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TAX SUBSIDIES AND TAX REFORM

WEDNESDAY, JULY 19, 1972

COxNzGrEss OF THlE UNITED STATES,
JOINT EcoNoMic COM313TEE,

Washington, D.C.
The committee met, pursuant to notice, at 10:10 a.m., in room G-

308, New Senate Office Building, Hon. William Proxmire (chairman
of the committee) presiding.

Present: Senators Proxmire and Javits; and Representatives Reuss
and Griffiths.

Also present: John Pa Stark, executive director; Loughlin F. Mc-
lugh, senior economist; John R. Karlik, Richard F. Kaufman, and

Courtenay M1. Slater, economists; Lucy A. Falcone and Jerry J. Jasi-
nowski, research economists; 'W1alter B. Laessig, minority counsel;
and Leslie J. Bander, minority economist.

OPENING STATEMENT OF ChAIRMAN PROXMIIRE

Chairman PROXMIRE. The committee will come to order.
The Federal tax system has deteriorated to the point that it repre-

sents one of the Nation's major economic problems. I am dismayed,
however, by the way the tax reform debate has been characterized by
a lack of hard facts and careful studies of the tax system.

Some reform advocates have promised more than they have thus
far been able to substantiate.

The administration, on the other hand, acts as if there is nothing
wrong with the tax structure.

Only by careful study and debate can we determine where the truthl
lies. Because it is such a complicated and far-reaching matter. now is
the time for both Congress and the administration to be hard at work
studying the subject. These hearings will endeavor to provide careful
analysis and debate on the Federal individual and corporate income
tax systems.

On the basis of previous testimony before the Joint Economic Com-
mittee, I think it is clear that the Federal individual and corporate
income tax systems have developed the following deficiencies:

No. 1, because of the large scale injection of tax subsidies, the income
tax laws have lost much of their revenue generating capacity. Over
the last 10 years, special reductions of Federal income taxes have re-
duced annual full employment revenues by about $35 billion-or more
than the very large deficit of last. year.

No. 2, these same tax subsidies have shifted the tax burden away
from the corporate and individual income tax systems to the more
regressive payroll taxes. Individual income taxes, our most progressive
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tax, dropped as a share of the total tax burden from about 46 percent
in fiscal 1969 to an estimated 43 percent in fiscal 1973.

At the same time. corporate income taxes, which have some progres-
sivity even though much of it may be shifted to consumers, dropped
from 20 percent in 1969 to an estimated 16 percent in 1973.

Taken together, this represents about a 7-percent decrease in Federal
individual and corporate taxes in only 4 years. During the same time
regressive social insurance taxes rose from almost 21 to an estimated
29 precent, or approximately 8 percent.

And most of the tax subsidies benefits accrue to upper income fam-
ilies. In an earlier study done for the committee, for example, Mr.
Joseph Pechrnan and Mr. Ben Okner found that 47 percent of the
special tax provisions in the individual income tax system are received
by 8 percent of the families with 25 percent of the total income.

No. 3. these tax subsidies have made paying taxes so complicated
that our citizens cannot understand the system. Internal Revenue
Service Cor.nmissioner Johnnie Walters has recently reported that
about hal f of the nearly 80 million returns filed for 1971 were prepared
commercially, and that many of those who go to commercial tax pre-
parers are wage earners who are least able to afford it.

These deficiencies have, in my opinion, made the case for some form
of tax reform in the near future. The issue now is how to go about tax
reform: What Drovisions should be altered. and how, to what extent
should we reform corporate versus individual taxes, and over what
time period. In other words, what should be the Nation's plan for tax
reform?

The Mills-Mansfield proposal to systematically review all these tax
subsidies over a 3-year period is certainly a good first step. But we must
prepare for that systematic review now by developing careful studies
of the present economic effects of each special provision and, as im-
portant, the likely economic effects of removing or altering the pro-
vislons.

Prior to these hearings, the Joint Economic Committee published
several new studies evaluating about $23 billion worth of Federal in-
dix-idual and corporate tax subsidies. This was done as part of outr
continuing re- iew of Federal subsidies. These studies evaluated in-
vestment incentives, capital gains. tax-exempt municipal bonds, real
estate incentives, tax subsidies to the timber industry, to the oil indus-
trv. and to the insurance industry.

Although the studies will no doubt be controversial-and in some
cases we ..il-l need additional evaluation-these studies point the way
to raising- ezd-itiornal billions of Federal revenue while increasing the
efficiency of o u' Federal tax system and its fairness. Our hearinzs
todav will continue to focus on developing information to assist the
Congress in the "how" of tax reform.

As our first witness this morning, we are delighted to have the dis-
tina-tishied Congressman, Representative Charles A. Vanik, Demo-
crf.d of Ohio.

Mr. Vanik, will you come forward and take your position at the
mierophone, hare?

MTr. Vanik has represented the Cleveland area of Ohio since 1954
in the Houise of Representatives. He is a graduate of the Western
Reserve Universitv School of Law. He has served as a member of the
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Cleveland City Council and the Ohio State Senate, as a judge of the
Ohio municipal court. and he has established himself as an outstand-
ing expert on taxes in the Congress.

Mr. Vanik, go ahead. You are aware that you are constrained be-
cause you have so much information. You have done a marvelous job,
I think, of assembling a great deal of data that has not been available
before. I am embarrassed to have to apply the 10-minute rule, but that
is a rule that we do apply, and maybe in the questioning period, you
can bring out some points you didn't have a chance to bring out
before.

Representative VANIS. Mr. Chairman, I wonder if I could have with
me Mr. Vaughan, Mr. Talisman, and AMr. Pedley.

Chairman PROXMIRE. Certainly.

STATEMENT OF HON. CHARLES A. VANIK, A U.S. REPRESENTATIVE
IN CONGRESS FROM THE 22D CONGRESSIONAL DISTRICT OF THE
STATE OF OHIO, ACCOMPANIED BY JAMES K. PEDLEY, WILLIAM
K. VAUGHAN, AND MARK E. TALISMAN, STAFF

Representative VANNIE. Mr. Chairman, today's testimony is a follow-
up to the presentation which I made before your committee on March
21st. At that time, I pointed out that an examination of several major
corporate reports indicated that some corporations were making prof-
its, paying dividends-yet paying no Federal corporate income tax.
During my testimony, it was agreed to proceed with a formal, orga-
nized study of America's largest corporations and the level of Federal
taxes which they paid.

AMr. Chairman, at this point, I would like to ask your permission to
place into the record a complete tabulation of the findings that we have
made in the prepared statement.

Chairman PROXMTRE. Without objection, the entire prepared state-
ment will be printed in full in the record, including the very helpful
tables and the other material, at the end of your oral statement.

Representative VANIK. The table in particular was in process about
5 months and I certainly would appreciate having it included.

A portion of this study is now completed. I believe that it provides
valuable information on the questions of corporate tax policies, inequi-
ties, and distortions, created by some of the tax subsidies which have
been enacted. These policies halve a definite inter-enterprise effect be-
tween corporations as well as individuals.

AMy study examines 145 companies selected from the 1970 Fortune
magazine lists of large corporations, and covers the years 1969, 1970,
and 1971.

The study is based entirely on information available to the general
public., including prospectuses filed with the Securities and Exchange
Commission, as wvell as annual reports to shareholders.

I might say, Mr. Chairman, ewe have gone over some 1,400 annual
reports.

It should be noted that the figures presented in the table represent
approximations rather than precise figures. In a few isolated cases,
the margin of error may be considerable. This is because the public
sources generally did not present the data in a comprehensible form,
resulting in deceptive reports that even a CPA can't decipher.
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Corporate annual reports are a "mirage of ambiguous statements"
that lead stockholders to believe that business is better and profits
are improving. The tax statements of these same companies to Internal
Revenue often illustrate a completely different picture that reduces
their profit figure, which in effect, reduces their total tax figure. Like
the medieval European peasants, for their stockholders they wear their
wedding clothes; for the tax man, they wear rags.

Let me say here that I believe the figures in the tables are as accurate
as they could be made by my staff, aided by expert certified public
accountants. If there are errors, the fault probably lies in the unneces-
sary complexity used by corporations in submitting data which
was designed to serve the public-but which is almost completely
obscured from public scrutiny.

U.S. Steel, for example, combined their United States and foreign
income taxes so that even after careful study, an informed citizen can-
not tell who was paid what without calculations and careful work %with
footnotes. IB3M, the fifth largest corporation in this land, combined
their foreign and federal taxes in all public records, including their
10-IK forms. Other companies which did the same include RCA, Na-
tional Cash Register, and Colgate Palmolive.

These companies have disregarded SEC rules on disclosure. For
commercial and industrial companies, SEC rule 5-04, 15 provision for
income and excess profits taxes (regulations S-X, page 12) requires
that: "(1) Federal income taxes (normal and surtax); (2) Federal
excess profits tax; and (3) other income taxes-State, local, and
foreign-be stated separately." Yet these companies-and many
others-have combined all income taxes into one expense figure.

Just recently, we had a report from the petroleum industry in which
they added to their taxes, paid out, all the excise taxes which were
paid by the consumers who purchased their products. Now, that
has certainly carried it to the extreme.

America's corporate giants may have been able to utilize the tax
subsidies included in the Internal Revenue Code to obtain an effective
tax rate low er than the average tax rate paid by all American corpora-
tions. Some of these corporate giants have managed to escape all Fed-
eral tax payments-despite the fact that they are earning substantial
profits and paying out dividends.

Data was not available for all of the top 100 industrial corporations.
In addition, the summary statistics did not include those few firms
which had a loss.

In general, it appears that in any one year. about 10 percent of the
Nation's top industrial corporations did not pay any Federal corporate
tax on their taxable net income. In 1971, five out of the 45 corporations
for which figures were available did not pay any Federal corporate
tax on before tax income of $382 million. These companies were: Con-
tinental Oil; McDonnell Douglas; Gulf & Western Industries; Alumi-
num Company of America: and Signal Companies. In 1970, nine of
86 corporations did not pay any tax on $682 million in taxable in-
come. In 1969, seven of 78 corporations did not pay any Federal corpo-
rate tax on over $862 million in taxable income.

By usino proportions, it can be estimated that when the complete
data for 1971 is available on all of the top 100 industrials, Federal cor-
porate income tax avoidance may amount to $1.2 billion.
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In addition, the study shows that about 10 to 15 percent of the top
100 industrials who earned profits generally pay a Federal corporate
tax rate of less than 10 percent. For example, in 1970, 13 out of 86
corporations paid less than a 10-percent rate on almost $3.2 billion in
taxable income.

I am sure that every American citizen will be shocked and disap-
pointed at the way in %which many of these corporations have avoided
the statutory Federal tax requirements. I hope that the revelation of
the fact that many corporations are completely or substantially escap-
ing support of the Federal Government will cause all Americans to
consider the need for tax reform-not just individual tax reform, but
corporate tax reform as well.

Great public concern and indignation has been focused on those 107
Americans who received more than $200.000 in income last year yet
paid no Federal income taxes. But put the facts in perspective: Those
107 Americans received a total of $26 million tax free. In 1970 nine
corporations out of the top 86 had a pretax income of $682 million-
yet paid no Federal taxes.

But this study has more to teach us than the fact. that we need tax
reform.

This study documents, in many ways, how the Federal tax system is
encouraging the growNtlh of moniopolies, conglomerates, and suprana-
tional corporations. It reveals how many of the tax subsidies provided
by the Congress have outlived their usefulness and are now creating
severe problems of inequity and injustice between corporations-both
vithin the same industries: and between different indlustries.

The average effective tax rate of all American corporations in 1969
was 37 percent. But the average tax rate for the top 100 industrial
corporations which showed a profit in 1969 was 26.9 percent. This
means that the smaller corporations appear to be paying a rate above
the average. It is my estimate that the smaller corporations-those
under the top 100-pay. on the average, a rate of 44 percent. Obviously
the giant corporations enjoy greater cash flow. higher rates of return-
and the economic power to acquire more and more subsidiaries-thus
driving the smaller firms which pay higher rates of taxation out of
business.

In 1969 profitable firms in the top 100 had an effective tax rate of
26.9 percent. By 1971 this figure was reduced to 24.4 percent. Let there
be no doubt that the effective tax rate for the top 100 is headed for even
further decline in the future because of the giveaway provisions of
the 1971 Revenue Act.

The steel industry, particularly IT.S. Steel has paid a low effective
tax rate over the past 3 years. In 1970. U.S. Steel paid no Federal tax,
received a credit or reduction of its tax liability of $66 million-yet
had an income before taxes of $109 million.

Some oil griants have-in some vears-paid high effective tax rates.
Standaird Oail of Ohio. for example, paid a 41.1 percent rate in 1969-
and apparently no tax in 1970. Out of the 17 oil companies studied, 10
paid less than 10 percent in 1969 and seven paid less than 10 percent
in 1970.

The timber industry giants pay effective tax rates of between 10-20
percent on large pretax incomes.
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Each of these industries is a horror story of tax avoidance. I have
provided sections in my statement detailing how these industries have
been able to eliminate the major portion of their tax burden.

These corporations have done nothing illegal in lowering their tax
rates-they have simply taken advantage-quite effectively-of the
multitude of tax subsidies which have been enacted into the tax laws
over the years.

The investment tax credit, with a yearly cost of Si3 billion, has failed
to place an emphasis on new capitftl expansion. 57 percent of the in-
vestment credit went to those industrial corporations with over a
quarter billion dollars in assets-approximately 260 corporations.
Small corporations and businesses only see crumbs of the investment
credit.

