needed facilities
and services.

TN Sand and Gravel. Should Rot be Reduced -

The proposed 20 percent reduction in depletion
on sand and gravel is the fourth aspect of H.R. 13270 of
concern to the construction industry, Sand and gravel now
have the smallest depletion rate in the tax code: 5 per=~

cent, In contrast to most minerals, depletion rules
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provide sand and gravel with a less favorable method of
capital recovery than would bve available if the ordinary
capital gains treatment were available. Nevertheless,
Section 501(a) of the House Bill would reduce this modest
depletion rate to 4 percent.

The House Report focuses on petroleum. It
fails to offer a single word of explanation or justifica=-
tion for changing the rate for sand and gravel. This
smallest of depletion rates seems to be a victim =- per~
haps an unintended victim «= of the emotions stirred by
oil and gas depletion rates.

We in the construction industry are the pri-
mary consumers of sand and gravel, It is a basic construc-
tion commodity, The demands for it are enormous, Produce-
tion now exceeds 900 million tons annually. As large as
that is, the United States Bureau of Mines, in a study
entitled "Cumulative Demand Projections For Sand and
Gravel," projects a demand during the last thirty years
of the twentieth century "in the range from 57.2 to 65.6
billion tons." This means that the annual output of sand
and gravel must be doubled during the last third of this
century, even though a study conducted in 1963 showed a
life expectancy for reserves of only 2l years.

In consequence, sand and gravel producers face

a staggering need to find and develop new supplies between
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now and the year 2000, Furthermore, the high costs of
transporting this material requires that deposits be de-
veloped near metropolitan areas; this in turn adds further
to the cost, for the proximity of the site to urban areas
requires extensive cost for site rehabilitation after the
sand and gravel 1s removed.

This, I submit, constitutes the strongest of
cases for not lowering the already low depletion rate for
sand and gravel, The propoted reduction in rate can only
increase the cost of sand and gravel and thereby increase
the cost of construction, The construction industry is
already suffering from a rate of inflation far higher
than the national average. Here H,R, 13270 would add to
that inflation without the slightest Jjustification in tax
policy or economics,

The "Country-By-Country" Limitation on
Foreign Tax Credit Should Not Be Changed
Section 431 of H,R. 13270 would impose &an

additional burden on United States contractors who seek

to do business abroad by imposing new restrictions on the
"country-by-country"” foreign tax credit. The hardship
would be part;cularly severe for the contractor least
able to bear it ~- the one doing his initial work over-

seas or who hag & limited amount of overseas work in only




- 21 -

a few countries, He is the one who normally uses the
country-by-country limitation, since he lacks the large
base of foreign income available to companies with more
developed business throughout the world, The effect,
moreover, would be particularly magnified in its influ-
ence on the balance of payments, for these are the same
businessmen who most tend to repatriate investment and
profit,

The asserted Justification for the proposed
changes 1s that a United States' taxpayer with losses in
a foreign country may receive a double tax benefit if, in
the year of the foreign loss, he offsets it against
domestic income, and then in a better year takes a credit
for foreign taxes. This danger, however, is mostly
theoretical, and where the danger is real, the effect of
H.R. 13270 would be to impose & form of double taxation
on American businesses doing business abroad.

The asserted double benefit cannot be realized
in respect of activities in countries which provide for
loss carryovers in their tax laws, since the taxpayer
sets off losses before taxes become due to the foreign
authority, The problem can only arise in those countries,
usually undeveloped,which do not allow loss carryovers in

their tax laws., The result in those cases is an increased

81

3347580 O - 68 -- No, 12 -- 7



- 22 -

effective tax rate in profitable years. The existing
United States law allows a taxpayer to mitigate the impact
of this increased effective rate by the use of foreign tex
credits. This well serves the function of foreign tex
_credits -- to allow United States business to conduct
international trade in a climate where the combined
foreign and domestic tax burden does not exceed the United
States rate, Because the proposed change in the country-~
by-country credit would apply only where the foreign
country imposes an increased effective rate, H.R, 13270
would create a form of double taxation by imposing a
total tax burden in excess of the United States rate.

We strongly urge that this limitation be deleted
because its impact will be on smaller business and the
result will be a deterioration of the American position
in foreign markets, If it remains, however, it should be
amended 8o that the United States "recapture” will not
bring the total forelgn and United States taxes above
what the United States taxes would have been if the
foreign operations in all the years in issue had been

carried on in the United States,
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H.,R, 13270 Would Subject the Construction
Industry to a Multiplicity of Recessive
Yet Inflationary Pressures

To this point in my presentation, I have focused
on specific aspects of H,R, 13270, Now I should like to
view them from the perspective of the Bill's overall impact
on basic construction,

The changes in rules for depreciation and the
changes in the tax exempt status of interest on state and
local obligations will serve to decrease the amount of new
construction. At the same time both changes will increase
the costs to users of new property. The repeal of the in-
vestment credit without compensating depreciation reforms
and the reduction in depletion on sand and gravel will
directly increase our costs. The Bill also would impose
new and serious impediments to the investment of foreign
capital in the United States and to the ability of
American businesses to compete in foreign markete. Tight
money and construction cutbacks have yet an additional
negative impact on our industry.

The B1ll then has the recessive effect of inhibit-
ing construction while at the same time adding to infla-
tionary pressures. Each of these aspects of the Bill feeds

upon and re-enforces the other, and they are further
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multiplied by the other contracyclical measures the
Administration has taken, Although H, R.‘13270 is called
a tax reform bill, the features I have discussed here
simply cannot be justified as attacks on demonstrated
abuses. They are poorly conceived, dangerous to the
American economy, and should not survive ?he scrutiny

of the Senate,
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SUMMARY OF TESTIMONY OF LEON H. KEYSERLING*
IN_PART REPRESENTING REALTY COMMITTEE ON TAXATION
AND IN PART AS INDEPENDENT ECONOMIST
SENATE FINARCE COMMITTEE

FRIDAY, SEPTEMBER %, 1232

Mr. Chairman and Members of the Committee:
General considerations

I appreciate this opportunity to add to your consideration of one of the most
momentous economic and financial measure in many a year. The Bill in its present
form contains meny essential and desirable provisions. But I shall concentrate
upon vhat I regard to be the need for improvement, as that should be most constructive
and helpful to this Committee. Clearly implied in these comments will be my attit-
ule tovard those provisions which appear to me to be sound and good.

The major portion of my testimony relates to general economic and financial
considerations and their bearing upon the general provisions of teh Bill, because I
em profoundly convinced that ve all tend to pay too little attention to these ultimate
matters vhen considering tax proposals. In these phases, I appear independently, as
I have 8o many times previously before this Committee. My specialized comments
bearing upon the provisions of the Bf{ll dealing with housing and other real estate
investment is made on behalf of the Realty Committee on Taxation, although my con-
clusions in this area are also arrived at independently, and I hope objectively.

The past is prelude, and my previous testimony before this Cormittee and else-
vhere on the massive tax cuts and concessions of 1962-1965 ie highly r)elevant to
the current Bill, I felt in the years gone by that these msiﬁ tax cuts and con-
cessions were grievously misdirected in large degree. They surrendered too0 much
Pederal revenues, in terms of national and intemational needs dependent upon publie

spending; misallocated resoures betveen investment and copsumption so as to impeir

* PFormer Chairman, Council of Economic Advisers. Consulting economist and
attomey.
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econo?\ic equilibrium and work against maximum economic growth, production, and
employment; and aggravated inflation and the balance of payments problem by ignoring
the real causes thercof. On both ecoinomuc and social grounds, they helped too much
those who needed help least, and helped too little those who needed help most, both
on the individual and business entity side.

I submit that the more recent developments have very substantially vindicated ry
earlier concern. Although inflation is now rampant, our real rate of economic growth
since 1966 has been tm-h oo low, is much too low now, and this in itself aggravates

and adds to unemployment.
rather than curbs inflationary pressures, / The most urgent of our domestic priorities
are being relatively neglectel. Fiscal policy is still highly contributory to
resource misallocation. The current Bill, if projerly corrected, affords a tremen-
dous opportunity to use the mighty weanon of fiscal policy to learn by experience,
correct the errors of the past a d put us on the right cou-se.

But the Bill in i’s cur-ent foru, in very large measure, does not do this. On
equitable grounds, it makes a hichly irproper distribution of tax relief, especially
vhen added to the gross inequitien of tic 196k measure in this respect. On economic
grounds, it does not o neariy rar caourh i the direction of redressing the imbalance

between investment and coasuamption. % spreialived or ad hoc provisions diserimin-
ate against those lines of endeavor which rced rost to be stimulated greatly, most
especinlly housing and suppo.stiv  ponresidential construction investment,

while dealing lightly or cven favorably with 1i.:t of cndeavor which have been and

now are running relatively much too fast.

Misallocation of investment provisions of the Bill

Specifically, excluding the tax reforns, the House Bill does not appreciably
affect net investment allocations ns affected hy tax policy, and the Treasury propossl

{ncreases them by 1.1 billion dollars. This is fronical, in view of the proposal
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tn repeal the investment tax credit on the ground that investment in general is gross-
ly excessive.  Even with the reforms, the House Bill reduces the allocation to in-~
vestoent us affected by tax policy by only 3.9 billion dollars, and the Treasury
proposal by only 2.5 billion. This is not nearly enough. I favor a tightening up
on the net allocation to investment as affected by tax policy by about 6 billion
dollars, wvhich would leave much more room for reconsideration and revision of some
of the provisions bearing dowvn upon the tightening up of investment upon housing and
also  nonresidential construction, for reasons vhich 1 ‘hall subsequently disclose.

Inequitable features of personal tax cut provisions

The inequitable features of the current Bill, also highly undesirable from the
functional economic viewpoint, are as follows: Without the reforms, neither the
House Bill nor the Treasury proposal gives more than \xé%;'.s percent of the personal
tax cuts to those with incomes up to $5,000 who constitute 47.0 percent of total
returns, while they give 13.4-17.2 percent to those with incomes of over $50,000 who
constitute only 0.4 percent of all tax returns. The distributions between these two
extremes are subject to the same type of fnequity. I believe that the provisions
viewed without reforms are move important than those viewed with reforms. The
reforns are more debatable and uncertain of enactment; they do not impact equally
upon all those in any given group; and we know from experience that, if the reforms
are modified or mutilated, the regular rates do not tend to be adjusted accordingly.
But even with the reforms, the distribution of the tax cuts is highly inequitable.

And by the far more meaningful test of effect upon after-tax or disposable
income, the House Bill with or without the reforms increases such income by less for
those from $5,000 to $20,000 than for those with incomes from $20,000 to $50,000.
Without the reforms, the House Bill increas:. disposable income by immensely more

for those over $50,000 than for any other group. The Treasury proposal is far more
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regressive in these respects. Even with the reforms, by this vital test, both the
House Bill and the Treasury proposals are not nearly progressive enough, especially
in view of the imperative need to counteract in part the highly regressive features
of the 1964 tax cuts. This imperative need is best 1llustrated by the fact that,

taking all farms of nationwide taxation into account, those with incomes between

$3,000 and $4,000 pay a higher share of tleir incomes in total taxes of all kinds then

any other group up to $15,000, and almost as high a share as those with incomes
between $15,000 and $20,000. Those still higher up, by all equitable tests of
progressivity, do not pey a sufficiently higher proportion of their incomes in taxes
of all types.

All things considcred, I suggest not reducing at all the personal tax rates,
before reforms, of those with ircoues of $50,000 and over, and I seriously question
vhether there should’ be substantial, or perhaps even any, such reductions for those
at $20,000 and over.

The amounts thus saved should be used for further reductions for those lower

down in the income structure, vith emphasis on progressivity.

[run on page 57
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General comments on defects in provisions relating to housing
and ponresidential construction investment

The extent to which the foregoing provisions of the Bill depart from
desirable allocations of tax changes, both on economic and social grounds, are
paralleled by comparable departures with respect to the more specific or ad hoc
features of the Bill, especially those bearing upon housing and what I regard
tp be the intimately associated factor of investment in nonresidential construc-
tion. And because our economy and the problems of our people are a seamless
veb (and so is fiscal policy), the generalized and specialized departures from
desirable tax changes have mutual and cumulative effects.

The widespread impression that the Bill draws & sharp dichotomy between
housing and nonresidential commercial construction investment is erroneous. As
I shall disclose, the preponderance of the provisions of the Bill inimical
to real estate generally are also inimical to housing.

Even more important, we are here again dealing with a seamless web. Urban
rescue and renewal do not depend upon housing alonme. liousing, especially for
the poor and others of low income who cannot move out of cities, is intimately
associated with and supported by commercial structures -- stores, community
and recreational facilities, and professional space.And investment ip all of these
can provide vast expsnsion of employment in sectors where such expansion is
essential in the years ahead, to counteract the trends toward technological dis-

placemnt in other key sectors.

The alarming long-term decline in housing and nonresidential construction investment,

especially when related to current and future national needs

The data which I shall now present demonstrate the absolute contrast
between the severe and prolonged deterioration in these vital sectors and the pro-
visions of the Bill designed to provide them with even less tax incentives than

they nov have. This, although on all sides, including other long-range Federal
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programs involving scores of ‘billions of dollars over the years ahead (in declarations

of Congressional intent, but not in actual appropriations)'ve have been proclaiming

that the rescue and reneval of our urban areas is our most critical domestic priority.
Private nonfarm housing starts declined, on a seasonally adjusted annual basis,

from 1,845 thousand units in January 1969 to 1,314 thousand units in July, or

28.8 percent, and the end is not yet. The ratio of housing and commercial con-

struction investment (combined) to GNP declined from 7.13 percent in 1950, and

5.93 percent in 1959, to 4.39 percent in the second quarter in 1969; as a percentage

of gross domestic investment, the decline was from 40.8 percent in 1954, and 39.4

percent in 1958, to 29.0 percent in the second quarter of 1969. During 1961-

1968, measured in uniform dollars, the average annual growth rate in investment

in commercial construction vas only 4.9 percent, and in housing only 0.5 percent,

while it was 5.2 percent for GNP, and 9.9 percent for investment in producers'

durable equipment. In contrast, and in line with balanced goals for the whole

U.S. economy, the annual average rate of advance through 1977 in commercial

structures should be 5.9 percent, and in residential structures 11.2 percent, com-

pared with 5.3 percent in GNP, and 4.1 percent in producers' durable equipment.

Dispardties in Federal stimuli provided

The vital areas needing the most help havé been given the least, and, in the
main, vice versa. In 1966, of the 43.1 billion dollar value of depreciation and
depletion allowances, -‘2’354 percent went to manufacturing, and only 5.8 percent
to real estate. During the fiscal years 1954-1969, viewing more than 6.7 billion
dollars of average annual net expenditures for Federal subsidy programs,

57.9 percent were going to agriculture, 10.5 percent to air transportation, and

only 2.9 percent v housing.
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The lovly financial position of real estate

Contrasted with the belief that real estate is "in clover", that industry is
doing worse by various financial tests than any of seven other basic industries
vhich I have analyzed. Viewing net income as percentage of net worth, the figure in
1965 for real estate was 3.5 percent, compared with 6.0 percent for finance and
insurance, 10.3 percent for manufacturing, end 8.2 percent for sll industries.

The toll of rising interest rates

The impact of rising interest rates has borne most severely upon housing and
other aspects of real estate investment, because, in real estate, long-term debt
comes to almost S0 percent of total assets, compared with 12.2 percent for all
industries. Since 1952, rising interest rates alone have imposed an excess cost
agaregatingmmore then 17 billion dollurs in connection with mortgages on 1 to b
fanily homes. The rising interest burden imposed upon housing and supportive non-
residential commercial inveatment has exceeded many, many times the total benefits
floving to these sectors through cll types of Federal tax concessions.

Under these conditions, it would seem to be an upside-down public policy, or
fiscal policy, to make the public stimuli available to these sectors, including
those in tax form, even less favorable than they are now, and increasingly discrim-
inatory as against other sectors. This is true, not only in terms of economic and
social considerations, but ulso in terms of the revenue problems of the Federal
Government'viewed more narrovly. Any recoupment of Federal revenues by further
tightening up in these sectors would be a mere bagatelle, compared with the poten-
tials for recoupment along beneficial rather than dameging lines when measured in
terms of economic activity and human well-being.

Specific provisions of the Bill relating to housing and nonresidential
compercial investment

There i8 not room, in this very abbreviated summary of my testimony, for me to

n
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deal fully with the specific provisions of the Bill vhich would have these delet-
erious effects. But briefly, the provisions which would be damaging to both housing

and nonresidential construction investment include substitution, in the case of used

s ——

buildings, of straight-line depreciation for the presently allowable 150 percent
declining balance metnod (sec. 521); the recapture provisions (sec. 521); the
treatment of "excess" depreciagion under LTT and allocation of deductions (secs. 301,
302); the limitation on interest deductions {sec. 201): the "additional preference”
‘Preasury proposal; and certain retroactive features of the Bill, Applicable to
nev nonresidentinl structures tut not to

housing, there is also the undesirable substitution of 150 percent declining balance
method for the doudble declining balance method. These technicalities are dealt with

in detajl in my full testimony.

Summary related to housing and nonresidential commercial investment

If there were time, I respectfully submit thut this Committee should be dealing
vith methods to accelerate housing and nonresidential commercial investment, instead
of adding to its present plight. The least that should be done now is not to do H
the latter.

The difficulty wvith some of the so-called reform provisions of the Bill, relating ‘
to housing end nonresidential commercial investment, is that the baby is being
thrown out with the bath. In the laudable desire to catch those who are “"getting
avay vith eomething", scores of thousands of worthy and essentisl enterprises will
be hit vho are not now getting away with anything, but instead serve the national
{nterest, Indeed, while the Bill in its present form attempts to catch those who
are getting ewey vith too much in some industries, by delimiting.some of the special

tax incentives they have enjoyed, such as ac-elerated depreciation, it docs not

apply the same method to those in other industries who are generally or even to a
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greater degree getting away with something. The Bill makes this distinction on
the ground that these are the industries requiring stimulation. But that is no
Justification for anyone getting away vith something in such industries.

The appropriate method to catch those who are getting avay with something is
ty limiting total allovable deductions, so as to permit none to pay too small a
percentage of their incomes, or zero percentage, in taxes. The provisions of the
Bill intended to do this should be further strengthened, But the enlargement Or con-
traction of special tax incentives should relate to the condition of the industry
affected, and its relationship to national needs. That has been forgotten thus far,
{n the treatment of housing and nonresidential commercial investment., I earnestly

hope that this Committee will help to correct this danperous imbalance.
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¥r. Chalremn anl Meabers of the Committier:

I appreciate this opportunity Lo eppear before you, during your considerstiion
of vne of the wost important tax measures, and in fact aoe of the moet lsporteat
ecohORIC BRadUres, in many & year. 'boee in the Congress and eloevhere vho have thus
fer toiled 90 diligently this year t0 make our Federal tax system more equitadle,
wd to improve it s & fiscel vespon toverd achivving and meintaioing the saxisus
esployment, production, snd purchasing pover objectives of the Dwploymeat Act of
198, deserve the commendation of all thoughtful citizens. I bave high hopes that
changes in the Bil) nov before this Committee vill bring about improvesesats in it

vhich are still vitally needed.

feperel Copelcereticns

1 eppear here today on behalf of the Realty Committee on Texstion (en Appendix
to my testinony describes this Committee) vith respect to those provisions in the
311] bearing upon housing sad other aspects of real esta. investmsnt, althowh all
of wr analysis and conclusions have been srrived at independentl), and { believe in
the public interest. Hovever, & major portion of wy teslimuty deals vith portions
of the Bill other than those affecting resl estate. This fe {n part decewse |
delieve this is essential to shed adequate light upon the portions dealing vith howse
ing and other aspects of real estete investaent, and in part beceuse 1 cennot refrain

fron thie opportunity once again -- as meny tises in the pest -- to bring W genersl

TFormer Chatresn, Councl) of Bcomomic Advisers. Consulting ecanomist end attormey.
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economic and flocal views before this Committee, This major portion of wy testimny
is offered, not omn behalf of the Mwalty Comitive wm Tazatica.but rather {n ay in-
Jependent capacity a8 an ccanasist viw has tricd to devote & sajor jortion of his
Lime and efforts Lo protiess of Lhe amrrican cconomy and the Amrrican pecglde .

Some provislone of the Fill, even as It nov stands, wuld greatly laprovwe the
cquity of the tax structure, and help Lo close soer unconscionable taz loopholes
viich have perejsted for far too long. Pyt viewed as a vhole, the BiLl, In @ Juig-
meot dows 0ot go nearly far enoush (0 the drecticn of taproving the equity of the
Federal tax structuwre. In addition, on net balance, the allocation of the various
tax changes proposed, based as they are upn faulty rconomie Alagnosis, vould vorsen
rather then improve the reonomic equilibrium, and thus ailitate egainst restoration
of maiaus eaploymat, production, and purchasing power.  And In Lthe near of refors,
some of the proposals if enacted, eopecially those bearing Wywn housing and related
commrcial construction, are {ll-desimwd and f11-timed, would further distort the
treatamnt of our great national priorities, vould canflict serfounly vith other
progrems and objectives to vhich the Pederal Government on & long-range basis 1o
committing billions of dollare, and vould seriously incrvese Wi Egloywnt and vork
agalnet economic grvwth. The net relinquishment of Federal revenurs vhich vould
result from the Bill as nov drawn aight ast be too large If the composition of the
proposals vere Jrastically changed, but is muich too larae 80 long a8 these propossls
retaln thelr current cosposition. Thie is because some of the reductions and con-
cessions are vavarranted both economically and soclally, and should have substituted
for thes & lavaer prospective revenur take by the Pederal Covernment and the alloca-
tion of these revenues to the services of our grost dowestic public priorities. In
all of these connections, 1 shall say something about the problem of infiation.

Ve are far oo prone to consider current tax proposals vithout an adequate

102

——




-y
reviev nf the lcssons of the past, and vithout setiing these tax proposals in the
controlling persgrctive of vt overall cconomie and financial capabilities and needo,
as vell a8 oup soclal objectives a8 & nation and & people. In order Lo help restore
the Lalance va these scores, 1 shall refer, at various stages in my testimony, Lo my
stulies and T1ndings in oppositicn 10 G smassive Lax cuts of 1906, and indeed to
the vhole series of chenges In the Federal taa syntes Juring 190-190%. AL variows
times 10 Lhe jast, these studars - findinar have Leeh brought o the attentior of
this Committce, by cy Sirect testimmy ahd hepvise,

in brief, my line of arcumcnt has consisteitly Leen that these 190¢-1905 tax cute
®d cancessions, and capecially those in b, vould undoudbtedly stimilate the econowy
for & vhile after their cnactarnt. Put | jointed out insistently that, in the
longer run, they would vork sgainst adequate cconomic gravth, Lecause the allocation
of the cuts and concessions vere so far out of line vith the requiresents for ecobumic
equilibrium at reasonably full resource use. 1 also forecast that these tox
actings vould increase the protlem of Inflation and the dbalance of payments, because
they vere founded upan incorrect diagnosis of bol, . 2 thece protlcas. 1 insasted
that Lhie istribution of these tax cuts and cuncessions ver» (ndefensible from the
ievpaint of equity, last Lut not Jeast, | took the position that duch Hiuge armmty
Af tax cutc and concessiang vire at the espense of imperatively necded domcstic
priority-spending nroarams vhich, In vords but not in action, had long been declared
for by almost sll responsidle groups, including the Federal Government itaclf.
hecause in my Judgaent some of these crrors arc ww being repested in the current
314 a8 tov dravn, and because they are highiy svicvalil tu UK apsuiniidcd ~uhlect
¢ housing and other aspects of rcal catate lnvestarnt, | feel Justified in the

reviev of developments to date, Which 1 o . tul wter’ ar,
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The Core Probleg Of Inadequate Econopic Grovth

W Chart ] shovs Wiat ve have fallen far short of achieving the goal of susteined

ad optisum economic grovih. From the enactment of the massive tax cuts in J96k to
the aiddle of 109 or thereabouts, the rate of ree) eccnomic growth vas revardingly
high. But by wen, definite simms of serious faltering vere clear. But ve vere
“saved” for a time by We vast and wnexpected increase in defense spending due to the
Vietnan var (by vhich | (sply no evalustion of cur intesnational policies), Novever,
even vith these vast increases in defease spencing, the real grovih rete of the
economy dropped to 2.5 percent from 1966 to 1967, and averaged annually only 3.7 per.
cont during 1964 1968, compared vith the 5.1 percent aversged anoually during 1960-
1960 vith reseriadly stable price levels. It s nov estimated that the real rate
of ecomomic growin during 1969 may be oaly in the nelghborhood of ) perceat, and
uight got even Jover before it gets better. This is & dangerously poor performance,
1o viev of our domestic and international oblixations and burdens, and in viev of the
fact that salatenence of 90 lov & grovih rate for such lonser vill lead Lo serious
increnses {n unesploymnt. Ewven today, unemploysent, vhen (ully measured, is far
to high amoeg vulnerable groups, eand w should all knov by nov vhet this iaports

in terms of civi) and social unrest and disorder, spart rrom being Gacceptadle on
sl other grounds.

Considering also that plants in genersl are oov operating oo the average st only
about 8b perceat of capacity, vhen they should be running vell above 90 percent, the
clemor about en "overhested” econory is a profound and costly error, in terms of the
relationship detveen our husen and other production cepabilities and our actual
production of goods and services. The term “overheated” s properly applicadle to

the excessive price {nflation, but it is utter confusion -- for reasons vhich ! shall
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demonstirate -~ to nistake this rempant pricec infistion for an “overheatcd” or over-
strained economy in & true sense. Entirely to the contrary, the rampant snfletion
{s 17 large msesure due to the very fact tL.atl the eccromy is rot perforning adequate-
ly in real terms.

W Qhagt 2 deplcts the costs of ¢-ficicnt economic grovih ia the U,5. economy.
| estimate that, during the period 1951-1908 az a vhole, ve forfeited more than )7
dillion dollars of total naticnal pioduction (measured in 1970 dollars), and 1.:t
nore then 38 million men-years of eaploymnt opportunity, in consequence of the
deficlent aversge annual ccotomic grovin rate., In 1908 alone, our econosy vas
opersting almost 82 billicn dollers belov total natfonal production, and this vas
sccompanied by more than tvo million mui-years of excessive uneaploymsnt (bascd wpcan
the true level of unesployment, includirg full-time uncaployment, the full-time equiv-
sleat of part-time unesploymnt, end concealed unemployment in the form of nonparticip-
ation §n the civil labor force duc to scarcity of fob pportunity). And If the rate
:f res) econcmic growth during 1969-1917 should averase nnual approximately the same
o during 1953-1968, ve wvould forfeit ~cnsiderably more than & trillion dollars of
tota) national productinn, and cxperience sore than 1l aillion man-years of unemploy-
mtt {0 excess Of the pInimua unempluysent conmistent vith maxinus esployment. When
ve see and hear on all sides the c'idenc~ of o natio. torn dby the perilous conflict
betveen those vho insist that ve ¢ ..1. i gifurd” 1o keep our guard up in the vorld
If ve attespt Lo vindice.c our great dooestic priorities, snd those vho insist that
ve “canbot afford™ W vindicate our great domestic priorities wiless we let down
our guard all over the vorld, ! aa amated that cconomists and others have in 30 grest
degree oot sight of the potentiale and isplicationn of the great nonsecret vespon
of Aserive’d productive pover {f fully sellce forth.
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To {adicate thene potentials, wy Chapt 3 sets forth a balanced series of goals
for the U.8. econowy, projected fros sctual levels if 1908 to the years 1972 wd
1977, =nd set forth st the fiscal 1969 price level as cstimated at the time of the
President's fiscel 1970 Budget submission. (he aapect of this portrayal, vhich {a
especially relevant to the Bill nov before thia ‘uamittee. ape the uniquely hamh
rates of expansion set forth as nceded for residential coastruction. Another aspect,
extresely relevant to the current Bill in gencral, are those portians of the chart
vbich indicate hov much ve can afford \vitlhout appreciable chanpes in tax retes at
the Federal level, and vithout distorting traditional retios tetvici, private and
public endeavors) to enlarse the Fuliiai, iitate wid local levels those types of
public spending which are the only means of vindicating tLe sost urgent of our domest-
iepriorities -- if only ve rostore and saintain the maxisus rate of resl economi¢
grovth to vhich we are committed by the Employment Act of 1946, and even more
isportently ere committed to by the realities upparent everywhere on Lhe current

scene.
g (3 bri 4 Pol}

To saintein the economic equilibrius tuyuived for oﬁuu economic grovth, ve
st examine the requiremsnts for equilibrius, and aleo examine the high relevence
of Fedaral tax policy to the maintenance of such equilibrius. In this comnection,
W Chart b sets forth a series of balance soals for the Pederal Budmet, geared to
economic grovth and priority needs. I vill not dilate here upon the various programss
set forth in this model Federal Budget, except to say that their realizetion would
bring us close by 1977 to a lend in which ve no longer suffered from substantiel

poverty, slus living for one-sixth of our p ‘nle, poisonous airs and vaters and
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n plected natursl rewources, vast lispar.ties 1t agriculture and rurel life, rese
stoackle and understafred putlic schrols, and health scrvices beyund the reach of
s.ores of mailions of our people ot o8ty within thele means. A distinctive
foatule 0f this chart 38 Wie indication that federsl outlays recoasenicd for 1917
v.ald te smaller in rativ W our rationsl produrtion than in 1969, Another fcaturc
Wis projected 1977 Federal bulget 18 that, in absulute amounts, quite roasonable
wr even Jibera) wllovances are aade {0 naticual defense, space techhology, ans oll
iternetionne, VIthwt any aacrifice of the great dorestic priorities. Loosinr at
L conposition Oof the tax changs proposcd in the currenit bill ns 4t nov stangs, |
it believe Lhet these propusals stem froa an adequate analysis of (ur eccaiomlc,
inabcial.and social proticms wad potentiale in full perspective,

.

Must seriously ~f al), § ¢c uo% veliive that the proposals in the current Bill
L its present form are desimned Lo stisulate and activate the full but not wyer; ..
ive rate of resl economic grovth vhich ve nved and can schieve. The lone tern
Jejarture fros sdequete cconuaic grovth, not «nly to an ~xtraordinary cxtent during
1, 31900, but alsc to a leascr although serious extetit surinp 1960-i909, has been
ocrcastuned fundamentally by a pross misallocation of econoaic activity and the
incomes Supporting and inducine such activity, froe the vievpoint of rconcmic «quile
itrium. Each period of real cconomic slm=down or stagnation or recessich has

t- n preceded by a relstively exceasive expansion of the ability to produce as
rcpresented by private Lusiness inve: Lawut, nnd capecially private investment in
Flant and equipment, st the cxpense of relntively inadequate expansion of uitimate
cnsumption in the form of private cousumr spending and public spending at all
levels, combined. My Chart $ demonstrates this for the period 1961-1968.  Measured
tn constent dollars, vhile totel nstional “rcduction grev only b2.c percent, private

business investment in plant and equipment grev 65.5 percent. While vages and
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salaries grew only LL.5 percent and farm proprietors income only 3.6 percent, corpor-
ate profits grew 55.4 percent, personal dividend income grev 58,0 percent, and persomal
interest income grev 84.9 percent. During 1967-1968, a reaction set in, vhich almost
brought to a halt the expansion of private investment in plant and equipment, due to
obvious overcapacity; but even so, corporate profits grev 7.1 percent while vages
and salaries grew only 5.6 percent and farm proprietors' net income only 1.4 pere
cent. We all knov that, during 1969 to date, private investment in plant end equips
ment is again proceeding at a fantastically high and dangerously nonsustainable rate
relative to the rest of the economy, while progress in the real incomes of vage-
earners and farmers and millions of other people of lovwer and moderate incomes has
been virtually brought to a halt, or even set back in real terms, due in large part
but not entirely to rampant price inflation. .

Pederal spending for eome of our public domestic needs is being cut back drastice
ally. Total Federal spending on the domestic scene is being held far below either
our economic equilibrium or our social needs. And total Federal spending, in fact,
ie insufficient to close a reasonable portion of the’ gap betveen other types of
spending and the spending requirements for maximum employment, production, and pur-
chasing power and optimum economic growth.

Certainly, these disparate trends all along the line must be promptly end
vigorously corrected, lest we instigate an even more deficient real economic perform-
ance than is currently in process, instead of moving in the directions we ought to go.

All of these considerations, as I shall show, are directly related to the portions
of the Bill bearing upon housing and other real estate investment.

Current Tax Bill, Investment And Consumption Allocations

Bearing these considerations in mind, I turn nov to specific consideration of
the current Bill, beginning with an analysis of its allocations betveen the invest-
ment function and the consumption function, which, as indicated above, I hold to be
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funadmental to all other considerations. First of all in this connection, 1 call
the Committee's attention to my Chart 6, making manifest my early protest against

the unsound nature of the allocations between the consumption function and the investe
pent function, as embodied in the tax cuts and concessions during 1962-1965. 1In
viev of what has heppened since, I hardly see hov many respousible economists could
nov challenge the validity of the position I then took, although I had mightyfew
supporters at that time. Be that as it may, I feel that the proposals in the
current Bill, while less egregiously so than earlier, run counter to the considera-
tions of an appropriate and viable balance between investment and consumption.

This crucial subject is dealt with on my Chart 7. Excluding the proposed
tax reforms, it indicates that, on net balance, the House Bill would increase the
after-tax benefits to investment only nominally, vhile the Treasury proposals would
increase the after-tax benefits to investment by 1.1 billion dollars, in both inst-
ances alloving for the effects of the repeal of the investment tax credit. Taking
into account the entire train of events to date as I have discussed them above, and
the allocation to the investment function in the neighborhood of 8.6 dbillion dollars
by the tax actions of 1962-1965, 1 can find no justification vhatsoever for the
current proposals, excluding the proposed tax reforms. It seems to me highly
inconsistent and ironic that, despite all of the furor about exceasive investment
and the need to restrain it by repealing the investment tax credit (which repeal I
highly favor), the effect of without reformsof the House Bill is to cancel out
a major part of the impact of the repeal of the investment tax credit by other
concessions to saving for investment purposes, while the net effect of the Treasury
proposal is to far more than counteract such repeal (for detsils, see third
following paragraph).

I deem this analysis of the impact of che current proposals excluding the tax

reforms to be more significant than the analysis including such reforms. The
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reforas are more controversial than the other sections of the proposed Bill, all
experience indicates that there is much more doubt as to hov the reforms vill come
out in the final legislation, and besides, some of the so-called reforms are highly
undesirable for reasons wvhich I will disclose as my testimony proceeds.

However, if the tax reforms are included, as shown on the lower portion of my
Chart 7, the House Bill would result in a net after-tax tightening up on the invest-
ment function in the amount of 3.9 billion dollars, and the Treasury proposals would
do this in the amount of 2.5 billion dollars. mnege provisions do not go far enough.

My ovn suggestion is as follows: the investment tax credit should be repealed,
The additionul tightening up on investment (related both to after-tax funds available

ersonal income saved for investment purposes
directly for investment end after-tax/)as embodied in the House Bill, including the
reforns, should be enacted, subject to some modifications which I set forth below.
Investment in many basic areas is far too ebullient. Profit margins in general
are high enough and inmany key instances far too high. And even from the viewpoint
of investment and profits in the long-run, the best results will be obtained by more
accent upon private and public consumption to restore the economic equilibrium, and
thus to promote the higher rate of real economic growth, in which business shares
very generously. It follows that, while I favor the small additional incentives to
investment in the form of accelerated depreciation for ani-pollution efforts, etc.,
I favor neither the 2.0 billion doller after-tax benefits to investment embodied in
the House Bill (with or without the reforms), in the form of the estimated impact
upon personal saving for investment of personal tax cuts less the impact upon
individuals of the repesl of the investment tax credit, nor the 3.3 billfon dollar
after~tax benefits to investment embodied in the Treasury proposals (with or without
the reforms), including also corporate tax rclief. The about 6 billion dollar
decrease in the after-tax allowance to investment which I favor could beneficially be
utilized in the form of additional Government revenues distributed to the great
priorities of our domestic needs, wvhich are nov being so seriously starved. Even

this would be beneficial to investors in the long run by adding to economic growth,
human juntice, and social
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contentment. As 1 shall make abundantly clear as I proceed, vhile I favor this
amount of net tightening up on investment, my comments are not applicable to housing
and related real estate investment. Further desirable tightening up in other areas
vould yield this 6yl billion dollar net without tightening up on housing and related
real estate investaent.
Equitable Considerations In The Tax Bill

1 turn now to equitable consideration, as distinguished from the purely
economic equilibrium considerations set forth above, although I must stress most
esphatically that the wvhole ppblem of departures from economic equilibrium is
at bottom a problem of serious income maldistribution. Improved income distribution
would do more than anything else to help restore and maintain that balance between
investment and consumption which is essential to optimum economic performance, and
to the achievement of the enlarged public revenues (at any given tax rates) which
flow from such optimum performance.

In this context, I turn first of all to my Chart 8, which indicates as of 1967
the annual money incomes before taxes of various income groups, as these groups
relate to poverty, deprivation, comfort, and sffluence. I will not linger upon this
denonstration, except to state that it indicates dramatically the need to use Pederal
tex policy to improve income distribution. The chart also shows 1972 and 1977 goals
for the reduction of poverty, within the model for balanced economic growth earlier
set forth in this testimony. My Chart 9 shows even more vividly the terribly
indefensible income distribution in the U.S. from 1947 to 1966, and further indicates
a totally unacceptable amount of improvement over the years. In 1966, as to
families, the top one-fifth income grouping received Ll percent of total income; the
tvo top fifths received 65 percent of total income; the lowest fifth received only
5 percent; the lowest two-fifths only 17 percent; and the three fifths counting
from the bottom received only 32 percent. As to unattached individuals, the situs
ation was, in some respects, very much worsc

To divert for a moment, this whole problem of income distribution and the need
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for vast improvement is intimately associated with housing conditions, home con-
struction, urban reneval, and related aspects of other real estate investment. These
activities not only increase incomes directly by adding to employment opportunity,
but increase it indirectly by income-aids to many forms of housing, and by removing
the oppressive housing conditions which impair morale, health, productivity, and
incentives. In due course in my testimony, I vill develop the truly dangerous
extent to vhich a number of provisions in the current Bill, as nov written, would
devastatingly affect these lines of enterprise.

In view of rapid inflation end other developments, it may vell be that the

distribution picture in 1969 is even more shocking then {t was in 1966.

Mindful of this core problem of incove distribution, I have not only emphasized
for wany years the value of maintaining e highly and uven increasingly progressive
Pederal tax structure, but also have called attention to how misleading it is --
thouq.h wany vho knov better do 8o -~ to look only at the Pederal income tax structure,
in appraising vhether or not we have anythiig approximating an equitable tax struct-

ure in the U.8. In 1966, as shown on my Chart 10, scrutiny of the Federal income

tax structure alone would indicate a moderately progressive tax system, although not
nearly as progreasive as I think it should be. But people do not only pay Federal
income taxes. They also pay social security tuves; State and local income, sales,
and gasoline taxes; and personal property and rerl estate taxes. Taking all of
these types of taxes into account, those with incomes under $3,000, in 1966 paid
14,1 percent of their incomes in taxes of all kinds, contrasted with the 3.7 percent
vhich they paid if one .looked only at the Federal income structure. To be sure,
these people and some others will pay no Fec ‘ral income taxes if the proposals now
before this Comnittee are enacted, and that is all to the good. But taking into
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cany of
sccount vhat has been happening to other types of taxes,/these people vill probably
,i:ylag&lghor percent of their income in totul taxes after this Bill is enucted than

‘l'm:nlng again to 1966, those with incomes of $3,000-3,999 paid 19.3 percent of
their incomes in all forms of taxes, or wore than those in the groups running from
$4,000 up to $14,999, and almost as much as those running from $15,000 to $1v,999.
Those from $20,000 to $49,000 paid 2.2 percent of their incomes in all kinds of
taxes, contrasted vith 19.3 percent for those from $3,000 to $3,999, while if one
looks at the Pederal income tax alone the contrast would appear to be between 18.7
percent and 6,6 percent, Those with incomes at $50,000 and over paid 38.8 percent
of their incomes in all forms of taxes, which in my view was not nearly enough vhen
compared with some of the other groups, particularly in view of the unique opportun-
ity vhich ,'u'.‘n‘l:ye vg‘r‘o':alpr; have to avoid {* not to cvade taxes. Purther, comparison
betveen this 38.8 percent figure and the 33,6 percent figure which indicates the
share of these peoples' incomes which they pay in Federal income taxes alone shows
vividly hov much less heavily other types of taxes scrve {proportionately) to
increase the tax payments of these people vhen compared with those down in the income
structure.

These vere the reasons vhy, prior to enactment of the masnive tas reductions in
1964, I protested the distribution of the tax cuts on the grounds that they were
grossly inequitable. I insert in thc record, at this point, my Charts 11, 12, 13,
and 14, shedding light upon what happened fu 1964, It is true that these charts
vere developed in 1963, and are not exactly in accord with what actually happened
in 1964, But they are close enough to tell the essential story. And it should
be remembered that most of the reforms were sidetracked {n 1964, so that the protray-
als vithout the reforms are the really signi.!cant ones.

The current consideration of what is haiied as "the greatest tax reform bill on

113

33-138 O - 69 -- No, 13 -~ 9



- -

record” provides a challenging opportunity, not only to avoid repeating in full
measure the errors of 1964, but to commence to redreas vigorously the worsening of
the tax structure then accomplished, by a really progressive treatment of any tax
changes put into effect henceforth. But by this entirely fair test, the Bill in
its curreat form is voefully deficient.

Rs oy Chart 15 shovs, looking at both the House and the Treasury proposals,
and also looking at the Bill without the reforms and the Bill vith the reforms, those
vwith f{ncomes under $3,000, aggrcgating 36.8 percent of all tax returns, would receive
only 9.0-13.7 percent of the totel tax cuts. Those with incomes of $3,000 to
$5,000, aggregating 16.2 percent of total returns, vould receive only 7.8 -
14,1 percent of the total tax cuts. Mearhile, those with incomes of $20,000 to
$50,000, coming to only 2.3 perccnt of total ta: returns, would receive 10.6-16.1 per-
cent of the total tax cuts. Those with income: of $5,000 to $10,000, aggregating
33.9 percent of total ‘ax returns, vould receive unly 22.1-30.7 percent of the total
tax cuts. Those with incomes of $10,000 to $20,000, oggregating 16.4 percent of
total tax returns, would receive 28.5-34.k nercent of the totwl tax cuts.

Without the reforms, those with {acomes of $50,000 and over, coming te only
0,4 percent of the total tax returns, woul? receive 13.4 percent of the tax cuts
under the House I111 ,and 17.7 percent unde: the Traesury proposals. And in many
vays, the comparison shown on the chart without the tax reforss are more significant
than those shovn vith the tax reforms. This is becavse the tax reforms are the
most debatable and the most uncertain as to enactzent; because ve know from expori-
ence that, vhen the reforrs are dropped or mutilated, there are w.likely to be
corresponding adjustmonts vith respect to the general tax rates; and because the
tax reforms bear down so very differently ut n different people in the seme income

groupings, depending upon the nature or their incomes. For exsmple, under the

114



-19 -
Treasury proposal, those in the $10,000 to $20,000 income group vould get a much
higher percentage of the total tax reductions with the reforms than vithout them,
vhile the over-$50,000 income group vould reccive an jmmenscly greater percentage
vithout the reforms then vith thea.

[ knovw that it vil] be argucd, as it has been, that under a progressive tax
system, {1t is “natural” that a larger percentage of the tax cuts (relative to numbers
of taxpayers) should go to those higher in the income structurs than those lower
down. The first answer to thio is that it {s hardly true. It is perfectly feasible
to realign the composition of the tax cuts in the current Bill to achieve the reverse.
In the second place, cven if it vere truc, this vould merely cast doudbt upon tax
cutting as the desirable measure now to be used, in either economic or social terms.
It under tax cutting, it vere not feasible to direcct a larger percentage share of
the benefits of total action taken by the Government to those lover down in the income
structure than the current Dil)l does in its present form, in Lhat event devices other
than tax cutting should be used tovard these cssential ends -- for example less tax
cutting in the higher garts of the structure, nnd more Federal spending directed
tovard the needs of thepoor and deprived.

Beyond all thisn, the really meaningful thing is not the percentage tax cut, but
the percentage increase in after-tax income., As shown by my Charts 13 and 1U alresdy
refisred to, 1 indicated hov bad the 1964 tax action was by this test. And as shown

by sy Chart 16, vhile it would appear by looking at the percentage cuts in their
taxes vhich would be applied to various income groups that the proposals in the Bill
are quite progressive, the true snd very different picture is shown by looking at
the percentage increases in after-tax income, vhich {s vhat really counts.

Looking first at the House Bill as is ' »wm on the lower half of Chart 16, vith

or vithout the reforms, the income groups under $5,000 vould be treated relatively
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vell, though not nearly well cnough. But thone {n the $5,000 to $10,000 groups vould
be treated the same as those in the $20,000 to $30,000 groups, and less favorably then
those in the $20,000 to $50,000 group. Thoss above $50,000 would be treated immensc.
ly more favorably than others {f oae excludes the reforms, and (n some vays the |
exclusion of the reforms {s very pertinent, if not most pertinent., For as I have
najd, noboly known vhat (s going to happen to the reforms; ve have learned from
cxperience that the general changes in the structure are not revised vhen reforns are
dropped in the process of legislation; and beyond nll this, there vill be many in
the over-$50,000 group vho vili not be affccted by the rcforms in a degrer ccsparuble
to others in this same gruup.

Coming over to the irecasury proposal, as shoun on Chart 17, thosc in the income
aroup $20,000 to $50,000, in termn of percentage increase {n after-tax {ncome, vould
be treated much more favorably than those betwveen $31,000 and $20,000, vith or vithout
reforms. WMithout the reforms, those at $50,000 a1d aver wvould be treated immensely

a0re favorably than nll others.

My 2osition on this entire isouc le cxtremely simple.  To aske the tax otructure
more equitable, to serve better our cconomic equilibriun needs, and to commence to
redress some of the groas regressivencss brought into being by the 1964 tax changes,

1 submit that this ic not the time at all to reducr one jota the personal tax rates, |
before reforss, applicable to those vith incomens of $50,000 and over. All things
considered, I have considerable doubts as to vhether such tax reductions, betore

reforss, should be cxtended to those with incomes over $20,000. The amounts saved
by foregoing these types of tax reductions should be used toward increasing the tax
reductions or concessions lover down {n the structure, vith esphesis upon progress-

ivity. Vith respect to thuce over $50,0C°, .he only group vhere the reforms as
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asuinst the tax reductions vithout the reforms changed the picture much, I do not
believe that any of the reforms cnacted to apply to these grows should result in
their getting any tax reductions «ithout reference to the reforms. The need for
reforms does not depend upun the general tux structure as applied to these groupe,
and those among thews viio are getting nvay vith vhat the reforms are designed to
avert should not. thereby Le entitied to reductions in thelr general tax rates,

Everything else being equal, tax reduction of all kinds is fine for everybody.
Hut everythiop elsc is not equal. What | am urging in csaence is that, on al}
valid grounds, ve should usc any changes to be made in the personal income tax struct-
we, vhether considered vith or vithout the effective reformn, to begin to redress
the aross maldistridution of income after taxe. vhich is nov so unfalir to our people
and {njurfous to the economy. This in {tnelf wuld be the greatest reform of all,
and & Bil] vhich does not really Jdo this anywhere near udequately is using the
alaporeus vord “reforn” Lo sask the real resulta vhich vould flov from its ensctment.