The tax advantages which these large corporations are receiving and
which are concentrated in the ]argest corporations have a questionable
effect on the Nation's employment. This study shows that the top 100
U.S. corporations are providing less jobs as their corporations ex-
pand. In 1969, the sales for the top 100 was $280.4 billion; in 1971 sales
amounted to $315.2 billion-an increase of 12.5 percent in sales. But in
3 years employment in these top 100 corporate giants dropped
by 5.2 percent or 500,000 workers. The last 100 companies on the For-
tune list-that is, companies 401 through 500 increased sales by 16
percent 'but also increased employment by 1.4 percent.

Present tax laws and their interpretation by the administration seem
to indicate a drastic phaseout of corporate Contribution to the cost of
government. If corporations are to reduce their contributions to the
Government, how will the deficiencv be made up?

Then it might be argued, "well, if the corporations don't pay taxes,
their dividends do." But to what extent is this true? To what extent
are American corporate profits a closed cycle? What percentage of
corporate stock is owned by other corporations who pay little or no
tax on dividend income? If three American citizens could earn $7,-
353,000 in dividends in 1970 and pay no U.S. taxes, how many other
billions of dollars in dividend incoime are tax free?

Records suggest that the dimension and capacity to create tax de-
ductions is directly related to the size of dividends received. The ex-
tent of dividend tax avoidance cannot be estimated without some plan
of dividend withholding.

Thank vou.
(The prepared statement of Representative Vanik follows:)

PREPARED STATEMENT OF HON. CHARLES A. VANIK

CORPORATE FEDERAL TAX PAYMENTS AND FEDERAL SUDSIDIES TO CORPORATIONS

Senator Proxmire, Members of the Committee, today's testimony is. in a sense.
a follow-np to the presentation which I made before your Committee on MNarch
21st on the subject of the Value-Added Tax and possible revenue raising alter-
natives. At that time, 1 indicated my opposition to VAT-a regressive National
Sales Tax-and pointed out that an examination of several major corporate
reports indicated that some corporations were making profits. paying dividends-
yet paying no Federal corporate income tax. During my testimony, it was agreed
to proceed with a formal, organized study of America's largest corporations and
the level of Federal taxes which thev paid.

A portion of that study is now completed. T believe that it provides valuable
information on the questions of corporation tax policies and inequities and dis-
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tortions created by some of the tax subsidies which have been enacted. These
policies have a definite inter-enterprise effect as well between corporations and
individual persons.

SCOPE AND METHOD OF SURVEY

Mly study examines 145 companies selected from the 1970 Fortlne magazine
lists of large corporations, and covers the years 1969, 1970, and 1971. These
include: The top 100 industrial corporations; 20 airlines. railroad and trucking
corporations; 10 telephone, electric power and gas transmission corporations;
the 6 largest retailing corporations; and the 9 largest commercial banks.

The study is based entirely on information available to the general public,
including 10-K reports, registration statements, and prospectuses filed with the
Securities and Exchange Commission, as well as annual reports to shareholders
and annual reports to the Interstate Commerce Commission.

The attached table shows the approximate taxable income, taxes paid and
effective tax rates of the companies studied, where the information could be
secured from public sources. It should be noted that the figures presented in the
table represent approximations rather than precise figures. In a few isolated
cases, the margin of error may be considerable. This is because the public sources
generally did not present the data in a way in which they could be used directly
to calculate the effective tax rates of the corporations. Adjustments were neces-
sary in order to arrive at approximate figures. Because of the complexity in
reporting. it was not possible to obtain data for each corporation on the "top
100" list. The sample in the study is as follows: 100 industrial

corporation.5

Year: sample
1 9 G9 -- - --- ----- ---- -- ---- --- --- -- ----- -- ----- --- ---- ---- -- So
1970 -_________--_____--______________________ --______ -- 92
1971 ------------ _------ 48

The confusion, complexity and secrecy which shrouds corporate tax and
financial reporting is nearly indescribable. I will comment on these problems later
in my statement. Let me say here that I behicue the figuries in tMe Charts are as
accurate as they coald be made by my staff, aided by expert Oer-ificed Pablic
Accounstants. If there are errors, the fault probably lies in the unnecessary com-
plexity used by corporations in submitting data which was designed to serve
the public-but which is almost completely obscured from public scrutiny.

FINDINGS OF STUDY OF FORTUNE MAGAZINE LIST OF TOP 100 U.S. INDUSTRIAL

CORPORATIONS

Mr. Chairman. the study which I have completed, and which is attached to
this statement, provides ample evidence that America's corporate giants have
been able to utilize the tax subsidies included in the Internal Revenue Code
to obtain an effective tax rate lowver than the average tax rate paid by all
American corporations. Some of these corporate giants have managed to escape

I The SFC statements, for example. show Federal income taxes for finRaneial reporting
purposes that freomiently differ from the amount actually paid. This, in turn, is due to
diffOrences in timing of income and expenses.

To illustrate the SEC statements freauentlv renort depreciation expenses on the basis
of str'ight-line denreciatimo over the ulseful life of the asset. However. for tax purposes,

'laRss life deoreciation (ADR) and accelerated denreciation methods are nusually used where
allowable. Similarly some companies spread investment credits over the entire life of trhe
asset for hook purposes. Other examples of such differences in timing for book purposes and
tax purnoses concern Installment sales which are reported on a full acecral basis for hook
Durnoses and on an installment basis for tax Purnoses. Similarly. for book iurnoses. war-
rantv expenses are deducted on an estimated basis in the year the warranty is Issued
while for tax purposes. wvarrantv costs are not dednctible until actuallY iTlcurred7.

The effective tax rates nresented in this study were arrived at after adjusting both the
cornorate income and the Federal income taxes showvn in the p,,hlic statements.

In general the tax base (i.e.. corporate Income) used In this study was computed bv
taking the net income after tax shown on the company income statements and adding
back the Federal income tax expense shown in the statements. In some cases. adjiqatnente
were madrtbe frne of ndilfst-ents required to make sense of the SEC Mlings further
deecribed in detnil in the appenlix.

It is important to note, though, that In some cases. the tax eyrwn-s ' .inc In the
eompany's statements present one ngrrerate figture for combined Federnal State and local
and/or foreign income taxes. Since. in these cases. it was not possihbe from the published
data to exclude the state and local. or foreirn income taxes, the entire tax expense ose
treated as Federal Income tax expenses-except where the State and local or foreIgn
Income taxes were helieved in he extremely significant, In which case the data for that
company were deleted from the study.
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all Federal tax payments-despite the fact that they are earning substantial
profits and paying out dividends. In fact, 1971 was the best profit year for Ameri-
can corporations in the last 5 years.

The following table lists the number of industrial corporations in the top 100
of the Fortune list who made profits but which paid no Federal corporate
taxes:

1969 1970 1971

Number of corporations .---.. 7 out of 73 ---- 9 out of 86- 5 out of 45.
Amount of taxable income on which no tax was paid $862, 500, 000- $682, 000, 000 - $ 382, 000, 000.

Those profitable corporations which paid no Federal income tax in 1971 were:
Taxable incoute-

but vo tax paid
Continental Oil…-- -- -- -- -- -- -- -- -- -- -- -- -- -- ----- $109, 030, 000
McDonnell Douglas…-------------- ----------------------------- 144, 613, 000
Gulf & W estern Industries…------------------------------------- 51, 381, 000
Aluminum Co. of America------------------------------------- 50,199, 000
Signal Companies--------------------------------------------- 26, 863, 000

Because the figures for 1971 include only 45 out of the 100 corporations, the
total corporate income escaping tax for 1971 wsill obviously be much higher. Using
proportions, it may approach $1.2 billion.

The next table lists the number of corporations in the Fortune 100 list which
made profits but paid an effective Federal tax rate of only 1-10 percent:

1969 1970 1971

Number of corporations -.- 10 out of 78 - 13 out of 86 6 out of 45.
Amount of taxable income on which less than 10 $3, 377, 000, 000 - $3, 171, 000, 000 - $2, 327, 000, 000.

percent U.S. corporate tax was paid.

Therefore, the next table summarizes the two previous tables providing the
total figure of those corporations which paid no Federal income tax or less than
a 10% effective rate.

1969 1970 1971

Number of corporations -17 out of 78 -- 22 out of 86 .-.- 11 out of 45.
Amount - $4, 239, 500, 000 $3, 853, 000, 000 $2, 709, 000, 000.

I am sure that every American citizen will be shocked and disappointed at the
way in Which many of these corporations have avoided the "nominal" or 'statu-
tory" Federal tax requirements. I hope that the revelation of the fact that many
corporations are completely or substantially escaping support of the Federal gov-
ernment wvill cause all Americans to consider the need for tax reform-not just
individual tax reform, but corporate tax reforms as wvell.

Great public concern and indignation has been focused on those 107 Americans
who received more than $200,000 in income last year yet paid no Federal income
taxes. But put the facts in perspective: those 107 Americans received a total of
$26,000,000 tax free. In 1970 nine corporations out of the top 86 had a pre-tax
income of $682,000,000-yet paid no Federal taxes!

But this study has more to teach us than the fact that we need tax reform.
This study documents, in many ways, how the Federal tax system is encourag-

ing the growth of monopolies, conglomerates, and supranational corporations. It
reveals bow many of the tax subsidies provided by the Congress have outlived
their usefulness and are now creating severe problems in inequity and injustice
between corporations-both within the same industries and between different
industries.
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THE FEDERAL TAX CODE FAVORS THE GIANT CORPORATION

The average effective tax rate of all American corporations in 1909 was 37%/e.
But the average tax rate for the top 100 industrial corporations was 26.9%. This
means that the smaller corporations appear to be paying a rate above the aver-
age! It is my estimate that the smaller corporations-those under the top 100-
pay, on the average, a rate of 44%. Obviously the giant corporations enjoy
greater cash and more subsidiaries-thus driving the smaller firms which pay
higher rates of taxation out of business.

The trend of "low" effective tax rates for the "100 giants" appears to be
accelerating, as the following table shows:

Effective Size of sampln
tax rate (profitable

(percent) firms only)

1969 - 26. 9 78
1970 -25.8 86
1971 -24.4 45

While the average effective tax rate for these "giants" is in the upper 20 percent
level, there are a number of industries within this group with much, much lower
tax rates.

The steel industry, particularly U.S. Steel, has paid a low effective tax rate over
the past three years.

Some oil giants have-in some years-paid high effective tax rates. Standard
Oil of Ohio, for example, paid a 41.1% rate in 1969-and. apparently, no tax in
1970. Out of the 17 oil companies studied 10 paid less than 10% in 1969 and
7 paid less than 10% in 1970.

The timber industry giants pay effective tax rates of between 10-20 percent
on large pre-tax incomes.

Each of these industries is a horror story of tax avoidance. Later in my state-
mesnt, I have provided sections briefly describilng howv these industries have
been able to eliminate the major portion of their tax burden.

HOW DO CORPORATIONS REDUCE THEIR TAX BURDENS?

These corporations have done nothing illegal in lowering their taa rates-
they have simply taken advantage-quitc effectively-of the munltituade of taex
subsidies which have been enacted into tite tar laws over the years.

Your Committee has been examining the efficiency and justification for a num-
ber of these subsidies. It is vital that we in the Congress-and the entire American
public-make a careful examination of these subsidies which place the Federal
tax burden on the individual taxpayer, provide enormous benefits to a very few,
and have resulted in terrible inefficiencies in the use of our resources.

As I will point out in later sessions of this testimony, many of these subsidies
have failed in their purpose.

1. The Investment Tax Credit, with a yearly cost of $3 billion, has failed to
place an emphasis on new capital expansion. It is one of the most inefficient ways
of reducing unemployment. It has done little to end the recession.

The tax advantages which these large corporations are receiving and which
are concentrated in the largest corporations have a questionable effect on the
Nation's employment. This study shows that the top 100 U.S. corporations are
providing less jobs as their corporations expand. In 1969. the sales for the top
100 aoas $2S0.4 billion; in 1971 sales amounted to $31.5.2 billion-an increase of
12.5% in sales. But in these three years employment in these top .100 corporate
giants dropped by 5.2% or 500,000 wvorkers. The last 100 companies on the
Fortune list-that is, companies 401 through 500 increased sales by 16% but also
increased employment by 1.4%.

2. The subsidies to the oil industry have failed to increase petroleum reserves,
yet its cost is measured in the billions.

3. The tax subsidies for the timber industry have failed to insure the proper
logging conservation practices for which it was designed.
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4. The Foreign Tax Credit-and other foreign investment subsidies-have
exported jobs, domestic capital needed for increased American productivity,
and removed billions from the U.S. Treasury.

The failure of these various tax subsidies-and others-are discussed in
greater detail in the detailed portions of my testimony.

Let me simply say, it is time that these tax subsidies must be reviewed and
modified if the smaller corporations are to survive absorpton by the giants with
their tax advantages.

Aided and abetted by our tax laws-the free enterprise system in America
has become one large chicken factory where little chicks are grown to maturity
and made marketable to satisfy the unending appetite of conglomerate cor-
porate America.

CONFUSION IN CORPORATE REPORTIN_\G

Corporations. through complex reporting procedures. have made it impossible-
in all too many cases-to accurately estimate, from public sources, the actual
Federal income tax paid for any particular year. The asnual reports are a "mi-
rage of ambigvous statemcents" that lead the stockholders to believe that busi-
ness is better and profits are improving. The tax statements of these same com-
panies to Internal Revenue often illustrate a completely different picture that
reduces their profit figure. which in effect, reduces their total tax figure. Like
the medieval European peasants, for their stockholder they wear their wedding
clothes; for the tax man, they wear rags.

TAX RATE VARIATIONS AMONG CORPORATIONS

The attached tables show the approximate effective rate of Federal income tax
paid by the companies covered 'by the study after the adjustments described
above. It indicates considerable variation in effective tax rates not only as
between companies in different industries. but for different companies in the
same industry and for the same company in different years.

Retail companies generally are among those paying the highest effective
Federal income tax rates of the companies covered by the study. The approxi-
mate effective rates for four retail companies for example (A&P, Kroger, J. C.
Penney, and Federated Department Stores), on a combined basis for 1969, P1M7,
and 1971 were 43.8. 42.4 and 38.0 percent respectively.

Some industrial firms pay a relatively high effective tax. duPont. for example,
paid an effective Federal income tax of 42.2 percent in 1971 and 43 percent
in 1970. Other industrial firms, however, pay a considerably lower effective rate.
The effective income tax rate for Union Carbide, for example, was 15.6 percent
in 1971 and 20.6 percent in 1970. Simiarly, Allied Chemical Corporation paid an
effective rate of 9.5 percent in '1970 and 4.4 percent in 1969.

The eight largest railroads. excluding Penn Central, all reported net income
to their shareholders in 1970. In that year, these eight companies had a com-
bined net income before Federal income tax of about $529 million and paid ap-
proximately $26 million in Federal income tax for an effective rate of 4.9 percent.

There was also substantial variation in the effective rates paid by different
commercial banks. Chemical New York Corporation, for example, paid an effec-
ti-e income tax rate of 31.1 percent in 1971. 33.1 percent in 1970. and 39.4 percent
in 1969. In contrast, the First National City Corporation had effective income
tax rates of 28.6 percent in 1971, 19.6 percent in 1970, and 16.9 percent in 1969.

TAX CODE PROVIDES INCENTIVES FOR CONGLOMERATE ACQUISITION
For the past twenty years our corporate powers have been driving tie small

manufacturers, businessmen, and Shopl owners out of business. We seem to have
assumed that small business is obsolete and have equated bigness with efficiency
aad productivity. We have proceeded on a course of centralization- but we have
moved beyond economics of scale and into economics of monopoly.

This trend has been no accident-the tax subsidies of tie Internal Revenue Code
have made a calculated attack on small businesses and provided incentives for
large corporations to buy up small successful companies for tax and cash flow
puruoses. Often, even unsuccessful operations can be purchased and used to re-
duce the total tax liability of the larger purchasing company.

tinder certain definitions in section 368 of the tax code, large corporations pur-
cha se smaller operations permitting the seller to avoid any payments on capital.
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gains from the sale. For example, as a small or medium sized business owner I
might be tempted by an offer from a large corporation that would be hard to turn
down. Under section 308 of the code, we could make an exchange of stock so that
the large corporation would take complete control of my company. This is a "tax
free exchange."

These provisions provide an incentive to sell and have paved the way for huge
conglomerates. As small operations find it hard to compete, the small owners find
these offers hard to turn down. The future profit streams of these small com-
paniies are sold tax free, thus undermiling the future of the small business in this
country.

Many of the giant corporations in the Fortune "100" list, as well as many of the
leading banks listed in the study I am submitting today, are conglomerates or
monopolistic companies. In many, many cases, the purchase of smaller corpora-
tions by these industry giants has given them the opportunity to invest in tax
shelters and, in general, to maximize their use of tax subsidies. For example,
a company which is in a field where there are few tax subsidies can purchase a
"tax subsidized industry" and use that subsidiary to help lower or eliminate its
effective Federal tax rate. This is particularly true of an increasing number of
the Nation's largest banks and insurance companies. It is necessary for Congress
to determine how some banks can enjoy a 16% tax rate. This indicates tremen-
dous investments in tax-sheltered activities.

This study of the effective tax rates of the Nation's largest 100 corporations
should provide valuable information as to whether the advantages of big busi-
ness are the proximate result of tax policies unrelated to maximum economic
efficiency for the public good. Again, as I pointed out at the beginning of my state-
ment, the effective tax rates of these industry giants was 26.9% in 1969, but the
overall American corporate effective tax rate was 37% in 1969. This means that
the smaller companies are paying an average rate of about 44%. Conglomerate
and "trust" growth helps the rich get richer, the big get bigger-and the small to
lose out. The tax subsidy system of the Internal Revenue Code is encouraging
this growth; it is destroying the old ideal of competitive American free enter-
prise.

The small business does not have the ability to fully utilize the tax benefits
available to the conglomerates, ITT in 1969 had a net income before federal
income tax of about $360,000,000 and an effective tax rate of over 14%. In 1971
ITT's net income before federal taxes was approximately $410,000.000 and an
effective tax rate of almost 5%. As ITT grows. its tax rate shrinks. The 10-K for
ITT indicates that the Hartford Co. and ITT filed a consolidated tax return on
which no tax was paid-although some tax was paid by other subsidiaries.

In 1970 ITT filed a consolidated return with its domestic subsidaries and re-
ported a before tax income to its shareholders of almost $430,000.000 and ac-
cording to their 10-K report to the SEC, no corporate tax was due on the consoli-
dated return, though again, some taxes were paid by subsidiaries.

ITT also sold stock during that tax year to an overseas bank and the foreign
buyer almost immediately resold the shares to a fund in this country. This fund
already held some of ITT's pension money. This sale to a foreign bank, rather than
directly to the fund, appears to have been motivated by the desire to increase its
foreign tax credit benefits.

Mr. Chairman, the smaller businessman has almost no "tax subsidies available
to loweer his tax rate to the level of the giant manufacturing conglomerates. These
large conglomerates should be reviewed by the Joint Committee-not just for ade-
quate disclosure but to evaluate how these giant corporations manipulate the
tax code to constantly reduce their tax burden, and thus increase their cash
reserves used to acquire more and more assets-and more and more tax
shelters.

The tax code should be closely examined to eliminate some of these "incen-
tives for acquisition" which primarily serve to dismember the corporate tax
structure for large conglomerates.

Let there be no doubt that the growth of new conglomerates is the move of
the future, unless action is taken to reduce these incentives for acquisition and the
endless acquisition of foreign and domestic tax shelters which only the largest
corporations can afford "to diversify" into.

In the period 1961 to 1968 eight companies dominated conglomerate growth,
each of which made acquistions during these years totaling more than one-
half billion doilars each.
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Acquired assets as percent of total assets fromt 1961 to 1968
Company: Percent

ITT ---------------- 59
Gulf and Western------------------------------------------------ 83
Ling-Temco-yought---------------------------------------------- 72
Tenneco -____________________________________________________ 31
White Consolidated… _________--____________________-- 86
Teledyne------------------------------- ----------------------- 90
Occidental Petroleum-------------------------------------------- 43
L itto n…--------------------------------------------------- -------- 43

Many accounting devices enable these merger-active companies to report sub-
stantial increases in earnings per share without improving operating efficiency-
or "real" national growth. The most notorious of these devices is the "pooling
of interests" method of accounting for combinations. Under the pooling of in-
terest, the book value of both businesses are simply added together. In this cir-
cumnstance. the book values prevailing at the time of acquisition need have
no relation to the actual market value of the transaction. Through acquisition,
an acquiring company can do what it cannot do through internal growth-that
is. list the value of assets at less than real costs, and later report this difference
as growth income.

From the viewpoint of a conglomerate's management, it matters little wvhether
the gain in earnings is illusory or real as long as it "looks good" to the
stockholders.

THE ATROPHY OF SMNALL BUSINESS

Small business in America is in crisis. Every year the scraps from the table
of big business for which small businesses must fight get smaller.

The share of national profits for manufacturing corporations with assets under
one million dollars declined 44.8 per cent between 1969 and 1970. Between 1970
and 1971, there was an additional decline of 3.9 per cent. This decline in profits
for corporations under one million dollars is especially significant when com-
pared with the fact that profits for manufacturing corporations with assets over
one billion dollars declined only 7.2 per cent between 1969 and 1970 and rose
14.3 per cent between 1970 and 1971.

The share of total corporate profits of firms with assets over one billion dol-
lars has nearly doubled since 1959-from 28.4 per cent of all profits in that year
to 54.6 per cent in 1971. In 1971, almost 55 per cent of all corporate profits in
America was achieved by the billion dollar corporations, only 260 corporations
in number. W hat is left for the 1,700,000 other corporations of America?

SHARE OF TOTAL PROFITS. FIRMS WITH ASSETS OVER $1,000,000,000

Profits Total of all Share
(in billions) profits percent

1959 -- 5.236 16.328 28.4
1964 -- 9.489 23.211 40.0
1969 15.978 33.248 48.0
1971 - -16.9 31.0 54.6

MANUFACTURING CORPORATIONS, SALES

lIn percentl

Assets under Assets over
$10,000,000 $100,000,000

1954 -- 3.14 46.4
1959 ------------------- ------ ------------- ------ ------------------ ------ --- 2.9 8 50 .251960 ------------------------------------- 2.75 55.07
1969 2.226 63.74
1970 -- 2.10 65.64
1971 -- 1.98 67.85

These figures are signposts of the slow death of competitive free enterprise in
this country.
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It is shocking indeed to realize that over lSS.000 industrial firms with assets
under $10 million today account for less than 2 per cent of all industrial sales.
In 1970, the 500 largest industrial corporations accounted for 65.4 per cent of
all industrial sales, 75.8 per cent of all industrial profits. and 94.3 per cent of all
industrial employment.

There are more than 11 million firms that are considered to he small musi-
nesses-97.7 per cent of all U.S. firms have fewer than 100 employees. These
small businesses employ 24 million workers-and they are finding survival
difficult.

The tax code has provided the 'launch-pad" for the conglomerate growth of
the 1960's. For example, the Library of Congress has just released a report on
the corporations which used the Investment Tax Credit in 1965-the last year
for which specific figures are available. Fifty-seven per cent of the credit went
to those industrial companies with assets of more than a quarter billion dollars-
approximately 260 industrial firms.

There is no doubt that our tax policies have favored the large at the expense
of the small. It is my recommendation that the tax code be thoroughly re-
examined so as to provide a growth pattern for all business sectors of our
economy-not just for the corporate giant who has invested in tax subsidy
shelters.

My staff studies indicate that our tax laws mischievously operate to suppress
small business-to deny an equality of opportunity for small free enterprise to
compete with the "big brothers" who can utilize the tax laws to reduce their
effective tax rates and to generate extra muscle to complete with and devour
smalll business.

It is time for Congress to examine what effect tax policy is having on the
aggressive destruction of small business. for which a place must be shared.

In 1971. almost 55 per cent of all corporate profits in America were achieved
by the billion dollar sales corporations. only 260 corporations in number. What
is left for the 1.700.000 other corporations of America?

Present tax laws and their interpretation by the Administration seem to
idieate a drastic phase out of corporate contribution to the cost of government.
If corporations are to reduce their contribution to the government, how w-ill the
deficiency be made up?

While some argue against corporate taxation on the basis that dividends pay
taxes, to what extent is this true? To what extent are American corporate
profits a closed cycle? What percentage of corporate stock is owned by other
corporations who pay little or no tax on dividend income? If three American
citizens could earn $7.353,000 in dividends in 1970 and pay no U.S. taxes. how
many other billions of dollars in dividend income are tax free?

Records suggest that the dimension and capacity to create tax deductions is
directly related to the size of dividends received. The extent of dividend tax
avoidance cannot be estimated without some plan of dividend withholding.

It is my contention that a massive portion of dividend income completely
escapes the tax collector. Under present laws, dividend taxes cannot substitute
for a fair and adequate system of corporate taxation.

We are in a vicious circle. We cannot change or remake the tax laws without
facts-and we cannot obtain essential facts because of laws that shroud and
conceal the truth to which every citizen is entitled. There can be no decent
measure of tax justice when facts are buried and needlessly protected by archaic
laws. What the public does not know and cannot know does indeed hurt every
citizen.

FEDERAL TAX RATE IN STEEL INDUSTRY

In examining the top five steel companies in America, it appears that Armco.
Republic. and National Steel have been paying Federal corporate tax, although
the effective tax rate has consistently been below the average rate paid by the
combined top 100 industrial corporations.

U.S. Steel, however, received a credit or a reduction in its tax liability of
$66.000,000 in 1970. I am aware that the GM strike in 1970 held down profits-
but even in 1970. U.S. Steel had a net income of $109,000.000 before Federal in-
come taxes.

In 1969, U.S. Steel paid an effective rate of 2.1% on a quarter billion dollars
in taxable income. It appears that U.S. Steel may have paid a 7.6% tax rate
on $104.516,000 in 1971. Thus, over the three years. the company has received
more in tax credits and/or reductions in their tax liability than it has paid in

S3-TSG-73a 2
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U.S. taxes. The question which remains to be answered is whether, in fact, U.S.
Steel will have paid any taxes after all subsequent tax credits are requested and
applied to 1971 revenue.

Bethlehem Steel in 1969 had a net income before taxes of $169,000,000-that
same year Bethlehem received $52,000.000 from the Treasury in the form of a
credit or a reduction of their income tax liability.

It is probable that this trend of "low tax on steel" will continue for at least
three or four years, as the full effect of the 1971 Revenue Act unfolds through
the give-away provisions of ADR and the investment credit.

TME OIL INDUSTRY AND TAX SUBSIDIES

In examining the effective tax rate of the various industries in this study, it
comes as no surprise that the oil industry has, on the average, a low effective
U.S. corporate tax rate. From available data, it appears that the industry leaders
paid an average effective rate of 5.8 percent in 1969 on $4.7 billion in pre-tax in-
come. In 1970, they paid an average of 10.1 percent on $4.6 billion in net income.
On the 8 companies for which data was available for 1971. an average effective
rate of 6.1 percent was paid on some $2.5 billion in income. Total tax creditsor "refunds" to the industry in this period was $31.4 million.