In addition, ! heliove that the ninimun tax provisions i{n the Bill should be
very considerably strengthencd. Arons other advantages of doing this, it vould
reduce the real or allcged necd for souwe of the no-called reforms, vith vhich 1 shall
deal in detail vhen I come to thoce provisions in the Bill which treat housing and
relatcd aspects of real cstate investment.

1 think also that there shoul!l be n more effective closing of the loopholes
related to cepital gains, as 1 have long held the 7iev that it {s vroag on sll grounds
that unearncd speculative incope should be Lreated more favorably than earned income.
But,as 1 later discuss, housing and other real vstate investment should not in this
connection be singled out for discriminatory treatment.

1 also feel that the maxime tax provis’ “ns chould be eliainated or very sub-
stantially modiffed, for reasons going o ithe general issue of restoring s sifficient

degree of progressivity in the Federal tax structure.
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On revenue and other grounds, these chauges vould leave such more /room for re-

construction of the so-called reforms bearing upon housing and releted espects of
real estate investment, although this recoastruction is essential in any eveat.

Another net consequence of my proposals in their entirety is that they wvould
result in somevhat lcss net forgoing of Foderai revenues thean the Bill In {ts
Present form, even sssuming that tax relief for those in the lov and lover-middle-
income brackets vere carried, as they should be, further than the Bill proposes in
its curreat fora.

On the score of general fiscal considerations, 1 am not intereoted in improving
the revenus positicn of the Federal Government per se as, for reasons fully stated
above, I believe that the economy necds net stimulation, net net restraint. But
things being vhat they are and vievs being vhat they are, I feel thet the improve.
®ments i0 the Pedaral revenue picture vhich vould result fros my proposals in their
entirety vould leave more room for more realistic considerstion of the so-called
reforss besriug won housing end other aspects of real estate investment, vhich !

shall trest very fully later on in sy testimony.

The Problem Of Inflation

-

The problen of rampant inflatirn is nov at the center of the stage of national
attention. It certainly deserves consideration in connection vith fiscal policy.
In viev of the import of my cntire testimony, to the effect that ve should gseek at
once to accelerate the rate of real economic grovth, I deem it essential to atteapt
to set the prodblem of iaflation in & more apalytic and realistic perspective than

highly unsuccessful
I think is reprecsented by recent and current/efforts to deal vith inflation. The
saterials vhich I bring before this Committee in this phase of my analysis have

been called to its attention by me a number of times In reccent yoars. Only because
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the issur is 50 important do I deem it sppropriate to say, in passing, that actual
ecouomic developments to date have verified to a remsrkable degree those conclusjions
vhich | commenced to set forth many years ugo, and vhich vere vieved with very vide-
spread skepticiom vhen first 1 sev thea forth.

Esgentially, and contrery to the more common viev, I hold thet the inflstion in
the U.S. aince the end of the Korean var has been augmented by a deficient rate of
real cconomic grovth, rather than sparked by an "overhoated" economy. [ feel that
the effort, through tight money and rising intereat rates, to fight {nflation has
rejressed most undesirably the real rate of economic growth, even vhile it has added
greatly to the inflation itself. I fcel further that this policy of tight money and
risiog interest rates has distorted the econoaic equilibrium, by allocating too msuch
income and {ncentives to the vrong lines of econonic endeavor, snd oeubtracting too
sk income and incentives from those lines of economic endeavor vhich require large
scccleration, in the interest both of economic equilibrium and our great netional
priorities. The tight money and rising interest rates have also contributed aight-
ily to the maldistribution of income. As I have frequently commented, they have
fed the fat and starved the lean.

There {s no better exaaple of this than tne housing industry end related aspects
of other real estate investaent. Here I am not, and for a long time have not been,
in a ainority: practically all informed persons have recognized the sonstrosity of
tight money and rising interest rates as applicd to these economic sectors. But
they have argusd that the policy is necessary, nonetheless, to fight infletion by
repressing economic grovth. That argument also enters into the provisions of the

current Bill pointed towvard these sectors.

I vill not here go into all of my revsons vhy tight money and rising interest
rates are highly inflationary per se, but only set them forth very briefly. An

{ncrease in the price of steel is wore inflationary than an increase in the price of
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bananas, because steel enters into msore products. Money and the cost of soney
enters into more products than anythiag clse, and thus increases in the cost of soney
vill pyranid into rising costs and prices, including a large portion of thosc
fncreases in vage demands vhich are rclated to that part of the increased cost of
living due to rising interest rates all along the line. Tight money and rising
interest rates, by reprossing the rate of real economic growth and leading to ex-
cessive {dleness in plant and manpowver, reduced seriously the rate of productivity
gains. This in itself {s {nflationary for many reasons, including the reason that
it changes adversely the ratio betveen the trends in labor costs and the trends in
aoney-vage gains. '

Instead of elaborating further on a theoretical basis, as to why the repression
in the economy which results fros tight money and rising interest rates is inflation-

ary per se, I now call attention to my Chart 18, which is empirical in that it looks

at vhat has actuslly been happening, instead of indulging in classical theories
vhich do not squares vith modern realities.

During 1952-1955, as shown on this Chart 18, the average annual rate of consumer
price inflation was only 0.3 percent, when the average annual rate of real economic
grovth vas 3.5 percent, and unemployment as officially counted averaged L percent,
During 1955-1958, the average annual incresse in consumer prices vas 2.6 percent,
although the average annual rate of real economic growth was only 0.8 percent, and
wenploynent averaged U.9 percent. During 1956-1958, the &verage annual increase
in consumer prices wvas 3.1 percent, vhile the average annual rate of real economic
grovth vas only 0.2 percent, and unemployment average 5.1 percent. During 19568-1960,
the average annual rate of consumer price inflation fell back to 1.2 percent, vhile
the average annual rate of real economic gro'*h was U.3 percent, and unemployment _

averaged 6 percent. During 1960-1968. the average annual rate of real economic growth
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rosc to 4.8 percent, and the average annual increasc in consumer prices vas oply

O percent.  Unceployment average 4.9 percent, but vas reduced areatly to 2.6 percent
by 1968, D iring 1960-1966, the average annual increase in consumer prices vas only
1.6 percent, vhile the real rate of cconomic growth averaged 5.1 percent. lnemploy-
rent averaged 5.3 percent, but vas reduced to 3.8 percent by 1966.  During 1966-1968,
the uvernge annual rate of increase in consumer prices was 3.7 percent, although the
average annual rate of real cconomic growth fell to 3.5 percent. Unemployment aver-
aged 3.7 percent, or almost the same as the 1966 level.  The trends in wholesale
pricen snd {ndustrial prices are shown on the same chart, but I do not analyze them
in detail because they tell basically the same story.

Certainly, these trends in the main indicate an inverse or negative rather than
a positive correlation betveen the rate of real cconomic grovth and the rate of price
inflation. Nor do they indicate in thc main that a mov-ment tovard reduction in un-
cmployment promotes an increase in price inflation.

Put it may be argued thut, while u higher rate of real economic growth or a
lover level of unemployment does not in itsclf promote inflationary tendencies, in-

flation is nonetheless promoted by an economy Roving tcvard reascnably full or optimum

resource use. However, this thesis is also discrudited by the trends depicted above.
for example, during 1956-1058, with unemployment averaging 5.1 percent, and with
the sharpest recession since 1952 occurring vithin that period, the average annual
rate of consumer price inflation of 3.1 percent vas about tvice as fast as the 1.€
percent average during 1960-1966 when unemployment averaged 5.3 percent, or about the
same. From 1966 to 1967, the price inflation vas 2.8 percent, and unemployment
stood at 3.8 percent.

The analysis could be further complica*- ., and my conclusions might be somewhat

wodified, by the introduction of time-lag factors and some others. But 1 submit
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that my analysis and conclusions are in the main sustainable, and most assuredly
do not Justify the unalloyed policies which are at times deliberately sought to
generate excessive deviations from optimum real economic growth, and at least to
tolerate excessive unemployment, in the pursuit of a nonsustainable proposition
bearing upon the relationship between price trends and these other factors.

My ovn explanation of inflationary trends -- vhich I -commenced to set forth in
the mid-1950's before future experience lent much further support to oy position --
runs as follows: In an economy characterized so largely by administered prices, an
linadequate volume of real economic activity and insufficient employment, or even the
clear prospect of these,tends to generate protective efforts to compensate for these
deficiences through the managerial price-making process. This thesis is perhaps
most clearly borne out by the resumption of a relatively high rate of price infla-
tion from early 1966 forwara, when the signs became large and umistakable that the
econony was entering a period of severely reduced resl economic growth, and when
recession talk was in the air.

In some other areas, such as medical care and housing, and at times in the
area of farm prices, rising costs or prices have been due to entirely dirferent .
factors. In the medical field, there have been shorteges of facilities and personnel
relative to the real need, engendered by long neglect of adequate public spending for
these purposes, such neglect being fomented by the avowed desire to fight inflation.
In the area of housing, rising costs have not been due to excessive aggregate demand
for housing relative to the Nation's needs, but instead have been due in large
measure to the rantastigauy. rising interest rates, again allegedly designed to fight
inflation, Rising costs to occupants have also been due to the housing shortage.

The thesis that excessive aggregate dem: 1d (which in fact we have not had any

time in recent years, when measured against the demand required to sustein optimum
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economic growth and bring unemployment low enough) explains the inflations during
recent years, and particularly during 1967-1968, breaks down at all points., It is
further corroded by the special industry studies which I have made from 1952 forward,
indicating even more clearly the propensity to increase prices more rapidly during
periods of relatively high unused capacity and relatively high unemployment than
during periods of relatively less unused capacity and relitively less unemployment.

Frequently it is argued that the inflation has been of the cost-push variety,
occasioned by wage costs per man-hour rising faster than productivity, But this
position is completely torpedoed by the empirical evidence.

During 1960-1968, in the total private nonfarm economy, measured appropriately
in constant dollars, poductivity rose at an average annual rate of 3.1 percent,
vhile hourly wages and salaries rose at an average annual rate of 2.9 percent, It
is even more revealing to break this period into two parts. During 1960-1966,
productivity rose at an average annual rate of 3.l percent, while wages and salaries
rose at an average annual rate of only 2.7 percent. This was a period vhen the
average annual rate of real economic growth was 5.1 percent. But during 1966-1968,
vhen the average annual rate of real economic growth declined to 3.7 percent, product-
ivity rose at an average annual rate of only 2.2 percent, and wages and salaries at
an average annual rate of 3.2 percent.

The trends in manufacturing tell the same story, only more so. During 1960~
1968, the figures were 3.2 percent for productivity, and 2.2 percent for wages and
salaries. During 1960-1966, the figures were 3.7 percent for productivity, and
1.9 percent for vages and salaries. During 1966-1968, the figures were 1.7 percent
for productivity, and 2.9 percent for wages and salaries.

This leads to the implication that the relative trends during 1966-1968 exerted

cost-push inflation, and thus explained the rapidly accelerating inflationary trends,
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I cannot accept the position that the relative trends i{n wages and salaries and *
productivity during 1966-1968 justified in any sense the accelerated price inflation
during this period, particularly in view of profit margins and aggregate profits.
Consumption, supported so substantially by wages, had certainly not been excessive,
but rather has been deficient, during the past 2 years, by economic equilibrium
tests.

But let us assume for the moment -- contrary to oy own view -~ that the relative
trends in vages and salaries and productivity during 1966.1968 "caused" or even
"Justified" the accelerated price inflaticn. 1In that event, this happened, not
because the rate of advance in real vages and salaries was too high in terms of any
equilibriun model for reasonably full use of our potentials, but rather because the
rate of productivity growth dropped abysmally. And this happened precisely because
of the abysmal decline in the real rate of economic growth coupled with the election
(desirable in {tself) to translate this into less efficient utilization of the
employed labor force rather than into more overt unemployment., Of course, such in-
efficient utilization is a form of concealed unemployment,

Under these circumstances, how wrong and upsidedown it is to try to stop this
kind of cost-push inflation by further repressive measures, designed to reduce still
further a seriously inadequate rate of real economic growth,

Further, my basic position is that policies designed effectively to achieve
a stable and optimum economic growth would in the long run yield less net price
inflation than result from erratic ups and downs in the real economy, rapidly
changing labor and business expectations, and general uncertainty. The evidence to
date on this seems fairly clear. But even if the evidence were less conclusive or
more arguable on rational grounds, we should choose the certain benefits of steady

and optimum economic growth and minimal unemployment, instead of committing our-
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selves to a theory as to the cause of inflation which cannot be squared with vhat
has been happening.

The entirely erroneous proposition that tight money and rising interest rates
serve admirably to help contain inflation is essentially allied with the erroneous
fdea (discussed above) that policies inimical to optimum ecomomic growth and conducive
to excessive unemployment help to contain inflation. Consequently, the analysis
vhich I present immediately belov is essentially similar in method to that which I
used in discussing the inflationary problem generally.

As shown by ny Chart 19, during the period 1955-1968 viewed as a vhole, the
average annual growth in the nonfederally held money supply was only 2.5 percent, and
the average annual real growth rate in total national production vas at the deficient
rate of 3.8 percent. I believe that there was a strong relationship between the
deficient growth in the money supply and the inadequate economic performance, but I
vill not elaborate upon this particular point, especially because I believe that too
mich weight has been attached to monetary policy in the aggregate in this particular
connection. Theoretically, and perhaps practically also, a more or less rapid
arovth in the money supply might affect the level of prices considersbly, but should
not affect the real trends in production and employment if economic equilibrium were
maintained in the fundamental allocation of resource and in income distribution,
vhich can be achie'.'ed either at a more or less rapid growth in the nonfederally held
money supply.

Nonetheless, what I have just said does not apply to extreme cases. It seems
perfectly clear that the extremely low growth rate in the money supply during 1955-
1957, and again during 1958-1960, was intimately associated with the recession of
1957-1958 and the minirecession in late 1960 and early 1961. It also seems abundant-

ly clear that the extraordinarily low growth rate in the money supply during 1955-
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1966 vas an important factor in initiating the extremely lov real economic growth
rate during 1956-1967 and the unsatisfactory average annual rate during 1966-1968.

The relatively more rapid rate of growth in the money supply during 1957-1958 and
during 1960-1961, and again during 1962-1965, appears to have been conducive to more
favorable trends in the real rate of economic growth. The rapid expansion of the
money supply during 1966-196Y seems clearly to have helped prevent the very serious
deterioration rate of economic growth during 1966-1967 from being continued over a
longer period of time. On net balance, in a long-term perspective, it seems quite
clear that the monetary policy has been much too tight, and that a relatively liberal
monetary policy is highly conducive to satisfactory economic growth,

More seriously, the monetary policy has worked powerfully against economic
equilibrium, because it has helped to reallocate resources in directions bearing
no relationship to economic equilibrium, and in many cases quite destructive of it.
The tightening of the money supply has had practically no effect upon the relatively
excessive investment booms in plant and cquipment, because those indulging in these
booms are not greatly affected either by general shortages of credit or by rising
interest costs; they finance mainly out of retained earnings and out of the price
structure. On the other hand, a better rate of economic expansion in other important
sectors, or, more generally, a relatively larger ultimate demand composed of both
private consumption eand public demand, would have been much more conducive to economic
equilibrium at steady and optimum growth, and these developments have been very harsh-
ly impeded by both right money and rising interest rates.

Most important of all, in the context of the argument that tight money and
rising interest rates restrain inflation, let us look at the empirical evidence.
The extraordinarily contraction in the growt' rate of the money supply during 1955-
1957, vhile it impacted severely upon the real rate of economic growth, vas accom-
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panied by 8 3.5 percent average annual rise in consumer prices from 1956 to 1957.

The greatly expanded growth rate in the money supply during 1957-1958 was accompanied
by a reduction in the rate of consumer price inflation to 2.8 percent, During
1956-1961, there was throughout an inverse or negative correlation between the trends
in the money supply and the rate of consumer price inflation. During 1962-1965, a
sustained and relatively rapid expansion of the money supply was accompanied by
reparkable price stability. During 1955-1966, a very sharp contraction in the rate
of grovth of the money supply was accompanied by a very rapid acceleration of the
rate of price inflation. During 1966-1967, the money supply expanded about three
times as fast as during 1966-1967, but the rate of consumer price inflation vas
slightly lower. During 1967-1968, the rate of expansion of the money supply vas

the same as during 1966-1967, but the rate of consumer price inflation vas tremend-
ously higher.

Vieving these relative trends in an adequate time perspective, it appears to
be clear that exgessive restraints upon the growth of the money supply worked towe:d
more price inflation in the long-run for practically the same reasons that excessiv
restraints upon real economic growth and employment expansion worked in the long run
tovard more net price inflation.

Beyond all this, the almost unbelievably erratic changes in the rate of grovth
of the money supply over the years represents an attempt at "fine tuning" which is
utterly impractical, and really indicative of a wayward and thoughtless long-range
monetary policy, and general economic policy as well,

Relevance of foregoing discussion to housing and other real estate investment

The foregoing discussion of the problem of inflation is criticelly relevant, as
I have suggested above, to those portions of the pending Bill which deal with
housing and related aspects of real estate i.vestment. If the purpose of the Bill

(or in any event, its consequences, as I shall shov) is to curb certain aspects of
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housing and related real estate investment in the desire to curdb inflation, the
remedy is horridbly out of line vwith the purpone, for reasons ! have already stated,
thortages in housing wnd in related or supportive real estate fnvestment senifestly i
exert a strongly inflationary impact upon the costs borne by those who liwe (n |
houses, vhether they buy or rent. The excessive jdlencss of plant and manpower |
today, and the larger excesses which 1 believe are inevitable in future unless the
rate of real economlic growth {s accelvrated, are inflationary for reasons which [
have already stated.  The corrosive effects of inadequate housing upon human
beings and their producuvlty is inflationary.

But even {f ve needed to reatr:in the oversll rate of economic growth in
order to {mpede inflation -- which 1 do not believe for reasons alrealy stated --
that would be nn reason for distorting the cconcmic cquilibrium further, neglect-
ing all human social considerations ./:;;I:ectlnn repressive efforts against the rescue
and teneval of our urban arens vhich depend fundamentally, and by common consent ,
upon enormous acceleration of housing and related or supportive aspects of real
cotate investment, If we did in fact need to repress, beyond/:-?‘:‘vcu of current
measures, the current overall levels of economic activity, we should by all means
cut back even further on some lines of expendable or excessive activity thun the
current Bill proposcs to do. We should correspondingly redirect vastly more of
our economic activity toward the great priorities which I have Just mentioned. This
further fortifies wy arguments set forth above, in tavor of changes i{n many provisions
of the current Bill.It illustrates the inseparnble relutionship between these provisions
and the housing and real estate provisions, and thus justifies my extensive treatment

of these other provisions. I now turn to specific analysis of those provisions of

the Bill which bear upon housing and relat~. :spects of real estate investment.
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The _Kole Of Huustng ANd Commercinl Construction In The Muticna) kconogy
denernl comments on relevant portions of the current bill

There is no proposition more generally accepted than the propusition that, even
fn terms off human and socinl intercsts alone, our top domestic problerg is the rescue
wmd reatoration of our urbar arcis.  Toward this end, the Congress, even as of
now, han legislated the objective of -- although {t hus not appropriated the
funds for -~ many billions of dollars on an annunl basis, looking a decade or so
shead,  Broadly speaking, these efforts are directed toward sustaining an annual
volum: of home construction in the neirhborhood or considerably more than twice the
current level,

In recognition of this, there {s a peneral belief that the current Bill ns nov
vritten does not include housing in the repressive or reatrictive chanses in the
tax lawn relating to other aspects of real estate investment., This §8 incorrect,
As | shall shovw in detail, various provisjons of the Bill would be extremely hurt-
ful to housing itoelf, They would thus run dircetly counter to the well-night
universal view as to the nature of housing needs, and even counter to some of the
most important proerams of the Congresa and the Fxecutive Rranch.

Even {f what 1 have Just sald about the provision of the Bill with respect
to housing were incorrect -- and they are correet -- an attempt to clasaify
various types of housing.maintaining current tax benefits for some types but with-
draving it for others, or maintaining these benefits for nev construction but vith-
draviny it from bousing after transfer, is utterly unrealistic,  The entire housing
warket and aupply (with perhaps some cxceptions nt the top of the luxury market)

{s 4 seamlens web.,  Constiuction of almost any type of housing adds to the supply
and reduces the shortages. Construction of any type of housing helps to meet the
great problem of housing's contribution t. nceded economic prowth and employment

in future. Construction of housing for middle~income proups exerts some upward
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shifting of housing use, and thereby reduces the presgures upon occupancy of un-
satisfactory housing, as vell as sxiioratirgsomevhat the need for the construction
of low-cost, lov-rent housing, which involves the largest public costs.

In addition, it is most unrealistic and damaging to drav s sharp dividing line
between housing and other forms of commercial construction or investaent in real
estate, leading to greatly difforential treatment of the two, as the Bill in its
present form does. Cities are not sade up of houwses alone. Urban deterioration
is not limited to housing. Community facilities, stores, quurters for the
occupancy of those rendering professional services, and even some aspects of in-
dustrisl construction in urban areas, are intimately connected with the sclution
of the housing problem. They are intimately connected vith employment opportunity.
Many of these facilities and services are incorporated in the same structures as
the housing units.

Moreover, if ve are to deve)op the large-scale ventures vhich are essential to
successful urban reneval, ve need increasingly, and on an enormous scale, to promote
the entry of large-scale enterpriserswvho ccabine housing ventures vith the other
types of ventures vhich I have mentioned. It veuld thus be giving vith one hand
and destraying vith the oter hand, if tax legislation vere enacted vhich left the
housing aspects of current tax legislation vherc it nov is (vhich the current
Bill does not even do), but dravs in the reins sharply on these other types of
ventures.

Similarly, there is little or no meritin the argument that, if resl estate
{nvestaent other than housing is further curbed, there will be more investment
funds availeble for housing, and especially low-cost lov-rent housing. In the
first place, as I have already indicated, t .~ funds now going into these other

aspects of real estate investment are too small, Dot too large, and this even vorks
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sgainst adequate housing development and urlan reneval. In the second place, even

if funds vere turned avay fronm these nonhousing forms of investment, they would

not ¢o in large measure into howing, and certainly not into lov-rent low-cost housing
the stimulation of vhich is advanced as rain rcason for tuming funds avay from
these other forms of investment. Practically all of the funds going into lov-rent
1v-cost housing are underwritten almost cospletely in one form or another by the
Government, in small part by direct subsidies, and predominantly by effective guaran-
tees of the private capital flowing into such undertakings. It i{s therefore chasing
a vhil-o'-the-visp to hope that the furthercurbing of these other foras of investment
vould bbe of measurable significance for lov-rent low-cost housing. To any extent that
::::Ibl: to transfer investment funds nov roing into other purposes into housing in
general, or especially into lov-rent low-cost housing, the sensidle approach, as I
nave proposed earlier in my testimony, is to make the curbs on those types of invest-
ment vhich are nov expendible or excessive even more stringent than they are in the
3111 as now drawvn., I predict that, if the Bill is enacted in its present form,

1 large portion of the. funds nov flowing into real estate investment other than hous-
ing vill (a) flow into forms of investment of far lower priority than either of these
svo types, or (b) stagnate, thus contridbuting to more idle manpover and other product-
ive resources.

To indicate the magnitudes at stake, I have cstinated in a number of studies,
somt of vhich have previously come to the attention of this Cozmittee, that closc to
half of the totel employment problem which will be geucrated by technological dis-
tlacement in some industries, and by population grovth, duriog the decade ahead can
be solved within the ambit of adequate vrograns of urban renaval, focusing sharply
0 be sure upon housing, but necessarily inmc!. i{ng these other types of related or

supportive ventures. Aspects of the basis of these conclusions are indicated on nmy
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Charts 3, b4, 22, and 23, slready discussed.

1 am as fully avare as otherg that some of those vho have cngaged in real
estate {nvestment have taken {ndefensible advantage of the existing tax lavs, to
the effect that their tax payments have been excessively reduced, or even reduced
to zero. 1 desire, as much an anybody clse, to remedy thesc evils, and commend
the purpose of the House nnd of this Committee to do just that. But in sober
renlism, ve must now throv out the baby with the bath. All aspects of national
tax policy must look at the whole picturc, and must recognize that any specialized
or ad hoc tax policy vhich is "1liberal" enough to accomplish its basic purpose
vill allow enough room to permit n small percentage of those in the relevant
line of endcavor to pet avay vith excenses. Indeed, even tipghtening up of tax
policy along the lines set forth in the current Bill would probably still leave
room for some of the poverful, skillful, and vwcll-ndvised to get avay with more
than they should, even while tiiese provisions would cripple or destroy hundreds
of thousands of cssential and useful enterprisers in housing and rclated aspects
of real estate development vho are not getting avay with anythine.

This does not mean that ! do not favor appropriate measures directed
against those vho are getting away with more than they should. I certainly do.
The most constructive and useful measure in this direction is th. viporous
limitation on tax deductions (LTD), which, as T have indicated nbove, should be
strengthened vell beyond the Bill in its current form,

e critically deficient rate of nctivity
in housing and related real estate investment

I nov turn to more specific factual illustrations bearing upon vhat is
happening to housing and related aspects of commercial construction. First of
all, my Chart 20 calls the attention of this Committec to the alarming decline

in housing starts during 1969. The annunl rate, seasonally adjusted, has
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declined wonth by month from 1,845 thousand units in January to 1,314 thousand
wits in June, a staggering decline of about 28,8 percent. This drop is continuing,
and the end is not yet. Under these circumstances, I cannot understand why pro-
posed legislation should nov take the risk, even if it did not import the
certainty, of augmen¢idg this alarming downvard movement by removing existing
tax incentives. These incentives, in the view of all knowledgeable peoplc, have
certainly been stimulative on net balance, even if the stimulation has involved
sope irproper ccots as nsainst enormously larger net advantages. Even those not
certain that the proposed changes in the Bill would be as damaring as I and
other knovledgeable people appraise them to be, it scems to me entirely unwise
to introduce into the housing picture any elements of uncertainty at this time,
or in the near future.

1f ve should take this unfortuiate goirat how :ould we ectie within hasling
distance of more than two milljon housing
starts per year, redress the current conditions and trends within our urban areas,
remove the slums within vhich live at lcast one-sixth of our paople, or alleviate
the excessive housing costs being bome by so many other millions of our people,
due in large measure though not entirely to the inadequate qrovwth in the housing
supply?

My Chart 21 serves two purposes. It depicts on a long-range tasis the role
of housing and commercial construction combined in the national economy, and also
depicts the ominous veihtive decdine since 1955. 1In 1955, these tvo elements
of investment (investment in housing and investment in commercial construction)
came to 6.U} percent of GNP. Even this vas lover than the 7.13 percent reached
in 1950. But by 1968, with declines in most years since 1955, the ratio vas
only 4,35 percent. It was only k.39 percent in the second quarter of 1969.

Measured as a percentage of totml private domestic investment, the ratio of

investment in housing und commercinl construction to the total vas 40.8 percent
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in 1954, and 39.L percent in 1958. 1In 1968, it was only 29.8 percent, and de-
creased further to 29.0 percent in the sccond quarter of 1969.

My Chart 22 aspproaches the same problem from another perspective. It shows

that, during 1961-1968, measured in 1967 dollars, the average annual rate of growth
in our Gross National Product was 5.2 percent; in personal consumption expenditures,
4.9 percent; in private domestic investment, 6.2 percent; and in Government pur-
chase of goods and services, 6.0 percent. Again broadly speaking, I think that
thia represented a reasonably pood balance in the long-run, except that the private
domestic investment sector did not fnclude nearly enough housing and related real
estate investment. Instead, it included far too much investment, relatively
speaking, in producers' durable equipment and nev plant and equipment. (These separate
categories overlap considerably, but are not identical). The average
annual rate of grovth in producers' durable equipment was 9.9 percent; in new plant
and equipment expenditures, 7.5 percent; in commercial structures 4.9 percent; and
in nonfarm residential structures only 0.5 percent. The relatively excessive
rates of advance in the rirst two categories vas due to excesses during subperiods
of very strong and advancing prosperity. This contributed areatly to {nflationary
pressures, and then to severe cut-backs from time to tike which impacted adversely
upon the overall econom'. These excesses were very substantially due to excessive
tax cuts and concessions for these two catepories, and also to excessive rrice-
profits trends in many key industries. In vivid contrast, the growth rate in
commercial structures relative to need lagged,and the growth rate in nonfarm resi-
dential structures was lamentably low. This does much to explain one of our top
domestic problems, urban deterioration. Our cities are becoming obsolescent be-
cause they are not being renewed, and these two types of activity are at the heart
of such reneval.

By this pragmatic test, it appears clear that the housing and related categorics,
80 inseparably connected with urban 1life, have had incentives which have been de-
ficient rather than excessive. I am not overly impressed with theoretical or

nmathematical displays that some tax concessions or other benefits are
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either too large or too small, or with spectacular showings that somebody may
(although this should be appropriately remedied),
ve ketting avay"vith something /or with tenuous attempts to delineate ceases .sd
effects with precision. It remains an irrnfutable datug that ve have been moving
dangerously too alowly in the residential and construction areas vhich I have
fdentified. And because adverse changes in the rules of the game alvays produce
unsettling effects which cannot be exactly measured -- not only economic and
financial, but also psychological -« I reach the conclusion that {t would be
wvise nov to tamper adversely with the tax treatment of these tvo vital sectors.
The Congress recently approved, during a Democratic Administration, a tremendous
long-range housing and urban renewal program, at great cost to the Government.
It sppears that this program has also been approved by the current Republican
Administration, or at the very least by the HUD Administrator. Why, then, should

ve retard with one hand vhat ve are attempting to stimulate with the other?

The irmmense needs of the future

These conclusions are reinforced by looking to the future. My Chart 23
depicts balanced growth rate goals for important sectors of the economy. Aside
from matters of detail, these goals are consistent with those put forward by
pany other private and public research organizations, and are explicit in the
spproved programs of the Government itself. Projccted from 1967 to 1977, the
indicated goals are an averags annual rate of grovth of 5.3 percent in GNP, and
fairly similar rates of growth for the main components thereof. Considerably
lover/gg:'l,s would not appreciably affect the relstionships, which are the real
significance of the exercise, Compatible with these major-component projections,
the average annual rate of grovth projected ig 6.5 percent for total fixed
investment; 4.l percent for producers' durab’e equipment, 5.9 percent for

higher-than-aNT
conmercial structures; and 11.2 percent for residential structures. The /
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rate of grovth for commercial structures, and the extraordinarily high rate of
grovth for residential structures, are designed to compensate for the lag in
these two areas during the past years under review, to make the relative growth
rates in these two sectors compatible and mutuelly reinforcing, and to fulfill
objectives for urban renewal aslmost universally shared. They are, for example,
entirely consistent with recent housing and urban renewal legislation, end in
fact are derived largely therefrom.

It must be perfectly clear, combining pragmatic examination of these goals
for the future with a pragmatic examination of the record during the past eight
years, that ve nov cannot afford to inject into urban renewal any factors which
would be repressive rather than stimulative, and induce uncertainty instead of
legitimate confidence.

Relevant aspects ¢f the Federal revenues and expenditure picture

and expenditure
Let us now turn to the Government revenue/side of the problem. My Chart 2b

shows the value of depreciation and depletion, in dollar terms, as expressed in
corporate income tax rates. In 1966 -- and the choice of any other year would
yield practically the same results -- the total value of depreciation and deple-
tion allovances so expressed was U3,1 billion dollars. Of this value, U5.7
percent related to manufacturing; 22.5 percent to transportation, communication,
and electrical, gas, and sanitary services; 7.9 percent to wholesale trade;

7.2 percent to the service industries; and only 5.8 percent or 2.5 billion
dollars to real estate, Taking into accomnt also that these data relate to all
depreciation and depletion, and not merely to that portion affected by special
concessions or allowances, it nmust be manifest that the absolute and relative
size of any recoupments the Government might attempt through tampering with

depreciation allowances in the case of real estate might be making & mountain
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additional revenues,
out of a mole hill, In any event, it would yield very little/ relative to the

positive arguments which I have set forth against taking this risk.

It is also revealing to look at the picture with respect to the dollar
value of Federal subsidy programs, as distinguished from tax concessions in one
form or another. My Chart 25 does this. For the fiscal years 1964-1969 inclusive,
the average annual cost of the specified key subsidy programs of the Federal
Governzent came to 6.7 billion dollars. Of these, 57.7 percent veat to agri-
culture; 12.7 percent to health, education, welfare, and labor; 10.5 percent to
air transportation; 8.9 percent to maritime; 7.3 percent to nonspecified categories;
and only 2.9 percent to housing, In the fiscal year 1969, with the total subsidy
figw :: estimated at 8.2 billion dollars, only 6.8 percent went to housing. Even
in this year, the allocation to housing wes strikingly small. And yet, its
elevation from the five-year average of 2.9 percent to 6.8 percent demonstrates
in itself the great effort being made to move forward more rapidly in this
critical area. It thus negates the advisability of taking one step forward and

another step backward by any distinctly adverse action in this sector.

The role of housing and related real estate in total fixed investment

My Chart 26 is designed to portray the immense importance of investment in
residentiul and commercisl structurcs, relative to total fixed investment. This
facilitates contrast between these magnitudes and the tiny share of tax and
subsidy benefits received by the Moudingtard real:estate ctategories, as already
portrayed, In 1961, residentisl and cozmercisl gtructures preempted 41.9 percent
of total fixed investment. By 1968, this had dropped to 31.1 percent, another
dramatic {llustration of a gravely deteriorating situation. The goals for 1977,
to which I have already referred in another r.rnection, contemplate that

residentddl and- commertial structures should preempt en estimated 41.0 percent of
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total fixed investment, coming up close to the 1961 ratio, but running very far
above the critically depressed 1968 ratio. Looking at these ratios: in conjunction
vith my earlier data reveals (1) hov disparately little Federal help these types
of activities have been receiving, by way of tax and subsidy assistance, relative
to their magnitude and vital importance, and (2) the btusic gonls set are incom-

patidble vith adverse treatment of housing and real estate at this time.

The lowly financial rewards to real estate

My Chart 27 should dispose of any erroneous potion that the real estate
industry is "in clover", and should help to dispel the idea that the ;el:;kxln to
take action against the relatively few vho have been getting away with tax-
avoidance cxcesses should be trunslated into new tux -ction which would hurt und
penulize the industry as a vhole, as it labors already under the tremendous
burden of rising interest costs and other disadvantages which I have already
depicted, and finds itself unable to rise to the challenge of vitally needed
expansion of activity, In 1965 (latest year available) net income per the
Internal Revenue Code, measured as a percentage of net worth, was only 3.5 percent
for real cstate, the loweat of the eight specific categories shown on the chart.
It vas 8.2 percent for all industry. It was U.4 percent even in egriculture,
6.0 percent in finance and insurance, 8.2 percent in trade, and 10.3 percent in
manufacturing. Net income as stated on books of account, as a percentage of net
worth, vas 4.9 percent in the case of real estate, again the lowest among the
eight categories. 1t was 10,0 percent for all industry, 8.3 percent in finance
and insurance, 9.6 percent in trade, and 11.7 percent in manufacturing.

Another vital factor shown on the chart is the ratio of long-term debt to
total assets. This indicates the almost unique extent to which real estate has

been affected adversely by tight money and rising interes® rates. This ratio was
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4B.4 percent in real estate, contrasted with 12.2 percent for all industry. It
vas only 2.9 percent in finance and insurance, 10.8 percent in trade, and 13.7

pércent in manufacturing.

The impact of rising interest rates

There is one remaining point which I desire to call to the ztiention of the
Oox'miu.ee. involving another tremendous liability under which the home building
seator has suffered. My Chart 28 shows that, comparing the average for 1952 with
December 1968, the mortgage yield on new FHA-insured homes pose frou 4.29

(it is much higher now).
percent to 7.13 percent, an advance of 66.2 percent/ To be sure, as shown on the
chart, other types of bond yiclds and interest rates have risen far more. None-
th.l.s38, as we all know, the home building industry has been hurt far more
seriously by tight money and rising interest rates than almost any other sector.
Tis is because the Government, as well as business in general, finances only a
8Ldl  proportion of its outlays with borroved money, while the home building
industry and herie owners, :lrost by definftion uo Just the reverse. The dverse
impact of rising interést rates upon urban commercial construction is also very
great,

It is in r:ct @ rrose umdcrst:terent to suy this: The incre-.sed ccdts inposed
upon the home building industry and upon home ownership by rising interest rates
have been much greater than the net value of benefits conferred in the form of
Pederal tax concessions and subsidies. This is another example, and a most
serious one, of national policies moving in opposite directions simultaneously.

1 have very recently made the following estimate: From 1952 through 1968,
the average interest rates on all 1-U family nonfarm home mortgages (not the
interest rates on nev loans, vhich rose more than twice as much) rose 43.7 percent.

During 1953-1968 as a whole, this imposed an additjonal interest burden of 17.h
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billion dollars, compared with what interest costs would have been if they had
remained at the 1952 level, Even if interest costs are soon stabilized or some~
what reduced, these costs will continue to spiral upward until the interest rates
on nev borrowings are no higher than the average interest rates on existing loans.
And this will not come to pass in the foreseeable future. As I have already
indicated, the toll {mposed upon housing and other real estate investment by
rising interest rates exceeds many, many times the benefits conferred upon these

lines of endeavor by all tax concessfons to them in their current forn.

Qoﬂ:« £ O
W housing and real estate portions of testimony:

relevance of LTD

In summary of this phase of my discussion, our urban areas are in deep and
increasing trouble. They must be resuscitated and renewed. Investment in
residential and commercial stryctures, on a vastly expanded scale, is rssential
to these purposes. Although the Federal Covernment has -.8serted tiw hiph priority of
these purposes, it has not made manifest that hirh priority in the relative tux :nd
subeildy help wafch ft baz wrzturded to resiacnti 1 udeommercial investment,

On the revenue side, any recoupment which the Federal Government might
achieve through even less favorable treatment of these sectors would be a mere
bagatelle, compared with the potentials for recouping revenues in other ways.
Further- such action would deal a further blow to sectors which imperatively
requires even more encouragement than thry have been receiving,

In saying this, I stress again that I am entirely in favor of rigorously
limiting total allm/able tax deductions (LTD), so that none of those in housing
and other real estate or elsevhere shall continue to avoid their decent tax
responsibilities. But as I have said, the proper way to get at this problem ia
through LTD, not by placing further ad hoc curbs upon nationwide endeavors which

need additional stimulation.
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It should be noted, in this connection, that the current Bill withdraws
accelerated depreciation from some industries and not from others, presumably
on the ground that some industries should be further restrained and that others --
such as trucking and airlines -- should not be so restrained. But insofar as
this withdraval of accelerated depreciation is designed to get at individuals
or business entities which are "getting avay with something", it is manifest
that such practices may exist in various industries, regardless of whether or
not they are deemed to be in need of further stimulation or further restraint.
Tis in itself indicates that the withdrawal of accelerated depreciation is a
blunderbuss and in fact erroneous tool for gettinp at those who are "getting
avay with something", in that it disregards the larger question of the condition
of the industry affected thereby, and whether such industry needs further stimu-
lation or further restraint. And if the withdrawal of some current tax benefits
from housing and other real estate investment is predicated upon the notion that
they should have imposed upon them further restraints, while other industries
should not., this notion can find no’ support in actual economic, financial, or
public policy cousiderations. Nor can it be reconciled with the mendate of our
great national priorities.

I therefore respectfully submit that it would not be desirable to reduce
on net bulance the belp and encoursgement which housing und other aspects
of real estate investment are receiving from the Federal Government. The
generally laudeble purpose to close what are some loopholés:in this sectos
should not be permitted to carry the day, in view of the far more important
demage and dangers which would flow from any such course of action. ITD,
strengthened even beyond the provisions of the Bill in its present form, is the

proper approach to this generally laudable purpose.
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Detadled Discussions Of Specific Provisions Of The Bill
Relating To Housing And Nonresidential Construction

The larger issues
I nov come to my analysis and conclusions with respect to those provisions of

the current Bill vhich bear directly and specifically upon housing and nonresidential
construction.

But before proceeding with this phase, I want to wvarmn against the tendency of
some of those involved in these matters to bog down in vhat I regard as overly tech-
nical discussions of details, bordering at times upon the captious. These specific
provisions of the Bill, technical though they are, present profoundly important
issues of general economic, financial, and social policy. I therefore express my
profound conviction that the types of materials which I have thus far presented in
this testimony go beyond and rise above the technical details, and constitute
definitive reasons for not going ahead with the provisions of the current Bill relat-
ing to housing and nonresidenu.nl construction.

Putting this in anothe' way, no mere permutations of these technical provisions
can, in my viev, take the place of reconsideration of the fundamental premises of
policy upon which these provisions rest -- premises which I believe to be demonstradbly
mistaken. To the extent that there is large merit in what I have thus far sub-
mitted throughout this testimony, the problem of correction of the detailed provisions
of the Bill relating to housing and nonresidential construction is not a matter of
detail. ‘These corrections cannot be effectuated through mere refinements, compromise,
or hair-splitting.

Another basic resson vhy I do not want to get too much into the technicalities
is that this Committee has been and will be benef!.ted greatly by the technical dis-
cussions of many other witnesses. Some of *hese witnesses may be more conversant

with these technical aspects than I am, and most of these witnesses may not deal as
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extensively as I do with the larger issues tovard which my testimony is primarily
sddressed.

Nonetheless, I feel it incumbent on me to proceed with some, or even considerable,
discussion of the detailed and technical provisions of the Bill relating to housing
and nonresidential construction. But even in the course of such discussion, for
purposes of clarification and cowpleteness, I will again discuss some of the larger
fssues, and T hope that this will not prove too repetitive of vhat I have said
earlier in my testimony.

Provisions of the Bill directly affecting both housing

and nonresidential construction

The current Bill makes no change in the presently allowved double declining
balance method for depreciation of new housing, and this has created the impression
in aome quarters that the Bill does not affect investment in housing at all. Nothing
could be farther from the facts. ‘The current Bill contains a number of provisions
that are directly injurious to both housing and nonresidential construction. These
are listed briefly.

Used buildings (sec. 521). -~ Por all used buildings acquired after July 2,
1969, the new cwmer would be required to use straight line depreciation instead of
the presently allowable 150 percent declining balance method.

Recapture (sec. 521). -- For all buildings sold after July 2k, 1969, the excess
of accelerated depreciation over straight-line depreciation, as taken by the original
ovner, is to be taxed as ordinary income (to the extent of the gain occurring upon
sale),

LTP end allocation of deductions (sec. 301, 302). -- Por individuals, the excess

of actual depreciation claimed on all real property over the straight-line method

is considered a tax preference. Under LTP, tax preferences must be included in
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gross income to the extent that they exceed 50 percent of economic income. Under
the allocation of deductions rule (ADR), deductions are disallowed in the proportion
allocable to untaxed preference items of economic income. This provision is
especially onerous because it requires that excess depreciation be calculated

property by property, and in each year.

Limitation on interest deductions (sec. 221). -- Except where interest is tn-
curred in consumption or in a trade or business, the current Bill limits individual
interest deductions to investment income plus 25,000 dollars. 8ince rental of real
property on a net lease vasis {s explicitly denied the treatment accorded a trade
or business, ovners of real property vhidithey lease on a net basis would be denied
interest deductions they can now obtain.

There are some who believe the limitation on interest deductions could be used
to disallow interest on a construction loan. Others disagree, feeling that the
construction of buildings is a trade or business, not an investment. Be that as
it may, the uncertainties in this respect add another disincentive factor which might
be serious.

Additional preference item proposed by the Treasury Department. -- Treasury
Assistant Secretary Cohen, in his statement before the Committee on September &,

proposed that a nev tax preference item affecting real estate be included both in
LTP and ADR. The new preference is the excess of interest, taxes, and rentals paid

over receipts (if sny) during construction.

Adverse effects of provisions affecting both housing

and nonresidentisl comstruction
The issue of allowable types of depreciation is central to all provisions of

the current 111 affecting housing (and othe. real estate investment), except for
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the limitation on interest deductions. And even with this provision, as with the
pev tax preference items proposed by the Treasury, the tax issues are similar to
those raised by the tax treatment of depreciation deductions.

The tax effect of accelerated depreciation is to postpone ordinary taxable in-
cope from the early years of a project's life, vhen depreciation deductions are
higher than they would be othervise, to the later years, vhen these deductions are
lover. (Inmediate deduction of interest and other expenses, in years when reported
income from the investment project is not large enough to cover them, has a similar
effect of postponing taxable income.) Postponing taxable income of course post-
pones taxes, so the effect of accelerated depreciation is an interest-free loan as
against straight-line depreciation. Accelerated depreciation is thus more favorable
than straighte-line depreciation.

But this does not mean that accelerated depreciation is an inequitable tax con-
cession, even in the narrow sense vhere equity depends solely upon having taxable
inconme equal currently realited economic income. Equity in this narrov sense depends
upon having allowable depreciation deductions equal the actual decline in the
economic value of a property, and determining the actual decline is a very difficult
question of fact.

Assuning for the moment (although I seriously challenge) that some of those
vho have studied the problem are right in their finding that the actual economic
or value depreciation of office buildings, and even of sowe other real property, is
less rapid than straight-line, the primary consequence of alloving accelerated
depreciation (under this assumption or finding) is that the postponed ordinary
taxable income can be taken at a later date as a capital gain, taxed at favorable
rates, instead of as taxable future ordinary income. This is done by selling the
property, at some later dste, at a price vhich capitalizes the ordinary income
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expected to accrue after that date. The current Bill is apparently designed to
correct this alleged inequity (in the narrow sense of equity) of the present tax
lawvs. But if the finding is incorrect (which I think to be the case), if the
decline in economic value actually does occur at the rate of accelerated depreci-
ation, then the capitalizcd value of postponed ordinary income only offsets what
wovld othervise appear on cn investor's tax return as a capital loss.

In any event, the assumptions and findings which I deem to be so highly question-
able (and certainly not supported by adcquate empirical testing), have no direct
bearing upon the various provisiona of the ~urrent Bill vhich affect housing. The
most important of the provisions affecting housing are the elimination of accelerated
depreciation for purchasers of used buildings, and the recapture provision (sec. 521).
These provisions deny the houring investor most of the advantages of the double
declining balance method for depreciating nev buildings, even though those who
have made the findings with vhich I disagree do not purport to show that accelerated
depreciation is inequitadbly rapid for housing.

The effect of these two provisions on an invcstor in new housing is double-
barrelled, because in tvwo vays it makes the tax treatment of invewtment in new
housing much less favorable than the tax treatment of other investments. First, any
time this investor wants to s2ll his building, the price iwll be depressed because
the buyer cannot take advaatagc of even 150 percent declining balance depreciation.
Second, if the original investor does sell anyvay, the Bill requires that any
capital gains, up to the excess of accelerated over straight-line depreciation, be
taxed as ordinary income. This mesne that only the postponement of ordinary tax-
able income, but never its conversion to capital gains, will be possible under the
nev lav. This change might conceivably be Aesirable if it could be shown con-

clusively that accelerated depreciation as to housing and other real estate invest-
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ment is alvays excessive, and thet true cconomic incom: were being converted into
cepital gains. But to wmy knovledge there has been no such shoving as to housing,
nor do 1 believe that such shoving can be made. Purther, it is probable in many
cases that the gain being "recaptured” vas never ordinary income in the firet place,
but rether a vise speculation oo the value of a particular capital asset.

1 have stated earlier in my testimony that some tightening of the tax treatment
of capital gains is desirable, and this conclusion might seem to contradict what I
an saying here about recapture. Hovever, it is important to note that the recapture
provisions of the current Bill apply only to investsents in housing and other real
estate, not to capital gains generally, This is vhy I find these recapture prov-
isions 80 unvarranted, at a time vhen housing and other real estate investment should
be stimulated relative to other kinds of investment, not depressed.

The combined effect of recapture and of straight-line depreciation for all
acquisitions of used buildings is to make investment in residential construction
- much less liquid than it is presently. 8ince housing generally has such a long
life, any decrease in liquidity is apt to depress severely investment in housing,
and this is patently undesirable. It is recognized that rapid turnover is a
problem, and that present phasing out of recapture may be viewed by sowe as in-
adequate to prevent unduly rapid turmnover. In that case, full recapture of excess
depreciation could be extenfed to five years, vith the recaptured percentage of the
excess depreciation declining by one percent per month for 100 months thereafter.

Recapture and straight-line depreciation for used buildings are not the only
provisions adverse to housing. The limitation on tax preferences (sec. 301),
the allocation of deductions (sec. 302), and the limitation on interest deductions

(sec. 221) also affect housing (and other re-1 estate investment) adversely.
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LTP prevents investors in housing from taking the full benefit of accelerated
depreciation, vhere the amounts involved (vhen combined with any other tax prefer-
ences the taxpayer may have) exceed 50 percent of economic income. ADR requires
that investors in housing (and other real estate) allocate some of their deductions
to the excess of accelerated depreciation over straight-line depreciation, leaving
lesser amounts to be deducted from income subject to taxation, and this too reduces
the benefits that can be obtained from accelerated depreciation. Although these
provisions would make investment in housing less attractive to most investorn, I
believe, as I have explained, that they are the proper wvay to prevent gross abuse
of the tax stimull favoring investment in housing. However, I do not agree with
the Treasury that interest and taxes paid during construction of real property
improvenents should be included at this time as a tax preference. My reason is
that the use of this practice has received much less scrutiny than the use of
accelerated depreciation, and it i{s not clear at this time that treatment of these
interest and tax costs as a preference item is Justified, It should also be noted
that the Treasury /p;m:::inam against housing and other real property, in that
other kinds of property are not subject to similar tax treatment.

Although I do favor LTP and ADR, as I have explained, I vant to emphasize that
their application to housing (and other real estate investment) will have an adverse

effect, For this reason it is even more important that the other provisions of

the Bfll damaging to housing not be adopted.

Retroactive features of the Bill,
and some other technical problems

Before leaving the subject of housing, I should like to point out some retro-

active featuresof the Bill in its current furm, and also comment on one other
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technical problem.

(1) The folloving sections of the Bill apply retroactively, in that they deny

certain tax concessicns on commitments made before the Bill vas reported. This
occurs because the income or deduction accrues after the Bill is effective, and thus
is covered by its terms.

(a) Sec. 221, limitation on interest deduction. The problem here is long-term

net leases entered into before the Bill vas reported. Interest deductions
by the lessor may be limited, even though the investor has a long-term
commitment. Alsc, the lessor is not making unreasonably high after-tax
returns over the life of the project -- the effect of tax concessions,at
least in significant part, is passed on to the lessee in the form of

lover rental prices than would othervise obtain:

(b) Sec. 0! and 302, LTP and allocation of deductions. Accelerated depreci-

ation of real property is a tax preference for purposes of LTP and alloca-
tion of deductions. Even where a transaction has been comnitted before
the Bill vas reported, the transactor loses some benefit from accelerated
depreciation. The allocation of deductions is most serious, because it
hurts all amounts ot accelerated depreciation. The LTP only hurts if the
taxpaper has excess depreciation amounts greater than his other income;

(c) Sec. 521, recapture of accelerated depreciation. Persons vho invested

in real estate before the Bill was reported may have done so only in
expectation of converting some income to future capital gains, and they have
offered lower rentals in anticipation of this tax advantage. The rental
commitments continue, but the tax advantage is gone.

(2) The allocation of deductions to untaxed excess depreciation would not

operate fairly. A taxpayer taking accelerated depreciation only postpones taxable
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income (and perhaps converts later to capital gains, but not as sec. 521 is now
written). However, deductions disallowed are lost forever. Therefore, deductions
disallowed on account of excess real estate depreciation should be added back to
basis cost for purposes of later determining capital gain. (This treatment would
correspond to the treatment of that part of excess depreciation whih is itself dis-
alloved under LTP),

Provisions of the Bill directly affecting
nonresidential construction, and their effects

In addition to all the provisions adversely affecting both housing and other
real estate investment, there is one very important provision in the current Bill
vhichapplies only to nonresidential construction. This provision, in sec. 521,
would limit the use of accelerated depreciation by the original owner of new non-
residential structures to the 150 percent declining balance method, instead of the
presently allowed doudble declining balance method. The 150 percent method is
substentially slower than the 200 percent (double declining balance) method,
and it thepefore reduces very substantially the incentives for investment in non-
residential construction.

The reason given for treating housing and nonresidential construction differ-
ently is that "Congress [has/ expressed its desire to stimulate construction in lov-
and middle-income housing to eliminate the shortage in this area" (Ways and Means
Report No. 91-L13, Part 1, p. 166). However, as I have developed in detail earlier
in oy testimony, it is entirely unrealistic to posit that better housing in a better
environment can be achimd by stimulating residential construction alone. Proper
community development requires the blending and integration of housing, appurten-
ant commmity facilities, and commercial structures. Without the latter, develop-

ers may be unable to open up nev areas for housing, because no one vants to live
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vhere there are no stores, amusements, or other attractions. This is especially
true of lov-income persons, because they are known to be much less modbile than
persons with higher incomes (the two-cer family can live where it pleases; the one-
¢ar or no-car family cannot).

Within the cities, it is especially desirable to encourage the development of
commercial structures, becausc such buildings increase the tax base and provide the
cities with sorely needed revenues. These revcnues are obtained without placing
additional tax burdens on urban residenta,v and they may thus help to stem or reverse
the flov of middle-incowe fumilies awvay from the cities, allowing a better mixture
of income groups in ell residential loci.

It should be cleer, therefore, that there is no sound basis for limiting the
tax advantages of the Gouble ceclining balance method only to new housing, because
proper and full development of the nation's housing requires a correlative stimulus
> amresidential construction.

The need for favorable tax treatment of new nonresidential construction cen
also be developed from a more general approach, comparing commercial comnstruction
vith other sectors of the econory (commercial construction is the largest component
of nonresidential, nonfarm buildings, and it is the one on which the Bill in ite
current form concentrates). As my earlier discussion indicates (see again Charts
22 and 23), investment in both housing and commercial structures has been growing
much less rapidly than other forms of investment, although sound national ecomomic
and social policy requirce that both of these sectors grow much more rapidly than
they have been growing, and also more rapidly than GNP and other major components
thereof'.

The deficiency in the pace of housing ‘7 vestment is clearly much greater than

in the pace of investment in commercial structures, but that is no reason for remov-
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ing tax advanteges from the latter. The present tax advantages for commercial con-
struction are inadequate in terms of our national needs, and they should be strength-
ened rather than weakecned. In this connection, it should be observed that the
current Bill places as great an additional burden on investment in nonresidential
renl estate as it dces on investmeni in producers' durables. The repeal of the
investment tax credit, the only provision directly affecting inveatment in producer
durables, is expected to yield 3.3 billion dollars in 1979, vhen fully effective
(projections based on current volume of activity -- see H.R. Report 91-k13, Pt. 1,
p. 16). This is only 5.6 percent of the 1968 investment in thie category, In
contrast, the reduction in accelerated depreciation on new nonresidential buildings
alone is expected to yicld Y60 million dollars, or 5.1 percent of the 1968 invest-
ment in such buildings, and the other tax provisions affecting real estate will
certainly increase substantially the tax effect on new construction in this field,
although the Committee Remurt does not give revenue estimates in sufficient detail
to -letermine these effects exactly.

The immediately preceding discourse implicitly assumes that there is merit in
the proposition that commercinl huiliings (if not housing) depreciate (in an economic
or value sense) less rapidly that straight line. For reasons already stated,
this proposition has nowhere to =y knowledge been vindicated, nor do I agree with
it. A recent study by Taubman and Rusche,® made available to the U.8. Treasury,
may vwell have attained some influence in directions contrary to those I recommend.
My analysis of this stuiy, showing its shortcomings, is attached as Appendix Two.

The foregoing indicates that the current tax treatment of all real estate invest-

¥ P. Taubman and R.H. Resche, "Economic and Tax Depreciation of Office Buildings"
(University of Pennsylvania, Wharton School of Finance and Commerce, Department
of Economics, Discussion Paper No.1ll, January 1969).
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ment, both housing and nonresidential, is desirable on the general grounds of public
economic poliry. However, the current Bill is directed more narrowly to the
question of tax equity, and it is important that the tax equity arguments be faced
on their own grounds, even though I feel that these grounds are not the best grounds
for resolving the basic isauvcs of our national needs for accelerated investment in

these sectors.

Equitable considerations

It must be emphasized that tax concessions to the real estate industry do not
“anrich" real estate investors generally, as shown on my earlier Chart 27. Thus, the
current tax concessions available to rcal cstate enable lovwer rents than would other-
vise obtain, and stimulate construction, but they do not provide real estate invest-

orc generally with inordinate gains. This indicates that the equity issue may be

sorevhat specious: investors in rea) estate generally are no better off after

paying their (allegedly) reduced taxes than other investors paying (allegedly) higher

taxes.
The question of equity is thus transformed into a question of resource alloca-

tion -- is it proper that real estate continue to receive the economic stimulus

they now receive from current®. tex provisions? 1 feel that the materials I have

incorporated in this testimony provide an affirmative answer to this question.

Mditional considerations

The incrcasing burden of State and local property taxes weighs most heavily
upon residential and commercial construction, and indeed upon the owners and renters
of such properties, including average business people and, most importantly, families
of lov and lower-middle income. Federal tax concessions for real estate thus serve

in part to redress thu balance, not disturb it (and they are also a way for the
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Federal Government to ease the plight of the States and localities).

Second, a8 already discussed, high interest rates are more burdensome to housing
and other aspects of real estate investment than to other industries, because these
endeavors are much more dependent upon external financing (rather than retained
earnings) and upon debt financing (see agaln Chart 27). These high interest rates,
however, are not necessarily a true measure of either the scarcity or the value of
capital for investment, but rather they are contrived by Govemment policy. It is
therefore extremely appropriate that tax concessions to real estate be used to off-
set some of the distortions caused by artificially high interest rates.

Third, most other forms of investment will retain the advantages of shortened
guideline lives and accelerated depreciation, and similar treataent of real estate
is again a balancing force rather than a disturbing one.

Consideration of these three factors is an application of vhat is called the
theory of second-best. As a general principle, subsidy for one industry leads to
inefficient allocation of resources; but this principle applies only when there are
no taxes or subsidies for any other industries. Vieved against the background of
an established tax atructuré, containing many different types of taxes imposed by
many different Jurisdictions, the simple rule that subsidies cause inefficiency can
no longer be applied (if it has any large validity in principle). Given the
present tax structure, it seems clear that continued Federal income tax concessions
for real estate are appropriate, Of course, major changes in other parts of the
structure might be desirable, and it might then become desirable also to modify the
tax treatwent of houging and other aspects of real estate investwent, but that is
not acontrolling factor at this time.

Another broad class of reasons for applying only with caution the general rule

that subsidies, including those in the form of tax conaéssions, are fnefficient is
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the incidence of external economies and diseconomies. External factors exist
vhich cause the private signals of market prices b remister only partially and
inaccurately the values of everyone in the economy. Where this happens, collective
action to redirect market incentives isappropriate, and special concessions become
necessary. The whole field of housing, urban development, and land use is a classic
example of external effects, and there are many economists vho argue that such con-
cessions for real estate development are in fact necessary for economic efficiency,
not inimical to it.

Finally, in a perbd of inflation, the Federal tax structure {and income taxes
generally) imposegan especially heavy burden on investors holding assets with
relatively long lives. The problem is the tax treatment of depreciation allowances,
vhich supposedly enable a taxpayer, in determining his income, to deduct from his
revenues the amounts that are only a recovery of his initial cepital costs. Tax-
ation is based upon the principle that a dollar is a dollar, vhenever it is received
. or paid, and the owner of property can only obtain depreciation allovances equal to
his original dollar cost, even though some of the depreciation is taken many years
after the cost was incurred. This means that, in a period of general inflation,
the depreciation dollars deducted from revenue, which are supposed to constitute
recovery of cost, are vorth less (in purchasing pover) than those used to construct
or acquire the property. The result is that the taxpayer must pay income taxes
on funds whose receipt is necessary just to maintain the value (in goods) of his
{nvestment (see Table 1},

The first colusn of the table shows what would happen in some arbitrary future
year t, on the assumption that there is no change in the general price level.
Revenues, costs and taxes are listed, and . this hypothetical example there is

a cash flov (depreciation plus income after tax) equal to 15 percent of the assumed

[y
s
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Table 1

Effect of Inflation on Income and Taxation
of Owners of Depreciable Property

Year zero
Price index 100
Initial cost of property $500,000

Year t
Assumed price level 200 200 300
Revenues $180,000 $360,100
Operating and maintenance cost 120,000 210,000
Gross return to capital 60,000 120,000 120,000
Depreciation allowed 30,000 30,000 60,000
Taxable income 30,000 90,000 60,000
Income tax 15,000 15,000 30,000
Income after tax 15,000 45,000 30,000
Cash flov after tax 45,000 75,000 90,000
Current value of property 300,000 600,000 600,000
Cash flow as percentage

of current value 15.0 12.5 15.0

Note: All data are artificially constructed for this example.

value of the property in that year. This cash flow represents both the recovery
of the investor's cost and his income from the investment.

The second column of the table shows what would happen on the assumption that
the price level in year t were double that in year zero, owing to inflation during
the intervening period. Revenues, current costs, and the current value of the
pronerty are double what they would be with the price index at 100. Allovable
depreciation, however, is not doubled, so that taxable income and thus income taxes
are more than doubled (in this example, income tax is tripled). The result is
that cash flow is less than doubled, and cash flow is therefore a smaller percentape
of the property's value than it would be in the absence of inflation.

The third column shows how a doubling of the depreciation allowance (in pro-
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portion to the amount of inflation) would exactly compensate for the effect of
inflation, reducing income taxes to twice the amount that would be collected in the
absence of inflation, and thus restoring cash flow to the same percentage of current
value as would be obtained if no inflation had occurred. ~

1 do not contend that depreciation, for tax purposes, be calculated on a basis
other than recovery in current dollars of initial cost -- any change would make
administration of the tax laws very much more difficult. However, it should be
observed that office bulldings have longer lives than most other assets, so the
effects described here have a greater impact on them than on, say, investment in
producer durables. For this reason one should perhaps make other adjustments in

the handling of depreciation for long-lived assets, and shorter puideline lives plus

accelerated depreciation seem appropriate.
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Chart?

COSTS OF DEFICIENT ECONOMIC GROWTH
~ U.S. ECONOMY, 19531968 AND 1969-1977

(dollar items in billions of I96T doilors )
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Chart 3

GOALS FOR THE U.S.ECONOMY,I972 & 1977
PROJECTED FROM LEVELS IN 1968
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Chart §

FOR A FEDERAL BUDGET, 1972 AND 1977,
GEARED TO ECONOMIC GROWTH & PRIORITY NEEDS
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ALL FEDERAL OUTLAYS NATIONAL DEFENSE, ALL DOMESTIC
SPACE TECHNOLOGY, 8 PROGRANS
7 ALL INTERNATIONAL K ah G
R _ -
1280 ,Pmﬁ 33 &
‘/ %"b .
{ 8 -J IV v
Totol Pu" :'g tTMlI Por ;‘: :Tmol Por 3‘:‘
oo T .
Yoor (BULS) c?t‘) [} 3] Yeor (mf ‘:‘(lg‘)'° (4 )] Yeor (Gm cﬂ'»” %)
19692 186.062 917.01 21.02] 19692 89515 44118 0.1 | 1969%/ 96547 475.84 1091
1972 226.500 106890 20.61 | 1972 90000 424.73 6.9 1972 136.500 64417 12.42
1977 280.000 122377 20.06| 1977 94000 410.84 6.73] 1977 186.000 812,93 13.32
ECONOMIC OPPORTUNITY HOUSING AND AGRICULTURE ; AND
PROGRAM COMMUNITY NATURAL RESOURCES
DEVELOPMENT
4 piode
afg | = K
o dm 3|l g Bl e W
wr (B$) @ %) | wor ua":t":)t %" W | wo BLE c&” ?;";
9637 2000 986 0.23 | 19692 2.784 1372 0.31] 19692/ 6.099 39.91 0.1
072 3600 1793 0.35 | 1972 5500 2596 0.50| 1972 12.000 5663 1.09
977 5500 2404 0.39 | 1977 9000 3934 0.64| 1977 15500 6€7.75 1.UI
EDUCATION HEALTH SERVICES PUBLIC ASSISTANGE ;
AND RESEARCH LABOR, MANPOWER, AND
% |OTHER WELFARE SERVICES
) |
A - .
m(ﬂcm”mutuu%“mmmﬂ%”m
19692 4.699 2316 0.53 | 19692/10655 52.51 1.21| 19692/6280 3095 0.69
1972 16.200 7645 147 | 1972 14.000 66.07 1.27] 1972 9.500 4483 0.86
1977 32.900 14379 2.36 | 1977 20000 67.41 1.43]| 1977 15.100 6600 1.08

L poitors of purchoung oporently 410 Presxdent’s tiscol 1969 Budget

2/ Admimistrotion's Proposed Budge! o3 of Jon 29,1968 Begrnmg with fical 1969,1he Budge! mcludes the
mmense trust funds, ne! lending, and other relahvely minor new lems Note Gools include Federal contributions of one bithon
1970, andmore than two bitlion 1n 197 7,10 the OASOHI 1o help mcrease benef payments 10 the aged.

Propchons by Leon H Keyseehing I

33-758 O - 69 -~ No, 12 -- 12




LAty _

COMPARATIVE GROWTH IN VARIOUS ASPECTS OF
U.S. ECONOMY 1961-1968

(Constont Dollars)
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Chart ¢

ALLOCATION OF TAX CUTS, 1962-1965:
INVESTMENT AND CONSUMPTION PURPOSES

(Billions of Dollars)

19.2

1/ Tivough Congrassionel & Exscutive Action

2/ Tiwough Exscutive Action

3/ Estimated portion of personol fox cut, for those with incomes of $10,000 ond over,
which they would save for lavestment purpoess.

4/80sed on estimates of 158 101 Cuts Passed On 19 consumers through price cute.
3/ Personal tax cuts for those with incomes under $10,000.

S/ Estimated portion of persondl tox cuts for those with incomes of $10,000 ond over, which they would
spend for consumption.

Note: Estimates of excise tax reduction oliocation by C.€.P.(omount might be possed on fo
by price YHowever, 0 10rge portion of this did not go fo low income coneumens.
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ESTIMATED DIVISION OF PROPOSED TAX CUTS
BETWEEN INVESTMENT AND CONSUMPTION

(Biltions of DollorsV)
[EXCLUDING TAX REFORMS]-
ESTIMATED ALLOCATION ESTIMATED ALLOCATION
TO INVESTMENT TO CONSUMPTION
Howse BINY Treasury Prop. House Bill Treosury Prop.
Up up
6.7 67
Up
46 46
Up
28
Net Net
Down
27
{INCLUDING TAX REFORNS}
ESTIMATED ALLOCATION ESTIMATED ALLOCATION
TO INVESTMENT TO CONSUMPTION
House Bill Treasury Prop. House Bill Treasury Prop.
g?, Up
3 6.3
Up
4.6 Up
Up 39
28
Net
Net
Down
" 39
Down
[X]

~

Vatala may not be exactly equal to sum of detoils shown, owing o rounding.
g’mmol of investment tax credit, effect on corporations.

Estimated impact on personal saving of persono! tox relief- ond of individuals' share in repeal of
investmaent fax credit.

”Inmmm incentives o corporations.
g’c«mfo fox relief.

”Emmmmwon personol consumption expenditure of personal tax relief and of individuols' share in
repecl of investment tox credit.

DEM of tox reforms on corporations.
g’&ﬂmm impoct of tax reforms on personal saving.
2’Elﬂrmml impoct of tox reforms on personal consumption expenditure.

Source: Basic dato from Report of House Ways and Means Committes, and from stotement of Treasury
Assistant Secretory Cohen, September 4, 1969
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NUMBER IN U.S. LIVING IN POVERTY,
DEPRIVATION, COMFORT, AND AFFLUENCE,

1967, AND GOALS FOR 1972 AND 1977

Annual Money Incomes, Before Taxes, in 1967 Dollars

- I - . € 5 [N OF PRIVAT ION,
FAMILIES IN POVERTY COMFORT, AND AFFLUE NCE

In Millions . In Millions ‘.%.‘
] 1967, Actual
B 072, 6ool
B 1077, Goal
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£ 1966%ctual %
B 1077, Gool

1,635~ $3000- $3.0008

2,989 4,999 over
COMFORT &
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A 2 R,
8.27 miltion fomilies involve about 21.1 miliion people.

27T averoge size of families living in deprivation Is about 3.0, coming 1o obout 33 million people.

2/ The poverty-income ceiting of $1835 occords with the eatimates of the Social Security Administration,Deptof HEW

/1987 non avalloble. All projections,howewsr, in 1967 dollors.

Bosic Data: 19886,1967: Sociol Security Administrotion,Deptof HE W ; Bureou of the Census, Degt of Commarce.
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SHARE OF FAMILIES IN TOTAL FAMILY INCOME
BY QUINTILES, 1947, 1953, 1960,and 1966

{ Money income )

Al
FIFTH
FFTH FIFTH  FFTH  FFTH

SHARE OF UNATTACHED INDIVIDUALS IN TOTAL
INCOME OF UNATTACHED INDIV, BY QUINTILES,
1947, 1953, 1960, and 1966
Q 1947 = 1953 .

(]
3
LOWEST SECOND MIDOLE FOURTN FIFTi
FFTH FFTH FIFTH FFTH

3 R

LOWEST SECOND MIDOLE FOURTH FIFTH
FETH FFTH  FFTH  FIFTH  FIFTH

3

Date: Buresu of the Ceneve.
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TAXES PAID AS % OF INCOME,US.1966"

FEDERAL INCOME TAXES

193%

L/ income relotes to™Tokol Gross Adiusied Incoma®ot all parsona in the income ¢isses shown.

L/inchudes Foderol income toses; sociol security toaes; State ond Kocol Income, soles 0ng gasolins tames;
ond pertanal property and (ech asicle fases

Basic Dato: Internol Revenue Service and Brookings institution
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ADMINISTRATION PLAN, PERSONAL TAX CUTS
EXCLUDING PROPOSED TAX REFORMS

Distribution Of Total Tox Returns” And Of Total Tax Cuts¥
Among Various Income Groups®

Under $3,000 income
(21.1miltion returns; $0.41 billion tox cut)

32.8%

3.7%

Porcontof 1963 Percent of
Total Tax Retuens Totol Tox Cut

$3,000-$5,000 Income
(12.1 million returas; $1.09 billion tan cut)

18.8 %

N
N .
Percentof 1963 Percont of
Totol Taz Returns Tolo! Toz Cut

$5,000-$10,000 Income
(23.2 millionreturns; $4.52 billion tox cut)

35.1% 40.9%

$10,000- $20,000 Incoms
(6.7 mittionretuns; $2.69 billion tox cut)

Percent of 1963 mt Percontof 1963 mtof
Total Tox Returns Totol Tox Cut Totol Tax Returne Totat Tox Cut
$20,000-$50,000 Income $50,000 And Over Income

(1.0 million raturns; $141 biltion toa cut)

(0.2million returns; $0.92 billion tox cut)

.3
6% o3 S
Percent of 196 Percontof Porcont of 1963 Percent of
Toto! Tox Returas Total Tox Cut Totol Tax Returne Totol Tox Cut
$10,000 And Over Income $20,000 And Over Incoms
(79 million returns; $5.02 billion tax cut) (1.2 million returns; $2.33 billion tox cut)
45.5%
prremeneee
21.1%
12.3% -

Percantol 1963 Porcont of Percent of 1963 Percont of
Totol Tox Returns Totel Taa Cut Totol Tox Returns Totel Tox Cut
Estimated 1963 Total Tax Returns-64.3 Million
Estimated 1963 Tox-$47.4 Billion;  Proposed Tox-$36.4 Billion;  Proposed Tax Cut=$11 Billion

J/an 1963 returns (toxable and nontaxable). CEP estimates based on Treasury Dept. dota.

£/7ax cuts as of 1968 (when plon would become fully effective) 08 proposed in President’s
1963 Tax Message and Treasury Dept. dato as of Feb.8,'83, appiied 10 1963 incoms struchure.

Z/adjusted grose incoma levals os of 1983, estimated by CEP on basis of Treasury Dept. doto.
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ADMINISTRATION PLAN, PERSONAL TAX CUTS
INCLUDING PROPOSED TAX REFORMS

Distribution Of Total Tax Returns“And Of Total Tax Cuts¥
Among Various Income GroupsY

Under $3,000 income
{21.) million raturas; $0 38 biltion tox cut)

$3,000- $5,000 income
{12.Imiion retucns; $1.18 billion ten cul)

32.8%
18.86%
67% 13.5%
Percont of Percont of Percont of rcest of
Totol Relurng Totol Tox Cut Toto) Returns Toto! Tox Cut
$5,000-$10,000 Income $10,000- $20,000 income
(23.2 million returns; $3.60 billion tas cut) (6.7 million returns; $1.94 bittion tet cut)
43.6%
36.1% RS
22.3%
10.4%
Parcont of Percent of Percont of Porcent of
Toto} Returns Total Toz Cut Totol Returns. Totel Yoz Cut
$20,000-$50,000 Income $50,000 And Over Incoms

(1.0 million returns; $0.82 billion tox cut)

9.4%

(0.2miltion returns; $0.39 billion tox cut)

4.5%
1.6% i 0.3%
Percont of Percent of Percent of Percem of
Total Returne Totol Tox Cut Totol Returns Toto) Tox Cut
$10,000 And Over Income $20,000 And Over Income
(7.9million returns; $3.15 billion tox cut) (1.2million returns; $1.21 billion tox cut)
36.2%
12.3% 13.9%
) L2
Percantof Parcent of Percent of Percent of
Total Returns Toto! Tax Cut Totol Returms Tote! Tox Cut

Estimated 1963 Toto! Tox Returns-64.3 Million
Estimated 1963 Tox-$47.4 Billion;  Proposed Tox-$38.78illion;  Proposed Yox Cut-$6.7 Biltion.

47 11 1963 returns (tazable and nontaxable). CEP estimates based on Treasury Dept. dato.

Tox cuts 0s of 1983 (when pian would becoms fully effective) as proposed in President’s
1963 Tox Messoge ond Treasury Dept. data os of Feb. 8, 1963, applied to 1963 income

structure, Effect of copital gaing revision excluded.

&/ Agjusted gross income levels o8 of 1963, estimated by CEP on basis of Traasury Dept. dato.
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ADMINISTRATION PLAN, PERSONAL TAX CUTS
EXCLUDING PROPOSED TAX REFORNS

Percent Tax Cut And Percent Gain In After-Tax Income
Married Couple With Two Children At Various Income Levels”

$3,000 Income $5,000 Income $7,500 Income
{Tax Rete Cut From 20% 10 16% | {Tex Rate &d From84% 10 6.7% | (Tea Rete Cut FromiLT% to 88%
Aftor-Tez lncome UpFrom$2940 | After-Taa Income Up From $4,560 | After-Tex Income Up From $6,623
1042952) to§4,664) 10$6,837)
24.4%
200% 20.0%
04% 16% 5
Poccant  Percont Gainln Pacent  PercentGainla Pocosnl  Porceal Goia ln
TosCut  After-Tos Income TexCut  Alter-Tax Income ToxCot  Atior-Tex Income
$10,000 Income $15,000 Income $25,000 Income
{Tax Rote Cut From 13.7% t0107%] (Tex Rote énl From 16.6%1013.5% | (Tax Rate Cut From 21.3%10 16.9%
Aftor-Tax Incom Up From$8,628 | After-Ten IncomoUp From$ 12,514 | Atter-Tax Income Up From $19,662
10$6,932) 10$12,979) ©$20,770)
22.2%
18.7%

Porcont  Porcont Gain In

Porcent Wio In

Percont
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contributions, medical care,etc. Proposed 1ax based on the President’s propesal,
ond Treasury Dep?.doto, os of Fed.6,'83.
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Charty$

ADMINISTRATION PLAN, PERSONAL TAX CUTS
INCLUDING PROPOSED TAX REFORMS

Percent Tax Cut And Perceat Gain In After-Tax Income
Married Couple With Two Children At Various Income LevelsV
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huﬂmw From2.0% 00, (Tox Ru!tnl fiom MS‘:S 6%;] (Tan Rete Cut From 1l 7%! 8.8%;
ter-TanincomeUp From $2,540 | After-Tox InconaUp From Mlv-‘lallmu o °ts.sz
100%  10$3,000) 10 $4,120) 046,
W
244%
2.0% 31% 32%
Porcosl  Parcont Golaln Porcest Parcont G In Porcont Porcost Goinla
TexCut  After-Torlncome Yoz Cut Ator-Toz income TorCut  After-Tozincome
$10,000 Income $15,000 income $25,000 income
{TotRate Cut Fromi3 7‘/.!0!07%. (Tax RoteCut From16.6%1013.8%; | { Tax Rote Cut From2).3% 1018 4%,
Atter-Tox bm:gsﬁu 8,628 | After-Tox lmm Ugmo |z,s|3 Atter-Taz income Up Fm $19,602
fo $20,395)
222%
16 5% 34%
3.5% 3.3% 3.6%
Porcent Percent Ganln Porcent Percent Goin ln Porcont Percent Gainln
TorCut  Afier-Toxincome TosCut  AHter-Tox lncome TosCut  After-Toxincome
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to$61,458) 10 $104,926)
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Note: Present tox bosed on assumption of 10 percent deduction tr faxes, interest, contributions,
medical cors, etc. Proposed tox bosed on the President's proposal, ond Treasury Dept.

dota, 08 of Feb.8,'83.

171



Chart 18

PERCENTAGE DISTRIBUTION OF TAX RETURNS"
AND OF PROPOSED TAX CUTS?
AMONG VARIOUS INCOME GROUPS*

E:] Excluding effects of reforms

- Including effect of reforms
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HOUSE BILL,PERCENTAGE TAX CUT AND PERCENTAGE INCREASE
IN INCOME AFTER TAX,VARIOUS INCOME GROUPS
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TREASURY PROPOSAL, PERCENTAGE TAX CUT AND PERCENTAGE INCREASE
IN INCOME AFTER TAX, VARIOUS INCOME GROUPS

Chort 17
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Chart i

RELATIVE TRENDS IN ECONOMIC GROWTH
UNEMPLOYMENT, & PRICES,1952-1968"

3 consumer Prices [ Wholesole Prices [ (ndustriol Prices

s [l il i s e

1952-1953 I955-|958 1956-1958 1958-1960 1960-1968  1966-1968
Averoge Annual Rates of Change

PRODUCTION AND EMPLOYMENT —

I Totol Nationat Production in Constant Dollars, Averoge Annual Rates of Change

I Industriol Production, Average Annual Rates of Change
27 Unemployment as Percent of Chvilian Labor Force, Annual Averoges*

me

s
%

-3
1952-1958  1955-1938  1936-1958  1958-1960 1960-1968  966-1968

V protminary 1968 doto.
m onnuol averoges (08 differentiated from the annuol rates of change)are based on full-time officiolly
unempioyment measured agoinst the officwlly reported Civilion Lobor Force.

Source: Dept of Lobor, Dept. of Commerce, 8 Federal Reserve System.
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COMPARATIVE TRENDS IN GNP, PRICES, AND

NON-FEDERALLY HELD MONEY SUPPLY, 1955-1968~

{Uniform 1967 dollars)

... [ANNUALGROWTHINGNP) .. _. ... _ __.

U
63%

U Ve
1% 6% GU;'I-

_ | ANNUAL GROWTH IN NON-FEDERALLY HELD MONEY SUPPLY

(Based on seasonolly adjusted December dota) w oW

Chart 10

-'Immommy,
Dato: Economic Report of the President
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Chort 21

ROLE OF HOUSING AND COMMERCIAL CONSTRUCTION
IN THE NATIONAL ECONOMY,1947-1969

(New Construction as Percentage of Moajor Economic Aggregates)

-AS PERCENT OF GNP}
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Chart 23

VALUE OF DEPRECIATION AND DEPLETION, 1966
IN VARIOUS SECTORS OF U.S.ECONOMY
) In Billions of Doltars
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% DISTRIBUTION OF NET FEDERAL EXPENDITURES
FOR SUBSIDY PROGRAMS,FY |964 -1969

jons of Current Dollors in Porenthess:
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Chart 24

TOTAL FIXED INVESTMENT
INVESTMENT IN COMMERCIAL STRUCTURES
AND/INVESTMENT IN RESIDENTIAL STRUCTURES

Billions of 1967 Dollars
(Ratio fo Total Fixed investment in Parentheses)
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(7.2)
57

‘l 1968 ACTUAL L,
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INVESTMENT STRUCTURESY STRUCTURES
115.6 (246)

284

'| 1977 GOAL ',
TOTAL FIXED COMMERCIAL RESIDENTIAL
INVESTMENT STRUCTURES STl}g%'l(‘;J)RES
2034 710

11967, 1968 not avoitable.
Bosic Doto: Dept.of C Oftice of Business E
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Chart 27

RATES OF RETURN & OTHER FINANCIAL RATIOS
ALL CORPORATIONS IN VARIOUS INDUSTRIES,1965*

NET INCOME®PER INTERNAL REVENUE CODE
AS A PERCENTAGE OF NET WORTH¥
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BOND YIELDS & INTEREST RATES, 1952-DEC. 1968

(% Increase, 1952-Dec. 1968 in Parentheses)

LONG-TERM TRIPLE A
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8.66 518
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(105.9) 6.68
4.5
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(66.2)
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APPENDIX OKE
Membership of Realty Committee On Taxation

ALBERT B, ASHFORTH & CO.
New York, N.Y.

BENENSON REALTY COMPANY
Newv York, N.Y.

BESSEMER SECURITIES CORPORATION
New Yor¥, N.Y.

BOISE CASCADE URBAN DEVELOPMENT CORP.
Washington, D.C. -

CAROL MANAGEMENT CORP.
New York, N.Y.

CHASE MANHATTAN BANK
New York, N.Y.

CHISHOIM REALTY, INC,
Nev York, N.Y.

ARTHUR G. COMEN
New York, N.Y.

COLLINS, TUTTLE & CO., INC.
New York, N.Y.

THE GRORGF COMFORT CO., INC.
New York, N.Y.

CROSS & BROWN CO.
Hew York, N.Y.

CROWN RE.\LTY ASSOCTATES
Chicdgo,.Illinois

DILLINGNAM -CORP, ™ ’
Honolulu, Hawaii »

BENJAMIN DUHL
New York, N.Y.

THE DURST ORGANIZATION
Uew York, N.Y.

FISHER BROTHERS MANAGEMENT CO.
New York, N.Y.

GALBREATH-RUFFIN REALTY CO., INC.
New York, N.Y.

GOLDMAN, SACHS & (0.
New York, N.Y.

GULF & WESTERN REAUTY CORPORATION
Nev York, N.Y.

HELMSLEY~-SPEAR, INC.
New York, N.Y.

HILTON HOTELS
Beverly Hills, California

IRVING TRUST COMPANY
Rev York, N.Y.

KIDDER PEABODY REALTY CORPORATION
Newv York, N.Y.

LAZARD FRERES & (0.
New York, N.Y.

LEHMAN BROTHERS
llew York, N.Y.

LOEB, RHOADES & 00.
Newv York, N.Y,

LOEW'S THEATRES, INC.
New York, N.Y.

JOHN P, McGRATH & SOL G. ATLAS
Brooklyn, N.Y.

H.J. & M, MINSKOFF RBRALTY CORP,
New York, N.Y.

MORGAN CUARANTY TRUST CO. OF NEW YORK
New York, N.Y.

E/STMAN DILLON UNION SECURITIES & CO., INC.

Hew York, N.Y.
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RAYMOND D. NASHER COMPANY HARRY Q. SILVERSTEIN & SONS
Dalleas, Texas Newv York, N.Y.

OESTREICHER REALTY CORP. SWIG, WEILER & ARNOW

Nev York, N.Y. San Franciasco, California
PEARCE, MAYER & GREER TISHMAN REALTY & CONSTRUCTION CO., INC,
Nevw York, N.Y. New York, N.Y.

ROCKEFELLER CENTER, INC. URIS BUILDINGS CORPORATION
Nev York, N.Y. Nev York, N.Y.

ROSE ASSOCIATES JOSEPH 8. WOHL

New York, N.Y. . New York, N.Y.

ARTHUR RUBLOFF & CO. WOOD, STRUTHERS & WINTHROP
Chicago, Illinois New York, N.Y.

PETER SHARP & C0., INC. WILLIAM ZIMMERMAN

New York, N.Y. New York, H.Y.

Affiliate: NATTIONAL APARTMENT ASSOCIATION
¥ushington, D.C,
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. APPENDIX TWO

Ihe Teubman-Rasche Study

Taubman and Rasche define economic depreciation as the decline in the market
value of the property. They then measure depreciation from a cross section of
buildings, and their analysis therefore excludes the effect of changes in the general
price level: for data from any one calendar year, general inflation affects equally
the rentals and expenses for buildings of all ages. Since the present discounted
value (PDV) profile is calculated from this cross section, its shape (but not its
height) is unaffected by the general price level. (Of course, the successive PDV
prorile calculated from data of different years will be different in height because
of inflaticn.

The failure of Taubmen and Rasche to consider the effect of inflation is the
first majcr defect. in their study. As I explained in the body of my testimony,
the Federal tax system causes inflation to have its most adverse effect on invest-
ments with relatively long lives, such as housing and nonresidential construction.
Since the Taubman-Rasche study makes no allowance for this important effect of the
Federal tax system, the atudy is at best of severely limited usefulness in guiding
tax policy.

A second objection to the Taubman-Rasche study is that PDV is calculated
according to a theoretical formula, and there is no reference to the actual move-
ments of prices for used buildings of different ages. This formula makes no
qYY~wepen for risk or uncertainty, and it is not clear hov the formula values relate
to the actual prices of used office buildings. )

On a highly technical level, there are a number of very disturbing elements in

the Taubman-Rasche study. A general obseivation is that the authors do not present
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an sccurate or complete description of their technique, and it is thus very aifficult
to offer constructive criticism -- all onc can do is pose queries. Part of the
problem is that I have been unable to obtain access to the authors' data in the time
available, but I do feel that the authors vou.lti have added to the understanding of
their study if they had made available a better description of their data base.
Nonetheless, these points are in order:

{1) How does the sumple of buildings change? Obviously newly built buildings
are added, but are existing buildings cver remcved, except when they are demolished?

(2) By looking only at existing buildings to calculate average rental rates,
the authors introduce a bias, Those buildings vhose rentals decline fastest should
tenl to be removed earliest, so that the cases where depreciation has been most
rapid are not included in the sample, (Imagine taking a lifetime earnings profile
by looking at a cross section of earn‘ngs by age, including only persons actually
vorking. The effects of age discrvimination in employment and retirement would be
suppreseed.)

(3) The PDV profile depends very much on the shape of the rental curve given
by the formula

3
R* = a+blage J)
J

Hovever, the authors do not tell the statistical properties of the regression fit
obtained from thie equation, nor do they say wiether they tried any other formulas,
or vhat kind of fit other formulas might have given.

(4) The calculation of average age within groups introduces both uncertainty
and bias, The uncertainty intrudes because the population of buildings from vhich
age 18 calculated is not the same as the sample (vhich includes only some office
buildings). The bias occurs because the a.thors assume, in calculating aveirage

ege, that buildings are removed only exactly at the end of 10, 25, or L0 years, or
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after 60 years. In fact, the percentage of buildings still stauding should decline
gradually with age, and younger building cohorts in each age group should receive
greater weight than older ones. Use of a flat amount of involuntary removal vithin
each group biases the average age upward, and this understates the decline in average
rentals with age. The result is to understate the rate of depreciation.

(5) To calculate removal date, the suthors require estimates of land values (per
square foot of office space). Whence these estimates (and what is their quality)?

(6) The authors neglect the effect of incresses in building size, vhich causes

(ceteris paribus) land cost per-square foot of nevly built office space to decrease

over time. Hovever, this effect is not present for an existing structure, vhose
size is fixed until the building is replaced. Failure to talie accomt of this
difference introduces an upward biss in the calculation of office building lives.

(1) The Ada'ta are troublesome, especially when the rental rates for 0 to 10.
year-old buildings are less than for 11 to 25-year-old buildings (1956 and 1957,
in Table 3a). The authors explain that these years coincide with pesk building
construction and depressed rental rates for nev buildings. However,. this explana-
tion is inadequate. The break in the time series is for the 11 to 25-year-old
buildings (vhich rose in price), not for the new ones; and the operating costs
(Table 3b) for the 11 to 25-year-olds also Jumped in the same two years, leaving
gross margins roughly constant. This suggests something else, 1ike first appearance
of 1945-1947 buildings in this group, plus shift of the 1930-1932 buildings to the
next age group. If such shifts are so important, then perhaps the use of fixed
age groups, with buildings moving through the groups, is questionable.

These seven points should indicate the basis of my grave doubts about the

quality of the empirical vork in the Taubmen Nasche study. This is especially so

190




v
because all of the biases identified lead Taubman and Rasche to find longer life-
times and less rapid depreciation than is actually present, These biases, plus
the tvo general objections stated at the beginaing of this appendix, are my reasons
tor not accepting the analysis of Taubman and Rasche as controlling in the present

situation.
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Summery of Principal Points
in
Testimony of
Robert H, Pease, Vice President
The Mortgage Bankers Auoouuou of America
Senate co-ucn on Finance
on
H.R. 13270 and other tax reforme
September 26, 1969
1. The oo*tmd impact of the tex reform proposals contained in

H.R, 13270 and th ¢ recommendations will

2. Less mortgage o
a. _The dil
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“The pﬂnuly owned Pedersl

uq:\‘nwmmo from the agri-
cultural loan merket. This tex exemption is

193

33:760 O - 9 -~ No, 13 -- 14



-2.
grossly inequitable and a disservice to farmers

and ranchers.

3. Less eyuity money will be available for real estate projects
because H.R. 13270 conteins tha following provisions which

4.

would reduce the ability to obtain a competitive profit:

b,

d.

The use of accelerated depreciation is restricted.
Available remeining excess depreciation is subjected to
the Linited Tax Preference.

All excess depreciation allowed would be taxed at
ordinary income rates at time of sale.

Capital gains rates would be increased.

Hobby loss limitations are reduced and extended to
apply to any enterprise with a presumption that, regard.
less of the nature of the enterprise, there is no
expsctation of reslizing a profit where such losses
occur in three of a five-year period.

Deductions for interest on funds borrowed for a newly
defined category of investment income, including rent
under & net lease, would be limited.

In all, eight provisions of the bill, and one omission, are

deterrents éo vealization of the urban and rural development
goals the nation established in 1968,
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.3.
S. Addicionslly, the provisions of Sec. 221 could impose @
heavy tax--which was totally unforseen--on mortgage banking
firms vhich already pay full corporato rates.
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Testimony
Robert H. Pease, Vice President
Mortgage Bankers Association of America
before the
Senate Committee on Finance
September 26, 1969

Mr. Chairman, my name is Robert H. Pease. I am Senior Vice
President of the Mortgage banking firm of Draper and Kramer in
Chicago, 1llinois and Vice President of the Mortgage Bankers
Association of America. With me this morning are Mr. Graham
sorthup, Director of Governmental Relations for the Mortgage
Bankers Association and,Mr. H. Cecil Kilpatrick, the Association's
tax counsel. We appreciate this opportunity to appear before this
Compittes to express our views on H.R. 13270 and other proposed
tax reforms. To understand our interest in this legislation, it
may be well for me to speak a moment explaining who our Asso-
clation represents and what our members do.

The Mortgage Bankers Association of America (MBA), now in
ite fifty-fifth year, consists of wore than two thousand wembers
dedicated to the originating, marketing, servicing, and holding
of real estate mortgage loan investments. These mainly includes

Mortgage bankers who engaje directly in the origination,
financing, selling, and servicing of real estate mortgage
loans for others;

Investing institutions that acquire mortgage loans from
mortgage bankers, including life insurance companies, commer-
cial banks, mutual savings banks, savings and loan asso-
ciations, fire and casualty insurance companies, investment
funds,pansion funds, and similar institutions.

At the end of 1968, mortgage cowpany members 0f the Asso-
ciation were servicing approximately $69 billion of wmortgages.
Of this, $352 billion consisted of mortgages on single-fanily
properties, sowmewhat more than 20 percent of all outstanding home
mortgage debt.

As originators of home mortgage loans, mortgage bankers

have been major supporters of the Pederal government's mortgage
programs. However, mortgage bankers' interests extend into all
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fields of mortgage finance: residential, commercial, industrial,
agricultural, and institutional. In recent years, mortgage
banker members of the Association have accounted for nearly one-
fourth of the net increase in the outstanding dollar amount of
mortgages on apartmsents and other types of incowme-producing

property.