This study shows that the tax subsidy system for the oil industry is the most
extensive one in the entire Internal Revenue Code.

The three major tax subsidies to the oil industry are:
1. the percentage depletion allowance;
2. special provisions which permit the current write-off of "intangible"

drilling and development costs; and
3. the Foreign Tax Credit.

The Foreign Tax Credit is probably the greatest boon for the major oil com-
panies. Most of these companies are international in character and use their
taxes paid to foreign countries to reduce any tax liabilities which they may have
to the U.S. government. Incidentally, many of these taxes used to be royalties
which could only be treated as a business deduteion; but over the years the
companies and the foreign host nationas have shifted these royalties into the cate-
gory of taxes. to the great profit benefit of the American Corporations. The use of
the Foreign Tax Credit is concentrated in the largest of the oil companies. This
can be seen by a pro-oil subsidy letter which I recently received from the American
Petroleum Institute. The major petroleum companies studied by the Institute
account for 95 percent of the direct foreign taxes Daid by the total U.S. petroleum
industry- and thus obtained approximately 95 percent of the benefit of the For-eign tax Credit. America's 15 leading oil companies admit to paying more to
foreign governments than to their own.

I have argued in another section of this report that the Foreign Tax Credit
should be abolished and replaced with a deduction so that all U.S. corporations
are treated equitably-regardless of where the profit is earned. The oil indus-
try provides a classic example of the need for modifying the Foreign Tax Credit
subsidy.

The depletion allowance and the intangible drilling provisions are providing
multi-billion dollar tax subsidies to this industry, designed to encourage explora-
tion and the maintenance of national defense petroleum reserves.

It is one of the commendable purposes of these hearings to examine and
re-examine the various tax subsidies which have "pot bellied" the Tax Code.
Is the depletion allowance a desirable tax subsidy? Does it accomplish its goal?
Does it have a favorable benefit-cost ratio?

This subsidy does not meet these criteria for a justifiable subsidy. It hasbeen pointed out that the percentage depletion allowance costs the public $1.5billion and results in an annual expenditure of only some $150,000,000 for newexploration and new reserve discovery. In other words, this subsidy has an
efficiency rate of about 10 percent. During the Congress' consideration of the1969 Reform Act, a thorough study of the tax laws and their effect on domestic
petroleum reserves was provided by the Treasury. This study noted:

Percentage depletion is a relatively inefficient method of encouraging
exploration and the resultant discovery of new domestic reserves of liquid
petroleum. This is in part due to the low sensitivity of desired reserve levelsto the price subsidy represented by percentage depletion, and in part tothe inefficiency of the allowance for this purpose since over 410 percent of it is
paid for foreign production and nonoperating interests in domestic produc-
tion. (Emphasis added)
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The study concluded that an elimination of the depletion allowance and the
intangible drilling provision would make a "statistically significant" reduction
in our reserve supplies-though the elimination of just one of these provisions,
which would save hundreds of millions of dollars, would have "no significant
effect" on the reserve level.

It is time that we throw out these subsidies and develop rational programs
which will achieve our national petroleum goals. For example, the Oil Import
Quota Law encourages the consumption and depletion of our oil fields and
is in opposition to the national defense reserve argument. It should be replaced
with a revenue raising tariff or be completely removed, saving the consumer
about $7 billion a year. Consideration should be given to creating a national
petroleum reserve-a stockpile of oil, ready for use in an emergency. Once this
reserve was established, the national security issue would be removed and
we could allow the private market factors of supply and demand work. Other
alternatives to the present inefficient subsidies have been suggested. I understand
that you, Mr. Chairman, have suggested a modified use of some of the present
subsidies so that their impact is efficiently concentrated on exploration. If
controls can be developed to prevent "frivolous" exploration for tax purposes.
such a modification in present tax law might result in major savings-an in-
creased petroleum discoveries.

THE TIMBER INDUSTRY SUBSIDY

In examining this list of 100 corporations, there is another industry which

stands out for its low effective tax rate-the timber industry. Because of the
nature of giant corporations and conglomerates, it is hard to say who exactly

composes the timber industry. The following firms, however, undoubtedly
qualify as leaders in the field:

Weyerhaeuser
Georgia Pacific

The total net income before tax of these two companies in 1969 was $306,-
400,000. Their average effective tax rate was 18.5%. In 1970 they had a pre-tax
net income of $277.700,000 and an average effective tax rate of 14%. Treasury
studies once again indicate that the vast majority of the timber tax subsidy
goes to just a few. In 1965, corporations in the lumber and paper industry
reported $443,400.000 of long-term capital gains. This represented a tax savings
for the corporation of between $100.000,000 and $140,000,000. In 1966. there were
13,251 corporate returns filed in the lumber and paper industries. Of these
returns, the 16 corporations with assets over $250.000,000 reported 64.S percent
of the long-term capital gains. The 6.3 corporations with assets over $50.000,000
reported 80.4 percent of the long-term capital gains. Recent figures indicate that
the largest companies are utilizing an ever increasing portion of the industry's
capital gains subsidy. By the nature of capital gains, the small logger receives
almost no benefit from this subsidy.

When this timber capital gains tax subsidy was originally passed in 1943,
President Roosevelt vetoed it, saying, it was a tax bill "for the greedy, not the
needy." His words are still true today.

In addition, the bill was originally passed to help encourage forest conserva-
tion. I really wonder whether it has achieved this purpose. At the present time,
there are some 52 million acres of private forest land which are in need of re-
forestation. The Federal government is making direct expenditures of over half
a billion a year in forest service activities, and the Congress recently passed a
new bill providing $65-75 million for the reforestation of the National Forests-
and much of this money will be spent to repair the damage caused to the public
land by the timber industry.

Your Committee has again provided a valuable public service by including in
its compendium of study papers on Federal Subsidy Programs, the article by
Emil M. Sunley, Jr., entitled, "The Federal Tax Subsidy of the Timber Industry."
As Mr. Sunley states:

In view of the significant subsidies being extended to the timber industry
through direct government appropriations at both the Federal and State
level, the difficult administrative problems associated with the tax subsidy,
and the lack of evidence that the tax subsidy is effective, one concludes that
this tax subsidy should be eliminated or significantly reduced.

It would be particularly important to consider alternative forms of assistance
which would ensure better conservation of our nations timber resources.
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FOREIGN TAX CREDIT PROVIDES CORPORATE TAX AVOIDANCE

The Foreign Tax Credit is doing its part to dismantle corporate tax paymentsto the U.S. Treasury. Many of the large corporations included in this study haveutilized the Foreign Tax Credit to reduce their Federal tax liability to zero-orto rates below that paid by the average individual wage-earner. Some corpora-tions, as apparently is the case with U.S. Steel, pay more to foreign governments
than they do to their own.

Our tax laws are encouraging the exportation of capital, productivity poten-tial, jobs, and possible export markets, as well as needed tax revenue-all forthe benefit of a very few corporations. Use of this foreign investment tax creditis heavily concentrated in the largest U.S. corporations. Over 80 percent of tax-able foreign source income in 1966 accrued to a very limited number of U.S.corporations with assets in excess of $250,000,000.
In 1970 the total income before taxes on U.S. direct investment abroadamounted to $17.5 billion, or 20% of all corporate profits. The magnitude ofthese direct investments are currently valued at $80 billion and produce at least$150 billion of output annually.
These profits on foreign investments are taxed in foreign countries. Whileforeign governments receive the revenue from U.S. overseas investments, U.S.corporations credit these tax payments against their U.S. taxes. In 1970, $4billion in foreign tax credits were claimed by U.S. corporations on their taxstatements.
Most of the earnings of U.S. corporate subsidiaries abroad are reinvested infixed assets-this amounts to a permanent exemption from U.S. tax. These for-eign subsidiaries paid $.9 billion less than they would have paid under U.S. tax

rates.
It is argued that the Foreign Tax Credit is necessary to prevent double taxa-tion of a company's business activities. It is argued that there should be equalityin total tax burdens including foreign as well as U.S. taxes. But I believe that weshould seek to establish equal treatment in U.S. taxes, by treating foreign taxesas a cost of doing business for which one may obtain a deduction-not a credit.This whole question is thoroughly discussed in Professor Peggy Musgrave'sstudy, "Tax Preference to Foreign Investment," which was included in your Com-mittee's compendium of papers published on June 11, 1972. Professor Musgravehas provided an excellent study. It is one which must be considered by all tileCommittees which will be dealing with tax reform legislation in the coming

year.
These deferrals and Foreign Tax Credit provisions should be eliminated-and foreign taxes should be made deductible. U.S. taxes should be applied whenforeign income has been earned-adding $3.3 billion to the U.S. Treasury.According to a recent Forbes magazine article, certain individual shippingowners, such as billionaire Daniel Ludwig, the shipping magnate, have amassedincredible amounts of wealth having paid little if any taxes. Mr. Ludwig's tank-ers are tax-free-avoiding the tax man through the "flags of convenience," a taxshelter permitted in the U.S. tax code.Air. Chairman, all U.S. corporations should pay the same effective Federaltax rate applied to all profits-whatever their source of business-whatever

their source of profits.

TAX CODE PROVIDES TAX AVOIDANCE FOR CONSOLIDATED EDISON AND AMERICAN
ELECTRIC POWER

Within the corporate structures of the ten utilities included in this study, thereare two corporations that have reduced their effective tax rate to about 3% and4% -Consolidated Edison and American Electric Power.In 1969 Consolidated Edison had a net income before Federal income taxes of$141.000.000 and had an effective tax rate of 5%. In 1970 Consolidated's net in-come was $110,000,000 and it paid no tax. In 1971, it almost doubled its net incometo $202,000,000 but its effective tax rate was only 3.3%. Most individuals pay ahigher percentage personal income tax rate than this corporation provides to the
U.S. Treasury.

Closer investigations illustrate one of the major tax cutting procedures which
Con Edison used.

Notes to Consolidated Edison's financial statement indicate net operating lossesfor tax purposes for both 1970 and 1971-while the 1971 net income reported toshareholders was the highest in any of the previous ten years of the company's
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history. Dividends paid were $102,065,000-1969, $108,021,000-1970, and $119,-
406,000-1971. None of the dividends on the common stock for these three years,
which amounted to $81,183,234 and $73,436.126 for 1971 and 3970, were taxable
as dividend income. No taxes were paid on this dividend income because of the
accounting procedures which manipulate the tax laws.

Also, Consolidated Edison in 1969 retroactively adopted guideline depreciation.
As a result, for the years 1962 through 1968, the company received $48,500,000
in refunds plus interest from the Federal Treasury of $17,500,000. It is obvious
that this $48,500,000 "excess" tax paid, and later refunded, had been passed on
to their customers in a higher rate structure in those years. When refunded,
the money and the interest were recorded as nonoperating or extraordinary items.

Why should any taxpayer, least of all a utility, obtain interest on a refund
or federal taxes brought about by a calculated election of a retroactive appli-
cation of any particular tax provision.

Therefore, I have introduced legislation which would outlaw the free choice
of utilizing any provision of the tax code retroactively for the purpose of reducing
current and future taxes for any corporation. The changing of the "rules" in mid-
stream must be prohibited when it has a negative impact on the consumer and
the Treasury.

The second example, American Electric Power, has turned the theory of pro-
gressive taxation upside dowvn. In 1969 American Electric had a net income before
taxes of $133,000,000 and had an effective tax rate of 23%. In 1970, this same
company's net income declined by $2 million while their taxes were reduced
by 40%. In 1971 American Electric's pre-tax net income increased by about $13.-
000,000-the highest pretax income they had in three years. Yet their effective
tax rate dropped from 13.2% to an amazing 4.5%. As this company's income
increases, its tax has plummeted.

DECEPTION IN CORPORATE FINANCIAL REPORTING

Corporations, through complex reporting procedures, have made it inpos-
sible-in all too many cases-to accurately estimate, from public sources, the
actual Federal income tax paid for any particular year. The annual reports are
a "mirage of ambiguous statements" that lead stockholders to believe that busi-
ness is better and profits are improving. The tax statements of these same coin-
panies to Internal Revenue often illustrate a completely different picture that
reduces their profit figure. which in effect, reduces their total tax figure. Like
the medieval European peasants, for their stockholders they wear their wedding
clothes; for the tax man, they wear rags.

By far the major problem in understanding corporate tax reporting is the
combination of Federal tax expense with state, local, and foreign tax expense
when reporting to the SEC.

U.S. Steel, for example, combined their U.S. and foreign income taxes so that
even after careful study. an informed citizen cannot tell who was paid what with-
out calculations and careful work with footnotes. General Motors may have com-
bined their U.S. and foreign taxes so that you cannot decipher what was paid
or owed to the U.S.-and what was paid to other countries. IBMI, the fifth largest
corporation in this land. combined their foreign and Federal taxes in all public
records, including their 10-K forms. The following companies did the same:

RCA
National Cash Register
Colgate Palmolive

These companies have disregarded SEC rules on disclosure. For commercial
and industrial companies, SEC rule 5-04,15 provision for income and excess
profits taxes (regulations S-X, page 12) requires that: (1) Federal income taxes
(normal and surtax) ; (2) Federal excess profits tax; and (3) other income
taxes (state, local, and foreign) be stated separately. Yet these companies-
and many others-have combined all income taxes into one expense figure.