As real estato investors we have perhaps been closer to,
and therefore wore concerned with, urban problems than have
many others. We have lived with the developing problews, seen
them grow, and seen them culminate in riots and disorders. We
know only too well the vital role an adequate supply of wortiage
funds can play in alleviating urban pressures and redevelopinyg
our urban and rural areas. Through the years, Congress has
sought to assure funds through direct grants as well as through
a proliferation of other measures most of wvhich failed because
the magnitude of the demand exceeded available Federal resources.
During 1967 and 1968 the Senate Banking and Currency Committee
and a series of Presidential Commissions engaged in comprehensive
reviews of previous programs. In the housing bill of 1968,new
goals were established and new directions ordered for our urban
development efforts. Reliance on Federal resources was minimized,
The new programs sought to tap the wealth of our private sector
by encouraging its maximum participation in urban investments.
Because this legislation contewmplated maximum results with a
minimum cost to the Pederal government, it was wholeheartedly
welcomed by the Congress and the nation. Hope was rekindled in
willions that we might now move ahead in our urban efforts un-
hampered by the limitations of Federal appropriations and red
tape but encouraged by Pederal guidance and Pederal tax ine
centives. H.R. 13270, if enacted in its present form, will dash
those hopes. :

We are concerned about the impact of H.R, 13270 on the
overall availability of mortgage funds and the possible dis-
tortions that its enactment could have on the use of those funds
which are available. Thus, our concern is two-fold. The pro-
posed tax reforms may unnecessarily discourage the flow of funds
for mortgages and encourage the use of these funds in other
fields. They may also distort the employment of the mortgage
funds remaining by over-encouraging some forms of realestate
improvements, such as residential, to the detriment of welle~
balanced development including necessary commercial.
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LR 13270 is Infiationacy

Because as early as 1963 we recognized the threat which
inflation posed to an adequate continuing flow of mortgage funds,
the Mortgage Bankers Association since 1963 has urged fiscal and

monetary policies to restrain inflation. We oontinue firm in
our belief that

o 1f we can depend upon the
Treasury's projections which have been made for H.R, 13270,
ve must conclude that its thrust is inflationary. The responsi-
bility rests with the Congress to strike the appropriate balance
between the proposed reduction of incentives for industrial in-
vestments and the proposed reductions in individual income tax,
but we urge the Committee's careful reoonsideration of the
revenue projections and the proposed tax reductions to the end
that the risk of further inflation will be eliminated.

We have attached for inclusion in the record the September
issue of The Capital Goods Review of the Machinery and Allied
Products Institute entitled "Bffects of Inflation on Lenders and
Borrowers.” This article points out most dramatically the effects
of taxes and inflation on the returns that are realized on fixed
long=term obligations. For example, it notes that the true
economic return to a lender in the 20% tax bracket on a loan made
at 8% during a period when the rate of inflation equals 5% would
only be 1,33%. Put another way, it shows that under the sane
circumstances if the lender wished to realize a true 5% return
on a loan, it would be necessary to charge the borrower 12.81% of
interest. Buch rates on mortgages would be illegal in many
states and offend the public conscience anywhere. It is obvious
why :ongagol are unattractive investwents in periods of in-
flation.

Though it may be trite to say so, inflation is the cruelest
tax of all. It is no service to the voter to hand him a tax
reduction in one hand and take it back in inflation. 1If in-
flation is allowed to continue, mortgage funds will continue in
short supply and then only at a high cost.

Incentives for Thrifs Institutions to Invest in Mortgades are
Reduced

Proposed tax ravisions can also affect the flow of mortgage
funds if they remove incentives for financial institutions to
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invest in mortgages. Various proposals have been offered for
changes in the tax treatment of mutual savings banke, savings
and loan associations and,commercial banks. Sections 441 and
442 of N.R. 13270 modify the existing provisions regarding
deductions for additions to reserves and reqQuirements respecting
the percentage of assets which must be invested in residential
mortgages to be eligible for such deductions. The Treasury has
suggested ,Ainstead ,an across the board deduction of %% of gross
interest income derived from wortgages for all banking institu-
tions, subject to certain limitations. Mortgage Bankers pay
regular corporate tax rates and are not directly affected by
these proposals. However, the testimony of the affected
institutions,® to whom we customarily sell mortgages, discloses
that

mEtaaqe funde at a most gritical time.

The official housing goals for the next decade are well
known. Less well publicized are the various studies that have
besn made on the outlook for wortgage funds during the next
decade. These studies, made prior to any suggestions for re=-
duced tax incentives for mortgage investment, range in their
conclusions from predictions of tightness to emphatic warnings
o: cr:::on shortgages. MNone of these studies projects a surplus
of or t.

Therefore,we urge the committee to give the most serious
and careful study to thess proposals. Commercial banks and
mutual thrift institutions were created for different purposes
and oontinue to carry out basically different roles in our
economy. It ie not as important to achieve tax equality between
them as to assure their continued ability, and desire, to carry
out their historic functions. Reducing the incentives to invest
in mortgages for institutions which have traditionally been ’
primary sources of wmortgage funds is not desirable at this time.

* National Association of Mutusl Savings Banks,Septerber 15,1969.
mt:onn League of Insured Savings Associations, September 15,
969. )
United States Savings and Loan League, September 15, 1969.
Council of Mutual Savings Institutions, September 15, 1969.
ALl bc!ogzmnu Committee on Pinance during hearings on
H.R, 70.
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o Tax is Levied on the Privately Owned Federal Land Banks

In this regard the Mortgage Bankers Association urges that
you enact legislation to subject the Federal Land Banke to a
fair tax. Pew realisze that these institutions were granted
oomplete exemption from all taxation when created in 1916 and
continue to enjoy this tax-free status despite the fact that
they have been wholly privately owned since 1934=-and that they
oompete directly, forcefully.and effectively with private taxe
paying lenders. Allowing the Pederal Land Banks to continue
wholly free from Federal, State, and local taxes is a glaring
example of legislative oversight which sorely needs correction
if we truly seek equity in taxation. A study of this question is
attached with the request it be included for the record. We
also attach a oopy of H.R. 9242 as suggested legislative language
to end this unfair tax exemption.

Basically we are concerned that H.R, 13270 will constrigt
because it is inflationary,

because it makes mortgages less attractive as an investment for
financial institutions and because, by failing to impose a fair
tax on the Pederal Land Banks, it drives other lenders from the
Agricultural loan field.

LESS RQUITY CAPITAL WILL DR AVAILADLE FOR REAL EATATR

The bill will also have a serious impact on our efforts to
stimulate equity investment in real estate. The existing pro-
visions of law regarding real estate depreciation and capital
gains have proved to be effective incentives for equity invest-
went in all forms of real estate development. At this point
we think it matters very little that they may not have originally
been enacted for this purpose. We have all heard of the tre-
mendous tasks facing us if we are to create a suitable living
environment in our nation. Creating such an environment is not
solely a question of building housing=-and certainly not solely
8 matter of low-and moderate~inoome housing. There nust also
be factories, warehouses, stores, churches, schools, gas stations,
highways, sewer and water systems and all of the other improve-
ments and services which go to make up the living environment.
This will require tremendous investments of savings,and unless
those investments can be generated from the private sector,the
burden will fall increasingly on government. Despite any ime
pressions to the contrary, real estate ventures involve a high
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element of risk. Many go broke. Very clearly, private capital
will be drawn into investments which provide the largest after
tax profits. Existing tax inocentives are essential to continue
to draw private capital into housing and oommercial properties.

How, you may ask, would a project sponsor obtain what he
considers an adequate profit in the absence of tax incentives?
The only answer we know is that he would have to increase the
direct return from the project by increased charges to the
occupant or ococupants. But look at what has happened, for in-
stanoe, in the urban apartment market. Land costs have sky~
rocketed. Materials, labor, mortgage money and all the other
oomponents of construction have clizbed sharply. The result is
that even with the present tax incentives,it is virtually ime
possible to oconstruct new apartments that low inocome familes can
afford. In many of tho higher oost areas you cannot build for
:!;8 l&t’:dlo income people~-which weans people earning up to

() *

Let me give you an example. About four years ago our firm
built an apartment building with wonthly rents that averaged
approximately $33 per roowm. We owned some additional land
adjoining this project and we recently considered building an-
other building adjacent to the existing apartment project. As
vwe already owned the land, the increase in land value 4id not
really affect our decision. We figured current construction
ocosts of the new building, ascertained our new interest cost
and gave up the project. We would have had to rent the new
building for $75 per room. We felt this was too risky. Bven
with accelerated depreciation, we were unwilling to build the

apartment.

If existing tax incentives were removed, it would be neces-
sary to increase rents even further,which would inevitably
result in construction being undertaken only for the most
affluent, Lacking a demand from affluent tenants, no cone
struction would be done and available capital would flow to
other fields.

Income properties erected for business ocoupancy contain
an even higher element of risk. Particularly is this true of
those designed to serve the small businessman. Neighborhood
merchants, the "mama and papa® stores, throughout the nation
have long protested that urban renewal is putting them out of
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business because they cannot afford the rents in the new space
nade available after old stores are torn down. Without tax
incentives their rents would be even higher.

H.R. 13270 would allow accelerated depreciation only for
new residential structures. Under this condition equity capital
for business structures would be non-existent, except of course
for the larger more credit-worthy corporation.

We do not concur with the administration position, as ex-
pressed by Assistant Secretary Cohen in his appearance before
you on September 4th (8ec. 23) ,that the proposed changes in
real estate depreciation and capital gains are either appropriate
or are oonsistent with the achievement of our housing goals; nor
are ve “oconcerned with the ocontinued heavy reliance upon tax
incentives” as a means of achieving those goals. May we remind
this Committee that for several years the housing and home fi-
nance industries, the Department of Housing and Urban Development,
and the Congress itself have concerned themselves with questions
about tax incentives to further stimulate urban development. Any
nunber of bills are introduced each year proposing new incentives,
In 1967 the 8enate Banking and Currency Committee asked us in-
formally for suggestions for any needed new incentives. Other
Senate committees have held hearings on bills for this purpose,
specifically those introduced by the late Senator Robert Kennedy.
After much study, it was concluded that existing incentives
would suffice if a broader range of investors were encouraged
to use them. Consequently, Congress passed a bill last year
authorizing the oreation of a National Corporation for Bousing
Partnerships to spread the word and attract new investors.
Notwithstanding the Treasury's concern, the Congress has acted--
it wants these tax incentives utilized.

Linited Tax Prefersnce

Why then do we now seek to eliminate wost tax incentives
and reduce the others? The answer is,very simply, because a
smokescreen of 154 wealthy non-taxpaying oitizens has been
thrown up to cloud the voters' view of this picture. Burely,
these wealthy people should pay & fair share of taxes. The
Limited Tax Preference, which we strongly support, would assure
that they would. Limited Tax Preference as originally proposed~-
that is, including income other than that sheltered by depreci~
ation==should be enacted. To do 80 would be fair and equitable.
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These 134 people represent only one percent of the taxpayers

in the $200,000 and over tax bracket, and we should not eliminate
badly needed tax incentives in a hasty effort to respond to
publie indignation about them.

The Administration urges enactment of some of these proposed
rveforms in order to maintain the level of Federal revenue for
some future unspecified plan of Federal Revenue BSharing. We
submit that the present incentives are an effective means of
acoowplishing that objective. Por example, assume we create a
property valued at §1,250,000. Purther assume the land is worth
$230,000 so the depreciable improvements are valued at $1,000,000.
Using the double declining balance method, first year depreciation
would be $40,000. This means the U. 8. Treasury would lose
$20,000 of revenue that it might have received if depreciation
is limited to straight line. We say "might have received*
because it is our experience that many of these projects would
not be built without the present tax incentives. Tax authorities
tell us that local real estate taxes average 2% of value, which
means this project would generate $25,000 of income for the
local community the first year. Purther, the Pederal revenue
loss would diminish each year while the local revenue would
:’r‘obnbly increase, or at worst remain stable. In other words,

e

Levenue 1088, 7ZThis revenue sharing plan is in operation now.

Let me cite a few examples of how this has worked in my
home town of Chicago.

Ten years ago, the area from 3lst to 28th Street and South
Parkway in Chicago was one of the worst sections of the city.
Pevw if any taxes were being paid. MNost of the buildings were
in virtual shambles. It was one of the worst slums in the city,
Today this area is one of the fine residential sections of the
city with a waiting list for apartments in each of the five
nmulti-story buildings that were built there. This is the site
of a project known as Prairie Shores. There are 1700 apartments;
the ocoupancy is 80 percent white, 20 percent non~white and we
have not had a vacancy for as long as I can remember. When this
project was built, the risks connected with it were very great,
and it wvas extremely difficult to induce people to put equity
into the deal. I can assure you that one brick yould never have
been laid on another without accelerated depreciation.

The benefits to the city of Chicago from this project are
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almost incalculable. Michael Reese Hospital,which is one of the
city's finest institutions, was considering moving; they have
stayed. Virtually no real estate taxes were being paid on the
property. In the last 10 years, regular tax bills have been
paid. The entire area has been completely transformed into a
community with new housing and new values.

Just a few blocks south of Prairie Shores is the develop~
ment known as South Commons. It is located in and around 29th
Street and Michigan Avenue. It is composed of low-and moderate-
income housing projects insured under sections 220 and 221(4)(3)
of the National Housing Act. The total investment in this pro-
ject will be approximately $20 million. Pacrts of it have already
been built, and construction is proceeding on the balance. I
talked with the firm of Baird and Warner, vhich is the managing
partner for the group that runs this development. They said
that it would never have been built without accelerated depreci-
ation nor would it have been built without Prairie Shores which
was in turn built because of accelerated depraciation.

Sandburg Village is a relocation housing project built
under Section 220 of the National Housing Act containing approx-
imately 2600 apartments at North Avenue and LaSalle Street in an
urban renewal area of Chicago. This project was developed by
Dovenmuehle, Inc. I talked to Mr. Buenger, the President, and
he told me that without accelerated depreciation this project
would never have been started nor the subsequent addition made.
Again, this type of development has changed the entire community.
It has brought real estate taxes to the municipality both from
the specific project and from the other improvements that have
been made because of the change in the neighborhood.

We are most anxious to impress upon you the fact that
benefits of accelerated depreciation are very large both to a
community and to the general real estate market. These benefits
are difficult to measure in dollars, but they are sizeable. I
have cited to you three specific examples of areas in Chicago
which benefited from real estate development made possible be-
cause Of accelerated depreciation. The changes brought about
by the investment in these projects have completely reversed the
real estate market that existed in these areas. Equally ime
portant, they have completely reversed the real estate tax base,
which was almost totally zero, and have made these areas major
real estate taxpayers. The building of these projects has
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brought other investments into the community, and these in turn
have further added their benefits to the areas. We strongly
urge you to think of accelerated depreciation as a vehicle for
the upgrading of our communities, the building of billions of
dollars of new real estate improvements, and the creation of
values in our country which are indispensable both for housing
people and for buttressing our ecomony.

CAPITAL GAING

It is important to understand that accelerated depreciation
and capital gains treatment must be viewed as one when discussing
incentives for real estate investment. Allowing excess depreci-
ation but recapturing all excess depreciation at ordinary income
tax levels at time of sale merely delays the tax. The incentive

in delaying the tax but in i ing the likeli 0 '
return of the investment. If the investment is to be meaningful,
there must be an opportunity to retain the gain. Under Section
521 of H.R. 13270 the present recapture form::a (8ec.1250)
would be eliminated, We urge this not be done. We do, however,
concur that a modification providing for full recapture of the
excess in the event of a sale during the first five years with
1% allowed for each month the property is held thereafter would
be acceptable. This would permit the investor who holds a
property 13 years and 4 months before selling to pay only the
capital gains rate on the amount received over the depreciation
value.

Surely, if Limited Tax Preference is enacted and the capital
gains recapture formula recast in this fashion, accelerated real
estate depreciation can no longer be abused to escape the pay-
ment of income tax. Additionally, H. R. 13270 proposes an in-
crease in the capital gains rate.

Section 213 Hobby Losses

Section 213 of H.R., 13270 broadens the so called "Hobby
Loss" provisions by deleting the reference to "individuals"
and substituting "taxpayers." Thus, it seems that Section 270
would henceforth apply to corporations. Furthermore, Section
270 has been broadened in its application so that it would now
appear. to include rea). estate transactions. While this may never
have been intended, it could have serious repercussions in the
real estate field, and we urge that it be amended so that it
will not apply.
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Under a number of the Pederal Housing Administration's
multi~family housing programs, maximum loans can be as high
as $12,500,000. Obviously multimillion dollar projects are a
long time in the construction period, two years is not unusual,
and it ordinarily takes from 12 to 24 additional months to reach
a break-even occupancy level. In other words, there can be
three or four years of heavy losses in every large project even
though no excess depreciation is used. If Section 213 of
H.R. 13270 is enacted,it would mean that every project sponsor
would face the task of negotiating with the Internal Revenue
Service to overcome the presumption that there had been no ex-
pectation of realizing a profit. To oreate such an impediment
to investwent is totally unreasonable.

Section 221

Section 221 of H.R. 13270 would limit interest deductions
for funds borrowed for investment purposes. It would also
broaden the present definition of investment income to include
certain forms of rental income.

This represents still another deterrent to investment in
real estate and would be particularly harmful to those forms
of real estate such as shopping centers customarily occupied
on a nut lease arrangement. In its present form we consider
this Section vague and ambiguous. Assistant Secretary Cohen
has stated in his testimony that it fails to correct the problem
to which it was addressed and has recommended against its
enactment. We concur in his view, for this provision would
cause serious disruptions for mortgage bankers on two counts.

Mortgage lenders selling loans to the Federal National
Mortgage Association (FNMA) are required to purchase PNMA stock
in a specified amount for each loan delivered. 1In order to
retain the servicing on these loans (for which a servicing fee
is paid) the seller is prohibited from selling this stock.

The stock is therefore effectively restricted. Mortgage bankers
sell large quantities of home loans to FPNMA. 8o much in fact,
that many £ind a very high percentage of their capital and sur-
plus tied up in this stock and, to obtain working capital, have
had to borrow funds pledging the stock as security. It is clear
enough to us that such borrowings are for business purposes--
for our business is making and servicing loans==but we f£ind: the
language of H.R. 13270 far from clear in its definition of the
difference between "investment" and "business" purposes. At
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least one recent court decision (Leslie, et al v. Commissioner,
CCA=2, 69=2 USTC P 9540) further clouds the distinction. 8hould
Section 221 be enacted, it seems clear that our presently allow=-
able interest deductions would be challenged-=-and very likely
denied. We foresee years of litigation before a clear decision

is reached.

We are certain that this result was not contewplated when
the language of Section 221 was drafted. Mortgage bankers have
never to our knowledge been accused by anyone of paying less
than their fair share of taxes. The stockholding requirement
was authorized by the Congress to expedite the rapid transition

of PNMA from Federal to private ownership. To deny the industry
the deduction of interest on funds borrowed to offset the burden

of holding this stock is not only grossly unfair but would serve
effectively to thwart Congress' own expressed desires.

We oppose the enactment of Section 221 not only because of
the impact on our business but because:

1. It would seriously impede the needed construction of
shopping centers and other business structures under normal
and customary financing arrangements. (It should be noted
that construction may take a year or more. Section 221 is
not clear but is subject to the construction that all in-
terest paid or accrued during that period would be disallowed
as a deduction.)

2. It is based on a completely fallacious assumption that
the purpose of the borrowing is to acquire property to be
sold at capital gains rates later, rather than to produce
rental income.

3. To equate the case of one who borrows money to buy low
yield stocks, and who therefore is a purely passive investor,
with one who borrows to buy or build rental property which
will bring in a good yield to justify the investment, is
unsound. Therefore we urge that Section 221 not be enacted.

conclusion

We hope to make one point above all others perfectly clear.
£ ¢ o roposals contajined i

HRs 13270 and the Treasury Department recommendations will

stry. We are
absolutely convinced that the House of Representatives was not
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aware of all the implications of the various individual pro-
posals in H.R. 13270 and had very little understanding of the
effect which they would have on real estate investment when
considered in their totality. May we just review these in
closing?

A. Mortgage funds will be less plentiful because:

1. The legislation is inflationary

2. Savings and thrift institutions' incentives to
invest in mortgages are diminished,

3. The privately owned Pederal Land Banks remain
wholly tax exempt, driving tax paying lenders
from competing for agricultural loans. This
tax exemption is grossly inequitable and a dis-
service to farmers and ranchers.

B. Equity capital is discouraged from the real estate
field because:

1. Excess depreciation is denied or reduced.

2. Available remaining excess depreciation is sub-
jected to Limited Tax Preference.

3. All excess depreciation allowed would be taxed
at ordinary income rates at tine of sale.

4. Capital gains rates would be increased.

S. Hobby loss limitations are reduced and extended
to apply to any enterprise with a presumption
that, regardless of the nature of the enterprise,
there is no expectation of realizing a profit
vwhere such losses occur in three years of a five
year period. Deductions for interest on funds
borrowed for a more broadly defined category of
investment income would be limited.

We urge the Committee to consider the combined impact of
these various proposals on real estate investment. Although
it is right and proper for all citizens to pay a fair share of
tax, we should not forget, under the pressure of public indig-
nation over the few who have avoided income taxation, that this
nation has develo to its position of world leadership because
of a stzong and vibrant economy solidly based on the profit
wotive. The very citizens who are momentarily indignant enjoy
the highest standard of 1iving in the world because we have en-
couraged venture capital. To solve our major domestic problems
we must continue to encourage massive investments in real estate
development over the next decade.
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EFFECTS OF INFLATION ON LENDERS AND BORROWERS

There has been a good deal of comment of late 40-percent income-tax bracket. Suppose further that
about “astronomical" interest rates. While it has been the inflation rate is S percent per annum, At the end
generally recognized that they are in part a response of the year, he harvests $100 in interest, of which the
1o the prevailing inflationary anticipations (borrowing Treasury takes $40, leaving $60 after tax. In view
is made more att=~ctive by the prospect of repayment of the S-percent inflation rate, however, it requires
in cheaper dollars, lending less attractive by the pros- $1,050 at the end of the year to equal in real terms
pect of receiving such dollars), there has been too the $1,000 invested at the beginning. This means that
little discussion of the degree to which they actually he has to reinvest $50 of his after-tax interest receipts
reflect and conform to these anticipations. Will the to maintain the integrity of his principal, leaving only
present level of rates maintain real lender returns and $10 of real income. But even this is in year-end
borrower costs at the level that would obtain without dollars, which are smaller than the dollars of Invest-
inflation? ment. In terms of the latter, he has $9.52, and a true

of return of 0.95 percent.. This from a lending
This question is obviously unanswerable as stated, rate s

since it :lums on an unknown: the amount of inflation raie of 10 percent!
anticipated, No doubt this varies widely from one Now lock at the same transaction from the side of
forecaster to another, but the real question is how the borrcwer. Having borrowed the equivalent of
much is being discounted by the marker. This would 1,050 year-end dollars, but owing only $1,000, he
have to be inferred from the difference between the has in elfect had a reduction of real indebtedness
present interest-rate level and the one that would by 50 such dollars, and a transfer to equity of that
obtain in the absence of inflationary expectations.  amount, Subtracting this gain from the $100 year-end
Since the latter is indeterminate (history does not interest payment, he has a net cost of $50, equivalent
disclose alternatives), the Inference would be dubious, 1o $47.62 in the dollars borrowed, a rate, therefore,
if not entircly useless. , of 4.76 percent.

It is possible, however, to explore the impact of
inflation on lender returns and borrower costs by Tox Aspects
means of hypothetical cases, and to draw some infer-
ences for the present situation. This we propose to do. The spread between the real return to the lender
We shall first work through a simple, round-number  after allowance for the erosion of principal from in-
example and then give the results for a reasonable  flation (0.95 percent) and the real cust to the borrower

range of assumptions. after allowance for the gain to equity from the same
cause (4.76 percent) is due, of course, to the differ-
Example ence in the tax treatment of the two sides. Interest

+  receipts are taxable, interest payments deductible.?
Suppose a loan of $1,000 with interest at 10 per- For a nontuxable lender, the return would equal the
cent payable annually is made by an investor in the  borrower’s cost.

* The result is independent of the duration of the loan, as may be confirmed by converting the lifetime flow of after-tax receipts
into the dollars of invesiment and solving for the implicit return.

? Because of their deductibility, the borrower's cost is independent of his tax status. See “The Cost of Borrowed Capital”
Review No. 18, June 1969.
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There is an obvious anomaly here in the treatment
of inflation effects. The $50 that the lender must set
aside at year-end to offset the loss of his real pal
is taxed as income. On the other hand, the $50 gain
to equity from the reduction of the borrower's real
liability is untaxed (deductible as a cost). Clearly this
:s topsy-turvy. The loser pays and the gainer gets off
ree.

1f the burden were reversed, the lender being granted
deductibility for his capital loss and the borrower taxed
on his gain, the picture would be rather different,
Assuming, for example, 8 40-percent tax rate on both
sides, the lender's real return would be 2.86 percent
instead of 0.95.* The borrower's real cost, on the other
hand, would be 6.67 Eetcem against 4.76.* But since
the effect of inflation s ignored for tax purposes, this
calculation is of course purely academic.

Lender's Real Return Over
a Range of Cases

The forcgoing example assumes a single inflation
rate, a single interest rate, and a single tax rate. Similar
' cakulations for a range of rates are shown below.

Lender's Real Returns for Vatious Inflation, Lending,

and Tox Rates*®
Infation Rete
Tos 3 Porcont S Porcont
fote -
(Parcon) Londing Rate Londing Rote
(Porcont) (Pescont)
¢ (] 10 é ] 10

(] 9 405 080 093 206 478
20 175 230 485 -049 L) 204
30 117 252 e8| -076 OS7 190
40 038 175 291 | ~133 -009 098
$0 000 097 194 | 190 ~098 000
&0 ~038 049 097} —-240 VTV -098
70 ~117 ~0358 000 ] -308 -248 190

" eAssumes interest paid annually.

A quick giance at this table suffices to show the
effect of even moderate inflation rates on the real
retums of lenders subject to Income tax, With a 3.
percent inflation, a lender in the 30-percent tax bracket
gels a real after-tax return of only 3.88 percent from
a 10-percent loan cate. With a S-percent inflation, he
gets 1.90 percent. If his tax bracket Is SO percent, his
returns are 1.94 percent and zero, respectively, The
double tax-and-inflation bite is obviously devastating.

It may be interesting to show these results in a
different form. Instead of solving for the real after-
tax retums from various combinations of factors, sup-
pose we solve for the lending rates required to yield
specified returns. These appear in the next table.

Lending Rates Required To Yield Specified Real After-Tax
:zvm Wal:: Vatious Inflation and Tox Rates*

WAgtion Rote
3 Potcont S Porcont
Ten
Rote . N
(Porcont) |  Roquiced Reo) Return Roquired Reol Retwn
(Porcont) * {Porcont)
3 4 s 3 4 s

o 609 742 013 | 6l 920 10328
20 760 090 1049 | 1019 N30 1200
0 870 1047 1144 | 1064 1304 1444
40 1018 1107 13,58 | 1358 1533 1200
E 1219 1424 1430 | 1630 1040 2050
6 1523 1780 2030 | 2038 2300 2543
¢ 70 2030 2373 2747 | 2747 3047 N7

"+ Assumes interest paid annually.

Here the picture is, if anything, even more striking.
To get a real after-tax return of S percent, a lender
in the 30-percent tax bracket nceds a loan rate of
11.64 percemt with a 3-percent inflation and 14.64
percent with a S-percent inflation. If his tax bracket
is 50 percent, he needs 16.30 and 20.50, respectively.
Even for a real retum of only 3 percent, he needs
loan rates of 8.70 and 11.64 percent if he is in the
30-percent tax bracket and 12.18 and 16.30 percent
if he is in the SO-percent bracket.

* The lender's tax would be $20, leaving $80 after tax. Subtracting $30 for capital erosion, we have $30 (year-end), equivalent

10 $28.6 in the dollars of investment.

* With $50 of the borrower's interest payment taxable, he would pay $120 (100 to the lender, 20 to the Treasury). Subtraction
of the $50 capital gain leaves $70 (year-end), of which the investment-dollar equivalent is $66.7.
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Cost to Borrower

As indicated carlier, the real cost of debt to the
borcower is reduced by the shrinkage of his obligation
through inflation. 1t is the excess of the interest pay-
ment over this shrinkage.

Since interest cost is deductible, hence independent
of the borrower's tax rate, this eliminates one of the
variables that must be taken account of on the lender’s
side, leaving only the inflation and lending rates, If
we assume the same values for these rates as before,
we get the following:

Borrower’s Real Costs for Various Inflation and

Lending Rotes
Londing
Rate Infation Rate
{Porcont) 3 Porcont 8 Potcont
é 292 098
[ ] 408 208
10 680 476

As we indicated ecarlier, the reduction of the bor-
rower's real cost by inflation Is less drastic than the
reduction of the lender's real return. Thus, for example,
a S-percent inflation reduces the cost of a 10-percent
loan to 4.76 percent, while reducing the real after-tax
return to 1.90 percent for a lender in the 30-percent
tax bracket and to zero for one in the 50-percent
bracket.

The Present Situation

It we take the present inflation rate as § percent
(recemt figures make it even higher), it is evident
that current lending rates leave most creditors with
net losses in real terms. An 8-percent bond returns
less than nothing net to a taxpayer in the 40-percent
bracket, as does a 6-percent savings and loan account
to one in the 20-percent band. A first-bracket (14-
percent) taxpayer is substantially in the red on a §-
percent certificate of deposit; so t0o, of course, is a
nontaxable lender on a 4-percent passbook account.

The Department of Commerce reports “total net
public and private debt” of $1,569 billion at the end
of 1968. At a S-percent inflation rate, the shrinkage
in the real value of this body of obligations is nearly
$80 billion a year. When we consider that the bulk

of them bear interest rates well below the current level,
this annual erosion is almost certainly in excess of the
collective after-tax interest yield to the ultimate bene-
ficiaries (the individuals who benefit either directly or
as claimants against financial intermediaries).

It is evident from our earlier table on lending rates
required to yield specified real after-tax retums that
with a S-percent inflation and present tax rates there
Is little possibility of getting a significant real return
even from the “astronomical” interest rates now pre-
vailing on new loans. Even if the inflation rate were
cut to 3 percent, a modest retum would still require
higher-than-present rate levels for most lenders and
institutional creditors,

Here is the “cuthanasia of the rentier” with a venge-
ance. The stagnationists who espoused this phrase
were thinking of a decline of interest rates toward
zero; the euthanasia now in process is occurring at
the highest levels in memory. Inflation is accomplish-
ing what *‘cconomic maturity” never did.

The question naturally arises why individuals persist
in lending funds cither directly or to financial inter-
mediarics at rates that yield negative real after-tax
returns. The answer is complex. Many do not fully
realize the extent to which their capital is being eroded.
Others who understand are at a loss to know what to
do about it. Smaller savers particularly are accustomed
to accumulate capital in dollar form——life insurance,
time deposits, savings and loan shares, savings bonds,
etc. While they may acquire a house and consumer
durables for their own use, or invest in their own
business, impersonal inflation hedges such as common
stocks and income real estate are often outside their
cxperience, and cven when not are likely to be un-
suitable to the purposc for which the dollar asscts are
held. Whatever the reasons—ignorance. habit, con-
venience, security—attachment to such assets is not
casily dislodged.

It s an interesting speculation how a long-continued
inflation at the present rate would affect this behavior
pattern. What would it do to the structure of the capital
market? How would it affect financial intermediaries?
To what extent would creditor-protection devices be
applied, such as price-level escalation, equity partici-
pation, etc.? These and similar questions are easer to
ask than to answer. In any case they are beyond the
scope of this essay. 1t is tc be hoped, certainly, that
inflation will be brought under control before they are
answered by events,
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Mortgage Bankers Association
of America
July 31, 1969

THE FEDERAL LAND BANK SYSTEM AND TAX EXEMPTION

When the Pederal Land Bank System was created in 1916, it
was granted exemption from all taxation. At that time the com-
position of the agricultural economy and the character of the
financial institutions which served it were vastly different from
what they are today. In the fifty-three years since, these
conditions have changed, but, to the best of our ability to
determine it, the appropriateness of the tax exemption has never
been reconsidered. We believe the exemption should be repealed.
Changes in the Agricultural Economy

The total number of farms in the United States has been
declining, almost without interruption, since the time the
Federal Land Bank System was created. According to the 1950
Cengus, there were over 6,5 million farms in the country with an
average size of 148 acres. By 1940, this number had declined
to about 6.4 million, and between that year and 1959, it dropped
nearly 36 per cent to 4.1 million, while average acreage rose

from 167 to 288, In the ten years since then, the number of
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farms has slipped to about 3.0 million and the average acreage
has risen to about 380. 1/

Although the amount of cropland has been declining, the
reduction in harvested acreage has not been as great as the
above figures might suggest. What has been happening, as these
data indicate, is that smaller farms have been disappearing as
economic and technological changes dictate larger units.

Harvested acreage declined only 7 per cent between 1920 and
1959 to a total of 458 million acres. It is estimated to have
dropped am;ther 20 million acres between 1959 and 1961. ‘"Esti-
mates indicate that ( 1ftrends in yields since 1950 continue) the
food and fiber needs of a population that may be 45 per cent
higher by 1980 could be met with 407 million acres of cropland
compared with 458 million acres in 1959." 2/

Statistics on numbers of farms of various sizes confirm the
fact that the remaining farms are growing larger. Between 1940
and 1959, the number of farms of 100 acres or less declined 52
per cent from about 3.6 million to 1.7 million. In this same

period, the number of farms of 260 acres or more increased from

:7 Department 6£ Commerce, Bureau of the Census, Statistical

2/ The Yearbook of Agriculture--A Place to Live, 1963, U.S.
Department of Agriculture, p.63.
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724,000 (.7 million) to 808,000(.8 million), There was a 35
per cent increase in the number of farms of 1,000 acres or more
while the number of farms in all size categories under 260 acres
showed a decline. 3/

The changing farm economy and the sharply exphnded opportune
ities for employment in the cities have brought a dramatic
decline in farm population. In the short span of 17 years
between 1950 and 1967, faxm population dropped 53 per cent from
23,048,000 to 10,817,000, Between 1920 and 1967, farm population
declined from 30.1 per cent of total U.S. population to 5.5 per
cent. In 1966 alone, farm populationdropped another 6 per cent
in number and its share of total population shrank to 5.9 per
cent, 4/

Despite these declines in the number of acres harvested, in
the number of farms, and in farm population, agricultural pro-
duction has not declined. According to the Federal Land Banks,
... manhours worked in farming have dropped 60 per cent during

‘the past quarter century--yet total farm output rose 63 per

3/ Census, op. cit., p. 596
4/ Department of Commerce, Department of Agriculture, Current

Population Report, Farm Population, Series Census~ERS P-
27, No. 39, May, 1969,
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cent, dramatically emphasizing the substitution of capital for
labor." §/ Fifty years ago, one farm worker produced food and
fiber for eight people. Today, he can produce enough for 37.
Put another way, one hour of farm labor ylelds more than five
times as ouch food and other crops as it did a half-century
ago. §/

Furthermore, even with the decreasing numbers of farmws,
more farms have sales of $25,000 and over than was true in 1950,
the first year in which such data were collected. (No infla-
tionary factor is involved here, since the index of farm prices
received has actually decreased in the period.) Between that
year and 1964, the number with sales of this magnitude has more
than tripled, from about 103,000 to 337,000, and the proportion
of this group to all farms has risen from 2 per cent to 11 per
cent. At the same time, the number with sales of under $2,500
has dwindled from 1,6 million to about 350,000 and their pro-
portion from 30 per cent to 1l per cent. (See Table A.)

Crucial in this context is the trend away from the indivi-
dually owned farm, of whatever size, toward a more complex,

3/ Advertising supplement to American Banker, op. cit., p.2.
§/ 1dvid., p. L.
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corporate structure, The step-by-step liberalization of the
eligibility requirements of the Federal Land Banks to include
corporate borrowers (see the discussion on psges 6 and 7) speaks
as eloquently as would any data on this subject, were they

available.
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.6.
Changes in the Federal Land Bank System and in its Area of
Operation

0

Purthermore, while the economy it served was in transition,
the Federal Land Bank System itself has been undergoing change--
in aim, in organization, and in market served.

While the reasons for creating a spaecial credit structure
for farm finance are not explicitly stated in the statute
creating the Federal Land Bank System, the Farm Credit Administra
tion has, over a long period, offered this definition of purpose:

"This System was created by Congress to meet &

definite economic need for a permanent and dependable

source of sound farm mortgage credit at reasonable rates

and on terms especially adapted to the particular require-

ments of farmers. It was expected that this farmer=

owned credit system designed spociﬁcelly to provide

long-term, low-interest loans on an amortized basis

would serve as a pace-setter in solving many of the

problems that existed in farm mortgage credit.” 7/

At the inception of the System in 1917, the aim appears to

have been to provide the farm community--especially the owners

1/ Federal Land Bank §§g§em and ggg it Operates, Farm Credit
Administration, Washington, 1965, p.5. Practically identical
passages have appeared in earlier editions of the same doc-
ument.
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of family-gize farmg--with specialized credit facilities
particularly suited to agricultural as contrasted with commercial
or industrial requirements, It may be assumed that Congress,
in enacting the original legislation, considered the question
of taxation of the Federal Land Banks and exempted them in the
light of then existing conditions. We doubt, however, that
Congress at that time could have foreseen the importance of this
exemption-=in terms of either competitive advantage or loss of
revenue--gince taxes at that tiume did not approach pregent
lovels. We find no evidence that Congress, in the years since
then, has ever reconsidered this exemption.

But while the tax status has not been altered, there has
been considerable broadening of the limits within which the
Federal Land Banks can make loans. Take, for example, the maxi-
mum loan amount, which in 1916 was set at $10,000, In 1923, the
limit was raised to $25,000, though it was required that "pre-
ference...be given to applications of $10,000 and under."” The
limit was raised to $50,000 and $100,000 in 1933 and 1949,
respectively. In 1955, the maximum was raised to $200,000, and
the limit on loans made without prior approval by the Farm Credit
Administration was raised from $25,000 to $100,000. In 1959,
the ceiling was 1ifted altogether though FCA approval still had

to be obtained on loans of over $100,000.
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The result has been a steady expansion of lending activity
in the upper ends of the loan range. As Table I shows, 77 per
cent of the total amount of Federal Land Bank loans in 1968
(the latest year for which data was available) was for amounts
of $20,000 or more. Only 15 per cent was in this category in
1960.

The average size of loan also reveals this trend. From a
1947-49 figure of $4,610, average loan size rose to $21,320=--
or 362 per cent-~in 1965. The average loan rize for all lenders,
of course, also advanced sharply in this period, under the in-
fluence of inflationary trends in the economy generally and of
the increasingly larger capital requirements of agriculture,
in particular, as its technology advanced and as farm size grew.
It 1is significant, however, that the increase for the Federal
Land Banks has been greater than that for all types of lenders
and greater than that for any other single group of lenders
except insurance companies, which it just matched. Indeed, at
least since 1945, the average size of the Federal Land Banks'
loan has exceeded that for any other group, except the insurance
companies. (See Chart I1.)

Por example, a Federal Land Bank loan recently made in
Alabama was in the amount of $5.4 million.

Purther encouraging the expansion of Federal Land Bank
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lending activity has been the progressive broadening of the de-
finition of eligible borrowers. In the original legislation,
this covered only those engaged in, or shortly to become
engaged in, the cultivation of the farm to be mort:gag@d. In
1933, persons who derived the principal part of their income
from farming operations were made eligible. Two years later,
"parson" was redefined to include corporations engaged in raise
ing livestock. There was, however, the qualification that
".+s no loan ..., be made to a corporation (A) unless all of the
stock of the corporation is owned by individuals themselves
personally engaged in the raising of livestock on the uﬁd to be
mortgaged, except in the case where the Land Bank Commissioner
permits the loan {f at least 75 per centum in value and number
of shares of the corporation is owned by individuals personally
so engaged and (B) unless the owners of at least 73 per centum
assume personal liability for the loan." §/

In 1961, the restrictions on loans to coxporate borrowers
were relaxed to state: ... but no loan shall be made to &
coxporation unless the principal part of its income is derived
from farming operations and unless owners of stock in the core

poration assume personal liability for the loan to the extent

8/ 12U, 8, C. 1934 ed., Supp, V. 771 (sixth).
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required under rules and regulations prescribed by the Farm
Credit Administration." 9/

In 1966 and again in 1967, the Federal Land Banks have
requested authority to eliminate the statutory loan maximunms,
the maximum loan which can be made without FCA approval, and
the requirements for the assumption of personal 1iability by
stockholders of corporate borrowers.

Greatly liberalizing the scope of Federal Land Bank lending,
the Farm Credit Act of 1955 authorized loans for '"general agri-
cultural purposes and other requirements of the owmer of the
land mortgaged." (Emphasis supplied.) In the original 1916
statute, it was provided that loans could be made for the
following purposes and no other:

1. To purchase land for agricultural purposes.

2. To purchase equipment, fertilizer, and livestock
for proper and reasonable operation of the
mortgaged farm,

3. To provide buildings and for the improvement of

farm land.

9/ 12U, 8. C. 1958 ed., Supp. V. 771 (sixth).
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4. To liquidate indebtedness existing at the time
of the organization of the first Land Bank Associ-
ation in the county or indebtedness subsequently
incurred for the above purposes.

With the 1955 amendment, the purpose of Federal Land Bank
operations was, consequently, completely altered. From an organ-
ization designed to finance farming operations solely, this
newly independent system became one authorized to accept farm
assets as gecurity for loans to meet any financial requirement
of the land owner. .

The Pederal Land Banks have undergone a series of organiza-
tional changes tho most importance of which was made in 1953.
The Farm Credit Act of that year established the Farm Credit
Administration as an independent agency separate from the
Department of Agricultural and put the Federal Land Banks on
the road to private operation. Since 1947, all federal funds
have been out of the System. Thereafter under private owner-
ship and, from 1955, authorized to engage in a broad range of
lending buginess, the Federal Land Banks have moved ahead in
the best free enterprise tradition to capture as much business
as their unusual competitive advantages make possible.

The steadily growing volume of Federal Land Bank loans--

in terms of both number and dollar amount--is shown in Tables
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II and II-A,

Paralleling this growth has been an expansion in the share
of the Federal Land Banks of the total agricultural mortgage
loan market--an expansion accomplished, as it must be, largely
at the expense of tax-paying lenders. As may be seen in Table
1I, the percentage of total mortgage lending by Federal Land
Banks has grown from 12.3 per cent in 1950 to 24.0 per cent in
1965. 1In the same period, consequently, the share of
individuals in this market has been halved--from nearly 30 per
cent to 16 per cent--while farm lending by banks and trust com-
panies has declined from 29 per cent to 20 per cent of the total,

Available data indicste that Federal Land Bank lending,
far from being confined to, or even concentrated in, the weaker
gector of the farm loan market, is widely distributed among all
clagses of farmers.

Given the Pederal Land Banks' gstated aims and given the
fact that their tax exemption and their favored position as a
borrower permit them to charge an interest rate lower vhan that
generally available from institutional lenders, it might be ex-
pected that their lending would be disproportionately heavier
in the lower enc.l of the range, or, at most, would be distri-
buted among the various classes of farms in a rough equivalence

to thelr proportions among total faxrms. But this is not the
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case. A study by the Federal Reserve Board, based on data from
the Census Bureau's 1960 Sample Survey of Agriculture, provides
the dats shown in Tables III and IV, While 10 per cent of all
farms had 1960 sales of $20,000 and more, 17 per cent of the
farm operators with Federal Land Bank loans were in this cate-
gory. At the other end of the economic classification, 26 per
cent of all farms had sales of between $50 and $50,000, but
only 20 per cent of Federal Land Bank borrowers were in this
group. (See Table III,)

The average value of land and buildings operated by
farmers with major real estate debt in 1960 was about $30,200;
land and buildings of Federal Land Bank borrowers had an avere
age value of close to $35,900. (See Table 1IV.)
Arguments for Taxation

Moxrtgage bankers feel that the Federal Land Banks should be
paying taxes. The Federal Land Banks are, in fact, private
enterprise organizations just as surely as any muitually owned
enterprise, Even were they not, there are precedents in the
Pederal National Mortgage Association and the Federal Reserve
System for a payment in lieu of taxes or a remittance of profits
to the Treasury.

A puzzling aspect of this question lies in the fact that

their sister institutions, the Production Credit Associations
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and the Banks for Cooperatives, are taxed; that proposals for
rural electric and telephone banks contemplate that they will
be taxed following the retirement of federal capital; and
that most people seem surprised to learn that the Federal
Land Banks are not taxed. To our knowledge the question of the
tax status of the Federal Land Banks was not discussed when
the legislation was enacted nor has it been raised in sub-
sequent Congressional hearings.

On the other hand, the tax status of other governmentale-
or quasi-governmental--corporations has been repeatedly dis-
cussed. From hearings and legislation there emerges a con-
sensus that such corporations should be taxed--or, as a mini-
mum, that their tax status should be reviewed--when federal
funds are repaid. The failure to provide for either taxation
or review in the case of the Federal Land Banks 1s, we believe,
a legislative oversight which ghould be remedied. Moreover,
the exemption imposes an unfair competitive burden on the
tax-paying enterprises which also serve the agricultural market.
We conclude that the circumstances which led Congress to grant
exemption to the Federal Land Banks have changed, that their
operations have changed, and that their tax-exempt status is

now a proper subject for reconsideration.
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July 31, 1969
TABLE

PERCENTAGE DISTRIBUTION OF TOTAL AMOUNT OF FEDERAL LAND BANK LOANS ’
BY SIZE OF LOAN, SELECTED YEARS, 1960-1968

8jze of

loan _1960 1961 1964 1965 _ 1966 1967 1968
$ 5,000

and lower 21,9% 20.4% 2.2% . 1.4% 0.9% 0.9% 0.8%
$ 5,000 to

$8,000 23.3 22,3 5.6 4.3 2.6 2.4 2.3
$ 8,000 to

$10,000 11.2 11.8 5.0 3.7 2.4 3.1 2.2
$10,000 to

$15,000 18.2 16.7 13.1 10.3 8.6 8.5 8.1
$15,000 to

$20,000 10.2 10.6 10.6 9.9 8.8 9.3 9.3
$20,000 and

over 15.2 18,2 63.5 70.4 76Y 75.8 77.3
TOTAL,

all loans 100.0% 100.0% 100.0% 100.0% 100.0% 100.0% 100.0%

Note: See Table IA for greater detail for 1964 and 1965, and a
distribution for those years of g%g_‘ of loans by eize,
which is not available for the earlier years.

Source: Unpublished data of the Farm Credit Administration based -
on a dependable sample.
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TABLE I - A

PERCENTAGE DISTRIBUTION OF THE NUMBER AND AMOUNT OF
FEDERAL LAND BANK LOANS, BY SIZE OF LOAN, 1964 <« 1968

8ize of T__%gggggt__s Amount Number
Joan 196 1965 T_267; 1965 196 19 19
$ 5,000 and
lower ' 11.4% 8.3% 2.2% 1.4% 6.7 6.8 6
$ 5,000 to
§8,000 16.6 15.0 8.6 4.3 10.8 9.6 101
$ 8,000 to
~ $10,000 10.6 9.2 5.0 3.7 7.2 8.8 1
~ $10,000 to
$15,000 20.3 18.9 13.1 10.3 18.9 17.7 184
$15,000 to . _
$20,000 11,8 13,0 10,6 9.9 13.9 13.7 1)
$20,000 to -
$25,000 7.6 9.9 8.8 9.7 9.9 10.3 94
$25,000 to
$35,000 9.5 10,0 14.4 12.8 12.6 12.1 11
$35,000 to ' |
$50,000 6.3 6.6 13.5 12.2 9.4 10.0 94
$50,000 or '
more 5.7 901 2608 3507 1006 11.0 12-1
"ToTAL,
all loan' 10000% 100.0: 10000% 100.02 10000% 100001 100.“

Source: Unpublished data of Farm Credit Administration based on a
dependable sample.
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TABLB I

DOLLAR AMOUNT OF FARM MORTGAGES MADE OR RECORDED, BY TYPE OF LENDER
SELECTED YBARS, 1920 - 1967

Banks
Life Ine and
Federal surance Trust Miscel- Total,
Land come come Indivi- laneous all
Year _ Banke panies panies _ duale _ lenders  lenders
Dollar amount

1920 § 67,000 $386,800 § 663,200 $2,142,800 $ 366,200 $3,625,800
1930 47,100 173,700 355,200 618,200 170,600 1,364,600
1940 63,900 145,600 219,800 225,600 117,400 772,500
1950 203,100 348,000 471,600 491,800 140,800 1,655,900
1955 482,700 507,000 582,000 565,900 264,200 2,401,900
1960 520,213 413,337 541,022 612,481 482,682 2,569,735
1965 1,237,876 964,080 1,036,524 811,594 1,108,046 5,158,120
1966 1,344,610 909,341 1,055,992 934,882 1,195,341 5,440,166
1967 1,266,533 695,625 1,036,109 860,318 1,216,460 5,075,045

Rercentege digtribution
1920 1L.9% 10.7% 18.3% 59.1%2  10.1% 100.0%
1930 3.5 12,7 26.0 45.3 12,5 100.0
1940 8.3 18.8 28.8 29,2 15.2 100.0
1950 12,3  21.0 2.5 29.7 8.5 100.0
1955 20,1  21.1 24,2 23,6 110 100.0
1960 20,2  16.1 21,1 23,8  18.8 100.0
1965 24,0 18.7 20,1 15.7 21,5 100.0
1966 24,7 16,7 19,4 1.2 22,0 100.0
1967 25,0 13,7 20,4 17,0 2.0 100.0

Source: Parm Credit Administration, Research and Information
Division
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NUMBER OF PARM MORTGAGES MADE OR RECORDED, BY TYPE OF LENDER
SELECTED YEARS, 1940-1967

~Banks
Life and
Federal insure trust Mlscel- Total
Land ance come come Indivi- laneous all
panies  dusls  lenders _ lenders
Number
1940 26,258 25,285 110,083 135,037 28,674 325,337
1950 42,820 32.669 126,012 113,805 32,069 352,355
1955 60,490 34,082 114,048 86,586 41,825 337,030
1960 43,090 18,476 85,141 62,176 57,456 266,339
1965 58,050 24,011 92,895 47,453 82,378 304,787
1966 33,643 19,062 84,164 46,168 74,870 277,907
1967 48,189 13,483 79,116 40,446 70,480 251,716
Per: { ]
1940 8.1% 7.7 33.8% 41.5% 8.8% 100,0%
1950 12.2 10.1 35.8 32.9 9.1 100.0
1953 17.9 10.1 33.8 25.7 12.4 100.0
1960 16.2 6.9 32.0 23.3 21.5 100.0
1965 19.0 7.9 30.5 1576 27.0 100.0
1966 19.3 6.9 30.3 16.6 26.9 100.0
1967 19.1 5.4 1.4 16.1 28.0 100.0
Source: Farm Credit Administration, Research and Information

Division.
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_ July 31, 1969
JABLE 111

ALY, FARM OPERATORS AND FARM OPERATORS WITH FEDERAL IAND BANK .
MAJOR REAL ESTATE DEBT, BY ECONGMIC CLASS OF FARM, 1960

: Number Per cent Per cent
Eeonomio class ..{1n thou- of all of commer=
of farn gands) farna . cial farms.

4 . . . )
T ‘, a1l farms B X9 100 of -
'Noncslmnorcial farms 986 2.4 -
Commeroiel farms, total 2,261 69.6 100,0%
Class I 105 3.2 46
Class II 28 - 1.0 10.1
Olass III. ‘” 15,1 2.7
Class 1V %0 18,2 26.1
Olass V 541 16,7 23.9
0Olass VI . . 9.5 13.6
.
Total, a1l farns 2% 100.0% -

" “Noncommercial farms 48 18.9 -
Commerctal farms, total 206 8l.1 100,0%
Classes I and II 43 16.9 2.9
Classes IIT and IV 13 445 5449
Olasses V and VI 50 19.7 24,2

.Definitions: Economic class of farm by value of farm products sold ==
I = $40,000 and over;
Il = $20,000 to $39,999;
III - $10,000 to $19,999;
N - 35,@ to 3919993
VvV - $2,50 to $4,999;
VI - $50 to $2,499.

Noncommercial farms are in general those with sales of $2,499 or less.
Source: FARM DEET, Data from the 1960 Sample Survey of Agriculture; Board

of Governors of the Federal Reserve System, 1964, Table 1,
pege 3; Table 31, page 119, .
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July 31, 1969

AVERAGE VALUE OF LAND AND BUILDINGS OPERATED,
BY ECONOMIC CLASS OF FARM, FOR SELECTED OPERATORS, 1960

All operators  Federal

Economic with major Land

class real estate Bank

of farm debt borrowers
Commercial farms, total $ 61,796 $ 64,166
Classes I and II 163,049 155,629
Classes III and IV 45,156 47,848
Classes V and VI 19,378 22,193
Noncommercial farms 15,961 20,250
All farms 50,187 55,866

Note: See Table III for definitions of economic clasgses

of farms.

Sources: FPARM DEBT (Federal Reserve Board report),
1960, Table 1, page 7; Table 31, page 119,
Some weighted averages constructed by MIB.

PR TR IR
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TABLE A
NUMBER OF FARMS BY VALUE OF PRODUCTS SOLD, 1950, 1959, AND 1964

1950 1959 1964
Type of Per Per Per
farm Number __cent Number _ cent Number __cent

All Faxms 5,379,250 100.0% 3,708,022 100.0% 3,157,864 100.0%

Commercial farms

Total 3,706,412 68.9 2,416,045 65.2 2,165,727 68.6
Sales of:
$25,000

or more 103,231 1.9 260,121 7.0 336,826 10.7
$10,00 to

$24 ,999 381,151 7.1 535,552 14.4 532,079 16.8
$ 5,000 to

$ 9,999 721,211 13.4 653,533 17.6 504,625 16.0
$ 2,500 to

$ 4,999 882,302 16.4 617,819 16.7 443,928 14.1
$ 2,499 or

under 1,618,417 30.1 349,020 9.4 348,269 11.0

Other Farms 1,672,838 31.1 1,291,977 34.8 992,137 3l1.4

Note: The categorles used by the Census of 1950 were somewhat
different from those for the later years; combinations
were made to put the data on a common basis.

For definitions of various types of farms, see Table III.

Sources: Department of Commerce, Bureau of the Census; U,S. Census
of Agriculture, 1950, 1959, 1964, Volume I and II.
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91 CONGRESS
ist Session
H. R. 9242

IN THE HOUSE OF REPRESENTATIVES
March 19, 1969

Mr. Utt introduced the following bill; which was referred to
the Comrittee on Ways and Means

A BILL
To amend section 504 of the Internal Revenue Code of 1954,
relating to the tax exemption of certain organizations.

1 Be it enacted by the Senate and House o“ Representa-

2 tives of the United States of America ir Congress assembled,

3 That (a) section 504 of the Internal Revenue Code of
4 1954 (relating to denial of exemption of certain organiza-
5 tions) is amended by redesignating subsection (b) as

6 subsection (c) and by inserting after subsection (a) the
7 following new subsectiont

8 "(b) PEDERAL LAND BANKS AND FEDERAL LAND

9 BANK ASSOCIATIONS.--Notwithstanding the provisions of

10 any other law, no Pederal land bank or Federal land

11 bank association shall be exempt from the taxes imposed
12 by this subtitle on corporations."

13 (b) The amendments made by subsaction (a) shall

14 be applicable with respect to taxable years beginning after

15 the date of enactment of this Act.
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SUMMARY STATEMENT
HARRY NEWMAN, JR.

President, International Council of Shopping Centers
445 Park Avenue
New York, New York 10022

The International Council of Shopping Centers is a trade organization of
more than 3,200 members engaged in the development and operation of shop-
ping centers and in their design, leasing, construction and financing.
Many chain and independent retail merchants now operating stores in shop-
ping centers are also members of the Council.

Our developer members have built and are operating more than 9,000 shopping
centers containing more than 195,000 retail stores in the United States alone.
As an industry, shopping centers represent a total investment of more than
$54 billion and supply employment for more than 4,500,000 persons.

Before discussing the effect of the Tax Reform Bill on our industry and our
view of the consequences for the economy, I would like to express our whole-
hearted support for the basic aim of the legislation before this committee,
namely, the elimination of tax inequities and the minimum-tax approach to
achieving 1it.

The main purpose of our testimony here, then, is to describe to you the
grave implications of those provisions in the proposed Act that affect our
specialized segment of the real estate industry. In its present form, we
believe that the Tax Reform Act of 1969 will have these consequences:

1. It will accelerate the existing trend towards economic concentration of
shopping center ownership in the hands of a relatively few large financial
institutions and big corporations.

2. It will seriously curtail the construction of smaller centers, which are
an egsential ingredient in the mass housing programs planned for the next
decade. Shopping center developers will not be able to build these cemters
because they will have no venture capital sources to replace both private
investors and those funds normally generated through the sale of their exist-
ing centers.

3. This curtailment in turn will eliminate a sizeable number of the almost
14 million new low-skill jobs which the shopping center industry would other-
vise create by 1980.

4. The development of fewer new centers means depriving expanding and/or new

sunicipalities and other local government bodies of desperately needed revenues
for their operating expenses from property and sales taxes.
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$. Expansion of independent merchants, so-called mom-and-pop operations, local
chains and other dynamic tenants will be seriously curtailed and in many cases
completely halted. ! :

6. The higher yields needed to attract venture captial as compensation for the
loss of present tax advantages will lead to increases in already spiraling rents
and thus place further inflationary pressures on the prices of consumer goods and
services.

7. 1n order to survive, independent developers will be'vitcually compelled to
merge with large corporations or be taken over by them in order to obtain the
high-risk venture capital essential to develop shopping centers.

8. By withdrawing tax inducements from private redevelopers, while preserving
subsidies of billions of dollars from HUD, the Act will seriously discourage urban
core retail redevelopments, which, in our opinion, deserve the highest priority
in both the private and government sectors.

9. It will create serious difficulties for black business and community groups
that are now striving to develop shopping centers in the inner-city core areas
of at least 50 major cities.

10. Insofar as the real estate industry is concerned, Section 221 was presumably
aimed at the passive high-income investor. In fact under this section's definitions
and exclusions, virtually every shopping center owner who is actively operating a
center will be subject to the limit on interest deductions because practically
every shopping center in the country and its leases qualify as "net leases." This,
coupled with the Treasury's suggestion that certain business deductions during
construction be singled out for Limited Tax Preference treatment, may well drive
most individual investors and developers out of a business already made economically
marginal by a combination of tight money, record interest rates and skyrocketing .
construction costs, property taxes and land prices.

WE, THEREFORE, RECOMMEND THAT PRESENT REAL ESTATE TAX INDUCEMENTS REMAIN IN EFFECT,

BUT THAT AN EQUITABLE MINIMUM TAX LAW BE ENACTED TO CORRECT THE FEW BUT GLARING
INEQUITIES AND ABUSES OF THE PAST.

September 26, 1969




STATEMENT

HARRY NEWMAN, JR., PRESIDENT
INTERNATIONAL COUNCIL OF SHOPPING CENTERS
445 PARK AVENUE
NEW YORK, NEW YORK 10022

Mr. Chairman and members of the Committee: My name {s Harry Newman, Jr. I am
president of the International Council of Shopping Centers, a trade organization
of more than 3,200 members engaged in the development and operation of shopping
centers and in their design, leasing, construction and financing., Many chain
and independent retail merchants now operating stores in shopying centers are
also members of the Council.

Our developer members have built and are operating more than 9,000 shopping
centers containing more than 195,000 retail stores in the United States alone.
As an industry, shopping centers represent a total investment of more than $54
billion and supply employment for more than 4,500,000 persons.

Before discussing the effect of the Tax Reform Bill on our industry and our view
of the consequences for the economy, I would like to express our wholehearted
support for the basic aim of the legislation before this committee, namely, the
elinination of tax inequities and the minimum-tax approach to achieving it.

The nain purpose of our testimony here, then, is to describe to you the grave
implications of those provisions in the proposed Act that affect our specialized
. gegment of the real estate industry. In its present form, we believe that the
Tax Reform Act of 1969 will have these consequences:

1. It will accelerate the existing trend towards economic concentration of
shopping center ounership in the hands of a relatively few large financial
institutions and big corporations.

2. 1t will seriously curtail the construction of smaller centers, which are

an essential ingredient in the mass housing programs planned for the next decade.
Shopping center developers will not be able to build these centers because they
will have no venture capital sources to replace both private investors and those
funds normally generated through the sale of their existing centers,

3. This curtailment in turn will eliminate a sizeable number of the almost

14 million new low-skill jobs which the shopping center industry would otherwise
create by 1980,

4, The development of fewer new centers means depriving expanding and/or new

aunicipalities and other local government bodies of desperately needed revenues
for their operating expenses from property and sales taxes.
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5. Expansion of independent merchants, so-called mom-and-pop operations, local
chains and other dynamic tenants will be seriously curtailed and in many cases
completely halted,

6. The higher ylelds needed to attract venture capital as compensation for the
loss of present tax advantages will lead to increases in already spiraling rents
and thus place further inflationary pressures on the prices of consumer goods and
services,

7. In order to survive, independent developers will be virtually compelled to
merge with large corporations or be taken over by them in order to obtain the
high~risk venture capital essential to develop shopping centers.

8. By withdrawing tax inducements from private redevelopers, while preserving
subgidies of billions of dollars from HUD, the Act will seriously discourage urban
core retail redevelopments, which, in our opinion, deserve the highest priority
in both the private and government sectors.

9. It will create serious difficulties for black business and community groups
that are now striving to develop shopping centers in the inner-city core areas
of at least 50 major cities.

10. Insofar as the real estate industry is concerned, Section 221 was presumably
aimed at the passive high-income investor. In fact under this section's
definitions and exclusions, virtually every shopping center owner who is actively
operating a center will be subject to the limit on interest deductions because
practically every shopping center in the country and its leases qualify as "net
leases”. This, coupled with the Treasury's suggestion that certain business
deductions during construction be singled out for Limited Tax Preference treatment,
may well drive most individual investors and developers out of a business already
made economically marginal by a combination of tight money, record interest rates
and skyrocketing construction costs, property taxes and land prices.

WE, THEREFORE, RECOMMEND THAT PRESENT REAL ESTATE TAX INDUCEMENTS REMAIN IN

EFFECT, BUT THAT AN EQUITABLE MINIMUM TAX LAW BE ENACTED TO CORRECT THE FEW BUT
GLARING INEQUITIES AND ABUSES OF THE PAST.

WHAT IS THE DEVELOPMENT BUSINESS?

Let me explain something about the nature of the development business before
elaborating on the reasons for the ten points of what may seem at first glance
to be the shopping center industry's True Bill against the Tax Reform Act.

Shopping centers have enjoyed a remarkable record of successful operation and

foreclosures are extremely rare. Because of this performance and the high
percentage of so-called AAA-credit, or major chain tenants, in each shopping
center, insurance companies and other lenders have come to regard shopping centers
as low-risk or no-risk investments.
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oOnce the center is finished, this is an accurate assessment. However, during the
development stages, the developer alone, or in conjunction with his equity
investor, 18 exposed to a variety of risks which can jeopardize his investment
and, at worst, send him into bankruptcy. These risks and unexpected costs occur
from the site selection phase to the point in time after the center is completed
and the developer is ready to collect his long-term mortgage funds from the
permanent lender. They range from delays caused by frozen ground, snow and

rain to strikes, unexpected site conditions, zoning and title problems. They
range from mistakes by the architects and engineers to delays because of tenant
{sprovements or tenant bankruptcies. They range from uncontrollable cost in-
creases in construction, financing charges and real estate taxes to breakdowns
in deliveries of essential supplies and materials.

There are other hidden risks. For every center that is developed, there are
at least 12 that never see the light of day, but may have reached the zoning,
layout, or at least the acquisition-negotiation stage. Although it is an
extreme example, my company recently investigated 73 individual sites before
ve found a suitable location for a chdin department store. Each of these
attempts at finding a shopping center location resulted in relatively substan-
tial expenditures to say nothing of the time involved.

Once the developer has found the site, he must tie up the land on an option or-
by some other means, so that he has enough time to determine the major tenant's
interest in the site. In order to stimulate interest on the part of a super-
market 1f it is a neighborhood center location, or a department store if it is
a regional center site, he must have layouts and economic studies prepared. He
must also work out the financial projections for the center to determine the
rentals he must get. This involves a high degree of guessing what construction
costs and interest rates will be in six months, a year, or two years depending
on the size and gestation period for the proposed center.

Assuming he gets the tenant's approval of the site, he must then lease enough
of the remaining stores to chain stores or tenants with multi-million dollar
net vorths to enable him to secure a mortgage loan commitment from an insurance
company or other financial institution. At this point the developer normally
must purchase the land and this requires substantial cash, usually more than
he has available because of his investiments in other centers. This explains
the importance of the equity investor to the developer's continuing activity.

Once the investor has been brought into the development picture, the developer
then has to negotiate his contract with the architect and engineers, negotiate

a contract with a general contractor, and complete his leasing negotiations for
the other vacant stores. He must coordinate the activities and responsibilities
of the architect, contractor and tenants, while making arrangements for a
construction loan based on the commitment for his permanent mortgage loan. He
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must then complete the center according to tenants' plans, move them in, and set
up the management, promotion and maintenance of the completed center. Then he can
at last "close" the permanent mortgage loan, the proceeds of which are used to
pay off the construction loan. The development process cannot be described
adequately in such brief terms, but hopefully we have conveyed to you some idea
of the complexities, uncertainties and risks which characterize the business.

ECONOMIC CONCENTRATION

More than 90 per cent of the shopping centers in this country are developed by
individuals and small independent corporations or partnerships, who provide the
skills, manpower and part of the equity investment required for the shopping
centers they build. They are not able to develop shopping centers without
entering into partnerships with one or more investors in each center. They
need these partners to help them put up the equity investment of 10 to 25 per
cent normally required for each venture.

These equity investments range from $50,000 to several million dollars each,
depending on the size of the center, the cost of land and buildings, and the
amount of mortgage financing they can obtain. Very few developers who are
actively building new centers can afford (or have the funds necessary) to
finance their own centers without partners. Because of the high risks involved
and the relatively large amounts of venture capital needed, the investor partners
who join the developers in their projects are almost always private parties
seeking commensurately high returns on their investment. If they sre denied

the inducement of tax savings, they will have little reason to invest their money
in these projects. They will put.their money in other types of investment, and
developers will have difficulty getting shopping centers built in the future.

To remain in business, developers will have to find other sources of equity
funds. They will have to turn to large corporate investors, to public financing
and to institutional investors.

What concerns me and what I think should concern your Committee ie that the

Tax Reform Act will make it difficult for the independent shopping center entre-
preneur to survive and will result in the increasing domination of our industry
by large financial and/or corporate interests.

The Committee should be aware that since the 1966 monetary crisis and credit
crunch, the shopping center industry has been plagued by a shortage of mortgage
funds, record-high interest rates, accelerating construction costs, rising
property taxes and skyrocketing land prices. These inflationary pressures are
particularly serious for a high-leverage business 1ike shopping center develop-
ment where the loan usually represents 75 per cent or more of the total project
costs. Rents have not risen at a comparable pace and profit margins consequently
have been eroded to a point where tax deductions availsble under the present lavs
are playing an increasingly vital part in the economics of shopping center develop-
ment. 1 refer you to Appendix B, attached to this report, which shows that froa
1965 to 1969, land prices, property taxes, construction costs and prime interest
rates rose 20 to 88 per cent. During the same period, rental income increased only
12 per cent.
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Even before the Tax Reform Act was conceived, high interest rates and other
inflationary pressures started to reshape the shopping center industry. Major
supermarket chains, discount stores and traditional department stores began to
develop their own free-standing branches, tending to eliminate the independent
developer. In addition, lending institutions began to insist on a piece of the
equity and demanded a share of minimum and/ox overage rents as a prerequisite
for a mortgage loan. As a result of these and other factors, the position of
the independent developer has been increasingly threatened.

The Tax Reform Act will accelerate the trend towards the concentration of
ownership, operating control of the industry, and a virtual monopoly of most
new developments in the hands of big corporations and big institutional in-
vestors. 1 am not suggesting that they even want this control, but under the
changed dynamics of the industry they will be the only ones who can afford it.

FEMER SMALL CENTERS

Since their inception, shopping centers have attracted hundreds of new business
enterprises and opened opportunities for hundreds of individuals and groups to
become engaged in development as independent entrepreneurs.

This has, in fact, been the history of my own company. I am before.you now to
fight for the life of my company and hundreds of others like mine, and to retain
our ability to continue as independent entrepreneurs in a competitive, viable
economy.

Let us examine for a moment what will happen to neighborhood centers if the private
investor and independent developer are eliminated as economic factors.

In order to weigh the importance of the small center in the consumer economy,
keep in mind that out of 10,820 shopping centers operating at the end of 1968,
9,300 (almost 90 per cent) were neighborhood or community centers,

Because size is equated with financial return, institutional developers are
primarily interested in developing and owning regional centers where the retail
action is concentrated in the hands of the large retailers and national retail
chains. Smaller centers do not have the "economic glamor" and are too small

to attract the financial institution as an investor, joint venturer or developer.

With the private investor removed from the scene, who 1s going to develop the
literslly thousands of neighborhood centers needed to service the 2,300,000 new
houses scheduled for construction every year for the next decade? Competition
will be curtailed or eliminated. Where this happens, the Act will create
captive-market conditions which encourage price exploitation and which have been
a significant factor contributing to minority unrest and riots in slum areas.



LOSS OF JOBS

The retailing industry traditionally has provided substantial numbers of jobs
for people who rank at the lowest economic level in the community. It is
questionable if the economy will be able to absorb those individuals who may
be displaced from retailing operations, since many of them have very limited
employment skills.

Based on the estimate that 2-1/2 new full-time jobs are created for every 1,000
square feet of gross leasable area, almost 14 million jobs can be created by
the development of shopping centers in the next 11 years. The Tax Reform Act
in its present form will jeopardize a substantial number of those jobs, mostly
unskilled, the most difficult to place in other sections of the economy.

LESS TAXES FOR LOCAL COMMUNITIES

Those shopping centers which have been built this year or will be completed by
the end of 1969 will contribute $25 million in property taxes to the communities
in which they are located.

This is especially welcome because it is premium revenue. Shopping centers, at
their expense, provide many of the services normally required from the local
municipality, for example, parking areas, sidewalks, malls, landscaping,
1ighting, security, trash removal, parking lot maintenance and vepair. Developers
algo frequently dedicate land for streets and put in the streets, curbs, gutters
and sometimes the sewage system, fire hydrants and the water distribution system,

By 1980, in order to service the projected 30 million growth in population, the
number of shopping centers will double, adding viable local tax revenue to local
municipalities and communities.

The Tax Reform Act, if passed in its present form, could drastically reduce the

number of new centers to be built and deprive new, expanding and redevelopment
communities of critically needed tax revenues.

SMALL RETAILERS JEOPARDIZED

The private investor's willingness to risk his money in shopping center develop-
ment has been largely responsible for helping "mom-and-pop" stores convert to
franchise operations. Franchise operations have had a phenomenal growth record.
They range from fried chicken and roast beef sandwiches to auto brakes, mufflers
and bridal wear. The investor's dollar has also made economically viable the
smaller centers with their inevitable complement of barber, beauty, cleaner-type
of service shops.
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shopping centers create small retail businesses. If shopping center development
1s curtailed, there will perforce be fewer opportunities for small retailers to
go into business and to expand their operations.

INCREASED INFLATIONARY EFFECTS

At the present time, private investors like lawyers, doctors, small businessmen,
etc., who constitute the majority of shopping center equity investors, are
villing to risk their savings for an 8 or 9 per cent return coupled with tax
advantages which enable them to offset some of their ordinary income.

Remov® these inducements, and how marketable a commodity does the shopping
center developer have?

Apart from the extensive risks involved during the developmental stage, shopping
centers have one other major drawback from an investment viewpoint--lack of
1iquidity. Unlike shares on the stockmarket, a shopping center with its multiple
tenancies and other complexities, and special requirements, not the least of

wvhich 18 a large cash investment, is difficult- to sell, By removing the accelerated
depreciation provision and other tax advantages for second owners, the new law will
make centers virtually impossible to sell,

It might secm that there is a simple solution to this dilemma--increase the yield
to compensate for the loss of tax advantages.

The only way to achieve this 1s to raise rents even further. We have already
vitnessed the lag in rental increascs behind the spiraling costs of development.

In our opinion, rents cannot be increased enough to provide the additional yield
vhich investors in this non-liquid, high-risk field might reasonably demand,
vithout jeopardizing the survival of the retail merchant and placing irresistible
pressure on the retailer to try to pass on his increased occupancy cost to the
consuner in the form of higher prices.

Reither Congress nor the shopping center industry wants to penalize the consumer
and speed inflation in order to correct a few inequities in our tax structure.

MERGE OR SELL OUT FOR SURVIVAL

As cited earlier, the elimination of the private investor and the inability of
developers to attract financial institutions as {nvestor-partners will hamstring
wost independent development activities. 1In addition, because developers will be
unable to sell their centers under the proposed law, new projects will dry up or
atrophy. Unable to recoup their investments on existing centers and facing high
costs of land and money, developers will not be able to undertake new projects at
the very time that the demands for new retailing facilities and their own opera-
tional needs dictate that these projects be initiated.
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The ultimate effect of the provisions in their present form will be to force
shopping center developers to incorporate, to merge with large corporations,
or to go out of business.

This trend has already become apparent as a result of prevailing economic
conditions. Suppliers of building materials, diversifying corporate giants
and insurance companies in the past two years have bought existing development
firms with experience and expertise, who were being pinched by under-financing
and the critical money shortage.

- H.R. 13270 contains a number of provisions, namely Sections 411, 412, 413 and

! 414, specifically designed to inhibit the trend towards economic concentration
’ vhich has occurred because of the recent waves of corporate mergers and acqui-
4 sitions. In fact, the House Ways and Means Committee report notes that "this

i trend in merger activity raises numerous significant questions, such as.its

* effect on the competitive climate in the United States, and the overall effect
of this activity on the U.S. economy." The House considered this trend towards
economic concentration to be so disturbing that it deemed it advisable to

. utilize the tax laws to impose a number of restraints upon such corporate

. merger activities. Nevertheless, in the very same bill, the House has approved
a number of changes with respect to the tax tfeatment available for real estate
activities, which inevitably will lead to economic concentration within the
shopping center industry.

The evil of economic concentration within any industry is obvious. If the
ownership of shopping centers is concentrated in the hands of a relatively
small group of large landlords, the bargaining position of any prospective
tenant, large or small, will be seriously compromised.

To see how the proposed ﬂ!hialation, coupled with present economic conditions,
will encourage mergers and acquisitions, one need only look at the tract

housing industry, where the small independent developer has become an anachronism
and virtually disappeared from the scene.

SET-BACK FOR URBAN REDEVELOPMENT

Most of the successful urban redevelopment projects completed to date have
been the work of private entrepreneurs. Many shopping centers are planned as
part of the redevelopment of core areas, but developers have learned that this
type of project involves at least twice as much time and documentation as
conventional projects.

My own organization's experience is typical. We are general partners in a
redevelopment project in the downtown area of Richmond, California, which will

embrace 30 city blocks and in its completed form consist of 1,300,000 square
feet of retail space. We have spent many thousands of dollars on legal fees,
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economic studies, plans, renderings and brochures for prospective tenants (See
photographs). However, because the proposed project is now ringed by a pre-
dominantly black, low-income slum area, we are encountering difficulty and delays
in persuading major department stores that the entire environment will be dramati-
cally altered by the proposed development, and that the 825,000 potential customers
in the primary and secondary trading areas will insure as profitable an operation
as a vhite suburban community.

As developers we wanted to undertake this project because of ihe social benefits
to the community as well as the prospect of a sound return on our investment of
time and money.

HUD's. subsidy of the land and the city's willingness to provide a $10 million
parking structure have made the project economically viable and have given us

s substantial inducement to proceed. Relying on the tax treatment permitted
under the present law, we and our partners decided to tackle the special problems
involved in a redevelopment project of this magnitude.

It seems paradoxical that with one hand the government could create inducements
for developers to tackle such assignments and with the other remove equally
significant inducements, ’ '

1f H.R. 13270 1s passed, we would be forced to re-examine our potential return

., on investment in relation to the additional time and risks this project would

entail. Our response, I believe, is typical of others involved in urban retail
redevelopment projects.

BLACK SHOPPING CENTER DEVELOPMENT

The International Council of Shopping Centers has played an active role in
helping to train black businessmen and community groups who are now attempting
to develop shopping centers in at least 50 major cities. These centers will
help to redevelop slum areas. They will help set up new businesses. They will
create jobs for members of minority groups.

These centers need every possible financial assistance to become economically
self-sufficient. Unless they are able to avail themselves of accelerated
depreciation and other tax reductions, they will have added obstacles to overcome.

NET LEASE HAS WRONG TARGET
In the shopping center industry, Section 221 of H.R. 13270 will apparently apply
not only to the passive investor, but also to the active developer. Under the

definitions in the law, most shopping centers and their leases would qualify
as "net leases." The allowable operating expenses (as defined) rarely exceed
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15 per cent of rental income in virtually all shopping centers and/or shopping
center leases. .

We cannot believe that the House intended the entire shopping center industry
to come within the scope of this provision.

Section 221 will.effectively rule out real estate for all investors except those
with subatantial amounts of liquid funds but secking a much higher return on
investment than is now available.

Shopping center developers are in the "trade" and/or "business" of developing
and operating shopping centers. They are not passive investors. Yet the
Limitation on the Deduction of Interest applies to developers as if they were
passive investors and rules them out of the "trade or business." Section 221
crestes other inequities as well, vhich were pointed out by the Treasury when it
recommended that Section 221 be deleted. We strongly support their stand.

CONCLUSION .

The shopping center industry is already in a precarious position. Rising
interest rates appear to be only a nuisance to large corporations. For shopping
center developers, they are a disaster. A 1 per cent increase in the mortgage
loan rate, for example, reduced the yield on invested capital in one of our
recent centers by 75 per cent. Profit margins are being eroded further by run-
away construction costs, land prices and rising property taxes unrelated to
income.

The most recent Treasury proposal to treat. interest, taxes and rents paid by
a developer during the period of construction as Limited Tax Preference items
would impose yet another burden upon the developer.

This proposal together with the serious immediate repercussions and long-range
consequences of those provisions of the Tax Reform Act affecting our industry
have 8 cumulative effect. They may represent the breaking point for the ahopping
center industry. Although the economy might conceivably survive its demise, such
is obviously not the purposc of either the House or the Senate.

The serious implications of such an eventuality in the form of lost jobs,
inadequate retail facilities, inflationary pressures, curtailment of tax revenue
for local government bodies, retarded urban redevelopment, and perhaps most
serious, accelerated economic concentratfon cannot be overlooked or underemphasized.

I wigh to emphasize that we favor a minimum tax for every taxpayer. H.R. 13270,
however, excluded the oil industry from its provisions. The Treasury now
recommends excluding interest on municipal and state bonds along with the
appreciated value of assets contributed to charity. This would be manifestly
unfair to the real estate industry and to the so-called gentleman farmer.

In our opinion, there should be a minimum tax and everyone should pay it.
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Finally, there is a basic social and philosophical principle at stake in this
bil1l. America and its economy have been built by risk-takers, the entrepreneurs.
-America has motivated men to take these risks by offering them incentives.

Our shopping center industry slso has been built by risks and skills activated
by incentives. At a time when it is trying to weather the economic storms for
survival, we genuinely hope that you will recognize the industry's contribution
to our society and not deprive it of its most crucial driving force.

1 sppreciate this opportunity to present our viewpoint to you and respectfully
hope that our observations may help you in your deliberations.
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APPENDIX ‘A

SHOPPING CENTER INDUSTRY STATISTICS

In the aggregate, the shopping center industry in the United States
represents an investment of approximately $33.4 billion in construction
alone. An additional $21 billion 1is -estimated to have been expended to
equip the retail stores in the nation's shopping centers. They currently
supply employment for an estimated 4,500,000 persons.

In the next dozen years, 1969 through 1980, shopping center construction
(1f permitted to occur by the tax law, and by the cost and availability
of money) and equipment installed in shopping center stores would require
the expenditure of an estimated $180 billion (in 1968 dollars). *This
expenditure is exclusive of money spent for land.

By 1980, shopping centers, if built according to our projections, will
account for the annual employment of some 18,440,000 persons. Although
managers and department heads are highly skilled persons, a very large
proportion of retail workers are relatively unskilled and, in a large
number of cases,are marginal employees. The unskilled and marginal
employees, many of them part-timers, would in many cases find it difficult
to obtain other employment and would have to be supported by the public
treasury. Many are employed at or close to minimum wages, adjusted for
urban or non-urban factors.

Shopping centers in the United States currently account for 42 per cent
of all retail trade, exclusive of automobiles, service stations, hay,
grain, feed, fuel, ice and lumber. By 1980, their share of the retail
market should approximate 50 per cent.

For 1968, retail sales in shopping centers in the United States were some
$87.8 billion dollars. They are projected at $94.5 billion for 1969.

The overwhelming majority of shopping centers in the United States are
small projects. Centers of less than 100,000 square feet number 6,500,

and centers running from 101,000 square feet to 200,000 square feet

number 2,800, To round out the picture, centers from 201,000 square fget
to 400,000 square feet number 1,000, and centers larger than 401,000 square
feet number 520, as of the end of 1968.

*Shopping center construction would make up some 90 per cent of total
retail store construction.
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APPENDIX ‘B’

A COMPARISON OF INCREASES IN KEY ITEMS OF SHOPPING CENTER COSTS, 1965-1969

1.
2,
3.
4.
5.

195 1967
Prime Interest Rates 4.5% 5.6%
Construction Cost Index 117.2 130.2
Property Tax Index 128.4 148.1
Land Price Index 100 110
Shopping Center Rents $ 1.83 $ 1.94

Notes and Sources of Data:

1
20

(v

4.

5.

U.S. Housing Foundation, August 1969

1969
8.5%

148.7
165.0
120

§ 2.05

Increment

1965-1969

88.92
26.9%
28.5%
20.0%
12.02

Construction cost index by E. H. Boeckh, Commercfal and Industrial

Buildings, as reported in Survey of Current Business, U.S.

Department of Commerce (various issues)

Price deflator index for retail component of GNP, as reported in

Survey of Current Business, U.S. Department of Commerce

(national income issue)

Commercial land price index (estimate by ICSC based on 5% land cost

appreciation per year)

Average rents in regional shopping centers per square foot of gross
leasable area -- Dollars and Cents of Shopping Centers published

by Urban Land Institute
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SUMMARY OF
STATEMENT OF PHILIP N. BROWNSTEIN
ON BEHALF OF THE COUNCIL OF HOUSING PRODUCERS
BEFORE THE COMMITTEE ON FINANCE
UNITED STATES SENATE

September 26, 1969

Housing production is totally dependent upon capital
availability. 1In the case of sales housing the need is primarily
for mortgage credit. While this, of course, is equally true
with respect to the production of rental housing, in the latter
case there is the added need for long term equity capital. And
this need for equity investors is what is concerniﬁg the Council
in the tax measures now being considered by the Congress.

Of particular concern to the Council is the proposed
elimination of accelerated depreciation on existing residential
property and the treatment of recaptured equity as ordinary income
to the extent that accelerated depreciation has been taken on new
residential property during the period of initial ownership.

The Council is also concerned about the depreciation formula
for commercial property. The lack of commercial facilities will
seriously hamper the development of new areas, especially those
in outlying regions and in new communities.

Since the life line of production of housing is mortgage
credit and since the major suppliers of this credit, particularly
for home financing, have been the thrift institutions, the Council
would urge that this be considered when looking at the tax

structure of these institutions.
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STATEMENT OF PHILIP N. BROWNSTEIN
ON BEHALF OF THE COUNCIL OF HOUSING PRODUCERS
BEFORE THE COMMITTEE ON FINANCE
UNITED STATES SENATE

September 26, 1969

Mr. Chairman and Members of the Committee:

1 appreciate the opportunity of appearing here today on
behalf of the Council of Housing Producers. The Council was
founded in February, 1968, to provide leadership in the broader
involvement Sy private industry with government in helping meet
the nation's housing needs. It is comprised of 15 of America's
largest housing producers.

The Council completely supports the housing goals
established in the Housing and Urban Developmgnt Act of 1968
and intends to use all of its resources in trying to see that
‘these goals are achieved. It also supports Secretary Romney's
efforts in Operation Breakthrough, and a number of members
contemplate submitting proposals for consideration. We are
hopeful this will demonstrate that relieved of some of the
existing constraints and impediments, meaningful savings in
housing construction may be achieved.

Housing, &8 you know, is always adversely affected
disproportionately during periods of monetary restraint. This

is now occurring, and as a consequence we are witnessing a
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substantial decline in housing starts instead of the increase
needed to begin meeting our housing goals. The rosey pronounce-
ments which accompanied the passage of the 1968 landmark legis-
lation are indeed taking on a somber hue, 8tarts have dropped
from an adjusted annual rate of nearly 1.9 million in January
of this year to about 1.3 million in Augmst., If the trend in the
availability of mortgage credit is not promptly reversed, it is
likely that by year end housing starts will have declined to
even considerably lower levels.

Housing production is totally dependant upon capital
availability. 1In the case of sales housing the need is
primarily for mortgage credit. While this, of course, is egually
true with respect to the production of rental housing, in the
latter case there is the added need for long term equity capital.
And this need for equity investors is what is concerning the
Council in the tax measures now being considered by the Congress.

The Council was gratified that the measure approved by the
House recognized the need for continuing accelerated depreciation
for new residential construction. Also, the encouragement given
to rehabilitation by permitting the amortization of such expendi-
tures over a 60 month period may stimulate activity in this
important area which has too long been neglected.

Real estate investments by their very nature lack liquidity

and carry a high degree of risk. It is fairly customary that
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during the early life of a rental project, during the so-called
rent-up period, not only is no income generated but, in fact,
the project often shows a deficit due to the excess of operating
expenses over rents received. In the case of housing projects
built under the subsidy programs of HUD and sponsored by limited
dividend groups, the return to the investor is limited 6% on the
amount of the investment. With the yield on Government securities
approaching 8% and on good grade corporate bonds exceeding that
amount, it is clear that the attractiveness of HUD's limited
dividend investment programs is not the cash return. This is also
true to a large degree in conventional, non-subsidized projects.
The interest of equity investors is sparked largely by the tax
advantages which the investor receives. As a matter of fact, the
National Corporation for Housing Partnerships, created by the 1968
Housing Act to assist in the production of low and moderate
income-housing, and which is just getting underway, depends in
great measure of the tax benefits to give its investors a satis-
factory return. This was contemplated in the legislation, and it
is the basis on which the incorporators and officers have proceeded.
The major concern of the Council with regard to the legislation
under consideration is that relating to the depreciation provisions
respecting residential property and with the tax treatment provided

for recapture in the event of sale. But there are two other
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important provisions having a bearing on residential property
production which will be mentioned briefly.
First, as indicated earlier, the life line of housing
production is mortgage credit. The principal suppliers of
this credit, especially in the home financing field, have been
the thrift institutions -- savings and loan assocations and
mutual savings banks. The effect of high returns on other
investments, including government securities, has taken its
toll on these institutions as they have suffered heavy with-
drawals of savers' funds. This is being felt in the home
building industry. Financing commitments are difficult, and
at times impossible, to obtain simply because funds are lacking.
Undoubtedly these are matters which the Congress will want to
consider when looking at the tax structure of these institutions.
Mortgage investments must be encouraged ~- not discouraged.
To meet the housing goals Congress established by the 1968
Housing Act -~ 26 million units during the next 10 years =--
capital must be attracted from other sources. The Ginny Mae
collateralized mortgaged notes hopefully will attract new credit
sources, such as pension and welfare funds, but the investment
itself still must be attractive. The entire base of investment
capital in housihg must be widely broadened if these goals are

to be met.
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The second item on which we would like to touch is the
depreciation formula for commercial property. Residential and
commerical development often go hand in hand. In areas being
newly developed, adequate commercial facilities are essential
if residential construction is to proceed. If construction of
commercial facilities should become unattractive to investors,
it will seriously hamper the development of new areas, especially
in outlying areas and in connection with the undertaking of new
communities. We would urge that these considerations be given
effect in determining the tax treatment to be accorded commercial
real estate.

Of particular concern to the Council is the proposed elimi-
nation of accelerated depreciation on existing residential property
and the treatment of recaptured equity as ordinary income to the
extent that accelerated depreciation has been taken on new
residential property during the period of intial ownership.

An investor is willing to risk the capital required to
develop residential property only if the prospects for receiving
what he believes is an adequate return are reasonably good.
Inherent in the plans of many of those willing to supply the
necessary equity capital is the contemplation of accelerating
the depreciation allowance for a number of years in order to
raise the effective yield from the investment to an amount
reasonably commensurate with the risks and in keeping with the
competitive demand for investment capital, Such plans further
contemplate the sale of the property when this yield can no

-5 -
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longer be obtained. This can be done because there is a ready
market of other equity investors who are looking for investments
which supplement a limited return with a tax benefit derived
through property depreciation allowances. If the depreciation
allowance is reduced and the investment accordingly is no longer
as attractive as other investment opportunities, the market on
existing projects will become quite limited. This being the
case, investors will be most reluctant to undertake new projects
knowing that vwhen retention is no longer profitable there may be
difficulty experiencedin effecting a sale at a reasonable price.

This can have a very serious effect also on the existing
supply of rental property. If investors are unable, in effect,
to augment their yield through the allowance for depreciation,
there is only one other way to increase the yield they believe
their equity investment warrants. That would be by increasing
rentals to compensate for the return which is otherwise lost,
As a consequence, this could mean very substantial rent increases
on the hundreds of thousands of rental units in which this would
be an important factor. Very likely, the savings in tax to the
individual through tax reform measures would be totally lost
through increased rents.

The tight rental housing market with which most areas are
faced today, and indeed this is acute in some areas, very nearly

eliminates any options on the part of the tenants to seek other

-6 -
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accommodations. According to Census Bureau statistics
available housing is at its lowest level since 1957 with
the vacancy rated at 5% of the supply during the second
quarter of this year for rental units and less than 18 for
sales housing. Rental housing availability has been
shrinking steadily from 7.7% in late 1965 and homeowner
vacancies are off from 1.4% in 1966.

Faced with rent increases which must assuredly follow
a decrease in the production of rental units, the public
must either allot a disproportionate share of their income
to shelter cost or possibly go into a substandard unit.
The scarcity of available housing actually is a major
contributing factor to inflation. Any move in the
directionof further retarding housing production by
discouraging private investment will certainly be counter
productive by worsening the housing shortgage and forcing

up rentals thus aggravating inflationary conditions.



The provision in the House approved bill which would tax
as ordinary income all or most of the gain on the sale of invest-
ment property, that is the amount attributable to the benefit
derived from accelerated depreciation is equally serious. As
a ﬁatter of fact, it virtually negates the advantage ostensibly
given to the production of new residential construction by permitting
accelerated depreciation in the first instance. What it really does
is merely defer the tax payment. Not only does it require the
taxation of the accelerated depreciation at ordinary income rates,
but the bill would also make the entire amount of deferred income
payable in the year of sale, This large sum payable in one taxable
year would be a further deterrent to equity investors. Given various
investment alternatives, it is quite probable that much of the needed
capital would be channeled to other sources.

The need is for an inducement to the equity investor to risk
his capital so that we can begin a program of housing production
which will meet our Nation's needs. Housing production, as pointed
our earliex is suffering from the effects of a restrictive monetary
policy. To aggravate further this critical condition by super-
imposing tax laws which discourage the investment of equity capital
in the housing industry could well create an imbalance in the
economy of our country which will be borne by the segment of our
population who can least afford it, that is the low and moderate-
income family that must rent its shelter. We are well behind the

production schedule necessary to be maintained in order to meet

.
-8 -
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the 10 year housing goals. We can ill-afford additional
impediments which will not only make the goals impossible of
achievement in eliminating lubatanéa;d housing, but may indeed

help to bring about even more severe housing shortages in many

areas.
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SUMMARY
or
STATEMENT OF JOSEPH P, SEXTOM
Cheirman, Federal Legislative Committee
of the National Apsrtment Association

September 26, 1969

The National Apartment Associstion recommends that H.R. 13270 be
smended to retain the 150% declining balance method of depreciation on
used spartments. The straight-line method s unrealistic in the light of
the long useful lives which the Treasury has insisted upon, lives which
do not reflect technological obsolescence. 80 unrealistic is the straigh
1ine method that denial of the 15C% method will seriously limit the resale
sarket, theraby discouraging the development of new multifamily projects.
The July ut%cutoff date has already had a serious impact by discouraging
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STATEMENT OF JOSEPH F. SEXTON, INDIANAPOLIS, INDIANA, CHAIRMAN ,
FEDERAL LEGISLATIVE COMMITTEE, NATIONAL APARTMENT ASSOCIATION,
BEFORE THE SENATE FINANCE COMMITTEE IN REGARD TO H.R. 13270,
THE TAX REFORM ACT OF 1969

September 26, 1969

Mr. Chairman and Members of the Senate Finance Committee . . .

1 wish to take this opportunity to thank you for the privilege of appearing before you
today on behalf of the National Apartment Association, an organization of some 16,000
members involved in the ownership and management of apartments throughout the
United States.

Our general prepared testimony deals with the problems involved in our industry
today and I wish to elaborate upon this as well as upon the tax bill as approved by the
House of Representatives.

During the last 8 months, housing starts in the United States have dropped from
1,900,000 to 1,340,000 - a 35% drop. Because of this drop in production, vacancies
in apartments, especially in the low and moderate rent range, are almost nil at the
present time. Our national housing goal was set at 2, 6 million units by the Housing
Act of 1968, which this Congress enacted.