In addition, even where the Federal income tax expense figure is separately
stated, the various deferred income taxes may be combined in one of the deferred
tax accounts affecting the estimate of current taxes. Since, in these cases, it
was not possible from the published data to exclude the state and local or
foreign income taxes. the entire tax expense was treated as Federal income
tax expense. This tends to overstate to some degree the Federal taxes paid. Where
the state, local, or foreign income taxes were believed to be extremely significant,
the data for that company was deleted from this study.
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Over the past several months, I have made a series of protests to the SECconcerning the failure of the Commission to enforce its existing regulations, andI have urged that they develop clearer reporting requirements. On July 7, 1972, Ireceived a letter from Chairman William Casey of the Commission, whoadmitted that the various "accepted" accounting rules do vary and do createa good deal of confusion. The Chairman also indicated that new Federal taxrequirement rules had just been issued on June 23rd. I would like to enter in thehearing record at this point portions of the SEC letter as well as the language
of the new reporting requirement:

You also comment in your letter on the inclusion of excise taxes in theamounts shown as "taxes paid" in corporate reports. This is an area wheredifferences in accounting treatment are currently acceptable. Some corpora-tions report their sales net of excise taxes collected and paid to the govern-ment while others show the sales gross and report the taxes as expenses.
There is considerable disagreemtnt among professional accountants as towhich treatment is proper. The Commission has taken no position on this
issue.

Both the Commission's account ng rules and the opinions of the Account-
ing Principles Board require the disclosure of income tax expense. If incometaxes and excise taxes are combined on the face of the income statement (asin the case with Standard Oil Company of New Jersey), there must be
footnote disclosure of the components of the total figure (as there is in this
case). The rules and opinions also require that income tax expense bedivided between that currently payable and that deferred due to differences
between tax return and book figures. Thus cash payments to the Federal
government can be determined.

The area of tax expense in accounting is generally one which is complex
and difficult to communicate. We feel that our enclosed new rules (Rule
3-16(o) which is included in the amendment of Regulation S-X adopted
on June 23) represent an improvement in required disclosure. We hope tocontinue this improvement and we appreciate your interest in the subject.* * * * * *

Rule 3-16 (o) Income tax expcnae.-Disclosure shall be made, in the
income statement or a note thereto. of the components of income tax
expense, including: (1) tares currently payable; (2) the net tax effects,
as applicable, of: (a) timing differences, and (b) operating losses; and (3)
the net deferred investment tax credits. Amounts applicable to Federal
income taxes and to other income taxes shall be stated separately forcach comtponent unless the aniovnhv. applicable to other income taxes do not
exceed 5 per cent of the total for the component and a statement to that
effect is mn ade. (Emphasis added.)

I would like to state, Mr. Chairman, that I object to the 5 per cent leeway given
to corporations in reporting their Federal tax payment. This leeway will probably
be used by corporations to improve their "Federal tax payment image" to the
American public. This leeway should not be granted. There should be a strict
requirement that the exact amount of corporate tax paid to the Federal govern-
memt be clearly stated-not hidden in footnotes and obtained through mathemati-
cal calculations.

When an individual making $10,000 files his income tax-he has no choices
among "generally accepted accounting principles" so as to conceal his income
and reduce his tax. These "principles" are only generally accepted and used by
the wealthy corporations of this Nation. They are "generally accepted" because
no one understands them!

It is obvious, Mr. Chairman, that your Comniittee, and the entire Congress will
never be able to legislate rationally in the area of corporate taxation until clear
and accurate figures are available on the tax burden which the Ameriean corpora-
tion actually bears. The present accounting processes make a mockery of the
public's right to know.We are in a vicious circle. We cannot change or remake the tax laws without
facts-and we cannot obta in essentia facts because of laws that are not enforced
or that shroud and conceal the truth to which every citizen is entitled.
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APPENDIX

PROBLEMS AND PROCEDURES INVOLVED IN SECURING APPROXIMATE EFFECTIVE TAX
RATES FROM PUBLIC INFORMATION SOURCES

The data contained in the tables were obtained from annual 10-K reports,
registration statements or prospectuses filed with the Security and Dxexhange
Commission (SEC), or from annual reports to shareholders, or in some cases
from annual reports to the Interstate Commerce Commission (ICC).

Factors which make it difficult to accurately estimate from these sources the
actual Federal income tax paid for a particular year involve:

(1) Combining Federal tax expenses with State, local and foreign tax expenses
when reporting to SEC. This problem is discussed in the text of my statement
and I will not repeat the problems caused by this abuse, although they are, by
far, the most serious ones in attempting to determine the amount of Federal tax
payment.

(2) Consolidating for financial reporting to shareholders companies that could
not he included on a consolidated tax return;

(3) Reporting, to shareholders, the results of a subsidiary's operation by
using the "equity method" when that subsidiary is included in the consolidated
tax return:
* (4) "Overstating" the Federal income tax accrual (liability and expense)
in order to provide a reserve for anticipated tax deficiencies which may follow
an audit by the IRS;

(5) The existence of a complex accounting procedure-"comprehensive tax
allocation" sometimes referred to as interperiod tax allocation: and

(6) Netting tax effects against extraordinary gains and/or losses (intraperiod
tax allocation).

Consolidations for financial reporting and ta.-es
Companies frequently consolidate for financial reporting foreign subsidiaries

and subsidiaries that are 51 percent or more owned-generally they must be
domestic subsidiaries and 80 percent or more owned before they can be included
in a consolidated Federal income tax return.

In financial reports to shareholders, the full Federal income tax expense (as
well as all other revenue and expense accounts after elimination of intercompany
transactions) of all consolidated subsidiaries (even the 50 percent owned com-
panies) is reported as though it were a tax (or refund) entirely attributable to
the majority interest of the group. However, the minority interest in a par-
ticular subsidiary's net income (perhaps as much as 49 percent) is removed at
the bottom of the income statement. Thus, the consolidated financial reports
often show the full tax expense of even 51 percent owned subsidiaries and/or
foreign subsidiaries while eliminating the income attributable to the minority
interest.

To adjust for this, income attributable to the minority interest was added
back to net income as an adjustment in reaching the tax base.

Method of accounting for an investment in a subsidiary
If the "equity method" is used in financial reporting to shareholders to ac-

count for an investment in a subsidiary not consolidated for financial report-
ing when that subsidiary is included in a consolidated tax return, the Federal
income tax expense actually paid may exceed (or be less than) that reported
on the consolidated financial statements. The "equity method" produces the
same net income to shareholders as does consolidation (it is sometimes called a
one-line consolidation). The proportionate part of the after-tax earnings of
the subsidiary are shown on one line in the income statement; whereas in a
consolidation, all income and expense accounts of the subsidiary (including
taxes) are combined with those of the parent and other consolidated subsidiaries
and the net after-tax earnings of a subsidiary attributable to a minority interest
are later deducted. Thus, consolidation for financial reporting shows all Federal
income tax expense recorded by all the consolidated subsidiaries while the
equity method does not reflect any of the Federal income tax (or refund) at-
tributable to subsidiaries accounted for via the equity method.
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Because the Federal income tax attributable to the equity method net income
was not disclosed, this income was removed from net income as an adjustment
in reaching the tax base.
"O verstating'" the provision for Federal incomne taxes

Many, and perhaps most, corporations "overstate" the accrued Federal income
tax liability and thus the expense account in order to provide a reserve for
anticipated future taxes due to IRS audits of tax returns for open years. This is
done because corporations tend to resolve doubtful items in their own favor
while realizing that many of these items xvill result in tax deficiencies upon audit
by the IRS. Because the amount of this "overstatement" of the Federal income
tax accrual account cannot be determined from the 10-K or annual report to
shareholders, no attempt was made in the study to adjust for this effect in
arriving at the estimated current Federal income tax liability.
Interperiod tax allocation

Another major problem in estimating Federal income tax liabilities involves
the use of the accounting technique-"comprehensive tax allocation." The Ac-
counting Principles Board (Al1'B) in Opinion No. 11, stated that for most timing
differences (income or expenses reported for tax purposes and for financial re-
porting to shareholders in different years, e.g., use of class life depreciation for
tax purposes and engineering life for book purposes), the tax expense reported
to shareholders must be based on book income. Thus, tax expense is usually
larger than the tax paid which results in a "deferred Federal income tax liability"
being recorded on finnancial statements (e.g., the 1971 annual report of Sears,
Roebuck & Co. shows a $682,389,053 "current tax liability"-really a tax saving
primarily from use of the installment sales method for tax purposes). Com-
prehensive tax allocation and amortization of the investment tax credit over
the lives of the assets (rather than fiowvthrough) make the Federal income tax
expense for financial reporting usually much larger (in some cases smaller) than
the actual current tax liability.

Comprehensive tax allocation accounting can result in a net current asset
("prepaid" taxes in excess of deferred tax current liabilities) or a net deferred
tax current liability (as in Sears, Roebuck & Co. case involving the unpaid tax
,on the profits in installment accounts receivable), or in a net fixed asset for
"prepaid" taxes or a net deferred tax long-term liability (for amounts not
expected to reverse in one year). In addition to a net current liability for deferred
taxes, the Sears, Roebuck & Co. balance sheet also shows a net long-term or fixed
asset for "prepaid" taxes (future tax benefits) probably due to warranty deduc-
tions for book purposes being reported before they are deductible for tax pur-
poses and in excess of the long-term liability for tax savings due to accelerated
-depreciation.
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Wherever possible. these deferrals of Federal income tax were taken into

account in estimating the current portion of the Federal income tax expense.

Permanent differences (items which do not reverse, e.g., the 85 percent dividend

received deduction) are treated the same for financial reporting and for tax

purposes. Thus, these items (1o not result in any differences nor do they affect

Federal income tax expenses or liabilities.

Intraperiod tax allocation
This accounting technique shows the effect of taxes on the various sections

of the income statement. Thus, extraordinary gains and/or losses are reduced

when reported to shareholders by the tax or tax savings attributable to them.

Accordingly, in estimating current Federal income tax, an effort was made to re-

flect the tax effects of extraordinary items where appropriate. For example,

where the income statement showed sepairately a Federal income tax expense

and tax savings attributable to a nonoperating extraordinary loss, these items

were netted aginst each other for purposes of this study.
This problem is further complicated when the extraordinary gain or loss is

recognized for financial reporting in different years than for tax purposes, thus,

making comprehensive tax allocation a factor in estimating the current Federal

income tax.
Finally, adjustments were also made to the Federal income tax expense shown

in the corporation's statements to arrive at an approximation of the tax actually

paid or payable for the year involved. This, for example, may have involved the

tax effect of using ADR and accelerated depreciation instead of the approach

usually shown on the company's statement-namely, the straight-line method

on a full useful life. Similarly, adjustments were made for the tax effects of

other timing differences such as installment sales or warranties to convert the

Federal tax expense shown in the company's statement to an approximate Federal

income tax payment for the year involved.

Conclusioni
While the six major factors listed above do cause problems and in some cases

make it impossible to reliably estimate current Federal income taxes, many com-

panies have only one or two of these complexities; and some companies haxe ex-

cellent financial reporting which makes the estimates of their effective tax rates

more reliable.
Other companies have obscured their financial picture to such an extent that

both the stockholder and the public are unable to understand how much profit

there is-and how much is paid in taxes. The ability of the Congress to debate

national economic policy has been crippled by this corporate "number's game."



APPROXIMATE EFFECTIVE FEDERAL INCOME TAX RATES PAID BY COMPANIES SELECTED FROM FORTUNE MAGAZINE'S LIST OF LARGE CORPORATIONS

1971 1970 1969
Approximate Approximate. ApproximateNet income current Net income cuiront Net income carrent

Corporation ~~~~~~~~~~~~before Federal Foderal before Federal Federal beforo Federal FederalCorporation ~ ~~~~~~~income tan I income tan Effective rate income tax I income tan Effective rate income tac I income tnn Effective rote

Industrial corporationo tint:
General Motorn -------------------- 3,252,1too 1, 566, 275 49. 2 609, 209 2 149, 419 24.6 ------- - (3)Standard Oil (New Jerney) ------------- (4)-------(4 ) (6)Ford Motor-i----------------- ,doi94 394, 90 2 35. 2 964,690 3000 4. 947,400 347,300 367General Electric ---- (6)-------- 490, 369 192: 190 39.2 449, 936 256, 300 20 57. 1Internationtl Benineno Maichin-es------------(4) -- (4)----(4)
Mobisle Oil ---- ------ --- ------ (6)------ 570, 395 95, 600 16. 9 8 8:1 34, 500 7. 2Chrysler-t~~~~~~~......... :3530 7itt, 900 13.9- 37,900) r (49,000)-169,200e-62-20IT. & T-413,058 ------- 20, 247 '4.9 429,615 19,095 ' 4.2 357, 345 5I, 597 14.4Texaco 920.....60985 2 30, 000 3. 2 921, 247 27,5090 9,19 2,509

Wse Electric-------------------- 479, 959 2210, 102 43.9 499, 099 2 221, 627 45.3 472, 175 9253, 409 53.7Golf Oil.------- ----- --------- 629, 559 031, 062 4. 9 625, 732 2 11,9892 1. 9 697, 643 24,264 .6United Staten Steel.-_ --------------- 104, 516 7,920 7. 6 109, 491 (66, 110) ..------ _ 243, 207 5, 146 2. 1Wentinghouse Electric.----------------- 257, 192 74, 754 29.1 199,8929 5I, 675 25.9 273, 211 109, 994 39.9 ŽStaodard Oil (California)..-------------------- _(6) . .------- 195, 411 29, 700 16.0 212, 319 10, 900 5.1 1 Žling-Ternco ---------------------. 3,38 6942 15.0--- (59, 949) 3, 133.(----42,216) (778) .-----(Indana)--- ----- --------------- 23,40 3,462 417,769 56, 019 13.48 64 52
Shell ------------Oil.600-------- ---- 254, 000 -- 93 0 900 09 . (14, 270) (49, 000) .-------D o nt .. . .. . . . . . . . . . . . . . . . . . 601,60 5 , 0 42.2 507, 700 253, 300 43. 1 ---- -- -(0) .