The Douglas Commission on Urban Problems, the Kaiser Committee on Urban
Housing, and the Joint Economic Committee, as recently as April of this year, have
recommended that added incentives be granted the housing industry to stimulate con-
struction of single and multi-family residences. In the face of this, the pending tax
reform bill would bring a sharp reduction in starts of multi-family residential con-

struction as well as rent increases for many American families.
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This further reduction will be brought about because the returns to equity capital
will be 30 greatly impaired by this law as to reduce capital investment in apartments.
1t would tend to flow to mortgages, bonds, and other forms of investment, which gen-
erally provide more yield without corresponding risk.

Rea) estate, being a non-liquid asset, is not looked upon with favor by equity
investors as a desirable form of investment. It takes the tax incentives which are
currently provided to stimulate this type of development.

The National Apartment Association recommends that H.R. 13270 be amended
to retain the 150% declining balance method of depreciation on used apartments. The
straight-line method is unrealistic in the light of the long useful lives which the Treas-
ury has insisted upon. lives which do not reflect technological obsolescence. So unreal-
istic 18 the straight-line method, that denial of the 150% method will seriously Limit
the resale market thereby discouraging the development of new multi-family projects.
The July 24th cut-off date has already had a serious impact by discouraging investors
from purchasing apartments! A

Our Association strongly objects to the harsh recapture provision in the Huse
bill which would tax all the gain on the sale as ordinary income to the extent of the

depreciation taken in excess of straight-line. No attempt is made to differentiate beiween

the short-term holder and the long term investor; certatnly, this underscores the unrea-

sonableness of this provision. Our Association recommends instead that during the firs

five years of the holding period the depreciation taken in excess of straight-line be taxed
as ordinary income but thereafter the percentage of gain taxed as ozdinary income be
reduced 1% per month. Certainly. one who holds property more than thirteen years

should be entitled to have all his gain taxed at capital gains rates.
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We further recommend that in view of the desire of our government to stimulate
more housing, re-examination of the limited tax preference penalties on real estate be
examined.

The limit on tax preferences (LTP) was originally devised to prevent high income
persons from cscaping taxation. As it has now been watered down, hobby farming may
escape it by the use of accrual method of accounting; oil is exempted from it; the bulk of
the income from municipal bonds is exempted, the Treasury has recommended elimina-
tion not only of any reference to state and municipal bonds but also the appreciated
value of assets donated to charity. Thus, the prime target of this area now tums out
to be real estatc.the one area in our economy which can stand the least the cut-hack
which would inevitably result from the provisions in the .Housempproved bill. Whle
our economy grew at & rate in excess of 5% in the last 8 years and capital investment
grew at a rate of almost 10%, housing starts grew at a rate of only 1/2 of 1%. U we
do not stimulate housing, we will find a situation in which the shortages will be fu-ther
compounded, in which rents will then be forced to rise because of lack of supply. This
will cause extreme dislocation to our economy and will produce more people in need of
subsidized housing which is just the opposite of our national goal. Our goal should be
an increase of supply through tax incentives. if necessary, ralher.thnn a reduction
through elimination of existing incentives,

Retention of existing law will hold down rental increases throughout the country
except to the reasonable extent made necessary by increases in construction costs
land costs, and interest charges without the added problem of 8 market which has
imbalance on the demand side which is now occuring.

It is indeed strange that real estate which had the least amount of claymed

escape mn dollars and the various problem areas presented by the Treasury Department
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has received the greatest amount of penalty at a time when all segments of government
feel that housing needs the greatest incentive. We feel that your amending this legisia-
tion will enable us to accomplish our goal of providing adequate housing for all American
families in the years to come.

Because of the limitation of time oa this presentation | respectfully request that

the talance of my statement be incorporated in the record.

The Muld-Family Residential Real Estate Industry
(a) Scope of the Industry. Multi-family residential resl estate is & hillion dollar

industry in the United States. As of the end of 1968 there were 68,000,000 housing units
in the United States, including both multi-family and single family units. The number of
multi-family units (S or more units under one roof) added annually over the past few

years is as follows:

1966 345,700
1967 392,200
1968 548,800 (Value: $7,300,000,000)

The apartment industry employs an enormous number of construction workers,
consumes a huge amount of construction materials and employs many additional personnel
as managers and operators of apartment projects.

The apartment industry is one of the significant areas in the American economy where
the small businessman is a key factor. The typical apartment huilder is a small business-
man. Past experience has demonstrated that events having an adverse effect on the apart-

ment industry (such as expensive or unavailahble financing) not only have & serious effect
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on the tenant (Housing shortages and higher rents) and the apartment industry as a whole
bt have a particularly serious effect on the small huilder. Big huilders can ride out
these problems. Small huilders often cannot.

(b) Typical Example of an Apsrtment Project. In order to illustrate the applicsklity
of the tax provisions involved to & typical apartment project, let me set forth an example
of a typical residential project within my own experience. The figures on page Suse s
hypothetical 6% mortgage such as might have been obtained 2 or 3 years ago; the figures
o page 6 use the actual 7 1/2% mortgage committed for last summer. (Such 8 mortgage

todsy would carry an interest rate of at least 8 1/2%. )

81 UNIT APARTMENT PROJECT

Land $175,000 Mortgage  $750,000
Building 825,000 Bquity 250,000
Total  $1,000,000 Total $1,000,000
First Year
(Figures are rounded)
6% Mo
8% Constant #
Occupancy
100%, 5% 2% 80%
1. Gross Annual Income $160,000 $152,000 $144,000 $128,000
2, Operating Expenses 64,000 64,000 64,000 64,000
(not including debt service)
3. Net Income (before delx service) 96,000 88,000 80,000 64,000
4. ’Interest on First Mortgage 45,000 45,000 45,000 45,000
5. Net Income (after interest deductions) 51,000 43,000 35,000 19,000
6.  Depreciation (40 years, DDB) 41,250 41,250 41,250 41,250
7. Taxable Income (S less 6) 9,750 1,750 (6,250) (22,250)
8. Mortgage Amortization 15,000 15,000 15,000 15,000
9. Cash Flow (S less 8) 36,000 28,000 20,000 4,000
10.  Return on Bquity 14.4% 11.2% 8% 1.6%

Annual payments of principal and interest equal 8% of the original principal amount of
the mortgage loan.
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81 UNIT APARTMENT PROJECT

Land $175,000 Mortgage  $750,000

Building 825,000 Bquity 250, 000

Total $1,000,000 Total $1,000,000
First Year

(Figures are rounded)
7 1/2% Mortgage Plus 2 1/2% of Gross*

9.1% Constant #

Occupancy
1o0% 5% 0% 80%
1.  Gross Annual Income $160,000 $152,000 $144,000 $128,000
2. Operating Expenses 64,000 64,000 64,000 64,000
(not including debt sexvice)
3.  Net Income (before debt service) 96,000 88,000 80,000 64,000
4. Interest on First Mortgage 56,250 56,250 56,250 56,250
S.  Net Income (after interest deductions) 39,750 31,750 23,750 7,750
6.  Depreciation (40 years, DDB) 41,250 41,250 41,250 41,250
7.  Taxable Income (S less 6) (1,500) (9,500) (17,500)  (33,500)
8.  Mortgage Amortization 12,000 12,000 12,000 12,000
9.  Cash Flow (before mortgagee share) 27,750 19,750 11,750 (4,250)
10. Less: 21/2%gross* 4,000 3,800 3,600 3,200
11. Cash Flow 23,750 15,950 8,150 (7,450
12.  Return on Equity 9.5% 6.5% 3.3% Negative

* The lender receives 2 1/2% of the gross revenue as additional interest over and above
the 7 1/2%.

4 Annual payments of principal and interest equal 9. 1% of the original principal amount
of the mortgage loan.

The foregoing example illustrates a number of points which are typical of multi-famly
real estate:
(1) The net return to the investor is very sensitive to changes in occupancy.
A <irop from 95% occupancy to 80% occupany reduces an 11.2% return with a 6% morizage

to 1.6% and reduces a 6. 5% return with the 7 1/2% mortgage to a cash loss of $7.450.
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(2) The net return to the investor is also very sensitive to financing changes,
shifting from a 6% to the 7 1/2% mortgage drops the return at 95% occupancy from 11.2%
to 6.5% and at 90% occupancy from 8% to 3.3%.

(3) Variations in operating expenses can have a significant effect. For ex-
ample, 40% of the gross income has been used as the estimate of operating expenses.

1 know of instances in which actual operating expenses have been higher. Funhem{w\g.
when there are vacancies, operating expenses are often even higher because of turnover
expenses such as repainting.

(4) From the time land is contracted for until cash flow begins will take a
minimum of 18 months to 2 years during which land must be acquired, the site developed,
the luilding constructed and rented. During that period of time, the investor gets no re-
turn on his investment and runs the highest risk that something may go wrong which may
prevent completion of the project.

(5) If the House-approved bill is enacted without change, the marginal invest-
ment (maximum 9. 5% return plus some tax benefits) described in the example on p. 6
would be even less attractive, with these results: (1) rents would have to be higher on
new projects to justify such an investment and (2) many such projects would not be built,
with these further consequences: (a)an increased housing shortage, (b) higher rents on
existing projects, and (c) more tenants now in non-subsidized housing would be forced
into subsidized housing.

(c) Recent Trends. The Committee will recall the credit crunch of 1966 when 1t
became clear that there was a significant shortage of capital in the United States, one
result of which was that interest rates rose sharply in a trend which is continuing. This

shortage of capital continues today. The result is and has been hardship for many areas
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of American husiness but the heaviest burden has fallen upon the real estate industry which
has found sharply increased costs for financing when it was available and that traditional
sources of mortgage financing began allocating more funds to areas other than real estate
where they could get higher or equal returns on a shorter term basis with less risk, less
bother and less administrative expense.

When a recent Wall Street Journal article is headed "Housing Shortage is

Worst in 20 Years, Survey Finds," (3/7/69) if the tax provisions are to be modified they
should be made more favorable to real estate investment.

(d) Capital Supply. Funds for the acquisition of land and construction of apartments
come from two sources, funds lent by mortgage lenders and risk equity capital put up by
investors. The apartment industry competes with all other industries in the United States
for capital funds., When bonds of good publicly traded corporations, which are readily
marketable and salable on a day-to-day basis and which are commanding returns as high
a8 7% are available, many funds which would otherwise flow into real estate mortgages
at 8% or 8 1/2% will instead flow into these corporate obligations. Similarly, when in-
vestors who might otherwise invest in real estate equities get returns of 7% - 8% on
corporate obligations and 8% on first mortgages which have substantially less risk than
equity capital, funds tend to shift away from equity invcstment. Without the risk capital
of the equity investor it is not posgsible to huild apartment units. Present financial trends
in the United States have combined to cause & slow down in the flow of both mortgage funds
and risk equity capital to the apartment industry thereby holding back needed apartment
construction.

What does the risk capital equity real estate investor obtain for his investment?
To attract this capital today when he could get an 8% return on a first mortgage and a 10

or 11% return on a commercial real estate investment the equity investor in apartment
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projects is looking for a 12% or better cash return on his investment. At the same time,
it should not be overlooked that the owner of an equity interest in an apartment project
has a non-liquid asset. It is not traded on an exchange or over the counter. It may or
may not be readily salable. When things are going well, when apartments are full, when
vacancies are low, when rental income is adequate in relation to oplentlng costs, when
spartments have waiting lists, then equity interests in apartments can be sold relatively
easily. However, as any of these factors start to soften, the situation changes sharply
and in years when the operating costs have increased much more sharply than rents

have increased, when financing costs and real estate taxes have increased more than
rents have increased or when significant vacancies develop, the real estate investor
finds that his investment is either not salable or salable only at a logs. The non-liquid
nature of the investment significantly increases the risk.

Fortunately, under.the tax laws equity investors in real estate find tax benefits
which have helped to attract the risk equity capital which has made ‘bossl'ble the construction
of the apartment units which have been built over the last several years. Given the serious
disadvantages which real estate has in raising capital as compared to other forms of capital
investment, if these rules were changed adversely to real estate it would be even more
difficult to obtain capital and fewer units would be built, with serious adverse consequences
not only to tenants seeking housing but also to the many persons employed in the construc-
tion of apartments. Some of the large corporations engaged in huilding apartments would
still be able to withstand these trends, but the typical small builder of apartments would
not. In our considered opinion the elimination of accelerated depreciation on new con-
struction and elimination of the 150% method on existing apartments would resuit in a
sharp cut back of rental housing with a serious housing shortage as well as increased

rentals as an inevitable consequence.
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The Residential Housing Supply and Taxes

(a) The Housing and Urban Development Act of 1968. 51601 of the Housing and

Urban Development Act of 1968 provides:
"The Congress finds that the supply of the Nation's housing

1S not increasing rapidly enough to meet the national housing goal,
established in the Housing Act of 1949, of the 'realization as soon
as feasible of the goal of a decent home and a suitable living environ-
ment for every American family’. The Congress reaffirms this national
housing goal and determines that it can be substantially achieved within
the next decade by the construction or rehabilitation of twenty-six miilion
housing units, six million of these for low and moderate income famihes. "

in 1968, 1,500,000 housing units were produced and it is estimated that
1,600,000 to 1,700,000 will be produced in 1969. Accordingly, under the present
system we are already falling a 1,000,000 units a year short of the national goal for
the current period. Actual production of housing units 1s only approximately 60%, of
the national goal,

Of the national goal of 2,600,000 units per year 600,000 units are to be low
and middle income housing and 2,000,000 other housing. Not only are we not achiev-
ing the goals with respect to production of low and middle income housing but we are
far short of achieving the overall goal of total housing umts. The current financial
and capital picture as indicated above 1s such that the outlook does not look good for
the future in terms of expanding the units produced. even if the present tax rules are
left the way they have been for 15 years. We behieve that when other Federal laws

are being designed to éncourage housing production, it would be unsound public policy

to change the tax rules to make real estate invesimeni less attractive.

(b) National Commission on Urban Problems (Douglas Commission). The National

Commission on Urban Problems, chaired by former Senator Paul Douglas, has made an

extensive study of urban problems including housing. One of 1ts statutory assignments
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was a study of "tax policies with respect to thelr effect on land and property cost and on
incentives to build housing and make improvements in existing structures. "

Federal taxation as it relates to housing is discussed in Chapter 7, “Federal
Income Taxation and Urhan Housing" which is contained in Part IV of the Report, Invest-
ment Structure, Finance and Taxation.

The Commission concluded (p. 7-10):

“(1) That special tax preferences should not be relied upon as
the sole or even the primary instrument to deal with urban housing

problems;

(2) That, however, some changes in Federal income tax laws
and regulations should be niade as soon as possible; and

(3) That there should be vigorous official exploration of certain

other potentially significant changes that might improve the tax climate

for urban housing. "

The Commission also stated (p. 7-10):

“. . .[oJur special concem here is with the effect of present
arrangements upon incentives for investment in housing, and it seems

clear (1) That existing tax provisions have been ‘institutionalized’ into

a complex set of economic relationships that involve a large volume

of investment as well as the provision of rental housing for about

one-third of all American families; and (2) That any ‘loophole-closing’

efforts, if applied only or more strenuously to this than to other com-

petitive investment fields, would probably curtail the flow of resources

and managerial efforts into this area. . . ."

The Commission made three recommendations (Report. part IV, Investment
Structure, Finance, and Taxation, chapter 7, “Federal Income Taxation and Urban
Housing", pp. 7-20 - 7-22):

1. The Commission recommends that the President direct the Treasury

Department to make an intensive analysis and submit explicit findings and

recommendations concerning tax law changes best suited to provide materially

more favorable treatment for investment in new residential construction (in-

cluding major rehabilitation) than for other forms of real estate investment.
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2. The Commission recommends that the Internal Revenue Code be
amended to provide specific incentives for adequate maintenance and reha-
bilitation of rental residential property by allowing, within appropriate limits,
for especially generous tax treatment of investor-owners' expenditures for
these purposes with respect to structures of more than some specified age,
such as 30 or 40 years.

3. The Commission recommends prompt revision of the Federal income
tax laws to provide increased incentives for investment in low- and moderate-
income housing, relative to other real estate investment, where such housing
is governmentally subsidized and involves a legal limit upon the allowable
return on investors’ equity capital. Speclﬂcn}ly. we propose that the Internal
Revenue Code be amended to provide especially favorable treatment (whether
through preferential depreciation allowances or through investment credits)
for investments made under governmentally-aided limited-profit programs
for the construction and rehabilitation of low- an:! moderate-income housing.

We endorse the three recommendations of the Commission. If our national

housing goals are to be met, new incentives must be found for new residential construc-
tion. Special incentives are also appropriate for low and middle income housing. It
seems to us that the investment credit is a tested method of tax incentive through which
this incentive for low and middle income housing could be provided.

(c) The President's Committee on Urban Housing. On December 11, 1968 the

President's Committee on Urban Housing under the chairmanship of Edward F. Kaiser
submitted its final report. This Committee had submitted various repons from June
of 1967 to that date and made recommendations which became part of the Housing and

Urban Development Act of 1968,
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One of the major goals which the Committee seeks to reach is to encourage new
fnvestment in low and middle income housing. This was one of the purposes of the National
Housing Partnership established by the Housing and Urban Development Act of 1968. To
reach this goal the Committee relies heavily on tax incentives.

This point can be fllustrated by the Kaiser Committee's discussion of §221(dX3)
of the National Housing Act. Under that provision a profit sponsor can be set up on a
limited dividend basis, can obtain a 90% mortgage insured by FHA, but is limited to a
net cash return of 6% on the 10% equity. The rei)ort points out that this return is 8o low
that it would not be at all attractive to investors without the Federal income tax benefits
under existing law. Furthermore, even with the current tax benefits under existing law
the yield is made substantially more dis;dvmugeous by the existing provisions taxing
gsin on sale (as long term capital gain except to the extent of ordinary income arising
from the recapture of depreciation rules of §1250). Table 2-6 shows yield in relation to
tax bracket, disregarding tax on sale. Table 2-7 shows how the yield is reduced because

of the tax on gain on sale.

(See Page 14 for Tables 2-6 and 2-7)
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Naiser Committee Report Page 83:

TABLE 2-6. Cumulative Average After-Tax Yield—(Including 6 Percent Cash Return and Tax Saving) on investment
of $408.000 ' (221(d)(3) Below Market Interast Rate Project) for Investors in 30, 50, and 70 Percent Bracket
lonom\g l’n Oonuquonoos on

Yiokd tor texpayer Yield tor u-unv Yiotd for taxpayer
30 percent brecket 50 percent bracket 70 percent brachet
e et DR Averages Aawsl DRt Averses) Amnual DR Avesrs
raturnd R . N "'\“ﬂ ' . . l'!u'l! '._ . vorsy
Percent Porcent t Percont  Peccont
1 $77.000 y 59' $128.300 "314 $179.600 o
2 38,600 145 64,000 244 3.6 90,100 kYN 331
3 49,800 l3.5 66,600 1.1 83,400 288
4 46.900 130 61,800 9.7 76,700 263
S 44,100 129 126 57,200 199 18.5 70,200 274 45
6 39.700 12.1 49,900 7.5 60,000 228
7 37,100 11.7 45,500 6.6 54,000 218
8 ,600 113 41,400 58 48200 203
9 32,200 109 37,400 50 42,500 192
10 .900 113 105 500 168 4.4 37,000 2.2 182
11 27.600 102 29,700 37 31,700 172
12 25,400 99 000 3.1 26,600 16.3
13 23,300 95 22,40 2.5 21,600 1.5
14 2),200 92 19,000 20 16,800 147
15 19,200 10.2 8.9 15,600 15.0 14 12,100 212 139
16 17,200 8.6 12,300 109 500 131
17 15,300 8.3 9,100 104 3,000 124
18 13,500 8.1 6,000 99 1,400) 117
19 11,600 78 2,900 94 5,700) 110
20 9,800 9.4 75 (100) 138 89 ,900) 200 103
‘ “ '00' @quity 18 less than $408.000, -olda 1ds would Increase rl us applicable Col B. C. or D (tan savings) in the tabile
onately. Assumes that return is received nnmuln n Indie H-2. =
Ml ontire aqurn investment must be made st the begin. %’mll the le’o wmuhlm cate of return on
nm‘ of construct with
lwmn one- nu ©onstruction period and one year break Imlncul woﬂ
**Avet mv sents the average cumulative rate of re
Avm«ol Teturn™ is the sum of Columns A (net cash income) twn on l“ $408. oquity, not discounted.

Kaser Committee Report Page 84:

TABLE 2-7. Effect of Tax on Sale! of 221(d)3)BMIR Project on Yield?
Taxpayer in 30 Porcent Tax Bracket

After tax rate of After tax rate of
return before sale !  return sfter sale ¢
in percent in percent

Sale after 2 years 244 236 33 33
Sale sfter 5 years 199 185 5.8 45
Sale after 10 yeors 16.8 144 9.7 5.6
Sale after 15 years 150 114 10.7 47
Sale after 20 years 138 89 110 35
" The -c o price | o the 3See Vadle 3-4.
amount umlcﬁ would be andm' had the project ¢ Table 3-4 elds red by tax of wle
(] ont e fing: die {t-l
| " m«m lﬁtmnnm 1lﬂd|“:ould increase See Appen
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Accordingly, the report concludes that existing tax provisions are not suffi-
ciently beneficial to the investor to make the project sufficiently attractive and recom-
mends that either the tax to be paid on sale should be added to the sale price which FHA
can recognize in the case of a sale of a project to a cooperative condominium or non-
profit organization, or that a 3% tax credit of the total replacement cost of the project
he provided as an additional incentive or that the tax laws he amended to limit the
taxable gain on sale to the amount by which the sale price exceeds the original value
of the project, that is equity plus original mortgage. This last approach would mean
that there would be no recapture, even at capital gain rates, of depreciation deductions.
In other words, the Kaiser Committee concludes that many of the existing tax rules
are an important affirmative incentive for investment in low- and middle-income
housing. tut that some of the existing tax rules discourage such investment.

(d) The Treasury Study. Under date of February S, 1969, there was published

a three volume document of the Treasury Department entitled “Tax Reform Studies and
Proposals™ (herein called Treasury Study). While it contains a large number of proposals
mvolving changes i many areas of the Code, no proposals are made with respect to
accelerated depreciation (or for that matter with respect to real estate) except for the
proposal with respect to Subchapter S which is discussed below. (pp. 29-30)

Treasury made extensive recommendations in 1961 and 1963 with respect to
real estate (which were rejected totally by the Congress in the 1962 Revenue Act and
were substantially rejected by the Congress in the 1964 Revenue Act). We think it is
sigmficant that after four more years of study by Treasury, including contract studies
by economusts at the University of California (Treasury Study, p. 451), Treasury made
no recommendations. Incidentally, we think the results of the study by the California

econonusts should be made public.
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‘The Treasury Study stated the impossibility of making reliable quantitative
estimates of the effect of the tax laws on construction and housing supply in the present
state of the economic art. (p. 442). It will be recalled that the Douglas Commission
expressed concern that restrictive changes in the existing institutionalized tax provisions
would curtail the flow of resources and managerisl efforts into housing (see p. 11 above).

In part three of the Treasury Study from pages 438 through 458 under the
heading IX C SUPPLEMENTARY MATERIAL: TAX TREATMENT OF REAL ESTATE
there appears a good bit of material in connection with real estate taxation, but thexe
are no recommendations.

The Treasury Study is devoted solely to the tax effects of current law on real
estate situations and does not consider the influence of these tax factors on the housing
supply. Both the National Commission on Urban Problems (the Douglas Commission)
and the President's Committee on Urban Housing (the Kaiser Committee) considered not
only the tax provisions hut the effect of the tax provisions on the housing supply. Both
of these reports recommend adding additional incentives in certain areas of housing and
do not recommend any restrictive changes in any of the existing real estate tax provisions.
We think it i8 highly significant that two independent studies which were concerned with
the total picture (the relationship of the tax provisions to the housing supply) and were
not concentrating solely on the tax aspects alone have come to two general conclusions
which are the same, glthough some of their specific proposals differ:

(1) No change adverse to the real estate investor should be
made in the existing rules;
(2) Additional tax incentives in certain areas of real estate

are desirable.
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The Treasury Study (pp. 451 - 458) sets forth figures with respect to (1) 14
real estate operators, (2) 19 real estate investors and (3) 17 real estate owners who sold
real estate. The figures given do not indicate that the combination of tax losses and cash
profits which resulted in many of these instances were the product of accelerated depre-
ciation rather than other factors, such as itemized deductions and the deduction for long
term capital gain. Furthermore, these figures relate to only a few taxpayers selected
by the Treasury out of the thousands of returns analyzed by its statisticians.

We believe that it would be an enormous mistake to make basic changes in the
tax provisions affecting real estate in order to take care of a situation involving a few
taxpayers. The information furnished by the Treasury Department in the Treasury
Study does not justify across-the-board changes which would adversely affect hundreds
of thousands of taxpayers.

The Treasury Study (p. 442) estimates the revenue cost of accelerated &pre-
ciation for residential real estate (apparently including both 150% declining balance and
other accelerated depreciation) at $250,000,000 broken down (1) $100,000, 000 for older
housing, (2) $100,000,000 for semi-luxury and luxury high rise construction and
(3) $50,000,000 for low and moderate income housing. Presumably, the second category,
although labelled “semi-luxury and luxury high rise" must also include middle income

garden apartments, since ti:ey do not fit in either of the other categories.

Existing Tax Discrimination Against Real Estate

There are two important respects in which the current tax rules discriminate
against real estate, the first involves the area of useful lives and the second relates to

the investment credit.
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Useful Lives
In 1962 when the Treasury Department published depreciation guidelines, Rev.
Proc. 62-21, 1962-2 C.B. 418, the useful lives contained therein substantially lowered

the useful lives of depreciable assets contained in Bulletin F except in the case of real

estate other than farm real estate:

Bulletin F Guidelines Change in
(Good-average Useful Lives
construction)
Apartments 40 40 No change
Farm Buildings S0 25 100% reduction
Office Buildings 40-45 45 Increase

The Treasury position was that unless there were to be full ordinary income recapture
of real estate depreciation the useful lives would not be shortened.* We believe that it is
wrong in principle to deny real estate fair and appropriate useful lives merely because
Treasury has been unable to persuade Congress to change the tax laws in another respect
which has nothing to do with useful lives. #

Many examples can be given to illustrate the incorrectness of the guidelines lives:
for example, apartment projects built 10 or 15 years ago without swimming pools and/or
without air conditioning are today obsolescent and are unable to compete economically
with newer projects. Consider tﬁe many apartment projects built after World War 11

under 5608 of the National Housing Act. most of which are today obsolete.

* “Since no action was taken by the Congress to provide recapture of excess deprecia-
tion on real estate, the administrative revision of depreciation guidelines in 1962 was con-
fined, in effect, to personal property. While guideline lives were provided for buildings,
they were essentially the same as those in Bulletin F with the exception of farm buildings."
(Treasury Study page 447)

# An administrative problem which needs to be improved is persistent re-examining

by revenue agents of useful lives and changes in useful lives just 2 or 3 years after another
agent, in an extensive examination, has adjusted useful lives. 1 know of a case where the
present agent is trying to increase lives from 30 to 60 years where another agent established
them just a few years ago. This has the effect of repealing double declining halance depre-
ciation by revenue agent action.

288




g

-19 -

Accelerated Depreciation

Section 167(a) of the Internal Revenue Code provides that there shail be allowed as
a depreciation deduction "a reasonable allowance for the exhaustion, wear and tear (in-
cluding a reasonable allowance for obsolescence)” of income producing property. A
substantially similar provision has been in the Code since the Revenue Act of 1913.

With respect to short-lived assets straight line depreciation often represents an
economically appropriate reasonable allowance for depreciation. In the case of long-
lived assets, such as apartment buildings, straight line depreciation would not cause a
proper reflection of annual income where the property is held for many years. In the
early years there is realistically a larger annual charge for depreciation (especially for
obsolescense) as compared to later years. Accordingly, accelerated depreciation is

appropriate for real estate. This fact has been continually recognized administratively

by the Internal Revenue Service for twenty three years.

Without benefit of specific statutory authority referring to the use of a declining
balance method of depreciation, as early as 1927* the Internal Revenue Service recog-
nized the existence of such method. Since 1946#, the Internal Revenue Service has
recognized that a reasonable allowance for depreciation includes depreciation computed
on the declining balance method. In a private ruling in 1946, the Internal Revenue

Service approved 150% declining halance depreciation for buildings.9/

* 1.T. 2369, VI-2.C.B. 63 (1927)
8 1.T. 3818, 1946-2 C.B. 42

O/  Special ruling, August 30, 1946, 4 CCH 1946 SFTR 6273
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In the Internal Revenus Code of 1954 additional accelersted depreciation was extended
by statute to new property, including buildings,# up to a lwum-n of 200% declining balance,
The Committes Report,%/ Regulations2®/ and & published ruling®/ recognize that 150%
declining balance had been available under prior law.

In 1964, in response to Treasury criticism that there was a tax abuse where tax-
payers took accelerated depreciation and then disposed of the property in a relatively
shog time, the Congress enacted §1250 which provides recapture of all or some real
emate depreciation, varying with the holding period of the asset. 51248 provides total
recapture of depreciation for machinery and equipment, unrelated to holding period.

Unlike machinery and equipment, real estate is (A) long-lived, not short-lived and
(B) owned to & oi;ni!lunt extent by individuale subject to sharply progressive income
tax rates (14 to 70% without the surcharge), Thus, the 81248 treatment which applies
to relatively short-lived assets substantislly owned by corporationsis inappropriate

for real estats.

9/  "Under this method [the declining balance method) a uniform rats is applied to
unrecovered basie of the asset. Since the basie is always reduced by prior depreciation,
the rate is applied to & constantly declining basis. The salvage value is not deducted
from the tasis prior to applying the rate, since under this method at the expiration of
useful life there remains an undepreciated balance which represents sslvage value. The
rate to bs used under this paragraph may never exceed twice the rate which would have
been used had the deduction bsea computed under the method described in parsgraph (1),
Under section 23(1) of the 1939 Code the declining balance method was allowed in certain
instances but the rate was geaerslly limited to one and ons-half times of the rate used
under the straight-line method. If this method has been used for property acquired prior
to December 31, 1953, it may cootioue to be used but the rate provided for in paragraph
(2) will not be presumed to be reasonable with respect to such propesty. . . ." H. Rept.
No. 1337, 83d Cong. , 2d Sess. (1934), p. A48, (As is noted, accelersted depreciation
also avoids the salvage valus controversy and never results in deductions in excess of
basis, which is generslly cost).

0o/ Reg. B1.167(b)-0(b)
%/  Rev, Rul, §7-353, 1987-2C.B. 150
g‘“ Ses H. Rept, No, 1337, 83d Cong., 20 Sess. (1954), p. 23; The 200§ declining

ce method was provided by the 1934 Code for “rentsl housing and industrial and
comnercial building" as well as machinery and oquipment.
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The Tressury Stdy contains no information on what the experience has heea under
§1250; which has now been in effect over five years.

The term accelerated depreciation is often used to refer to any deprecistios in ex-
cess of straight line. In the interest of clarity of thinking, two different kinds of acceler-
atad depreciation need to be distinguished, the accelersted depreciation up to 150%
declining belance administratively recognized by the Internal Revenue Service for 23
years as being & ressonsble sllowance for depreciation and the epecial accelerated
depreciation added by statute in the Intexnal Revenue Code of 1954 for new propesty up
to 200% docllnh:hhm. '

An spartment i

Thereafter, ite
of the art.

mml\pxo)ocu which are beiag dono
* person for & new trnnnu wlu rally

capacity refrigsrator and & mumu:,.

years is often sold at & gain. It ie incorrect to sassume that this gaia demonstrates that
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the depreciation was excessive. To the contrary, the gain is generally the product of
either or both inflation® of the price level and increase in the value of non-depreciable
land which is & clear capital gains,

The Treasury Study argues that present tax laws encourage frequent turnover of
properties and, therefore, cause inadequate maintenance. (page 443) This conclusion
appears to rest on two assumptions: (1) the owner who is holding the property for a
longer period will maintain the property well; and (2) the owner who is holding the
property for a shorter period will not maintain his property well, Both assumptions are
incorrect. The ultimate test of the quality of a property is how it fares on sale in the
market place. It is precisely the owner who is going to sell who must maintain his
property; if he does not, he will either be unable to sell or he will have to take & sub-
stantisl discount because of poor maintenance. It is precisely the owner who is going
to hold for & long time who can skimp on maintenance, doing only enough to keep tenants
minimally satisfied.

For theae reasons we urge the Committee to amend H.R, 13270 to retain the 150%
method for existing apartments, and to modlfy the harsh recapture provision in accordance

with the recommendation made on pages 1-2 of this statement.

¢ 1t was for this reason that this Committee, in 1962, decided not to act on a Treasury
recommendation for full recapture of real estats depreciation ", . . Your Committes de-
cided not to apply this treatment to buildings or structural components of buildings at this
time because testimony before your Committee indicated that this treatment presents
problems where there is an appreciable rise in the value of real property attributable

to a rise in the general price level over a long period. . ." H. Rept. No, 1447, 87th
Cong. , 2d Seas, (1962), p. 67.
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September 26, 1969

STATEMENT CARTER L. BURGESS
NATIONAL CORPORATICN FOR HCUSING PARTNERSHIPS
BEFORE SENATE FINANCE COMMITTEE
ON H . R . l 3270 -

Summary

Private investment in the development of low and
moderate income housing currently depends upon aid
provided through both the existing federal income tax
treatment of real estate and the federal housing
subsidy programs. The changes in present tax law con-
tained in H. R, 13270 will eliminate much of the incentive
for equity investment in low and moderate income housing
and substantially reduce entreproneurial interest in this
housing.

Although the bill recognizes a distinction between
new housing and other real estate development, it jeopar-
dizes the Congress's efforts to promote the private devel-
opment of publicly assisted housing and the sale of such
housing to Jow and moderate income tenants and tenant-
oriented organizations, .

. Significently, this comes at a time when the
nation faces its greatest housing shortage since the imme-
diate post-war years and when the demand for housing by
lower income families is particularly acute.

In the Housing Act of 1968 Congress established
the goal of the construction or rehabilitation of 26 million
housing units, fncluding 6 million publicly assisted units,
by 1978. If Congress wishes to achieve these goals, it must
not eliminate these tax incentives == at least until it provides
8 suitable substitute, Since the existing incentives have barely
been effective, if private, rather than direct governmental action
is to produce decent low and moderate income housing in volume,
Congress should, at a minimum, create 8 new stimulus to develop-
ment,

1t is suggested that H, R, 13270 be amended to
provide that upon the sale of a publicly ossisted low or
moderate income housing project to or for the benefit of
persons of low and moderate income, the seller would recog-
nize gain for federal income tax purposes only to the extent
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that the amount realized on such sale exceeds the cost as
determined under Section 1012 of the Internal Revenue Code.,
Such action by the Committee would maintain or increase
the continued interest of private enterprise in the develop-
ment of low and moderate income housing without any
significant loss of revente and without disturbing the other
goals sought to be achieved by the Tax Reform Act of 1969.




STATEMENT CARTER L, BURGLSS
NATIONAL CORPORATION FOR HOUSING PARTNERSHIPS
BEFORE SENATE FINANCE COMMITTEE
ON H. R, 13270
’ September 26, 1969
Mr, Chairman and Members of the Committee:

My name is Carter L. Burgess. 1 submit this statement as Chairman
.of the National Corporation for Housing Partnerships. The Corporation was
established pursuant to Title IX of the Housing and Urban Development Act
of 1968 as a method of involving American industry more substantially in the
national effort to increase the quantity and quality of housing for low and
moderate income families,

The Tax Reform Act of 1969, H. R. 13270, substantially modifies
current provisions of the Internal Revenue Code related to housing production..
In these respects, the Bill jeopardizes Congressional efforts, built upon the

. combination of tederal tax incentives and subsidies, to promoto the private
development of low and moderate income housing and the sale of this housing
to tenants and tenant-oriented organizations. Unless an effective and sujtable
substitute is adopted, the Corporation opposes the introduction of several of

these new provisions.

Notional Housing Needs
In the Housing Act of 1968, Congress found that its promise of &

generation ago to achieve the goal of a decent home and a suitable living

. environment *,,.has not been fully realized for many of the nation's lower
income families."” To fulfil) this obligation and to meet the growing demand
for housing, the 1968 Act set a national goal for the next decado of *,..the
construction or rehabilitation of twenty-six million housing units, six million

of theso for low and modorato Incomo fomilios,*”
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In the year that has passed since the establishment of the national
goals, the production of housing, especially low and moderate income
housing, has decreased and today thg nation faces o;o of the greatest
housing crises in its history, Under the twin pressures of faltering pro-
duction and rising family formations, vacancy rates have declined sharply,
| Mortgage money {n limited and its cost is high, Savings flow away
from the traditional institutions that finance housing, Costs of land, labor
and materlals keep spiraling. And, most important, the equity, or "risk"
capital, needed to generate housing production grows scarce, especially
for publicly assisted housing. As a result, housing starts by year-end
may fall below the one million level for the first time aince 1946, At current
rates of production, the nation will be more than 18,000,000 units short of the
26 million goal,

The need for more muitifamily rental housing 18 particularly acute.
Rental housing presently accounts for more than 40% of all housing starts.
Heavy demand for this housing is already reflected in rapidly rising rents
and falling vacancy rates. In Chicago and New York City, rental vacancy
rates, for example, are currently below 1%, Given our very rapid urban
growth, and the increasing costs of land, labor and material, multifamily
rental housing will continue to gain importance in the national housing morket,
Of the 20 milljon unassisted units Congress sought to have built or rchabilitated
by 1978, nine million are to be multifomily.

Nowhere is the shortage worse than in the arca of low and moderate

income housing., Today, 20 miltion Americans live in substandard, overcrowded




dwellings. In sharp contrast to the national average of 15%, the poor
pay 35% of thelr gross income for housing. One out of every eight American
families cannot pay the morket price 9( housing with -20% of its incomo. Yet,
in 1969, the first year of the ten-ycar program, the Departm'ent of Housing and
Urban Development projects only 135,000 publicly assisted units will be
produced as compared to the 225,000 unit goal. Morcover, it i8 precisely
in this field that multifamily rontal housing will play its most important role,
Of the 6 millfon publicly assisted new units called for over the next decade,
3,000,000 aro to be privately owned, rental units,
Bublic Incentives for Private Production
Private investment and development has produced almost our entire
stock of multifamily rental housing, Congress has determined that in the
aren of publicly assisted rental housing, the private sector should continue
to have the major production responsibility, This was made clear in the
Housing Act of 1968, To achfeve the goal of 6 miilion new and rehabilitated
homes for low and moderate income families, Congress had a cholce between
== Programs built upon the existing system of private construction and
ownership, aided and regulated by the government but operated within

the context of existing real property and tox laws, or

-= Programs of direct government construction, ownership and management

The Committees of Congress agrecd that the solution to the problem

of producing housing for low and moderate income families loy:
== Tirst, in assisting the poor so they can afford to poy the cost
of privately built dwellings, and

~-= Socond, in incrcasing the role of the private scctor {n tho
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development of the housing by strengthening the capacity

Py I e |

of the private organizations already involved.

Thus, Congress decided to Izuud on the lyot.om it had developed over
the vears for involving private enterprise in publicly assisted housing programs.,
In the 1968 Act, Congress adopted programa, like Section 236, that authorize

- the Department of Housing and Urban Development to make mortgage interest
subsidy payments on behalf of lower income families living in rentsl hcusing
owned by private organizations willing to accept limited cash returns. This
program increases the individual family's ability to pay rent for privately
produced housing, H .

The Housing Act of 1968 also enacted new measures intended to
facilitate home ownership on the part of low and moderate income families.,

The statute added several provisions to the National Housing Act permitting
the sale of existing publicly assisted rental projects to tenants on 8 condo~
minium basis, to tenant cooperatives, and to non-profit corporations and
associations established exclusively for the purpose of owning and operating
low and moderate income housing. This Congressional action reflects the ,

serious need to encourage participation by lower income families in the

management and ownership of their housing.
Congress lﬁ the 1968 Act declared that in all these new programs
88 well as In all existing federal housing programs *. . .there should be
the fullest utilization of the resources and capabilities of private enterprise.”

Jax Incentives and the National Housing Partnership

The President's Committee on Urban Housing, a group of 18 business,

labor and community leaders under the Chaimanship of Edgar F'. Kaiser,



was commissioned to find ways of attracting the private sector into the develop-

ment of housing for low and moderate income families. The Committee recommended
the creation of the National Housing Partnership as a privately funded, professionally
monaged instrument that would provide’the equity and skills needed to produce this
housing in cooperation with local developers and investors,

The Urban Housing Committee analyzed the federal housing programs for
jow and moderate income families snd concluded that 8 combination of cash distribu-~
tion and tax ssvings was essential to private participstion in the production of this
publicly assisted rental housing. Because the federal housing prosrams are cesigned to
keep rents low, the amount of cash distribution is limited by law to 6% of the owner's
oquity investment, i{ samaed. Federal lJaws oblige the sponsor of this housing to sign
a contract fixing rents and requiring govemnment approval of all rent increases. In
addition, the government regulates the sale during the first 20 years of ownership,
making such investments highly non-1iquid and allowing little opportunity for profit
from increased real estate values.

As 8 result of these restrictions, the Committee found that the primary
incentive for private investment in publicly assisted rental housing has been the tax
savings generated as & result of the book losses arising from accelerated depreciation,
This tax loss can be used to offset other taxable income of 8 corporate owner or, in
the case of a partnership, of the individual partners. The result is a savings in tax
dollars varying with the taxpayer's individual tax rate.

The Committes on Urban Housing also reported that the current tax conse-
quencos of sale of such projects, particularly those providing for recapture of certain
depreciation under existing Section 1250, seriously .dlmlnuh the attractiveness of

investment {n this housing and impede efforts to facilitate purchase of projects by



low or moderato income tonants or their organizations,
Consoquontly, in proposing the National Housing Partnership,
the Urban Housing Committce emphasized that *,, .the financlal fcasibility
of tho proposal is based upon existing real ostate practice and tax laws,"
The Committees of Congress that reported the 1968 Housing Act also
' expressly recognized that the existing tax treatment of roal estato, including

provisions for accelerated doprociation, was essential to the financial H

feasibility of the National Housing Partnership and other private businesses
organized to develop low and moderate income housing. The Report of the
8enate Banking and Currency Committee acknowledged tho importance of
tax savings in attracting oquity capital into housing when it authorized the

creation of the National Housing Pastnership in Title IX of the Act:

“This title would authorize the creation of
federally chartered, privately funded corporations to
mobilize private investment and the application of
business skills in the job of creating low and moderate
income housing in substantial volume, Such a corporation
in turn would form a partnership, as its vehicle for porti~
cipating in developments, projects, or undertakings for
the provision of housing primarily for families of low and
moderate income, pursuant to Federal programs or other-
wise.,

“The partnership arrangement makes it possible to

assure an adequate rotum to Investors. Under existing

t a + partnership
losses for tax purposes flow to the individual partners, In
the case of new housing units financed on a 10-percent equity
== 90 porcont debt basis, the annual accelerated
of the building cost results in substantial book Iossos durlnq
the jnitial ten yeors after the project is built, Assuming the
member of the partnorship is In o relatively high income tax
bracket, nu_mmommmmmmummm

t at ould ap oft turn o

his investment which would compare favorab I
which most industrjal firms realize on their ogg“x capital,

(Cmphasis added)
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Natfonal Corporation for Housing Portnerships
Pursuant to Title I1X, tho National Corporation for Housing Partnerships
has been ostablished. The Corporation will act as the general partner of

the Noationnl Housing Partnership ang will manage tl;e doy-to-day affairs of
the Partnership, The limited partners §n the Partnership will be corporations
sccking a vehicle to invest in low and mod rate income housing,

Prosident Johnson chose 15 Incorporators with the advice and consent
of the Senate to begin operations, President Nixon asked all of the original
Incorporators to continue their task of organizing the Corporation and to work
towards completing the initial financing.

The Incorporators have elected me Chairman of the Corporation and
and selected Ray Watt as President, Edgar Kaiser scrves as Chairman of
the Incorporators,

We have organized a small group of experts from business, housing
and government to give the Corporation an immediate staff capacity, A
line of credit with 15 natfonal banks has been arranged to meet our start-up
and organizational requirements, We are currently seeking to rajse $50 milMon
of investmont capital primarily to provide a portion of the equity needed to
bufld 120,000 rental units for low and moderate income familics.

Working with local sponsors, the National Partnership will organize
local partnerships and invest the "risk* capital needed for these entities
to develop publicly assisted rental projects, We will also provide technical
assistance, processing aid, management training and other sarvices to the

.

local partnerships.
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We believe that the potential corporate and.lndlvldual investors in the
Netional Housing Partnership and ia the local partnerships we will organize,
will participate in federal housing programs only if they are able to anticipate
8 reasonable after-tax return comparable to that available from other investments,
" Yields from investments in housing are comprised of two parts =~ current yield
eamed while the project is being operated, and the ability to recover investment
upon sale, 8ince current cash flow in publicly sssisted housing is limited
to six percent of equity before taxes, and since the timing end pricing of
sales are regulated, the availability of adequate yields depends upon the
tax troatment of accelerated depreciation and sales. The Tex Reform Act of
1069, would amend the tax treatment of accelerated depreciation and of housing
sales, drastically reducing the stimulus to the production of publicly assisted
rental housing.

The Tax Reform Act would amend Section 1250 of the Code to deny
long-term capital goin treatment on the sale of real estate to the extent of all
depreciation claimed in excess of depreciation ellwéllalo under the straight line
method. Further, in the case of individuals, the Bill would treat the ditference
between the amount taken for accelerated depreciation and that allowable under
the straight line method as an item of tax preference income,” The Bill
would also allocate certain of a taxpayer's deductions to accelerated depreciation
and disallow them. The combined effect of the change in Section 1250 and
the other proposals is to reduce the incentive to u;ve;unont in publicly assisted

rental housing very seriously == particularly for tl;o non-corporate investor.
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Studies undertaken for us by the accounting firm of Touche, Ross & Co.
considered the effect on after-tax yields of the changes contemplated by
H.R, 13270 in Section 1250, 8s wall as the lnuod\:cuon of the limitation
on tax preferences and allocation of deductions requirement. The studics

show that after-tax ylelds to hypothetical individual investors in &

* Section 236 project could be reduced by as much as 1/3 to 1/2. The Touche,

Ross & Co, work also demonstrates that the combined effect of amending
section 1250 and increasing the tax rate on the capital gains could reduce
after-tax yields to a hypothetical corporate investor upon sale by as much
a8 15%.