Shel O l ---- --- -- --- --- --- --- --- -- --- --- --- --- --- -- (A) ..-- -- - - - 305, 299 34, 205 1t.2 348, 263 5,464 1. 6General Telephone & Electronicso ------------------- (0)---- -- --- 429, 639 4176,596 41,2 503,8943 4 219, 206 43.5RCA Tr obr27 '4 (4)-() (4)Goodyear 263, Ruber404 2475.190, 229 0 40, 362 21.2 26,58 9,913.
Swift ------- (3) .------ 49, 395 2 5, 666 11.7 .(3)U inCarbide.2-- -- - -0-- - -- -- -o--- -- -44, 709 ta. 6 240, 666 49o,448 20.6 --- -- -- 3--) - - -- - - -Prothere & Samtee.-------- 397, 974 153,8929 39.7 389, 412 171, 294 44. 0 342,333 159, 165 43.9Eatbieae Steal --- -------- --------- (0).-------- 122, 071 2 (13. 000) ........ 169, 532 2 (52, 900).-------Enstinan Kodob..------ ------ _(6) . .---- -- 601, 761 270, 600 39.7 724, 295 319 900 44.0

Krafco ------------------- -------------- B157, f 65, 302 41.5 147, 774 65, 547 44.4 142, 672 65, 437 45.9Creyhoond ------------ (..._..............-------- 64,416 12,397 19. 2 66 590 17, 766 25.9Atlantic Richfield..(0)-------------------- -- -- ---- 211,945 tO 622 5. 0 29 2 ,6.Corenatiiieol a rvOil-19:030 -24,47- 199, 377 0 9, 952 25. 3 173, 610 20(4, 189) ----latorootisoal Ilaroe ---ter-Co -72 9 2,30 3W 1 93, 633 24, 443 26. 1 76, 703 19, 43725Locbheod Aircraft…(6 3)()()(6 2)(56)(2)()
Tenneco-~~~~~~~~~~~~------- (6) - - 12,6 24. 273 12.98 195, 341 25, 230 12.9North American Rockwell-15 3 5,07 4--- .4- 12'2,207 455, 713 4.0

Litton lodustis io------------------- 69, 451 015,649 27.5 100, 690 0 20,739 29.5 114,82 2029,9864 26.0United Aircraft -------------------- (92, 572) 0 2, 428--------- 79, 229 0 16, 260 20. 5--------- (3)



Firestone T;re & Rubber ------------------------------ 230, 3159 4 99, 334 43. 1 172, 781 4 67, 650 39. 2 232, 252 4 106, 150 45. 7
Phillip Petroleum ---------- ------------------------ 161, 050 22, 984 14. 3 146, 371 37, 687 25. 48 156, 717 35, 279 22. 5

2 5, 553 --------- 178, 059 2 2, 457 1. 176, 042 0 0
Occidental Pet;'oleum -------------------------------- (60, 490) (a) ------------- 3, 867) (38, 106) ---------------------------- (1) --------------
General Dynamics ------------------------------------------------- 2 72, 658 K 7 22, 173 2 100, 599 41. 7-------------- (3) --------------

Caterpillar Tractor -- ------------------------------- 203, 294 15. 4 116, 818 22, 212 19. 0 102 562 37, 491 36. 6
Singer --------------------------------------------- 99, 887 15, 396 (LO) 173, 170 4 ( 241: 133 440, 200 16. 7
McDonnell Douglas Corp ------------------------------ 144, 613 4 (8, 087) 4 46, 524) -------------- 100, 354 42. 3
GeneralFoods --------------------------------------- 207,305 87,265 2. 1 189,793 86,851 45.8 237,240 39.6

(1) -------------- 143,661 2 57, 615 40.1 168,738 2 66, 778 39.2
Continental Can --------------------------------------------------- W ---------- 71,303 6,622 9. 3 171,979 67,323
Monsanto ----------------------------------------------------- j-§' 192,858 9 27, 569 14.3 303,180 2 (2, 160) ------------
Sun Oil ---------------------------------------------- 189,265 2 7, 445 95,668 24,867 26.0 08,885 43,243 39'7
Honeywell --------------------------------- --------------- ------ (1) -------------- 192,109 4 29, 678 32.2

(1) -------------- 31,507 4(4,669) --------- 188,896 50 599 26.8W. R. Grace_ ------------------------------------------------- 142,793 45,924
Dow Chemical --------------------------------------- 185 129 41,708 22.5 20 58. 1 188,714 50:002 26.5
International Paper ---------------------------------- 80:826 i2,479 15. 4 40,577 23,586 34.8 115,325 36,394 31.6

(0) -------------- 122,425 42,655
American Can -------- --------------------------------------- (1) -------------- 96,443 431,453 32.6 32,524 4(1,998)_ -----------
Borden ----------------------------------------------------------- 71,056 24,852 35. 0 33,874 7,099 21. 061,180 20,909 34.2 47.6
Rapid Americ�n ------------------------------------- 2 35, 947 47.4 147, 107 279,007 53.7 152,429 2 72, 561u r,, o -ton lodustries ----------- -------------------- 74,820 8 800 5. 2B , 139, 598 7,540 5. 4 169,792
Union Oil of California --------------------------------------- (1) -------------- 415,600 4197,116 47. 4 362,118 4184,039 50. 8
R. 1. Reynolds Industries. ------------------------------------------ (1) ---------116 1,88 40 700 46,232 60 050 41.i -------------- (1) -------------I 39.iSperry Rand... ------------------------ 348 57& 130, 116 111,026----------- 105:366 30.4 3 33.6 310 522 121,379Xerox ----- -------- --------------- ---------- -------------- 39,714 2,854 7.2 111:541 17,122 15'4
Boiie Cascade ... ------------------------ --------- ---------- 27,169 17.0 179 633 27,254 '5 2 LIZ)
Cities Seivicti ------ ... -------------- 159 472 35' W---------------- 295:896 83,400 28.2 305�715 108,100 .4

9- -i -manul a'e-fur-ing ----------------------------- 2 38, b�O 5__ 101,568 232,761 32.3 97,092Minnesota Minio ----- (1) --------- 244 453 45.8
ConsolidaWd jood�_ ------------------------------- 102,819 4(29,3bO) ---------- 56,652 4(9,590) -------------- 97,023 414,900 15. 4
Gulf & Wu5tein Industries --------------------- - 51, 381 --- 124 236 57,933 46.7 51 67Z 75,631 49.9

(0) --------- ---- ITextron- .------ --------------- - ------------------------------ 209:502 2Go 050 28.7 194:204 2 60 901 31.4
Coca-Cola -------- ----------------------------------------------- 4 65, 556 44.2 158,225 476:504 48.4
TRW.. .-_. - ----------------------------- ---------------- ----- 148,278 5. 6 -------------- (1) --------------
Arinco Steel ------------ ------------------------- 6-i 052 6, 175 9. 8 63,744 3,56� 46.7 -------------- (1) --------------
Beatrice Foods -------------------------------------- 1115:768 50, 564 43.7 111,205 51,946 87,753 40,400 46.0

----------- 86,429 33,100 38.3 104,770 45,800 43.7 70,474 19,480 27.6
Ralston Purina --------------------------- ------ (1) -------------- 25,726 (3,585) -------------- FO, 883 49,848 29.2
U niroyil ---------------------------------------------------- 1.06,143 9,112 8. 6 1 -1
Aluminum Co. of America ---------------------------- 50,199 (17,036) -------------- 209,062 288,156 42.2 204,267 291,073 44.6
American Brands -------------------------------------------------- (1) -------------- 16, 969 17,271 36.8 -------------- (3) --------------
Bendix -------------- ------------------------------ "I 119 10,570 18.2 4 ------ (1) --------------
National Cash Register ------------------------ I -------------------- (1) ---------------------------- (1)(1) -------------- 8 602) (8,068) -------------- 40,683 2(5,179) --------------
American Standard ------------------------------------------- �8:388) 2 583 -------------- 66,970 (1,951) ----------Signp.1 Co. ---------------------------------- 26,863 2(7,394) -------------- 27,260_----- (11) (11) --------- ---- 86,893
Ashland Oil -------------------------------------------------------- 2jj -------- 97,785 35,638 36.5 120,348 45,038 37.4
Owens-Illino:s -------------------------------------- 96,685 23,8770) -------------- (7,961) (850) -------------- 34,050 400 12
United Brands ---------------------------------------------------- 89,648 24,668 27.5 87,383 25,991 29 7(1) --------------CPC International -------------------------------------------- 71,735 (589 94,523 38,841 41.1
Stand3rd Oil (Ohio) ------------------------------------------------ --------------- 127,487 32,389 25.4
Republic Steel ---------------------------------------------------- ------------------ 18,264 (9,916 -------------

See footnotes, p. 26.



APPROXIMATE EFFECTIVE FEDERAL INCOME TAX RATES PAID BY COMPANIES SELECTED FROM FORTUNE MAGAZINE'S LIST OF LARGE CORPORATIONS-Continued

1971 1970 1969
Approximate Approximate ApproximoteNot income current Net income corrent Net income current

Corporation before Federal Federal before Federal Federal before Federal FederalCorporation income tax i income tax Effective rate income tax 1 income tax Effective rate income tax I income tax Effective rate

U.S. Plywood-Chonysion Papers--
FMC
American Home Products ---- -
Raytheon
Warner-Lambert
Genesco -- - -
Allied Chemicol----------
National Steel
Weyerhaeuser
U.S. Industries
Getty Oil
Teledyne - .--- - - - - - - - - - -
Colgate-Palmolive
B. F. Goodrich
Georgia Pacific
Whirlpool - -- -