In conventional rental housing this reduction in yields will, as others
have pointed out in detail, have the effect of increasing already high rents.
But, in publicly assisted housing, where rents and resale are requlated, where
the amounts of federal subsidies are limited and where tenants are of the most
modest means, there s no way Lo recoup this reduction and keep investment
reasonably attractive. The result is that private investment in such hausing
will inevitably decline below its already low level. In other words, if
H.R. 13270 is passed in its present form, this nation simply will not meet
its goals for low and moderate income housing.

The Corporation does not oppose the enactment alone of the limjtation
on tax preferences and allocation of deductions == even though they have some
adverse impact on ylolds, particularly if sale occurs in the early years of
ownership. We do oppose the amendment of Section 1250 as proposed in

H.R. 13270 and point out that the adoption of the limitotion on tax praferences
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and the allocation of deductions ag well ag the amendment of Section 1250
will seriously impair the development of decent homfs for the poor, Unless
a suitable and effective substitute is also introduced, we would oppose
the change in Section 1250 and the adoption of the other provisions.
mita on T f e

As indicated, the Corporation does not oppose inclusion of accelerated
depreciation in the proposed limitation on tax preferences. The Corporation
does oppose the proposal advanced by Secretary Kennedy in his testimony
of September 4 to include as an item of preference the excess of interest,
taxes and rent over receipts from unimproved real property during the period
of construction, This amendment would lower yields to an individual investor
in all housing, and particularly for low and moderate income units further than
is already contemplated in H.R, 13270,
Amendment of Section 1250

Existing Section 1250 seriously diminishes the yleld from investments
in publicly assisted rental housing, and discourages sale of this housing to
tenants at an early date. In both these respects, it already runs counter to
objectives specifically expressed by Congress i{n the 1968 Housing Act,
Yet, Section 521 of the Tax Reform Act would amend Section 1250 to provide
for the recapture at ordinary income rates of all depreciation in excess of
straight line depreciation upon the sale of the property. Such a change in
the tax law would exacerbate an already difficult situation by making the
tax consequences of sale of projects to or for the. benefit of their tenants

still harder to bear,

304




-11-

Consequently, we oppose Section 521 of the Bill unless
a substitute measure is adopted permitting lnvestorf to sell low and moderate
income housing to organizations of 4enants on a basis that will allow them
to recover their investments after taxes. We are prepared to offer such
an alternative.

eco o

We suggest that the Committee implement a recommendation of the
President's Committee on Urban Housing which would establish a new tax
incentive that will directly and meaningfully enhance the production of publicly
assisted rental housing, We suggest and we are prepared to support an
additl?nal provision in the Bill that would, in the case of an approved sale
of a qualified low and moderate income housing project, forgive all tax to
be paid on gain from the sale unless the gain exceeded the cost of the project
as determined under Section 1012 of the Internal Revenue Code, Any gain
in excess of such cost would be taxed at capital gain rates.

Under this proposal, a qualified project would be developed under the
assisted housing programs of the federal govemment and similar state and local
programs. A sale would be any sale of a qualified project for the benefit of indi-
viduals or families of low or moderate income in accordance with the regulations
prescribed by the Secretary of the Treasury. In any event, governmental control
of the price and timing of sales would insure that the economic benefit of this
provision would inure to the acquiring low and moderate income tenants.

By reducing the tax on disposition of the;se projects, this provision would
lower the regulated sale price of a project. The debt service requirements of the

subsequent owning group would also be reduced, permitting it to set and maintain
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low rents. Such sales might be directed to low or moderate income families on a

condominium basis, or to 8 cooperative formed by tenants, or to 8 non-profit

group created for the purpose of owrfing this housing.

——
e s s L R

Following a sale to the tenants or to a tenant oriented organization,

there will be little or no loss of Treasury revenue on account of depreciation

T

of the project or on account of interest on the purchaser's mortgage, If the

sale is made to a non-profit organization, the organization will of course
not take any income tax deductions. If a sale {s made to tenants themselves,
or to a tenant cooperative organization, no depreciation deductions will be
allowable because the use of the property by the owner is for a residence,
Interest deductions will be allowable, but tenants will be in sufficiently low
income tax brackets so that even if they do not elect the standard deduction,
the loss of revenue will be slight.

This change in the Bill could be introduced without aitering the
proposed limitation on tax preferences or allocation of deductions.

The Corporation staff is prepared to discuss the details of this

suggestion with the Committee staff at any time.

Before closing, let me point out two further provisions of the Tax

Reform Act that we believe require technical clarification. ‘

Hobby Losses -
Section 270 of the Internal Revenue Code imposes limitations on

so~called "hobby losses" -~ individual deductions attributable to the operation

or trade of a business that has produced deductions substantially in excess of

gross income for a period of five consecutive years. This provision currently

has no effect on the Corporation's operations.,
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Section 213 of the Bill would amend Section 270 to provide that, in the
case of individuals, deductions:
“attributable to an activity shall be allowed
only to the extent of the gross income from such
activity unless such activity is carried on with
a reasonable expectation of realizing a profit. "

The House Committee Report states that the purpose of this
amendment is to deny deductions in excess of gross income from an
activity:

"where taxpayers are not carrying on a business

to realize a profit, but rather are merely attempting
to utilize the losses from an oporatlon to offset
their other income, "

Whether an activity is 'helno carried on with a reasonable expectation
of profit will be determined, aqcordlnq to the Committee Report ", ..on the
basis of all the facts and circumstances." The proposed amendment would
create a rebuttable presumption that an activity was not being carried on
with a reasonable expectation of profit if total deductions allowable with
respect to that activity exceed gross income from that activity by $25,000

in three of five consecutive years,

The proposed section might be interpreted to deny to individual investors
the right to use tax losses from housing investments to shelter income from
other sources. Although few local investors in publicly assisted rental
projects in which the Partnership participates would make investments large
enough to generate sufficient losses to bring them within the statutory
presumption, the Commissioner v;vould be allowed to show the absence of a
profit expectation under all facts and circumstances, without regard to the

prosumption,
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1t §s our understanding that this new provision is not intended

to affect real estate but is directed at certain agricultural investments,

We suggest that clarifying language be added to make the section clearly
inapplicable to investment in low and'modemte income housing.
Limitation on Interest Deduction
Section 23!1 of the Bill amends Section 163 of the Code to limit the
amount of "investment" interest that may be deducted by an individual tax-
payer in any taxable year to the sum of his net investment income and $25,000,
The House Committee Report states that ".,.interest on funds borrowed in
connection with a trade or business would not be affected by this limitation, "
Rental houslﬁg, the Report continues, will be considered trade or business
rather than "investment" property if the sum of the deductible business expenses
of operating the property equals or exceeds 15% of rental income and the taxpayer
is not guaranteed a specified ;etum in whole or in part against loss of income,
Though Section 236 or equivalent projects will always meet these criteria,

we squ_elgg that the language be clarified to indicate that sych projects would
not in any case be considered "investment" properfy and that interest on mortgage
indebtedness incurred would not be subject to the proposed limitation.
Conclusion

The National Corporation strongly supports efforts to bring equity and
order into federal tax law. But, we do not understand how Congress could
limit the basis for our operations when the Congress itself recognized the
importance of this pattern when authorizing Title IX only a year ago. We do

not understand how Congress could virtually assure that the national housing
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goals, which it proclaimed one year ago, will not be attained -~ as this is
the inevitable consequence of acceptance of all of the provisions {n the
Bill. We do not believe that fairness and social justice are achieved by
abolishing the primary means for atfracting the private capital needed to
produce decent, safe and sanitary housing for low and moderate income
families.

‘Thank you for the opportunity to present the views of the National

* Corporation for Housing Partnerships.
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SUMMARY OF PRINCIPAL POINTS

H Adams Asbdorh Statement Presented by
Vi ik
l’::‘“.m Brewster Ives
Raigh W Guitd
")::.‘Mu September 26, 1969
Reewaies lves
Dossid Joars
Dostid 8 Nndnuil
e ey 1) Proposed Section 302, Allocation of Deduc-
Bt Rodorm tions, is an unreasonable attempt to limit
Mawel L. Scon allowable deductions because of source of
Lt e payment, It will cause serious financial

reverses to cooperative apartment home
ownership and result in further problems
for our beleaguered cities.

2) It should be made clear that proposed Section
221, Limitation on Interest, is not applicable
to interest on loans taken to purchase or
carry cooperative apartments and to the deduc~-
tion now allowed under Section 216(a)(2), IRC,
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STATEMENT OF

TENANT-OWNED APARTMENT ASSOCIATION, INC,

CONCERNING HR 13270
PREPARED FOR PRESENTATION AT A HBARING

OF THE UNITED STATES SENATE
WASHINGTON, D.C.
by
BREWSTER IVES

SEPTEMBER 26, 1969

1 appear on behalf of the Tenant-Owned Apartment
Association, Inc. which represents 218 buildings and more than
2,200 cooperative apartment owners in the New York metropolitan
area, Our Association is devoted to the welfare of coopera-
tive projects and the furtherance of responsible home owner-
ship in urban areas, We wish to comment on Section 302, re-
lating to allocation of deductions, and Section 221, relating

to deduction of interest,

Section 302

We do not believe that the treatment provided by
Section 302 is proper. As stated in the Report of the House
Committee on Ways and Means (Part 1) (at page 82), Section

302 is intended to disallow expenses on the theory, and to
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the extent, that they may reasonably be assumed to have been
met out of tax-free income. The expenses subject to alloca-
tion are personal expenses (e.g., medical expenses, interest
and real estate taxes in respect of residences) which cannot

be considered as costs of earning tax-free income. Hence, a
partial disallowance was thought to be appropriate because
tax-free income was deemed to constitute the cash source for
the payment of these expenses. Consistently with this approach,
the disallowance of these expenses under Section 302 is roughly
in proportion to the tax-free income.

We respectfully submit that the proposed treatment is
improper for two reasons. Pirst, it assumes that the source of
payment of the personal expenses in question is solely out of
income, and not to any extent out of capital. Since such ex-
penses are not costs of earning income, taxable or otherwise,
this assumption is without basis. However, even if it is
assumed that the source of payment is solely out of income,
this would provide no sufficient reason for disallowance of the
expenses, because the source of payment of an expense is irrele-
vant to its deductibility. 1Indeed, if Section 302 were enacted,
it would constitute the sole example of which we are aware in
the entire Internal Revenue Code where the source of a payment

deternines its allowability as a deduction. Personal expenses

-2-
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of the type allocated under Section 302 are not costs of earning
income, and have never been so viewed or treated., Such expenses
are allowable under th; Code irrespective of their personal
character.: And, as stated above, the source of payment of an
‘oxponoo has no bearing on whether or not it should be allowed.
Therefors, proposed Section 302 is without support in reason.
The disallowance of allocable personal expenses under
Section 302 is related directly to the amount of the taxpayer's
allowed "Tax Preferences". Thus, if the taxpayer has no allow-
able Tax Preferences, his personal deductions will not be allo-
cated or partly disallowed under Section 302, No policy has
been expressed in the House Report for the disallowance of per-
sonal expenses as such., Since the amount of disallowance of
deductions depends on the existence and amount of allowed Tax
P}etoxoncon. Section 302 represents, in substance, only a
further attack on Tax Preferences, It is t;spoctfully sub-
mitted that if a policy to disallow Tax Preferences is to be
effected it should be done directly and without rglatton to
personal expenses.
Apart from deficiencies inherent in the basic approach
of Section 302, as discussed above, its application to deduc~
tions arising from cooperative apartment ownership flies in

the face of the national concern to preserve the great cities

-3-
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of this nation in spite of their ever mounting problems.

The enumeration of such problems here is unnecessary in view
of the attention which they continue to receive by Government,
and in the media and literature of our times. The desirability
of halting and reversing the seemingly irresistible flight to
the suburbs of middle and high income taxpayers, one of the
greatest of the problems facing the cities, is both apparent
and urgent,

The proposed disallowance under Section 302 of expenses
otherwise allowable under Section 216 of the Internal Revenue
Code, in connection with cooperative apartment ownership, would
substantially aggravate this problem by adversely affecting the
tax consequences of cooperative apartment ownership provided
under present law, Cooperative apartment tenancy occurs almost
exclusively in the cities and such apartments are owned
primarily by middle and high income taxpayers. The effect of
Section 302 on existing tax deductions available to cooperative
apartment owners would result in substantially increased ocou-
pancy costs. This would make city living less attractive and
stimulate further departures to suburbia, Certainly f.ho continued
presence of such residents in the cities, together with that of
less affluent persons is highly desirable to maintain a proper
balance. In view of continued concern with the urban crisis,
hghlauon'which would promote further deterioration of our cities

seems most inappropriate.
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Section 216 of the Internal Revenue Code of 1954
and comparable predecessor provisions have been included in
the Internal Revenue Code since 1942, over 26 years. There
can be little doubt that the price and value of cooperative
apartments in the market has been importantly affected by
available tax allowances and that the elimination thereof in
whole or in part will seriously depress such value by increas-
ing net occupancy costs, Furthermore, the pressure caused by
resulting sales of cooperative apartments would disrupt the
existence of an orderly market, further depressing values.
Moreover, it is contrary to our system of laws to enact legisla-
tion which would retroactively affect transactions concluded in
partial reliance on predictable consequences based on then
existing law,

The enactment of Section 302 will arrest the constantly
growing acceptance of the cooperative form of urban home owner-
ship., The need for providing acceptable reaidential accommoda~
tions for the middle and upper income soqmen£ of the urban popu-
lation to insure the survival of cities is beyond question,
Cooperative home ownership involves these groups in the futwe
of urban centers and helps to preserve the stability of our

cities.
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SRCTION 22) - INTEREOT

Under present law, individual taxpayers may deduct
interest paid or incurred during the year without limitation
on the amount of such deduction, Section 221 would limit the
deduction of investment intexest to $25,000 in excess of net
investment incoms and long-term capital gains,

The Report of the House Committee on Ways and Means
(Part 1) states (at page 72) that interest incurred for purposes
such as "a home mortgage* would not be affected by this limita~
tion. Ko express reference is made, however, with respect to
interest attributable to the ownership of a cooperative apart-
ment, To avoid problems of statutory interpretation which
might be puuntod in the future, we beliesve it necessary to
have an expression from this Committee that interest incurred
on loans obtained to purchase or carry equity ownership of a
cooperative apartment or amounts deductible under Section
216(a) (2) IRC, on account of interest of a cooperative housing
corporation, will bs similarly treated under this provision.

This treatment is consistent with that provided in Section 221 for

interest on loans to acquire single family residences, and repre-
sents a continuation of the policy first expressed by Congress
in 1942 that “,..tenant stockholders of a cooperative apartment
(bé) in the same position as the owner of a dwelling house so
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€ar as deductions for interest and taxes are concerned."”
8. Rept. 1631, 77th Cong. 24 Sess. (1942), at page 51.

The statutory language in Section 302 of the Bill
indicates that amounts deductible under Section 216(a)(2), IRC,
are not intended to be affected by Section 221 of the Bill,
This is supported by the fact that new separate subsections
277(c) (1) (A) (1) and 277(c) (1) (A) (vii) are respectively provided
| for interest under Section 163, IRC, and amounts deductible
under Section 216, IRC, including amounts deductible under
Section 216(a) (2), allocable to interest of a cooperative hous-
ing corporation. The use of such separate provisions in the
enumeration of items subject to allocation of deductions under
Section 302 clearly indicates that the term "interest" in
Section 221 was not intended by the statutory draftsmen to
desoribe amounts deductible under Section 216(a)(2), IRC.

There can be little question that interest incurred to
purchase or carry the equity in a cooperative apartment and
amounts otherwise deductible under Section 216(a)(2), IRC,
should not be, and are not, within the intended limitation appli-
cable to investment interest under proposed Section 221, This
should be made clear by an expression to that ot!oqt by this
Committes.

-7-
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BEFORE THE COMMITTEE ON FINANCE
OF THE
UNITED STATES SENATE

Statement of William H. Doughty, President of
the National Association of Real Estate

Investment Funds
SUMMARY OF PRINCIPAL POINTS

"1, Under section 452, a corporation which uses the
rapid depreciation methods (allowable under section 167(b)(2) of

the Internal Revenue Code) must, for the purpose of computing
its earnings and profits, deduct only straight-line deprecation.
The result is that the stockholders may be taxed on distributions
in excess of those which would be taxed under present law.
2. The Internal Revenue Code defines the term
"sorporation” as including a real estate investment trust, though
such a trust is not taxed on its real estate investment trust income
if its distributes 90% or more of such income to its sharsholders.
3. On the other hand, an individual owner of real
property is allowed to use the accelerated depreciation deductions
to reduce his taxable income from the property.
U4, fThe application of the rule of section 452 to real estate
investment trusts would frustrate the legislative intent expressed
when the special provisions for taxing their sharsholders were
enacted in 1960. The expressed purpose atthat time was to secure
for the trust beneficiaries the same type of tax treatment they
would receive if they held the real estate directly, by permitting pool-
ing arrangements by small investors, in order that they might secure

the benefits normally available only to those of larger resources.
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5. To preserve and continue the purposes thus expressed
for the enactment of the real estate investment trust provisions,
the above mentioned rule as to the determination of a corporation's
earnings and profits available for dividend purposes should not
apply to the shareholders of such trusts. L
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BEFORE THE COMMITTEE ON FINANCE
OF THE
UNITED STATES SENATE
Statement of William H. Doughtyi President of

the National Association of Real Estate
Investment Punds

I am William H, Doughty, president of the National
Association of Real Estate Investment Funds, president of Chinnock &
poughty, Chicago, and trustee of Bradley Real Estate Trust and of
Chicago Real Estate Trustees. NAREIF was founded in September,

1960, with the following aims and purposes:

To broaden public understanding of the im-
portance and value of real estate investment
trusts to the American economy and the invest-
ing publiec,

To promote the purposes and effectiveness of
these trusts by any means consistent with the
public interest,

To provide a national medium for the ex-
change of ideas and information regarding the
establishment and efficient and proper operation
of such trusts,

To cooperate with and appear before govern-
mental departments, agencies, and committees
on matters affecting the industry,

To provide a national association of represen-
tatives of real estate investment trusts and of
individuals who have a business or professional
interest in such trusts,

To establish suitable liaison and cooperate
with local, regional and national groups of other
associations.

Members abide by a rigid code of ethics adopted by

the Association.
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Thirty~-eight leading trusts, of both the equity and
mortgage types, are members of the Association. These trusts account
for the major portion of the total assets of the industry and have
in excess of 65,800 shareholders who have pooled their funds for
real estate investment. An additional group of 75 firms directly
associated with the industry are also members of NAREIF,

My purpose in asking to appear before you is to call
attention to what we believe was an inadvertent error or oversight
in the drafting of section 452 of the House bill,

Under that section, a corporation which uses the rapid
methods of depreciation (allowable under section 167(b)(2) of the
Internal Revenue Code) must, for the purpose of computing its
earnings and profits, deduct only straight-line depreciation. That
is to say that, where a corporation computes its taxable income by
using accelerated depreciation, its shareholders may be taxed on
distributions in excess of those which would be taxed under
present law.

On the other hand, an individual who owns such property
would be allowed the accelerated method of depreciation to reduce his
taxable income from the property.

It is the use of the term "corporation” in this section
of the bill that causes us justifiable concern. That term is
defined in the Internal Revenue Code in a way which includes
real estate investment trusts, which we respectfully assert
should not have the same rule applied to them, since this would in-
volve a complete reversal of the policy announced by the Ways and
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Means Committee in reporting out H. R. 12559, which passed the House
on June 29, 1960, and was added by the Senate as an amendment to
H. R. 10960. H. R. 10960 was enacted as Public law 86-779, T4
stat. 998, approved September 14, 1960, which added sections
856-858 to the Internal Revenue Code.

The report of the Ways and Means Committee on the
substantive provisions of H. R. 12559 which have now become law
was House Report No. 2020, 86th Congress, 2d session. The reasons
for the enactment, set forth in that report, were as follows:

"The omission of the corporate income tax in the

case of distributed earnings, which present law
provides for regulated investment companies, secures
for investors in these companies essentially the same
tax treatment as they would have received if they had
invested directly in the operating companies. H.R.
12559 extends this same type of tax treatment to real
estate investment trusts specializing in investments in

real estate equities and mortgages as distinct from
the stock and security holdings of regulated invest-

ment companies. Thus this secures for the trust
beneficiaries the same e of tax treatment
§§e¥ would rece!ve !! §§e§ E%%Q §Re real estate
equities and mortgages direc and, %Eere?ore,

equates thelr treatment w t accorded investors
in regulated investment companies." (Bmphasis
supplied.)

The Committee report further stated that this tax treatment
is desirable, since this investment method constitutes "pooling
arrangements whereby small investors can secure advantages
normally available only to those with larger resources” which
advantages include "the spreading of the risk of loss by the
greater diversification of investment * % #; the opportunity to
secure the benefits of expert investment counsel; and the means of

collectively financing projects which the investor could not
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undertake singly." The intent that real estate investment trusts
should be a vehicle for pudblic and not concentrated investment in
real estate is further evidenced by the requirement, in section 856
of the Code, that there be at least 100 owners of shares in order
for the conduit tax treatment to apply.

That report further stated that "the real estate invest.
ment trust taxable income [1.e., income determined after allowable
deductions, including depreciation) will be taxable to the bene-
ficiaries as ordinary income." )

Section 452 of the pending bill clearly would frustrate
the stated purpose of the real estate investment trust provisions
to "secure for the trust beneficiaries the same type of tax
treatment they would receive if they held the real estate
equities * # # directly."

It should be pointed out, that as a part of the price
for securing this conduit tax treatment for the sharsholders of
real estate investment trusts, which would otherwise be taxable
as corporate income, the trusts are denied the following benefits
of ordinary business corporations:

1., The trust may not hold any property primarily

:::d :.é: :3. :::z:n.tero in the ordinary course of its

2. At least 75% of the value of the trust's assets

Cash 15eme, ana Government securiciem. o o o
3. Not more than 25% of the value of the trust's
total assets may be represented by other securities;
not more than 5% of such value may be represented
by securities of a single issuer; and the Trust may

not own more than 10% of the outstanding voting
securities of such an issuer.
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4§, The deduction for dividends received, allowable
to other corporations under section 243, is not allowed
in computing the real estate investment trust income.
5. The net operating loss carryovers and carrybacks,
allowed to corporations by section 172, are not allowed
to real estate investment trusts.
Thelo-restrictions were imposed, in the words of the
Ways and Means Committee's report, in order to "draw a sharp line
between passive investments and the active operation of business."
To preserve and continue the purposes thus expressed for
the enactment of sections 856-858 of the Code, it is requested
that section 452 of H. R. 13270 be amended by adding thereto a
paragraph reading as follows, or its equivalent in purpose and
effect:
The provisions of paragraphs (1) and

L
3
(2) ohnil)not apply to real estate investment
trusts, as defined in section 856."
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CAPITAL CONCEPTS CORPORATION

SUITE $20, RIRRESY CENTEA / 10080 WILENIRE BOULEVARD / LOS ANGELES, CALIFORNA 90024 / (813) 473-080) + (813) 679°033)

September 15, 1969

Senate Finance Committee

2227 New Senate Office Building

Washington, D.C.

Gentlemen:

It is my considered opinion that it would be a mistake to eliminate
accelerated depreciation as proposed in the Tax Reform Bill as

reported out of the House Of Representatives.

As you are well aware, the present real estate market is in a state

of extreme depression. It is very difficult to purchase investment
quality real estate and even more difficult to sell investment real

estate at a price sufficient to yield a reasonable return on the initial
investment, The price of real estate is & function of the economic
return that it generates. A substantial portion of the return generated
by real estate through the present time has been the tax benefits created
by the interest and depreciation deduction allowed to the owner of the

real estate.

Our firm specializes in puri:huing. for our clients, investment quality
real estate. By the end of 1969 our real estate holdings will exceed
fifty million dollars. In many cases we will purchase apartment houses
where the cash return is quite low but where the tax benefite to the

investor are substantial and the potential for appreciation, we feel,
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Senate Finance Committee
Page Two
September 15, 1969

is great.

If there were no substantial tax benefits to be gained by owning real

estate we would have three courses of action open to us.

1. Pay considerably less money for the real estate, which

would result in a higher cash yield to the investor.

2. Pay the same price for the real estate but raise the rents

substantially after the purchase.

3. Find another suitable investment vehicle other than real

estate.

It is my opinion that the effect of the reduced tax savings will be a
substantial across the board increase in rents to raise the return to
real estate investors so that the need for residential units can be met.
The argument is made that accelerated depreciation is continued to be
allowed to original owners of apartment houses. That in itself is not
satisfactory because firms such as ours only buy existing structures.
The initial builders must be able to anticipate a profit on sale or they
will not build the.buﬂdlng even through the builder may receive the

tax benefits.
There are two reasons for this.

1. As you know the tax benefits to the original builder, under
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September 15, 1969

the new law, will be illusory because of the recapture
provisions.
2. There will be no market to re-sell the property because

the second buyers will not receive any tax benefits.

It is my opinion that the economy is a self adjusting device that adjusts
for tax benefits. In other words, an investor expects a 15% yield on his
invested dollars. He is willing to take part of his yield in tax benefits
if they are available. If they are not available then he must have a
greater cash yield to off-set the lost tax benefits. The net result of
this is that if you remove the tax benefits from real estate the yield

on real estate will have to rise which will cause increased rents and

greater inflation.

Very truly yours,

«” .
—1Y

CAPITAL CONCEPTS COW .
St Y Jotedlion
rence M. Schulner
President
LMS:mtb
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STATEMENT

to
THE SENATE FINANCE COMMITTEE
ON THE SUBJECT OF H.R, 13270
THE TAX REFORM ACT OF 1969

Purgése of statement,

The purpose of this statement is to bring to the
attention of the Senate Finance Committee what appears to be
an omission in eection‘ﬁzl'of H.R. 13270 as passed by the
House of Representatives, and to propose an amendment that
would cure that omission,

Section 521 would add a new subsection (J) to
section 167 of the Code, limiting depreciation deductions
in the case of real property. Parograph (4) of section 167(j)
would limit the allowance for deprecifation "in the case of
section 1250 property acquired after July 24, 1969."

[Emphasis added]).

The word "acquired" might easily be read to include
acquisitions, after\July 24, 1969, by way of tax-free transfers
under sections 332, 351, 368 and 721 of the Code, although

this does not appear to have been intenced,
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Proposed amendment,

In order to make it clear that such acquisitions
are not to be considered under section 167(3)(4), a sentence
should be added at the end of paragraph (4), substantially
identical to the last sentence of section 167(3)(3), as
follows:
"Under regulations prescribed by the: Secretary
or his delegate, rules similar to the rules
provided in paragraphs (5), (9), (10), and (13)
of section 48(h) shall be applied for purposes
of this paragraph."
Since the same sentence would thus be duplicated
in paragraphs (3) and (4), the Committee might consider it
better form to delete the sentence from paragraph (3) and to
create a new paragraph (5) as follows:
"Under regulations prescribed by the Secretary
or his delegate, rules similar to the rules
provided in paragraphs (5), (9), (10), and (13)
of section 48(h) shall be applied for purposes
of paragraphs (3) and (4)."

Discussion,

As indicated above, it does not appear.lhat the
House intended that section 167(3j)(4) should apply to acquisi-

tions in which the transferor's basis is carried over to the

transferee,
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Section 521(f) of H.R. 13270, amending section
381(c) (6) of the Code, provides an exception from section
167(3) for acquisitions after July 24, 1969 in transéccions
covered by section 381(a) -~ namely, liquidations under
section 332 and certain reorganizations under section 368,

This is accomplished by treating the transferee in those
transactions as the transferor would have been treated had
he retained the property. Section 381(c)(6), however, would
not apply to transactions involving partnerships and other
noncorporate transferees.

A similar problem arises in paragraph (3) of pro-
posed new section 167(j), dealing with depreciation on newly
constructed property, but there the House specifically pro-
vided an exception for all of the foregoing acquisitions. It
directed (in the last sentence of paragraph (3)) that "rules
similar to the rules provided in paragraphs (5), (9), (10), and
(13) of section 48(h) shall be applied. . . ." Section 48(h)
of the Code, dealing with suspension of the investment credit,
provides (in subsection (h)(9)) for treating certain transferees
as the transferors would have been treated. The provision covers

transactions "as a result of which the basis of the property
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in the hands of the transferee is determined by reference
to its basis in the hands of the transferor by reason of
the application of section 332, 351, 361, 371(a), 374(a),
721, or 731."
These provisions in new section 167(1)(3) and
amended section 381(c)(6) evince an intention on the part
of the House to provide a carryover of status for property
acquired after July 24, 1969 in certain types of transactions.
No cogent reason exists for not affording that carryover of
status to noncorporate acquisitions under new section 167(3)(4).
If the legislative intention was not clearly de-
fined during passage of the Bill by the House, then it is
submitted that such carryover of status should be provided
and that precedent exists in several areas under the Code,
The purpose of section 167(3)(4) as stated in the
Report of the Committee on Ways and Means (H. Rept, No, 91-413
(Part 1) page 167) is to "eliminate the repecated sale and
resale of property for the purpose of tax minimization."
This tax minimization may be accomplished under present law
by the purchase of property in a transaction 1in which the

trangferee obtains a step-up in basis, which then becomes
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subject to depreciation deductions in the hands of the trans-
feree, However, an acquisition which results in a carryover
of basis to the transferec does not lend itself to this abuse.
Such acquisitions could be provided for by applying the rules
of section 48(h)(9), perhaps being further limited to section
48(h)(9) (A)(11). The rules of section 48(h)(10) and (13)
involve situations which similarly do not appear to fall with-
in the abuse sought to be curtailed, (The rules of section
48(h) (5) do not actually apply, but have been included above
to be consistent with the language of proposed new section
167(3)(3) in H.R, 13270). Therefore, the proposcd amendment
would be consistent with the House's stated purpose of prevent-
ing unwarranted tax minimization.

In addition to section 48(h)(9) referred to above,
which deals with the investment credit, a similar rule was
adopted in section 167(1)(1) of the Code when that section was
amended in 1967 to reinstate certain depreciation methods that
had been temporarily suspended along with the investwent credit,
Section 167(1) is entitled "Limitation in Case of Property

Constructed or Acquired During the Suspension Period."
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Similarly, when section 1245 was enacted in 1962
and again when section 1250 was enacted in 1964, exceptions
vere provided "if the basis of property in the hands of a
transferee is determined by reference to its basis in the
hands of the transferor by reason of the application of
section 332, 351, 361, 371(a), 374(a), 721, or 731 ., . ., ."
I.R.C. §§1245(b)(3), 1250(d)(3).

Summary.
The suggested amendment is intended to provide for

a carryover of status from the transferor to the transferee

in certain acquisitions under proposed new section 167(j)(4).
The omission of such a provision appears to have been uninten-
tional in light of proposed new section 167(j)(3)'and amended
381(c) (6), both of which would provide for such a carryover

of status in similar acquisitions, The proposed amendment
would be coﬁsistent with existing precedents and with the
stated purpose of the House Committee on Ways and Means to

prevent unwarranted tax minimization.

Sidney I. Roberts
Roberts & Holland

September 16, 1969
New York, New York
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STATEMENT FOR THE SEUATE 1'INANCE COMMITTL

WITH REGARD TO SECTIONS 4%1 AND U452 OF THE TAX Ri ORM BILL
BY MR. ERNEST L., GROVE, JR., VICE PRESIDENT AND

CHIEF PINAMCTAL AND ACCOUNTING OFFICER. OF NORTHEAST UTTLITIES

(Northeast Utilities is a utility holding company system
operating in Connecticut and western Massachusetts. Its prin-
cipal operating subsidiaries are The Connecticut Light and
Power Company, The Hartford Electric Light Company, Western
Massachusetts Electric Company, and The Holyoke Water Power

Company. )

Northeast Utilities believes that Section US1 of the
Tax Reform Bill is inappropriate tax legislation. First, we
feel it is wrong to make regulatory accounting procedures
determinative of income tax deductions. This Bill would deny
the bvenefits of accelerated depreciation to those public utilities
regulated by commissions which adopt the "flow through" method
of accounting. Under this Bill, a utility company's deduction
for depreciation, which is the largest single deduction most
utilities have, would be controlled by accounting policies adopted
by the regulatory commission. We believe that to permit policies
and procedures of regulatory commissions to determine tax effects
is a questionable precedent for the Congress to adopt.

Second, the requirements in Section U451(a)(2) and (3)
of the House Bill for the actual use of flow through in establishe
ing cost of service on and prior to July 22, 1969, in order to
utilize flow through are too rigid and inflexible., They fail to
recognize those situations where a regulated utility which was

using accelerated depreciation had taken positive and concrete steps

1
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to chenge from normalization to flow through prior to such date
but where such change had not yet been authorized or implemented.
As an example of the difficulties and anomalies that
this section of the Bill in its present‘form will create, may I
cite the situation in Massachusetts with respect to our subsidiary,
the Western Massachusetts Electric Company. This Company has been
utilizing an accelerated depreciation method on its tax returns.
However, for rate-making purposes, it has been obliged by the
Massachusetts Regulatory Commission to "normalize," that is, to
charge the tax reduction as a current tax expense and reflect it
in its rates to its customert., Since May 1969, the Massachusetts
Departmcit of Public Utilities has had under formal consideration
and advisement a change in the accounting method required of
regulated public utilities from "normalization" to the "flow through"
methed, At a hearing before the Department in May of this year,
Western Massachusetts Electric Company pledged to reduce its rates
to its customers by an annual amount of at least $1,700,000 if the
Department would permit the use of the flow-through method. Before
the Department had had opportunity to act, the House passed the
present Bill, Now Section 451 will prevent this rate reduction
which the Company is desirous of making since a "flow through"
accounting order in Massachusetts would automatically result in
the denial under this Bill of the use of accelerated depreciation

to the Western Massachusetts Electric Company.
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We respectfu’ly suggest that Section 451 be modified
to provide for situations where the regulated public utility has,
on or before July 22, 1969, taken steps to obtain authorization
to adopt flow=-through accounting. This would be only equitable
since the proposcd tax legisclation was not the 1. ducement for
proposing the accounting change.

With respec. to Section U452 of the Tax Reform Bill, we
would urge that if the Congresc feels corrective action is required
in this area, then the situation should be approached with a phase=
out method, as President Nixon originally propos: 1, rather than
with an absolute cut-off for tax years b-~inning after Jjune 30,
1972, as Section 452 is presently writtcn, The effect of the
absolute cut-off date woul? mean that Northeast Utilities, for
example, might have a return of capital divide.l of, say, 60 percen*
in 1972 which would abruptly becomr fully taxable in 1973. We
believe this would have a serious detrimental effect on the market
price of our common shares. Also, it should be pointed out, a
phase-out method would increase Treasury revenues in the interim

years,
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STATEMENT OF DR, HOMERA, BIACK
ON BEHALF OF
UNITED STATES INDEPENDENT TELEPHONE ASSCCIATION
IN SUPPORT OF SECTION 451, TITLE F, L, R. 13270
TREATMENT OF ACCELERATED TAX DEPRECIATION
IN REGUIATED INDUSTRY
BEFORE COMMITTEE OnN FINANCE
OF
U. S, SENATE

SEPTEMBER 26, 1969
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SUMMARY OF STATEMENT OF DR, HOMERA. BIACK
TC THE SENATE FINANCE COMMITIEE
IN SUPPORT OF SECTION 451 OF TITLE F OF H. R. 13270
RELATIVE TO TREATMENT OF ACCELERATED TAX DEPRECIATION
IN REGULATED INDUSTRY

Burpose of Statement

The purpose of Section 451 of H, R, 13270 is to assure that
the original Congressional intent of the accelerated depreciation
provision in Section 167 of the Internal Revenue Code is carried out,
According to Committee reports, the faster tax write-off is intended
to aid growing businesses in financing expansion and modernization
by increasing available working capital,

Enactment of this proposed legislation, Section 451, 18 vitally
important to the 2,000 Independent telephone companies because
accelerated tax depreciation can provide them about 10 percent of
the funds they need annually -- $140 million of the $1.4 billion
total == to finance investment in new plant and equipment,

The Congressional intent of Section 167 of the Internal Revenue
Code has been realized for non-regulated businesses, which have
obtained substantial amounts of new capital by using accelerated
depreciation for tax purposes. Regulated utilities are increasingly
being denied by flow-through accounting or imputed flow through
the use of funds which they obtain from accelerated tax depreciation.

One result of this trend to flow-through is to deny regulated
companies money needed in financing the new plant and equipment
necessary to meet the accelerating demand for telephone services,
Other results are the inequitable distribution of the benefits of
accelerated tax depreciation between current and future customers,
and the potential loss to the Federal Treasury of $1.5 billion annually
in tax revenues,

iderati ge W 3 tt

The House Ways and Means Committee studied comprehensively
the consequences of present practices under the accelerated tax
depreciation provisions of the Internal Revenue Code, As a result,
the Committee drafted Section 451 of the Bill now being considered
80 as to assure that the tax depreciation provisions will more
effectively accomplish their intended working capital purposes.
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Enactment of Section 451 is desirable because:

It eliminates the $1.5 billion potential loss of Federal
revenues expected if the current trend to flow through is
continued,

It requires no change in tax depreciation practices that
will disrupt the existing rate structures of regulated
utilities.

It does not impair the authority of regulatory agencies
to regulate the rates or accounting practices of utilities,

It enables utility compantes, with the consent of their
regulatory authorities, to use funds from accelerated tax
depreciation to finance new plant and equipment, just
as non-regulated companies are now doing,

It assures a more equitable distribution of the benefits of
accelerated tax depreciation between present and future
utility customers,

It limits the extent to which regulated companies become
dependent on continuation of accelerated tax depreciation
measures, and protects the usefulness of these measures
in promoting necessary economic development.
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Mr. Chairman, members of the Committee:

This statement i3 submitted at the request of the United States
Independent Telephone Association to express support and emphasize
the importance of Section 451 of H. R. 13270 to the Independent
(non-Bell) segment of the telephone industry.

1 am Professor and Chatrman of Accounting at Florida State
University. I hold a Ph.D. degree in Business Administration from
the Unjversity of i.ichigan and am a Certified Public Accountant, I
am the author of Accounting Research Study No, 9, ‘Interperiod
Allocation of Corporate Income Taxes," published in 1966 by the
American Institute of Certified Public Accountants, This study was
the basis on which the Accounting Principles Board issued its opinion
requiring normalization,

On March 26, 1969, I testified before the House Ways and
Nieans Committee in support of proposed legislation designed to
insure that the Congressional intent in providing for accelerated tax
depreciation was carried out,

There are approximately 2,000 Independent telepnone
companies which serve more than one~half the geographical area of
the nation, primarily in the smaller communities - the suburban and
rural areas. The Independent telephone companies had 18 million

telephones in service in 1968, representing a plant investment of
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almost $10 billion. For the past 10 years customer demand for the
services of the Independents has grown at an average rate of 10,7
percent a year, This is almost double the rate of increase of the
Gross National Product,

Last year the Independents were investing new capital at an
annual rate of $1.4 billion to improve their services and to expand
their plants and facilities, By 1970 the industry will have 20.8
million telephones in service, representing a total plant investment
of $12.5 billion and consumer demand of $2.8 billion per year,

Depreciation is the largest single expense item of the
Independent telephone industry. It amounts to approximately
$425 million per year, which is 24 percent of the industry's total
operating expenses and taxes, It is estimated that about 10 percent
of the funds annually needed by the Independent telephone companies
for plant investment might be derived from industry-wide use of
accelerated tax depreciation. Because of the amounts involved,
the enactment of the provisions of Section 451 of H. R, 13270 {s

most important,

The Problem

The foilowlnq circumstances underlie the urgent need for ¢

Section 451 in the legislation adopted by the House:
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62 wa dt vide working capi

When Congress passed Section 167 of the Internal Revenue
Code in 1954, the Committee reports stated that “the faster tax
write-off would increase available working capital and materially
aid growing businesses in the financing of their expansion."”
(H. Report 1337 and 8, Report 1622), The House report recognized
that "the changes made by your committee's bill affect the timing
and not the ultimate amount of depreciation deductions with respect
to a property, "

The intent of Congress has been achieved

—for non-regulated businesses
Non-regulated businesses have increased their cash flow
and thereby obtained the use of capital through adoption of acceler-
ated tax depreciation in either of two ways:
{1) They have used accelerated depreciation for
both book and tax purposes, or
(2) They have used accelerated depreciation for
tax purposes, and straight-line depreciation
for book purposes, and have normalized.
Nommalization is an accounting procedure required by the
accounting profession and the Securities and Exchange Commission

for non-regulated industry. Under this procedure the amount of the
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taxes deferred by using accelerated tax depreciation is placed in a
reserve for future payment, Thus, it is clearly recognized that
accelerated tax depreciation results in a deferral of tax payment,
not in a cost saving,

Regulated businesses have been

subjected to different treatment

Under rules established by regulatory agencies, utilities are
generally required to use straight-line depreciation for book purposes.
Although utilities using accelerated depreciation for tax purposes were
initially permitted to normalize the deferred taxes, many are now
being required to “flow through*, Under "flow through" the funds
provided by lower current tax payments resulting from the use of
accelerated tax depreciation are erroneously treated as additions to
net eamnings after taxes, rather than correctly as a temporary source
of working capital,

Recent developments stress the need

for remedial legislation

{a) Action of regulatory bodies
In recent years, both Federal and state regulatory agencies
have increaslnqu. been adopting flow~through treatment, Some
agencies that initially authorized normalization have reversed their

policy and are requiring flow through, Thus, contrary to the intent
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of Congress, utilities are increasingly being denied the right to use
working capital obtained through the use of accelerated tax
depreciation benefitting consumers over a period of years.

Federal tax revenues that were intended by Congress for
business investment are being diverted instead to subsidize only
present utility consumers, Furthermore, in recent months some
agencies have required utility companies to compute their eamings
as if they had used accelerated tax depreciation, and to flow through
to consumers the imputed tax benefits even though the compantes
had actually been using straight-line depreciation for tax purposes,

The increasing requirement of flow~through, and imputed
flow-through, is of particular concern to the Independent telephone
companies because it places them at a competitive disadvantage.
They must compete with non-regulated industry to raise large
amounts of capital, under current high interest rates, in order to
provide the larger quantity and higher quality of services demanded
by their customers,

(b) Loss of Federal tax revenues

The Treasury Department advised the Ways and Means

Committee that "If utility commissions generally proceed to treat

companies as though they had adopted accelerated depreciation
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and require this amount to be flowed through, the total impact on
(Federal) revenues, over the next few years, could build up to an
annual loss of $1.5 billion."”

Coraprehensive Consideration by the

Ways and j\ieans Committee

The Ways and Mecans Committee devoted most of two days
to hearing testimony from and questioning 15 witnesses on the problems
created by methods presently required in accounting for accelerated
tax depreciation. These witnesses included representatives from
four Federal regulatory agencies; a state public service commission;
8 national public accounting firm; and electric, gas and telephone
companies; as well as economists and an investment banker, In
addition, statements were filed by 14 others representing utilities,
consumers and regulators,

The testimony developed in detail the points of view of
regulatory agencies, regulated utilities and others who are vitally
concerned about the uneconomic and inequitable results of present
practices under the existing provisions of Section 167 of the Internal
Revenue Code.

Sum of Section 451, Subtitle F of H, R, 13270
In drafting Section 451, the Ways and Means Committee

reaffirmed that the use of accelerated tax depreciation results in a
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wdeferral* of Federal income tax payments and not a "saving” of
taxes. As drafted, the Section assures that accelerated tax depreci~
ation provisions of the Internal Revenue Code will more effectively
accomplish their intended purpose and prevent the unintended drain
on Federal revenues.

The Section applies to property used in the furnishing of
electrical energy; water; sewage disposal services; g¢as through a
local distributing system; telephone services (excluding ComSAT);
and transportation of gas, ofl, or petroleum products by pipelines,
if rates for these services are regulated by @ utulues_ commission.

As to all such property constructed or acquired up to
January 1, 1970, the following rules apply:

(1) If straight-line depreciation is presently used

for tax purposes, then no other method is
pemitted;

(2) If accelerated depreciation is used for tax
purposes, with “normalization”, the utility
must continue to do so unless it changes to
strajght-line; and

(3) 1f accelerated tax depreciation {8 used with

flow-through no change is made,
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As to new property (after December 31, 1969), the provisions
are:

(1) 1f the taxpayer presently uses accelgrated tax

depreciation and flow-through, no change is
made,

(2) In all other cases accelerated tax depreciation

may be used only if the utility taxpayer
normalizes the deferred income taxes,

The Section will permit any necessary changes in the methods
used by taxpaying utilities, and authorized by regulatory commissions,
in implementing the public policy to be made in an orderly way, without
hardship to the utility consumer, the utility enterprise, or the Federal
Treasury,

Reagons For Adopting Section 451

(1) Section 451 will eliminate the potential $1,5 billion
annual loss of Treasury tax revenue that is expected

to result from continuation of the current regulatory
trend to require utilities to use accelerated tax
depreciation with flow through. Section 451 will
prévent adverse tax revenue effects with respect

to existing property by prohibiting:
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a. A company which now uses straight-line tax
depreciation from switching to accelerated tax
depreciation,
b. A company which now uses accelerated tax
depreciation, and normalize.s, from switching
to flow through.
Adverse tax revenue effects will also be prevented
by allowing only those taxpayers who are now using
flow through to do so on property added after 1969.
Even those companies may normalize if they receive
regulatory approval,
(2) Section 451 requires no change in the existing use of tax
depreciation methods by utilities that will disrupt the

rate structures prescribed by regulatory agencies.,

Section 45] does not infr n_the pres
authority of requlatory agencies to regulate the rates

or accounting practices of utilities under their juris-
diction. The authority of regulatory agencies to
exclude a normalization reserve from the rate base
in the same manner that depreciation reserves are
excluded remains unaffected. By such exclusion
the consumer receives the benefits of the use of the
money. Thus, Section 451 amends the tax law
merely to insure that the original intent of Congress

is achieved.
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(3) Section 451 enables the original purpose of

resg - to provide worki 1 fora

- cc late

fioms og 1t is now being accomplished by
non-regulated firms. When the regulatory agency

permits normalization accounting, a regulated
company may use accelerated depreciation for
tax purposes and thereby obtain the use of work~
ing capital as intended by Section 167 of the

Internal Revenue Code,

(4) Section 451 assures a more equitable distribution

th £
between present and future customers of those

utilities which nomalize,
All customers benefit when a company nomalizes
because the company's cost of capital is reduced.

(5) Section 451 protects_the usefulness of an important

measure of Federal tax 8C licy =

tax depreciation - in promoting necessary economic
development. By limiting the use of flow-through

for the future, this Section reduces the extent to
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which utility companies become dependent on

continuation of these measures, If utility

companies generally adopt the use of flow

through, Congress would find it difficult to

reduce or repeal tax provisions for accelerated

depreciation regardless of the national policy

requirement for such a change.
Conclusion

1 wholeheartedly endorse the enactment of Section 451 as

a means of accomplishing the original intent of Congress, reflected
by Section 167 of the Internal Revenue Code, in an effective, equit-
able, and orderly manner, This Section substantially avoids the
increasing drain on Federal revenues from existing practices, avoids
infringing on the prerogatives of the regulatory agencies, and benefits

utility customers and utility companies.