Transportation corporation list:

~~~~~~~~~~6------------------------- 47, 689 a 9, 082 19. 0 107, 688 2 35, 486 33. 0
() -88, 130 28, 794 32. 7 108, 699 44, 936 41. 3
() -271, 048 ' 126, 683 46. 7 254, 024 4122, 041 48. 0

: - -- -- - -------------- :::::::::::: .: ( ::::::::::::::371 51, 942 34 5 143,897 47, 684 33.1----------------- 4 l23,491 2 9, 328 39, 7 37, 070 213, 430 36. 2 55, 907 2 23, 233 41. 6------------------------- (6) ------- - 098,011 a 8, 336 9. 5 84, 119 7 3, 712 4. 473,655 17,600 23.9 73, 449 (19, 825) --- 140, 115 30, 900 22.1--------------------- (0)------- 170, 667 33, 460 19.6 185, 192 35, 930 19.4129, 977 47,040 37.6 115,251 41, 154 35.7 113, 925 48,632 42.7138, 140 17, 062 12.4 121, 462 19, 725 16.2 117, 894 14, 682 12.5() - - 109, 312 34, 192 31.3 (-)-----------

() -30, 561 4 6, 090 19.9 66,072 4 16, 575 25. 1() - - - 107,070 4,500 4.2 121,220 21,200 17 5(6) -- -- - 33, 345 19, 040 20 57. 1 94, 151 46, 840 49.8

It'D

(a) Airline corporations:
United Air Lines-------- -(7,------- 301) 0 0 (51, 168) (22, 850) ---- 87, 150 2, 933 3. 4Trans World Airlines- (7, 128) 0 0 (98,823),013 (5, 415) ------------American Airlines-------- -2,------ 404 (75)---- - (-- 37, 552) (9, 874) 45.--34-(831)Pan American vWorld Airvways --- 66, 0335(7434 

(831) ----8-------774-5-43Pan Amercan Worl Airway-(66, ----- 033) 0 0- (70, 005) J5774) - - (46, 450) (30, 392) -Eastern Airlines---------------- 7, 639 0 0 8, 073 0 ----- 03 521)------Del;oArlines- ilns43, 550 (2, 491) -------- 77, 165 9, 615- 12. 5 2,298 3, 524. 9NorthwvestAirlines -- 43 iS (°)- 44, 560 4 (15. 280) - 1 80, 973 4 17, 100 21. 1
Total for airlines -(27, 139) (2, 566) - (127, 750) (54, 163) 244, 897 (13, 043)

(b) Railroads:
Penn Central --------------- - (52)
Southern Pacific -145, 675
Norfolk & Western Ry -62, 866
Burlington Northern
Chesapeake & Ohio
Union Pacific

(22)
12 19, 551

752
(6)

(6)
(6)

(92)
13. 4

1.2

(55) (12) (Sa)
124,098 2212, 049 9. 7
63, 305 13 (2, 026)
35,663 1l 1, 451 4.1
52, 563 3, 331 6 3

114,589 (3,835)

(22)
142, 485

13, 670
56, 054

123, 098

(22)26, 718
(5) -- ---

(3, 486) -----804
16, 840

(02)18.8

1.413.7



Santo Fe Industries -- (6) --------- _ 59,607 4, 60C 7.7 88, 573 6,650 j,5
Southern Ry -- (6) ________ 56, 474 9.895 17.5 -- () --------------
Missouri Pacific System ----- 20,932 1,925 9.2 23, 135 '5553 2.4 23,977 2,686 11.2

Total railroads -229, 473 22, 228 9.7 529, 434 26, 018 4.9 447, 857 50, 212 11 2

(c) Trucking companies: 41 3 3
Consolidated Freightways ------------- -- - - -13, 156 46,928 52.7 26, 779 411,639 43.5
Leaseway Transportation - 26,129 4, 793 18.3 1, 483 (3, 105) - -12, 719 1, 885 14.8
Roadwav Express 1"-------------- 34, 572 18, 931 54.0 17, 606 8, 573 48. 7 -------- (1) ------ i
Yellow Freight System --- 24, 260 410, 897 44.9 136, 773 4 5, 135 37.)3 14, 639 45,5843

Total trucking 84, 961 34, 621 40.8 46, 018 17, 531 38.1 54, 137 19, 108 35. 3
Utilitv corporation list:415 40,39 ,88,016.

AT. & T----------------------- 3, 498, 478 17 1, 138, 474 32. 5 3, 561, 809 '7 1,478, 656 4.5 4 1,39 1 ,88 0 6
Consolidd & di-202, 228 is 6, 727 3. 3 110, 027 lI (17, 500) - - - 141, 389 7, 200 5. 1
Pacific Gas & Electric -- ( - -- 940 53 127 2( i 74 424 33. 8
Commonwealth Edison -- (--- - 1 9 ----------------- 127 27. 114, 23. 0
American Electric Power -149.876 6,722 4.5 136, 662 18, 051 13.2 138, 457 31,814 3.
Southorn Calitornia Edison - 159, 824 35, 409 22._ 2 160, 407 35, 840 22.3 139, 933 34, 430 24.6
Columbia Gus System ----------------- 119, 659 28, 077 23. 5 129, 666 43, 592 33. 6 122, 254 41, 352 33. 8
El Paso Natural Gas ------------------ 87, 854 23, 908 27. 2 33, 034 6, 644 20. 1 51, 337 14, 399 28. 1
Texas Eastern Transmission -------------- 101, 768 26, 362 25. 9 81, 424 18, 991 23. 3 60, 877 8, 478 13. 9
Pennzoil United--------------------------- (5) -------- 74, 719 (12, 755)-------- - 65, '700 6, 835 10. 4

Retailing corporation list: C.
Sears A Roebuck -682, 148 289, 306 42.4 694, 394 292, 308 42.1 (3) -_-_- ___-_

Allstate and subsidiaries -. 90, 775 5, 327 5.9 82, 910 (265)
Great Atlantic & Pacific Tea -89, 437 33, 883 37.9 100, 666 41, 750 41.5 84, 736 32. 820 38. 7
Safeway Stores-------------------- 155, 127 2 75, 328 48. 6 140, 441 2s69, 893 49.8 113, 347 '55, 563 49. 0
J. C. Penney- --- 216, 605 72, 509 33. 5 225, 482 86, 182 38.2 230, 305 100, 617 43. 7
Kroger ----------------------- 56, 522 21, 462 38. 0 74, 366 32, 839 44. 2 68, 693 28, 105 40. 9
Federated Department Stores 154, 669 68, 798 44. 5 169, 942 80, 832 47.6 162. 270 77, 398 47. 7

Commercial Ibanking l ist:
Bank America Corp -- -- () -- 239, 758 4 75, 880 31.7 249, 416 4 97, 203 39. 0
First National City Corp.- 281, 559 4 80, 486 28.6 222, 175 4 43, 557 19.6 184, 782 4 31, 174 16. 9

Chase Manhattan Cerp ... ~~ ~ ~ ~~~~~~~~~~(9 . .-------- 163, 619 4 42, 445 25.9 150, 065 4 55, 131 36.7
Manufacturers Honor Corp .. () - - 142, 573 4449, 870 35. 0 132, 084 4 56, 264 42. 6
J. P. Morgan .(- ---------------- (4) -------------- 132, 690 436, 866 27.4 115, 430 435, 482 30. 7
Western Banicor--- () . -- 1 70 097 410, 856 15. 5 94, 241 422, 300 23. 7
Chemical New York Corp -102, 073 4 31, 734 31 102. 675 4 33, 967 33. 1 99, 406 4 39, 174 39. 4
Bankers Trust New York Corp- () 83, 903 428, 236 33.7 52, 731 11,899 22.6
Conill Corp 100, 257 4 25, 513 25. 5 77, 922 4 17, 794 22.8 58, 685 4 11, 473 19. 6

See footnotes, p. 26.



I The adjusted net income before Federal income tan reported to shareholders consisto of the net
Income (or loss) ptus atl Federal income tax expense (or income) plus deudctiuns fur minority interest
takes in calculating net income and less income from an inventment is another company when the
equity method et accounting hen bees used. In none canes, the minority interest and/lor the income
reported under the equity method woo not separately disclosed; thus, in these cases, these ad-
justments coeld cot he made. (These accounting problems are further esplained in the appendis.)

2The deferred income tax accounts (tax effect of timing differences) may contain State and local
and/or foreign in addition to Federal incomo taxes. Thus, this might have a significant effect en the
estimated current Federal income fax and percentage.

a All the data necessary to compote the resalt for 1969 were sot available son the 1971 and/er 1970
financiol statements.

I Psoibly overstated significantly because forei go and/sr State and local income toxen ore combined
with Federal income tax. Wherever this is believed to ho extreroely significanl, the data aer omitted.
Thexo companies bone not reported separately their Federal income tax espense. As stated elsewhore,
this is an apparent violation ut SEC biling requeiremesnts.

8The Ford Motor figores represent the effects Of Stole sod local en wall en Federal income laeas.
Their reports combine theoe amonest end thus the percentogas are higher.

The data tar 1971 wo-re nslevoilablewhen thisinlsrmation won beinggathered.
7 Including Canadian and U.S. income too.
AEven though there appears lo be some tax paid, the 10-K for ITT indicates that Hartford and ITT

file d consolidated tee returns en which no tax wan paid.
a Westero Electric Co.'s income is included in the consolidated retain for the Belt System; however,

this is essentially the noise too which would have been reflected it a separate return were filed.
15 McDonnell Douglas Corp.'s 1971 10-K indicates a NOL carryterward tram 1970 end 1971; thus,

in effect~no FederalI incemetaohas been naidosince priorto 1961.
11iThe 1911 and 1970 date for Ashland Oil were not readily available in the SEC microfilm files.
so The 10-K report states that Southern Pacific had no too liability an .Iconsolidated return for

either,1971 or 1970; thn resilts tsr 1969 wore not disclosed. The ostimoted amounts tar Federal
income tax ($19,551 009 for 1971 and $12,049,000 tar 1970-offoctive tax raela of 13.4 anid9.7 per-
cent, respectivel'y) it'actually paid may have been paid by oshbsidiarien less than 80 percent owned
and, then, net eligible to be included in the consolidated tax return. Some, or all, at these amounts
may represent oversaotement of Federal income tax accrad accounts in order to provide a reserve
for future tax deficiencies following audits by the IRS, to thin extent they would not be paid.

13 The Analysis at Federal Income Taxes (p. 316 of their 1970 ICC annual report) showed that
Norfolk & Western saved $29,493,090 in Federal income tax due to accelerated depreciation and
to 5-year amortization. Their Federal income tax, if based on income per books ol account would

have been $39,632,000. Filing a consolidated return saved an additional $16,687,000 in Federal income
loses. Their minimum too an preferencen was $2,143,000; however, the analysis at Federal income
taxes indicated a refund of $1,624,000. The 1970 net income (alter provision for Federal income tax
and otter providing tar minority intereots) wan $71,259,000 fur Norfolk & Westera and $64,017,000
cono slidated.

14 Ehe 1970 ICC annual report (p. 316, "Analysin of Federal Income Taxes") sbowed that Burlington
Norfoero saned $12,236,000 doe to accaisrated dopreciation. Thair laxss blood on income recorded
in the accounts would bane been $13,367,000. Their refund was $603,603. The net income (alter
provision tar Federal income tax and alter reflecting minority interests) for Burlington Northern was
$33,003,000 and $34,202,030 consolidated.

Is rho 1970 Analysis of Federal Income Taxes (p. 316 at their ICC asnual report) indicated that
Missouri Pacific had a rotund of $314,700. Their Federal income tan based us tenable income en in-
corduet in the accounts for financial reporting would have been $6,671,000 The net income (alter
prnovision tar tan) was $10,189,000 for Miossousi Pacific and $21,500,000 when consolidated. Thin
company saved soaer $3,000,000 in taxes in 1970 duo to accelerated depreciation and 5-year amorti-
onlioe.

Is Tho information tar Roadwaoy Express was taken from its 1971 anneal report to shareholders.
17 Because the wholly swned subsidiary Western Electric Co. is accounted tar by using the equity

method, the income and currentl Federal income too fur A.T. & T. is not included here even though a
consolidafud too rotors is biled.

Is Notes to the financial statemant at Consolidated Edison indicate set operatiog lessen for tax
purposes far both 1970 and 1971 while lbs 1971 set income soported to shareholders wee the highest
in any at the prier 10 years of the company's history. Dividends paid were $102,065,000, 1969; $108,-
021,000, 1070; and $119,406,000, 1971. None of the dividends ax the commonstontck for these 3 years
(amounted to $31,188,234 and $13,430,126 tar 1971 sod 1970) were taxable as dividend income.

15 Duo to andisciosed amouonts of ontrapuriod too allocation, the total Federal income tax prevision
cannot be ascortaived far Pacific Gas & Electric.

20 This highI effective rats for Wairlyssi may hone been the result of expenses being taken for hook
purposes which are not deductible tsr too purpaose (e0g., goodwill).

21 Dna Is hugo losses, this company has nub been included.
22 This company has bees eliminated due to huge losses.

Note: The study is based entirely an infurmation from public sources, includiog 10-K reports,
registration statements, end prospectuses filed with the Securities and Exchange Commission an well
as asnnal reports to shareholders end annual reports to the Interstate Commerce Commission.
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APPROXIMATE EFFECTIVE RATES OF CORPORATE FEDERAL INCOME TAX FOR STEEL COMPANIES

1971 1970 1969

Approximate Approximate Approximate
Net income current Net income current Net income current

before Federal Federal before Federal Federal before Federal Federal
Corporation income taxI income tax Effective rate income tax I income tax Effective rote income tax l income tan Effective rate

Comweies:
Ueifed States Steel - 104, 516 7,920 7. 6 109, 491 (66, 110) -243, 207 5, 146 2.1
Bethlehem Steel ----- ---------------------- -------- (52, 900) -
Arsnco Steel ,-- 63,052 6,175 9. 8 63, 744 3, 565 5.6- --- (3 ) - 25- i
Republic Steel ---------------------------- 18,264 (9, 916)-1------- 27, 487 32, 389 25.4
Netional Steel -735 -- - 17, 600 23.9 73,449 (19, 825) -140, 115 30,900 22.1

1 The adjusted net income before Federal income tax reported to ohareholders conxixts of the net 3 The data for 1971 were not available when this information was being gathered.
income (or loss), plus ael Federal income tax expense (or ixcome) plus deductions for minority 'All the data necesxary to compute the result for 1960 were nut available on the 1971 and/or 1970
interest taken in calculating net income and less income from an investment in another company financial statements.
when the equifymethod of accounting has been used. In some cases, the minority interest and/or Note: The study is based entirely on information from public sources, including 10-K reports
the income reported under the equity method was not separately disclosed; thus, in these cases, registration statements, and prospectuses filed with the Securities and Exchange Commission as well
these adjustments could not be made.

X The deferred income tax accounts (tax effect of timing differences) may contain State and locaI as annual reports to shareholders and annual reports to the Interstate Commerce Commission.
and/or foreign in addition to Federal income taxes. Thus, this might have a modest effect on the
estimated current Federal income tax and percentage.
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APPROXIMATE EFFECTIVE RATES OF CORPORATE FEDERAL INCOME TAX FOR OIL COMPANIES

1971 1970 1969
Approximate Approximate Approximate

Net incorne current Net income current Net income curre nt
Corpuration ~~~~~~~~~~~~before Federal Federal before Federat Federal before Federal Fed'eralCorporation income taxt income tax Effective rate income toI iFcome tax Effective rate income tan I incnme tao Effective rate

Standard Oil (New Jersey) - - -(2) --- (-)-- ---- -- (a)
Mobil Oil ---- - . ~ ~ ~ ---------- (1)------- 570, 395 95, 600 16. 8 -- 480, 516 34, 500 7. 2

Texao -------- ---- --- ---- --- ---- --- ---- --- -- 920,0539 30, 000 32 921,'247 73, 250 8. 0 887, 199 7,250 .8Gulf Oil -68 5----------------------------------------- 68 8 31,062 4.49 625,732 11,892 1.9 697,643 4,264 .6Standard Oil (Californsia) -------------------- (a)--------- 185, 411 29, 700 16. 0 212, 319 10, 900 5. 1
Standard Oil (Indiana)- -- - -423,14 36, 462 15.0 417, 768 56, 018 13.4 412, 668 64, 524 15.6Shell Oil ------------------------ ---- (i) ----------- 305, 298 34,W285 11.2 348,263 5,464 1.6Atlantic Richfield -------------------------------------------- - - () --------- 211, 845 10,622 5. 0 219, 921 3,963 1.8Continental Oil - - -1-------9030----------- (24, 472) --------- 189, 377 9,962 5. 3 173, 610 (4, 189) -------Tenneco.-------------------- - ------- -(--10 2,27 28 195, 341 25, 230 12. 9Phillips Petroleum-.------------------- - 6,00 22. 984 14.3 146, 371 37, 697 25.8 156, 717 35, 279 22.5Occidental Petroleum ------------- -------- (60, 490) 5,553--- ------ 170, 059 2,457 1.4 176, 042 0 0Sun Oil------------------------- - 189, 265 7,445 3. 9 192, 858 27, 569 14.3 203, 180 (2, 160) -------Union Oil of California - - - ------------------------- (3)--- ------ 139, 598 7,540 5. 4 169, 792 8,800 5. 2Cities Service - - ----------------------------- (3) --1 ------ 59, 472 27, 169 17. 0 179, 633 27, 254 15.2Standard Oil (Ohio) --------------------------- (3)-... -.. 71, 735 (589) -------- 94, 523 38, 841 41.1Gelly Oil ------------------------ -i138, 140 17, 062 12. 4 121, 462 19, 725 16. 2 117, 894 14, 682 12. 5