359



-

ey
ot rgka AT

g

(8

g




s

Committee on Finance .

United States Senate

Written Statement of the
Asgociation of 0il Pipe Lines
on
Section 451 of H.R. 13270

The Proposed Tax Reform Act of 1969

Submitted by

J. D. Durand
General Counsel
Association of 0il Pipe Lines

September 26, 1969

361






Summary

Section 451 of H.R. 13270 would have the effect of classifying
oil pipelines, alone of all forms of transportation regulated by the
Interstate Commerce Commission, as public utilities with guaranteed
rates of return and "freezing" them in the methods of depreciation
they are now using. With respect to the new pipeline companies
vhich each year enter the ranks of the industry, section 451 would
compel them to use straight line depreciation only. The Association
of 0il1 Pipe Lines (AOPL), which is composed of substantially all of
the oil pipelines regulated by the Interstate Commerce Commission,
believes that such a classification is incorrect and improper for
three principal reasons. First, the oil pipelines are not monopo-
1istic utilities with guaranteed rates of return. They are in law
and in fact true common carriers subject to strong competition from
the water carriers (barge lines), the motor carriers and the rail-
roads, the remaining forms of tramsportation regulated by the ICC.
Second, all of the forms of transportation which compete with the
oil pipelines have been excluded from section 451, and to leave ofil
pipelines subject to that section, contrary to the recommendations
of the ICC, would result in a serious tax discrimination against them
and in favor of their competitors. Third, the oil pipelines do not
create for the Treasury Department a revenue loss problem from "flow

through."

For these reasons, which have been set forth in detail in the
following statement, AOPL urges the Committee on Finance to amend
section 451 to exclude oil pipelines therefrom. This can be done by
deleting from section 451, at lines 8 and 9, on page 268 of the bill,
the words ", oil (including shale oil), or petroleum products."

1. 0il pipelines are in law and in fact true common carriers
and there is ' freedom of entry” into the oil pipeline
transportation field.

The oil pipeline companies are in law and in fact true common
carriers. Insofar as the legal situation is concerned, they are,
like the railroads, subject to Part I of the Interstate Commerce
Act and thus come under the economic regulatory jurisdiction of the
ICC although no certificate of public convenience and necessity or
operating permit from the Commission is needed to enter the common
carrier oil pipeline business. Pipelines are required to file
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tariffs covering their transportation of petroleum and petroleum
products and strictly abide by those tariffs in all instances;

their rates and charges to shippers must be just and reasonable;

the transportation of petroleum and petroleum products must be per-
formed under just and reasonable regulations and practices and no
pipeline may grant unreasonable preference to any shipper or unduly
discriminate among shippers in any way in connection with its ser-
vices; transportation must be furnished to all shippers upon reason-
able request therefor and reasonable through rates and services with
other pipelines must be established; pipelines may not pool traffic,
services or earnings except with the approval of the Commission, and
all pipelines must keep their accounts and records in conformity
with the Uniform System of Accounts for Pipelines prescribed by the
ICC.

0il pipelines serve simply as common carriers for all petroleum
shippers who offer crude oil or petroleum products to them for trans-
portation in accordance with the tariffs which the pipelines have on
file with the ICC. The oil pipelines do not buy or sell petroleum
or petroleum products and they do not own the petroleum or petroleum
products which they transport. In this important respect they differ
completely from the gas transmission lines. They also differ impor-
tantly from the electric, water and telephone companies since they do
not sell products or services to the general public but only provide
a mode of transportation to producers and refiners of petroleum.

Since, as stated above, a certificate of public convenience and
necessity or operating permit is not required to enter the common
carrier oil pipeline business, there is freedom of entry into this
mode of transportation., Studies made by AOPL indicate that fourteen
new oil pipeline companies have begun operations during the five and
one-half year period since January 1, 1964. Clearly, therefore,

transportation of oil by pipeline is not a monopolistic industry.

2. The common carrier oil pipelines are in direct competition
with the inland water carriers (barge lines), the motor

carriers and the railroads and should be treated in the same

way as these competitors are treated with regard to permit-
ted methods of tax depreciation.

This Association annually compiles data showing the relative
tonnage of petroleum and petroleum products carried in domestic
transportation by the pipelines, the water carriers (barge lines),
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the motor carriers and the railroads. For 1967, the latest year for
which data are available, and which is a typical year, the oil pipe-
1ines carried 45,.64% of the total tons of crude petroleum and petro-
leum products carried in domestic transportation by the four modes
specified, The motor carriers were second with 29.13%, the water
carriers third with 23.50% and the railroads fourth with 1.73%. It
can be truly said that competition from motor carriers and water car-
riers is significant since together these two modes carry more ton-
nage than the oil pipelines. While the pipelines are the principal
mode of transportation of crude petroleum, the water carriers carry
18.79% of this commodity and the motor carriers carry 7.37%. With
regard to petroleum products carried in domestic transportation, the
oil pipelines carry 29.25% of the total tonnage, far short of the
41,87% carried by the motor carriers and only slightly more than the
26.26% transported by the water carriers,

These figures point up the correctness of the reference to
"the existence of strong competitive forces" among the ICC regulated
carriers referred to at the bottom of page 2 of the letter of April
15, 1969, to the Ways and Means Committee from the Chairman of the
ICC (copy attached). It would be obviously unfair to permit, as sec-
tion 451 contemplates, the water carriers, the motor carriers and the
railroads to continue to have the right to select the method of depre-
ciation most advantageous to them and to prevent the oil pipelines
from exercising this choice.

3. Subjecting oil pipelines to the provisions of proposed sec-

tion 451 would be contrary to the recommendations of the ICC.

The April 15, 1969, letter to the Ways and Means Committee from
the Chairman of the Interstate Commerce Commission, to which
reference was made above, urges that all modes of transportation
regulated by the ICC be treated alike insofar as methods of tax
depreciation are concerned. The letter refers to the strong competi-
tion which exists among the modes of transportation regulated by the
ICC and the fact that (bottom of page 3 and page 4) '"The interplay of
competitive forces keeps the rate structure in a constant state of
change" and that "in many cases where the Commission has permitted
increases in the rates of a particular mode to take effect, competi-
tion from other regulated modes or unregulated transportation has
subsequently forced reduction in these rates to prevent undue diver-
sion of traffic to a competing mode or carrier."
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The obvious conclusion from this letter is that all modes of
transportation regulated by the ICC -- the railroads, the motor
carriers, the water carriers and the oil pipelines -- should be
treated alike with regard to such an important tax consideration
as methods of depreciation.

This even-handed treatment for all modes of transportation
regulated by the ICC is in accord with the National Transportation
Policy set forth in the Interstate Commerce Act, which, in part,
provides:

"It is hereby declared to be the national trans-
portation policy of the Congress to provide for fair
and impartial regulation of all modes of transporta-
tion subject to the provisions of this Act, so admin-
istered as to recognize and preserve the inherent
advantages of each; * * #"

In connection with the review by the Committee on Finance of the
scope of section 451, AOPL strongly recommends that the Committee
consult with the ICC and determine its views with regard to the
desirability of including oil pipelines under that section.

4. Unlike the rate procedures of the Federal Power Commission
and the Federal Communications Commission, the ICC rate
procedures do not and cannot result in prescribing levels

of earnings for the carriers which it regulates and thus
the oil pipelines do not have a guaranteed rate of return.

To clagsify the oil pipeline transportation industry in the same
category for treatment of accelerated depreciation as the gas, tele-
phone, water and electric utility industries appears to involve a
moral (and perhaps a legal) wrong, plus an economic monstrosity.

The Interstate Commerce Commission's processes in handling oil
pipeline tariff rates are not in any way similar to the processes
whereby the FPC, the FCC and state regulatory agencies establish and
set rates for gas, electric, water and telephone utilities. Under
normal rate procedures, these latter agencies make a determination
of the rate level necegsary to fix corporate net income at a per-
mitted rate of return on an agreed rate base.
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The ICC does not and cannot prescribe earnings for oil pipe-
1ines, barge lines, rallroads and motor carriers as do the agencies
that regulate true utilities since the ICC regulated carriers do not
have monopolistic characteristics. The interplay of competitive
forces assures that the rate structure will be in a constant state

of change.

Distinguishing between oil pipelines and their transportation
competitors by putting oil pipelines in a true utility category, in
which they do not belong, was probably due to a misunderstanding by
the Ways and Means Committee of the nature of oil pipeline transpor-
tation, and the Committee on Finance is urged to review carefully the
attached letter from the ICC, particularly the following portion
(commencing on page 4):

"In this regard, we should point out that in many cases
where the Commission has permitted increases in the rates
of a particular mode to take effect, competition from

other regulated modes or unregulated transportation has
subsequently forced reductions in these rates to prevent
undue diversion of traffic to a competing mode or carrier."

This observation is particularly pertinent to oil pipelines since one
of our principal competitors, the water carriers, enjoy freedom from
rate regulation by the ICC in their transportation of petroleum and
petroleum products.

5. The oil pipelines do not create for the Treasury Department
a_revenue loss problem from flow through.

Since oil pipeline rates are regulated more by competition than
by regulatory agency determination, the rate level is not affected
by flow through. There have been few rate cases before the ICC affect-
ing oil pipelines. Most of these cases involved only point to point
rates and none involved flow through,

The problems that Treasury faces in loss of revenue through flow
through of accelerated depreciation centers around the growing
practice of regulatory agencies of forcing flow through to residential
customers using gas, electricity, water and telephone services. It
should be recognized that the customers of the oil pipelines are the
corporate producers and refiners who buy and ship crude oil to
refinery centers and in turn ship refined products to jobbers. If any
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flow through should occur from oil pipeline accelerated depreciation,
it would go directly to other corporate taxpayers and, by reducing
their operating costs, it would increase their Federal income taxes.

6. Conclusion.

In view of the foregoing, AOPL urges the Committee on Finance to
amend section 451 to exclude oil pipelines from the classification of
public utilities subject to that section. From the viewpoint of
even-handed justice and to prevent the tax discrimination which would
result against oil pipelines as compared with their competitors, the
oil pipelines should be treated similarly to the motor carriers, the
water carriers and the railroads with respect to this important tax
provision.

J. D. Durand
General Counsel
Association of 0il Pipe Lines
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Fnterstate Commerce Conmission

Washingten, B.C. 20423
April 15, 1969

OFFICE OF THE CHAIRMAN

Honorable Wilbur D, Mills
Chairman

Committee on Ways and Means
House of Representatives
Washington, D. C. 20518
Dear Chairman Mills:

In the course of my testimony before the Committee on Maxch 25, 1969,
you and other members of the Committee requested that I provide certain ad-
ditional information for the record regarding several aspects of the tax expenses

" incurred by carriers subject to the Commission's jurisdiction and our treatment
of such expenses. The information requested is set forth below.

On pages 4210-12 of the hesring transcript, Congressman Burke requested
information concerning (1) what taxes, if any, were owed to the Federal Government
by -the New Haven Railroad and by whom were they assumed; and (2) whether the
Commission in its recent approval of Penn Central's request to increase fares
reached its decision on the basis of the operation of the New Haven Railroad prior
to takeover or if it was based on the anticipated revenue this year in view of the
abandonment of 91 trains and other things before the Commission.

As to the first question, the New Haven Railroad had the following cur.rem

tax liabilities due the United States Government at the time its operations werg

taken over by the Penn Central: $83, 266 representing Federal income taxes of

’
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leased lines and $1,021, 435 payroll taxes, Under the agreement Peun Central
acquired certain curreat assets and assumed certain current liabilities, in-
cluding $45, 661 of the Federal income taxes and the $1,021, 435 payroll taxes,
The New Faven Railroad is to pay Pean Central in cash the excess of the liabilities
over asseti:,. We have been advised that the taxes (n question were paid by Penn
Central in January 1969. The remaining $37, 604 of income taxes is still & ltabil-
ity of the New Haven,

We are unable to provide any information on the second question since the
passenger fare increase proposed and put into effect by Penn Central was not
applicable to passenger service performed over lines of the New Haven.

On page 4248 of the hearing tranecript, you requested the views of the
Commission with respect to effect on industries subject to our jurisdiction if
Congress were to repeal the present provisions of the tax laws dealing with accel-
erated deprecistion or were to otherwise deprive such industrics “of anything other
than stright line [depreciation)?”

As indicated in my testimony before the Committee, the regulatory problems
with respect to maximum rates and earnings of regulated surface transportation
carriers are not as aignificant for the Commission as they are for other agencies
engaged in regulating other public utilities. This is largely due to the existence of
strong competitive forces, both within the regulated portion of the industry and

without, in the form of unregulated for-hire and private carriage. These strong

-2-
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competitive pressures generally serve to keep rates from exceeding a reasonable
maximum level, thus minimizing the necessity for the Commission to prescribe
a maximum rate level or otherwise intervene in the ratemaking proceass to the
same extent required in the case of the regulation of :ndustries with monopolistic
characteristics. Because of these competitive forces, we do not believe that the
denial of accelerated depreciation to regulated industries, as suggested by the
Federal Power Commission (Testimony of Chairman White, Tr. p. 4131), would
be in the best interests of the carriers subject to our jurisdiction or to the growth
and development of an economically sound transportation system. In essence. it
is our understanding that the position of the Federal Power Commission is premised
on the concept that if additional stimulation is required for the attraction of capital
in a regulated industry, it is the responsibility of the appropriate regulatory agency
to approve or to prescribe a level of rates sufficient to attract such capital rather
than having such capital attracted through incentives in the tax laws. Put differently.
the burden of gtttlcunx new capital into the regulated industry should fall upon the
ratepayer rather than the taxpaying public as & whole. (Testimony of Chairman White,
Tr. p. 4123).

While the principle described above can be logically applied to industries
having the monopolistic characteristics of those subject to regulation by the Federal
Power Commission, this principle could not be applied with any precision in the

regulated surface transportation industry where the interplay of competitive torces

-3-
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keeps the rate structure in a constant state of change. In this regard, we should
point out that in many cases where the Commission has permitted incresses in

the rates of a particular mode to take effect, competition from other regulated
modes or unregulated transportation has subsequently forced reductions in these
rates to prevent undue diversion of traffic to 8 competing mode or carrier. As
long as the transportation ratepayer has this wide choice of options among
carriers, the suggestion of the Federal Power Commission could not be meaning-
fully applied to regulated surface transportation carriers. Given these circum-
stances, depriving regulated transportation carriers of the use of any method of
depreciation, other than the "straight-line method” would result in undesirable
effects on the carriers. It would decrease net income of carriers by the amount
of additional taxes they would have to pay; assuming operations are profitable.
Ttis would reduce the amount of cash available for investment in new property,
particularly needed freight cars, maintenance of plant and dividends, among other
things. To replenish the cash used to pay additional taxes, it would seem that
carriers would have no alternative but to seek relief through requests for increased
rates, which, for the reasons mentioned above, might not accomplish the intended
effect. Additionally, the immediate resultant decrease in net earnings and cash
flow could affcci the carriers’ credit position and their ability to provide adequate

service to the shipping public.

.
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As long as Congress sees fit to provide liberal depreciation methods for
tax purposes and the investment tax credit for industry in general, we feel the
surface transportation industry should not be deprived of such benefits.

1 hope you and the other members of the Committee will find this informa-
tion helpful.

Sincerely,
/8/ Virginia Mae Brown

VIRGINIA MAE BROWN
Chairman
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SUMMARY OF WRITTEN STATEMENT
oF
FLORIDA GAS TRANSMISSION COMPANY:,

Septesber 24, 1969

HR 13270, Section 451, bases the ability of a public utility
to use accelerated depreciation {n the future upon the filing of its
Pederal income tax return on or before July 22, 1969. The filing of
the tax teturrTu an inappropriate event to determine this question,

an

The signific events to which E&IML“%"::‘;‘““““‘ depreci~
ation should be related are er (1) the r g of income tax

e case of Florida Gas Ttlnululon Company, the
ce granted .the Company an extension of time to Sept
1969 for ffling its tax return for 1968, the first tax return of t
ich uses accelerated dépreciation. Ac;drdtngly, this retara
vas not filed until }uguct 25, 1969, ver, -in August 1968, the

pany had filed rates with the l’ode;nl&ova\ Commission in reliance up
the use and flowthrough 6% accelerated depragiation on all property

acquired subsequent to 1967. rates, vh .(xch hnve bun\ in effect \

since February 16, 1969, were d upbn & cost of Mervice'which includ
Federal income tax expensé a evel approximately $1.6 million a year
below what it wiﬁ ba-ynless the\Conparly is pergifited to u:* accelerates
depreciation for tax pu?pqu\e* 101969 ~tucur yedrs.. s

-

Several altermtﬁé mendnencw to llk 3270 are suggested at /
the end of the Written Stnuoont. !
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WRITTEN STATEMENT
OF

FLORIDA GAS TRANSMISSION COMPANY

Subject: HR 13270, Section 451

In its bill to reform the income tax laws, the House of Representatives
has proposed certain amendments to Section 167 of the Internal Revenue
Code which would restrict the right of a public utility to use accel=
erated depreciation. Section 451 of House Bill 13270 would require the
use of strajight-line depreciation on public utility property unless a
different method had been used on such property for the latest taxable
year for which a return was filed on or before July 22, 1969,

In the case of Florida Gas Transmission Company, the proposed require-
ment of the House Bill that the applicable return be filed on or before
July 22, 1969 would have what undoubtedly i3 an inadvertent result, On
June 26, 1969, the Internal Revenue Service granted the Company an exten=
sion of time until September 15, 1969 to file its income tax return for
calendar year 1968, Thus the Company's 1968 tax return, which will be

the first to use accelerated depreciation, was not filed until August 25,
1969, Nevertheless, in August 1968, the Company irrevocably committed
itself to the use of accelerated depreciation, with respect to property
acquired subsequent to December 31, 1967, by filing rates with the Federal
Power Commission in reliance upon the use and flowthrough of accelerated
depreciation, These rates have been in effect since February 16, 1969,
and will not realize a fair return for the Company without the use and
flowthrough of accelerated depreciation on property acquired in 1968 and
1969 (amounting to approximately $90,000,000 of a total plant of approxi-
mately $350,000,000). Nevertheless, because for the year 1967 (the

latest taxable year for which a tax return was filed on or before July 22,
1969) the Company used solely a straight-line method of depreciation, the
Company would be required by the House Bill to remain on straight-line
depreciation for all years subsequent to 1968, For the year 1968, however,
the Company would be entitled to take accelerated depreciation since the
Bill does not apply with respect to taxable years ending before July 23,
1969,

We submit that the crucial determination with respec: to its method of
depreciation for tax purposes is made by a public utility when it files
rates based upon the use and flowthrough of accelerated depreciation and
so calculates the income tax expense recorded in its regulated books of
account. Once rates have become effective in reliance upon the use amd
flowthrough of accelerated depreciation for tax purposes, the utility,

in effect, has irrevocably committed itself to this method of depreciation
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so long as those rates remain in effect., Accordingly, the tax reform
bill should base the relevant date for determining the future use of
accelerated depreciation upon the recordation of income tax expenses in
the regulated books of account or the filing of rates with the appro-
priate administrative agency, instead of or {n additfon to the date

its Federal income tax return was filed.

The following evidences the fact that Florida Gas Transmission Company
had decided to take accelereted depreciation during 1968, a year prior
to the June 22, 1969 cut-off date presently in the House Bill. On

June 17, 1968, the prepared direct testimony of Mr, W. J. Bowen, Presi-
dent and Chief Executive Officer of the Company, was filed with the
Federal Power Commission and vas formally introduced into evidence on
July 18, 1968 at Volume No. 47, page 5923, in rate proceedings RP68-1
and RP66-4. Mr, Bowen stated that:

"If we are to achieve the rate objectives I have outlined,
that is, to produce rates as low as or lower than the 17.9,
21,9 and 57.0 cents per MMBTU rates which we are collecting
prior to the in-service date of the CP65-393 facilities
exclusive of the surtax and to do so without seriously
impairing the Company's financial integrity and competitive
position, there is but one course open to us. We must
accept the risks inherent in reducing our current revenues
by deferring to a later period a part of our tax costs with
the concomitant lowering of our financial debt coverages.
We must elect to take liberalized depreciation on the CP65-
393 facilities and on future plant additfons. Therefore, I
have asked our people to prepare the testimony and exhibits
for the new rate filing on this basis and to request the
necessary authorization to reflect "flow through" accounting
on those facilities,"

On August 1, 1968, the Company made the new rate filing based upon the
use of accelerated depreciation with respect to all property acquired
subsequent to 1967, The relevant exhibits filed with the Federal Power
Commission demonstrating this election are attached hereto as Schedule A.

Since August 1, 1968, the Company uniformly has used accelerated depreci~

ation with respect to property acquired subsequent to December 31, 1967
in calculating the income tax expense recorded in its regulated books of
account. Since the rates filed on August 1, 1968 were based upon a cost
of service which resulted from utilizing accelerated depreciation, thus
flowing through the tax reductions to the customers in the form of lower
rates, the rates would not provide the Company a fair return if depreci-

ation based upon a straight-line method 18 required in determining taxable

income for 1969 and subsequent years.

The rates filed on August 1, 1968 were allowed by the Federal Power
Commission to become effective on February 16, 1969 and have remained
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in effect until the present time. A rate increase to reflect the
unavailability of accelerated depreciation could be delayed by the
administrative process for up to nine months after the decision to
file the increased rates, From February 16, 1969 until new rates are
permitted to become effective, the Company would have suffered s non-
recoverable loss of approximately $1,600,000 annually because of its
reliance upon the use and flowthrough of accelerated depreciation as
described above.

As further evidence that the Company had elected to take accelerated
depreciation during 1968, we attach hereto the following:*

1. Annual Report to stockholders of Florida Gas
Company for the year 1968, Note (3) to the
Notes to Financial Statements at page 21 states
that:

“"Concurrent with the completion in 1968 of
fts 192,000 MCF per day expansion, Florida
Gas Transmission Company elected to claim
liberalized depreciation for Federal income
tax purposes on new facilities and to flow
through the tax reductions to ratepayers,
following an accounting method approved by
the Federal Power Commission, Since there
was a concurrent rate reduction, this change
in accounting had no appreciable effect on
net income for 1968."

In its report on page 22 of the Annual Report, Arthur
Andersen & Co, states that the accounting principles:

" « o other than for the flow-through of the
tax reductfons from using liberalized depreci-
ation as described in Mote 3, were applied on
a consistent basis during the two years /1967
and 1968/."

2, Prospectus, dated April 10, 1969, with respect to the
sale of Florida Gas Company's 5-3/4% Convertible Sub-
ordinated Debentures due April 1, 1989 wherein Florida
Gas Company and Arthur Andersen & Co., make similar
representations on pages 8, 14, 29, and 35 to those
made in the Annual Report of Florida Gas Company,

3. Form 10-K, dated April 30, 1969, filed with the Securities
and Exchange Commission, containing statements identical
to those in the Annual Report of Plorida Gas Company.

TN attachmente refarred to Av. Latc a part of the official file, of the
Tyenmitter
Swniiter,
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In addition, on December 13, 1968, the Company filed fts Amended Declara-
tion of Estimated Income Tax for 1968 on the basis of depreciating its
properties acquired subsequent to December 31, 1967 at accelerated rates
for tax purposes, Also, registration statements filed with the Securities
and Exchange Commission in May 1969, with respect to the Florida Gas Com-
pany Employecs Savings Plan and the Florida Gas Company Qualiffed Stock
Option Plan, contain statements with respect to accelerated depreciation
simflar to those contafned in the Annual Report of Florida Gas Company,

Por the above reasons, Florida Gas Transmission Company requests that

subsection 167 (k)(1)(A) of the Internal Revenue Code, as proposed to

be amended by Section 451(a) of House Bill 13270, be amended in one of
the following manners:

1. Delete subsectfon (1)(A) and substitute the following:

“(A) with respect to such property (or with
respect to property of the same kind as such
property) the taxpayer used a method other
than the straight-line method in the calcula~
tion of income tax expense recorded in his
regulated books of account for his latest
monthly accounting period ending on or before
July 22, 1969."

2. Delete subsection (1)(a) and substitute the following:

"(A) with respect to such property (or with
respect to property of the same kind as such
property) the taxpayer (i) for his latest
taxable year for which a return was filed on
or before July 22, 1969, used a method other
than the straight-line method, or (ii) was,

on July 22, 1969, collecting rates pursuant

to rate schedules filed with a state or federal
agency established by using a cost of service
which included tax expense computed by using
a_method other than the straight-line method
and used a method other than the straight-line

method in his Federal income tax return for

his latest taxable year ending on or before
July 22, 1969," (Changes underlined,)

3. Delete subsection (1)(A) and substitute the following:
"(A) with respect to such property (or with
respect to property of the same kind as such

‘property) the taxpayer (i) for his latest
taxable year for which a return was filed on
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4,

5.

6.

7.

or before July 22, 1969, used a method other
than the straight-line method, or (if) had
a

fled, on or before July 22, 1969, rate
schedules with a state or federal apency

e a stablished by us a
cost of service cluded tax expense

computed by using a method other than the
straight-line method and used a method other
than the straight-line method in his Federal
income tax return for his latest taxable year
ending on or before July 22, 1969." (Changes

underlined.)

Delete the date "July 22, 1969" and substitute the date
“September 15, 1969" therefor.

Delete the words "for which a return was filed" and insert
in lieu thereof the word "ending" so that subsection (1)(A)
would read as follows:

"(A) with respect to such property (or with
respect to property of the same kind as such
property) the taxpayer for his latest taxable
year ending on or before July 22, 1969, used
a method other than the straight-line method,
and",

Delete the word "filed" and insert in lieu thereof the words
"initially due" so that subsection (1)(A) would read as
follows: :

"(A) with respect to such property (or with
respect to property of the same kind as such
property) the taxpayer for his latest taxable
vear for which a return was initially due on
or before July 22, 1969, used a method other
than the straight-line method, and".

After the words "for which a return was filed on or before
July 22, 1969" add "or on or before a subsequent date if a
valid extension to file at such later date had been granted
on or before July 22, 1969", so that subsection (1)(A) would
read as follows:

"(A) with respect to such property (or with
respect to property of the same kind as such
property) the taxpayer for his latest taxable
year for which a return was filed on or before
July 22, 1969, or on or before a subsequent date
if a valid extension to file at such later date
had been granted on or before July 22, 1969,
used a method other than the straight-line
method, and",

-5 -
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STATEMENT OF THE
EDISON ELECTRIC INSTITUTE
TO THE
COMMITTEE ON FINANCE
UNITED STATES SENATE
ON H.R. 13270

September 9, 1969

SUMMARY SHEET

1. We urge the elimination of an existing inequity in our tax structure
and an increase in the Federal revenue by requiring presently tax-exempt
electric power systems to pay Federal taxes equivalent to those now paid by
tax-paying systems.

Since taxes are an operating expense of electric utility systems
and since their rates must be fixed to cover all such expenses, the customers
of government-owned and government-financed power systems, which do notnow
pay any Federal income taxes, escape the tax contributions which customers
of the investor-owned systems are required to pay. We urge that this ine-
quality and inequity in the discriminatory treatment of one group of citizens as
against another should be eliminated.

2. We urge that Section 103 of the Internal Revenue Code be amended
to except from interest exemption all bonds issued to acquire facilities used
in the business of furnishing electric energy or in any other comparable busi-
ness functions.

The furnishing of electric energy to the public is a proprietary
or business function as is evidenced by the fact that approximately 78% of all
electric customers in the United States are served by investor-owned com-
panies. When Congress, in 1959, authorized TVA to issue revenue bonds to
finance its electric power business, Congress expressly provided that the
interest on such bonds would not be exempt from the Federal income tax.
There is no valid reason why the obligations of a State or any political sub-
division of a State, issued to finance the business of supplying electric energy,
should be exempt from Federal income tax.

3. We urge that the Congress authorize State and local taxing author-

ities to impose on Federal power systems, on a non-discriminatory basis, the
same State and local taxes as are levied on comparable investor-owned systems.
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STATEMENT OF THE
EDISON ELECTRIC INSTITUTE
TO THE
COMMITTEE ON FINANCE
UNITED STATES SENATE
ON H. R, 13270

September 9, 1969

This statement is subm.tted by the Edison Electric Institute, which
1s the national trade association of the investor-owned electric power com-
panies. [ts 181 member companies serve approximately 78% of all electric
customers in the United States.

The statement of the Edison Electric Institute at this time i‘/ covers
a proposal to eliminate an existing inequity in our tax structure and to in-
crease the Federal revenue by requiring presently tax-exempt electric power
systems to pay Federal taxes equivalent to those now paid by tax-paying
systems and, otherwise, to achieve a greater degree of equality in the taxes

imposed on electric power systems.

2/ In testifying before this Committee on the transition provisions of
the investment credit repeal, included in H. R. 12290, the Institute
urged deletion of the so-called phase-out in Section 49(d) which is
in direct conflict with, and largely nullifies, a basic premise of the
transition provisions -- i.e., to deal fairly with the taxpayer who
entered into commitments on or before April 18, 1969 in reasonable
reliance on the availability of the investment credit. We also urged
clarification of the definition of a ''certified pollution control facility",
in Section 168(d) (1), to make it clear beyond question that such
portion of a high stack at a generating station as is constructed solely
for air pollution abatement may qualify for accelerated amortization,
This testimony appears in Hearings Before the Committee on Finance,
United States Senate, 91st Cong., lst Sess., on H, R. 12290, July 15,
1969, at pp. 404-415. In accordance with the direction of the Committee
we are not repeating this testimony at this time; our views on these
points have in no way changed and we request they be taken into account
by the Committee in its consideration of H. R. 13270.
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Discussion

There has been increasing emphasis on tax reform proposals for the
elimination of existing tax inequities and the equal treatment of taxpayers
similarly situated.

The imposition of disparate tax burdens on similar businesses repre-
sents a major area in which there is substantial tax inequity and discriminatory
treatment.

In testimony before the House Ways and Means Committee on
February 24 of this year, Mr. Mortimer Caplin emphasized this point and
stated:

""The tax immunity of exempt organization businesses produces !
substantial losses of federal revenues. Even more serious, however,
is the fundamental problem of unfair competition. The businesses
with which the exempt organization competes must pay taxes on ;
their earnings. The exempt organization, on the other hand, can :
make a variety of effective uses of the additional funds which it i
derives from its exemption. It may cut its prices below those which :
are economically feasible for its competitors. It may reinvest its
tax savings in capital improvement and expansion programs . . .

It is, in sum, permitted to wage business competition with a major
and often decisive advantage over other businesses." (Hearings on
Tax Reform Before the House Committee on Ways and Means,

91st Cong., lst Sess., pp. 968-9.)

The elimination of such tax inequities may have the additional salutary
effect of broadening the tax base and increasing the Federal revenue in a

significant amount,

In the broad field of tax inequity between similar businesses, one of
the most flagrant instances of unequal tax treatment is in the electric power

business.
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Since taxes are an operating expense of electric utility systems and
since their rates must be fixed to cover all such expenses, the end result is
that customers of the tax-exempt power systems escape the tax contribution
which customers of the non-exempt systems are required to pay.

The Edison Electric Institute urges that this inequality and inequity
i:; the discriminatory treatment of one group of citizens as against another
should be eliminated by requiring tax-exempt power systems to pay a Federal
tax equivalent to the Federal taxes paid by the non-exempt systems.

The electric utility industry in the United States is comprised of the
investor-owned systerns which serve about 78% of all customers and the
government-owned or government-financed systems which serve the other
22%.

Investor-owned electric systems are, of course, subject to the
Federal income tax and pay State and local taxes which, in most cases, are
higher than those paid by other businesses.

The government-owned and government-financed systems pay no
Federal income tax whatever and their State and local taxes, or payments in
lieu of taxes, are a great deal lower than those paid by investor-owned
systems,

Total taxes of the investor-owned electric utilities for 1968 are
estimated at $3, 484, 000, 000, of which $1, 763, 000, 000 are for Federal
tax. These total taxes represent 22% of operating revenues,

By way of contrast, total taxes of government-owned and government-

financed power systems are estimated for 1968 at approximately $130, 000, 000,
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representing about 3-1/2% of their electric revenues, not one cent of which

was paid in Federal income taxes.

In other words, the govornmont-ov)ned and government-financed
power systems -- which represent about one-quarter of the total industry --
accounted for only about one-thirtieth of the total tax bill of the industry and

made no payment whatever of Federal income taxes or the equivalent.

As indicated in the attached Table, it has been estimated that, in
1967, the Federal, State and local governments lost over $900, 000, 000 in
taxes as a result of the proferential tax treatment of government power
systems; and that the total tax revenue lost by preferential treatment, in the
period 1953 through 1967, is over $10 billion,

_lt government-owned and government-financed power systems were
required to pay Federal taxes equivaient to the Federal income taxes imposed

on investor-owned companies, on the basis, for example, of an equivalent

ratio to plant investment, it is estimated that such Federal taxes would have
amounted to over $500 million in 1966, and for the last 10 years to over
$4 billion.

There are four western European countries which have both investor-
owned and government-owned power systems, It is interesting to note that,
in those countries, an obvious effort has already been made to minimize the
difference in the tax burdens imposed on the different segments of the
industry; and the disparity in taxes, as between investor-owned electric
companies and government agencies, is far less than that in the United

States. The tax burden on investor-owned systems in the United States in
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1966, computed as a percentage of gross revenues, was about ? un'\u the tax
burden of government-owned and government-financed systems. In 1965
(the latest year for which figures are available) the comparable factor in
Finland was 2, 25; in Germany, 1.2; in Norway, 1.25; and in S8weden, 1.76.
It is particularly important to emphasize again that, in the electric
utility business, taxes are an operating expenso which must be included in
rates so that the tax inequity is, in fact, carried over to a highly disparate
treatment of the individual customers of the investor-owned utilities, on

the ong hand, and those of the government-owned and government-financed

power systems, o other. " -

tems, to pay dmon;ﬂ times as much in their rates to co or tax costs as is

paid by the Zw/erved by the lovornmont-owncd and lovcﬂ\mdm-ﬁnmcod

J/
xltemo. = yad A ~.

% The P vince of AZbLita, Canada, has rocontly faced up to this problem,
To puf cus ors of {ivestor-owned utilities on an equal footing with those
of the tax-exempt government-owned systems; {t has author{zed payment
from its Treasuzy to the customers of investor-owned utilitjes of $9 million.
This amount reppesents something over 95% of the Federal gnd Provincial
income o8 d by the invutor-owncd imugm in the yeak in question,

This is, ‘of-Course, mother spproach to achieviy g tax equylity in the treat- *
ment of one group of citizens as against ano The E

revenue, the more appropriate approuch,.tﬁ this countyf is to require the
w\’o:empt pows? systems -- and their customers -/to bear an equivalent
tax burden to that now imposed on the investor-owptd power systems --
and thaig customers. ,
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Unless something is done to eliminate this inequity, the tax dis-
parity among users of electricity will continue year aftur year and will
become even greater. Aas the favored government-owned and government-
financed power systems continue to expand, they will grow at the expense of
all the country's taxpayers and further emphasise the unfair discrimination,
Where two groups of America's electric customers, distinguishable only by
the source of electricity, bear highly unequal tax burdens, tax inequality

exists which deserves the attention of this Committes and the Congress.

Proposed Solutions

I, A start in the direction of achieving tax equality among power
suppliers, and increasing the Fedsral revenus, can bs made by imposing a
tax on the activitine of government-owned aud government-financed power
systems in generating, transmitting or distributing slectric energy. 8uch
tax should be at a specified rate, applied to a base measured by gross plant
investment or by electric revenues, which rate should be comparable to the
ratio of Federal income taxes paid by investor-owned systems to their plant
investment or electric revenues. Federal agencies, such as the Federal
Power Commission, now have all the necessary statistics to derive the
required figures,

Such a tax should be imposed on cooporative systems without regard
to whether they allocate their profits or so-called "margins" to their members
or patrons. In the light of the emphasis on the non-profit character of the

electric power cooperatives, it may be of some interest to note that the
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"net margins'' of electric power cooperatives in 1968 -- i: e., the amount
available after deducting all expenses, taxes and interest charges -- amounted
to over $129 million -- on which not one cent of Fedaral taxes was paid by
either the cooperatives or their customers.

2. There are a large number of State, municipal and other local
gorernmuntal power systems. Interest on their obligations issued to finance
such power systems is exempt under Section 103(a) of the !nternal Revenue
Code. Recently, certain of these governmental agencies have financed
electric power operations through the issuance of industrial development
bonds -« generally for the purpose of furnishing electric energy to large
industrial customers. Exemption of the interest on such bonds 1s claimed
under Section 103(c).

The furnishing of electric energy to the public is not a governmental
function, but is rather a proprietary or business function, as svidenced by
the fact that approximately 76% of all electric customers in the United States
are served by investor-owned companies. It is significant that, when Congraess,
in 1959, authorizsed the Tenncssee Valley Authority to 1ssue revenue bonds to
finance the electric power business of TVA, it expressly provided that the
interest on such bonds would not be exempt from the Federal income tax.
There is no valid reason why any other governmantal agency should be par-
mitted to use tax-exempt bonds to finance facilities used in the business of
supplying electric energy.

Secion 103 should be amended to except from interest exemption
all bonds issued to acquire facilitios used in the businese of furnishing

electric energy or in any other comparable business functions.
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V. A further step which, in our view, ought 1o b'e taken to reduce
existing 1ax inequality amonyg ssnalar businesscs 18 for the Congress to
authiorize diate and local governments to impuse on Federal power systemn,
on 4 non=discriminatory basis, the same State and local taxes as are levied

ot compatable investorsowned sy stems,

Condlusion

Govermseatscaned and government-Lnand ed power systems cn-
paped an the Lusiness of furmishing electrie power -« and their customers -+
shoulil be required to make comparable contributions in taxes to thuse re-
quired of investor-owned power systems <= and their customers, We urge
that now, when one of the facets of tax reform being studied 18 the climmation
of tax dasparity among sunilar busincases, 1t 18 time to act to aolinusate
At least reduce the tax inequities whach exast an the vital clectric tility
maustry.

Such action would achieve the highly salutary objectives of (1)
clunmmating or reducing an existing inequity between customers of the
mestor-owned segment, on the one hand, and custumers of the government -
owned and government-finane ed segment, on the other; (2) reducing the
disparity in tax treatment between similar busincssces; and (3) broademing

the tax base and mcercaming the Federal revenue 1n a significant amount,
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Trend in Estimated Annual Taxes Not Pald by Government-Swned
or Financed Electric Utilities...

Total taxes net paild during paried
1953-1967= $10, 016,000,000
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AMERICAN TELEPHONE AND TELEGRAPH COMPANY

190 BroADwAY Niw YORR N Y 10007

Asta Cous 212  3903.0000

September 24, 1969

Honotable Russell B. long
Chasrman

Committee on Finance
United .‘tates Senate
Washingion, . C. 20510

Dear Mr. Chairman

This etatement 19 respectiully submitted on behalf of the
Dell Telephone System in (avor of the public utility tax depre-
ciation provisions as set forth in Section 481 of H.R. 13270,

The repurt of the Committee on Waye and Means
accompanying H.R. 13270 discusses the background and need
for legislation along the line of proposed Section 451, and 1| will
limit my comments to & summary of the highlights of this beck-
ground as 1t affects A.T.& T and ite operating telephone
companies.

Briefly stated, we are convinced that the proposal is in
the best interests of our customers and the Federal Treasury.
We believe this hill, which directly involves 3 matter of tax
policy, has been well designed to accomplish ite purposes and
does not infringe on regulatory authority.

We are vially interested 1n these provisions becauee, 8o
a capital-intensive industry, the Bell System companies must
invest -- and recover through depreciation -- large amounts for
the replacement, modernisation and expansion of communications
plant to meet public demand for service. The Bell System
construction program this year calls (or expenditures of about
$5.7 billion, with every indication that the need in 1970 will
be grester.
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Proposed Reform Provides Working Capital
in Accord with Congressional Intent

Section 450 of LR, 13270 19 a reform mecasure which will
assure that the original purpouse of Congress, when it authorized
accelerated tax depreciation in 1954, will be carried out substan-
tially tor the regulated sector of the cconomy as 1t 1s being
ulisllvd i the unregulated sector,

The declared purpose of Congress in 1954, when it initially
authorized accelerated tax depreciation under Section 107 of the
Internal Revenue Code, was to make working capital available to
all American ndustry -« regulated as well as unregulated -- to
encourage mudernization and expansion of industrial capacity.

This purpose was clearly siated in the Congressional reports,
including that of the Senate Finance Commutter, accompanying the
original enactment of Section §67.)

in the case of non-regulated industrics the accelerated tax
depreciation provisions of Section 161 operate as Congress intended
and produce working capital for these industries in one of two
ways. Firet a non-regulated company may use accelerated depre-
ciation not only for tax purposes but also lor book purpuses and to
reflect the eflect in 1ts carnings. When this is done, tax payments
are lower, cash flow is increased and outside capital requirements
are thereby reduced. Another way 4 non-regulated company can
obtain working capital 18 to use straight-hine depreciation for book
purposes, accelerated depreciation for tax purposes and reflect the
reduction 1n cureent tax payments in a reserve to allocate tax
vosts properly over the lile of the property. This procedure 18
known as ‘normalization” and 18 reydired by the accounting
profession and the Securities and Exchange Comnmussion for all non-
regulated ‘ndustrics when faster depreciation 1s used for tax
purposes than for book putposes.

For a signilicant number of regulated public utilitics,
however, the accelerated tax depreciation provisions of Section 107
have not heen sccomplishing their purpose. Since regulatory

——

1. 8. Rep. No. 1622, p. 26. Sccalso H. Rep. No. 1337, p. 24
(B3d Cong. 2nd Scss.)
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comnussions generally require utilitics to use straight-line
depreciation for book purposes, only the second methnd mentioned
above 10 available to public utilitics that wish to obtain working
capital in this manner.  llowever, many regulatory agencies wall
not pernt the "normalization’ procedure which, as indicated
above, 18 required by the accounting profession and the S.F. C.

in the case of non-regulated industey.  Kather, they require the
utilitics under their jurisdiction 1o use an exception ta tlus
procedure, knuwn as ‘flow -through . Under “flow-through the
cash flow genrrated by acoelerated tax depreciation can be used to
subsidiar rates charged to current utility (ustomers rather than
to create & reserve of working capital. When this occurs, the
cash flow gencrated by the use of accelerated tax depreciation
does not gencrate a source of capital that Congress intended to
provule under Section 167,

Any short-tetm benelit to current utility customers {rom
‘flow<through’ 1s at the expense of future utility consumers and
imparrs the hiaan~ial position of utilities by burdening them with
large amounts of unprovided-(or costs, For these reasons, Bell
System companies -. even though they have had pressing and
ncreasing needs for large amounts of capital to provide the
communications needs of the country and have wanted to obtain
capital by using accelerated tax depreciation -- have to date
used for tax purposes the same straight-line depreciation method
prescribed by the F.C.C. for book and rate-making purposes,

In a time of rapidly cxpanding national need for utility
services, accompanied Ly unprecedented demands for ulility
investment capital, Section 461 of LR, 13270 will afford all
present steaight-line and present norialining wbilitics the same
opportunity as nonregulated ndustry to obtain working capital
from the use of accelerated tax depreciation, thus cnabling those
utilities to compete on the same terms as non-regulated industry
n the capital markels,

Utility Consumers Denchit

Section 450 of H.R. 13270 also serves to assure in the
case of present straight-line utilitics -- thus, inctuding Bell
System companics -- and also in the case of present normalizing
companics, that the (ull benelits of accelerated tax depreciation
will go to customere hoth present and future.
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There 10 a widespread beliel that utility consumers are
better of( under flow-through than under myrmalization. The (act

19, however, that the difference between flow-through and normaliza-

tion, so (ar as utibity rate payers are cuncerned, 18 simply which
particular utility customers get the benelit and when.  Flow-through
treats the entire reduction in current tax payments as svailable to
reduce rates to today's customers. But it has been demonstrated
that utility revenue requirements -- and thus rates charged utility
customers -- become greater after a period of time under flow.
through than they would be under normalization. Flow-through, in
sum, gives a windlall benefit to todey's customers (o the detriment
of tomorrow's customers.

With normalization, on the other hand, there is a savings
in capital costs to utility consumers because they do not have to
pay interest or other charges for these capital funds used in
providing utility service. Moreover, reduced demand on the money
markets may tend to lower the costs of the remaining external
{inancing requirements. Under Section 451, regulatory agencies
would have full authority to see Liat the normalizetion reserve is
used as cost-frec capital, and that the {ull benelit of this cost-free
capital 1s given to utility customers. il the Bell System companics
could normalize, they have made it clear they would use the
reserve (or the benefit of customers, passing savings in capital
cost on to custuniers over the entire period the working capital 1s
used in their behall. No Bell System customer would be called on
to pay higher charges because the cash (low (rom accelerated
deprecistion had heen used to subsidize rates of carlier customers.
all Bell System rate payers would reccive an increasing benefit as
the cost of capital is reduced.

Federal Tax Revenues Are Protected
__Against Unintended l.oss

Section 451 of H.R. 13270, in addition, will tend to increase
Federal tax revenue levels. The Report of the Ways and Means
Committee estimates these increased tax revenue levels annually at
$60 million in 1970, $260 million in 1974, and $310 million 1n 1979,

These increased tax revenuc amounts derive directly from
the cifcct of “flow-through' on utility Federal income tax paymaents.
The result of "flow-through” «n general, as pointed out by the
House Report, is to double the Government's revenue reduction in




the carly life of plant when measured against that which 1s
contemplated to result directly from granting accelerated tax
depreciation allowances to industry. Normalization, largely,
avouds thie doubling effect.

As mentioned above, Bell System companies to date have
used the straight-line depreciation method for Federal income tax
purpuses. However, regulatory and other pressures have reached
the point where the Bell System no lunger has any practical
choice but to adopt accelerated tax depreciation. Moreover., some
regulators are impuling accelerated lax depreciation with - flow-
through' on companies even though the companies are in fact using
straight line tax depreciation. If legislation applying to present
straight-line companies along the line of Section 451 of H.R. 13270
were nut to be enacted, and Bell System companies were forced -.
as they inevitably would be by regulatory pressures -- to adopt
accelerated tax depreciation with “flow-through', the reduction n
their tax payments for 1970 would be about $110 million, (assunung
accelorated tax depreciation 18 taken only on plant placed in service
after December 31, 1909), or some $5% million greater than the
cstimated reduction in their tax payments under normalization for
1970, If legiolation along the lines of Section 451 of H.R. 13270
covering present straight line utilities were enacted into law, the
Bell System companies would cxpect to take accelerated tax
depreciation on plant added in 1970 and r.bsequent years with
"normalization”.

In our view the provisions of Section 45) of H.R. 13270 are
in the public interest, and | urge that they receive the Committee's
favorable consideration.

Reapectfully yours,

A. 1. Stott
Vice President and Comptroller