Total --------------------------- 2,517,382 153, 096 6. 1 4,626,693 467, 160 10. 1 4, 725, 261 274, 602 5. 8

1The adjfusted net income before Federal incume ton reported to shareholders consists of the net with Federal income tan. Wherever this is believed In be extremely significant, the data has beenincome (or less), plus all Federal income lax enpense (Or income) plus deductions fur minority interest omitted.
take n in calculating net income and less income from en investment in another company when the The data fur 1971 were nont available when Ibis information was being gathered.equity method of accounting ban been used. In some cases, the mixority interest and/or the income
reported under the equity method was not separately disclosed; thus, in these cases, these Note: The study is based entirely eonilnormation from public soercen including 10-K repnrts, readjustments cveld nut be made. tiation stbtenaents, and prospectuses filed with the Securities and Exchange Commission as well as

2 Possibly overstated significantly because loreign and/orState and local income taoen are comhined annual reporots tobsareholders and anneal reports to the Interstate Commerce Commi ssion.
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Chairman PROXMIRE. Well, I want to thank you very much, Con-
gressman Vanik, for a remarkable job. I do not know any Member of
the House or Senate who has ever done the kind of thorough and com-
prehensive study that you have done of our tax system, and go into
such detail. You say it comes from public sources, but nobody has put
it together before, to the best of my knowledge, and shown this re-
markable differential between corporations, some of which pay rela-
tively high taxes and some of which pay very low taxes, some of which
make profits and pay no-taxes at all. I think it is a very helpful revela-
tion and, as you say, it certainly does underline the desirability and
necessity for a much harder, clearer look at our -tax structure than we
have had before.

I would like to ask, though, to put all this in perspective, in your
view, what happens when corporate income taxes are reduced or even
when they are reduced to individual corporations? I am not sure that
you have the same kind of direct unfair distribution of income that you
might have with similar treatment of personal income taxes. You are
being followed by Michael Harrington, a very able economist and
analyst, who argues that he would abolish the corporate income tax
entirely. No corporation would pay any income taxes. And he, of
course, has strong value judgments in the area of redistributing wealth.
He would rely entirely on the personal income tax.

Representative VANiK. The problem with that is the theory that they
would pay taxes on their dividend incomes. But I refute that dividend
incomes make much of a contribution to the tax revenues of the coun-
trv. If some three individuals can make $7.5 million in income and pay
no taxes, how much revenue are we getting to the Government?

Chairman PROXMIRE. I am sure I do not want to get into the sub-
sequent witness' views, but the problem is because of weaknesses in the
personal income tax structure.

As far as corporate income taxes are concerned many economists
argue-Harold Groves, for example, of the University of Wisconsin-
that the main burden of corporate income taxes is on the consumer.
That is, as you increase the corporate income taxes, corporations pass
the tax increase on to consumers in higher- prices, aind .a ,reduction, in
taxes is passed on in lower prices. - *'v - ,

Representative VANIR. All I want to say to that is,'I coqnsirthe
taxpayer a person, a citizen, and as such, he should beeexpecte tomikle
some contribution to the cost of running the country. r

Chairman PROXMIRE. There is no question that the incidence of the
tax on consumers isn't complete, and stockholders and employees may
shet re at least part of the cost. '

When you show a very low corporate. income tax or no tax on in-
come,'you mean that with foreign taxes paid deducted as a credit, and
with the investment credit enabling them to subtract 7 percent of their
investment against, any tax liabilities, that they can reduce their taxes
sharply in some cases. Why .doesn't this simply mean that some of
these corporations have heavy investmnents abroad and pay very heavy
taxes abroad, and some of these corporations are making intensive
investments in improving their efficieniy and produ6tivity and in
doing so are improving their productivity, which is the purpose- of
investment credit?

3-7T6--7R-3
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Representative VANIK. Well, that is precisely the point that I made,
that I said is not supported by the evidence. My findings are that the
investments abroad create employment abroad rather than employ-
ment in the United States; that it has not resulted in any substantial
employment benefit to the people of the United States.

The other point is that the corporations involved, like the multi-
nationals

Chairman PROXIMIRE. How do you know that? How do you know
it has not resulted in increased employment? Employment has gone
up sharply in recent years.

Representative VANIK. In those industries where we have used tax
impetus to stimulate employment, we have found that it has not
worked out. The revenue we lost, for example, in the investment credit
is not borne out-I have just pointed out there has been a job decrease.

Chairman PROXMIRE. Yes, but you see, this may be where you are
focusing, and I may be wrong, but I think you are focusing on the
industries that have bought additional equipment to take advantage
of the investment credit. You say they have not increased employ-
ment, and that is correct. What they do, of course, is automate and
they reduce their own need for employment. The increase in employ-
ment is in the machine tool industry and the other industries provid-
ing equipment. In my own State of Wisconsin, which is very heavy
in machine tools, they have shown me how, as the investment credit
has been applied, they have had a very sharp increase in employ-
ment and as it has been cut back, they have had a sharp drop.

Representative VANIK. I would like to put in the record a report
I have from the Department of Labor on the statistics of the auto-
motive industry and also machinery manufacture. That shows a de-
cline from 1971 to the present.

Chairman PROXMIRE. A decline in the machine tool and employ-
ment?

Representative VANIX. Machine manufacture.
Chairman PROXMIRE. I would want to know how comprehensive

those studies are.
Representative VANrK. This is the unemployment, Mr. Chairman.

The total employment has not risen. Unemployment has gone the
other way.

Chairman PROXMIRE. Total employment has not risen in the auto-
mobile industry. I am aware of that.

Representative VANIK. And it has not risen in the machine tool
industry.

Chairman PROX3.tRE. Same thing?
Mr. PEDLEY. In the Nation as a whole.
Chairman PRQXMIRE. That is a very good point. What years do you

have?
Representative VANIX. We have the years 1971 and 1972, the effec-

tive years, beginning with January 1971. I had this table computed
out by the Department of Labor anid it shows exactly the reverse.

Chairman PmRoxmIRE. All right. If you have that, it is a very good
point. Without objection, the table will be placed in the record at this.
point.
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(The table referred to follows:)

HOW EFFECTIVE HAVE PAST TAX CUTS BEEN IN REDUCING UNEMPLOYMENT?

DEPARTMENT OF LABOR STATISTICS ON AUTOMOTIVE INDUSTRY

INote: We were told that an extra 25,000 men would be employed for every extra 100,000 cars produced. It has been
a great car year, but total employment and unemployment in the auto industry have been fairly stablel

Employed Unemployed Employed Unemployed

January 1971 -1,095, 000 50, 000 October 1971 -1,046,000 36, 000
February 1971 -1, 069, 000 73, 000 November 1971 -1, 048,000 41, 000
March 1971 -1,060, 000 53, 000 December 1971 -1, 060,000 43, 000
April 1971 -991, 000 69, 000 January 1972 -1,025, 000 56, 000
May 1971- 1, 024,000 49,000 February 1972 -992,003 61,000
lune 1971 - 1, 011, 000 35, 000 March 1972 -1,026,000 52,030
Jely 1971 ----------- 984, 000 94, 000 April 1972 ---------- 1.021,000 41, 009
August 1971 --- 1, 034, 000 79, 000 May 1972 - 1,058,000 51,000
September 1971 -1,126, 000 57, 000 June 1972 -1, 055,000 51, 000

MACHINERY MANUFACTURE (MINUS ELECTRICAL): WHAT EFFECT INVESTMENT CREDIT?

Employed Unemployed Employed Unemployed

January 1971 -2, 076, 000 156, 000 October 1971 -1,971,000 100, 000
February 1971 -2, 043, 000 158, 000 Novembar 1971 - 1,932,000 103, 000D
March 1971- 2, 060, 000 174. 000 December 1971 -1,937, 000 105, 003
April 1971- 1, 959 000 164.000 January 1972- 1 973, 000 109, 003
May 1971 -1, 991, 000 155, 000 February 1972 -1,994,000 116, 003
June 1971 -1,980,000 147,000 March 1972 - 2,015,000 13:, 00
July 1971 -1,913,000 141, 000 Anril 1972 -1, 905,030 93, 030
Aegust 1971- 2,003,000 108, 000 May 1972- 1952,000 124, 000
September 1971 -1,984,000 79,000 June 1972- 2,022,000 74,000

I Announced excise removal.
Note: While unemployment is down among machinists, total employment is about where it was-in fact lower-than

in January 1971.

Chairman PROXMIRE. You stated and I quote: "I believe we should
seek to establish equal treatment in U.S. taxes by treating foreign
taxes as a cost of doing business for which one may obtain a deduc-
tion, not a credit."

In other words, you are saying that the U.S. corporate income taxes
are somehow more valid or for some reason deserve a higher priority
than foreign governments' taxes on corporate income. How can you
justify that attitude of placing U.S. national sovereignty in a position
that is superior to the tax-levying sovereignty of other countries?

Representative VANIK. In the first place, I think our tax should be
paramount. I think it is ridiculous that foreign governments should
find ways of getting more money out of our industries than we do.

Chairman PROXMIRn. It is reciprocal, is it not? In other words, if
we have our corporations go overseas and are taxed there; foreign
corporations come over here in this country and operate, we tax them.
Are those not a credit, in many cases?

Representative VAM1E. I just can't reconcile your point of view on
that with my own. My own point of view is if Brazil, for example, or
Venezuela, is able to take more income taxes out of gn American com-
pany than we do, something must be terribly wrong with the Ameri-
can tax system. Because the great operations of the company are here.
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Chairman PROXNEIRE. If they are here, I think that is correct. If
you can document that, that will be helpful. But my point is that if
much of the activity is abroad; and the profit is abroad; and the em-
ployment is abroad; and the investment is abroad; then it is perfectly
proper under those circumstances for them to pay their taxes in the
country where they operate and where they receive the protection of
the government and where they receive the services of the government
and where they are paying taxes for those services.

Representative GRIFFITtHS. Where are the sales?
Representative VANIR. The sales are in the United States.
Representative GRIFFITHS. Of course, they are in the United States.
Chairman PROXMIRE. Well, the sales may be another criterion.

Perhaps under those circumstances, there should be a corporate in-
come tax in the form of a sales tax, of course. I think many economists
feel the incidence is shared or paid for by the consumer. You could
have a sales tax and collect it all in this country.

Representative VANIK. U.S. Steel is an example. Let's talk about
one company we know about.

Chairman PROXMIRE. I am told by the staff the sales are not largely
in the United States.

Representative VANIK. U.S. Steel, for example, has vast operations
in this country. It operates, it is a burden on the community. It pro-
vides jobs here, but there is also a burden on the community. 'We have
to protect it, we have to take care of the environmental problems, et
cetera. Yet I think Venezuela managed to collect more taxes from the
company than the United States, the Government of Venezuela. So it
seems to me there must be something- radically wrong 'with a tax
system which permits the foreign governments to take more Federal
revenue, more tax revenue, from a company that is principally oper-
ating, substantially conducting most of its industrial operations in
the United States.
- Chairman PiROXmIRE. I think you can make a devastating case in
the oil situation where vou have royalties imposed. For years those
were considered as a cost of doing business. Now through the golden
gimmick. they are used as a deduction from taxes. I am not so sure,
however, when it comes to taxes that are imposed on other industries.
If an industry, it seems to me, is operating in a country and requires
the protection of that country and a legitimate tax is imposed, then
it seems to me you can make a strong 'case that that tax should be
imposed as a tax credit, as taxes in this country, by the jurisdiction
of the Federal Government.

Representative VANNIN. I would say again, Mr. Chairman, that the
facts are so difficult to get at that I would say that unless' we have
more facts, we cannot clear up that issue. I do think a stronger case
is made for those operations that are conducted generally for overseas
production and consumption.

Chairman PROXmriRE. I see; my time must be about up.
I want once again to thank you very much, Congressman Vanik,

-for an extraordinary piece of work that is a real contribution here. I
am sure it is going to be very helpf ul.
* Asyou indicate in y6ur responses to my questions, it is going to take
a long time for us to analyze this and get it into our understanding
so that we can have a report that will be fair and constructive and
useful. But it is a fine job.
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Representative VANIK. Mr. Chairman, if I might just respond, I
want to state that I certainly appreciate that your committee has
led the way. I think we are dealing with the vital questions of Ameri-
can life in the role of free enterprise and its opportunity to compete
equally and evenly with everyone else.

But I would just like to say one thing. We are in a vicious cycle. We
cannot change or remake the tax laws without facts and we cannot
obtain essential facts because of laws that cloud and conceal the truth
to which every citizen is entitled. There can be no decent measure of
tax justice when facts are buried and needlessly protected by archaic
laws. What the public does not know and can't know can indeed hurt
every citizen. This is the one thought that I want to convey to you
at this point, that our great problem on the Ways and Means Com-
mittee, and I know your problem, has been one of getting the essential
facts that I think our committee should have in order to arrive at
sound judgments.

Chairnman PROXIMTRE. Before I vield to Congressman Reuss, let me
say this committee is going to take the material you have and we are
going to ask the Council of Economic Advisers, the U.S. Treasury. the
Securities and Exchange Commission, and other agencies that have
responsibility in this area to analyze it and give us their best judgment
on information that raises serious question about the inequity and
unfairness and lack of revenue generation of our present income tax
system.

Representative ITANIK. Thank you.
Chairman PROXMI~iE. Mr. Reuss.
Representative REuss. To be delivered out by November 10, 1972?
Chairman PROXAITRE. Oh, no, at least 3 weeks before the election.
Representative RFuss. Thank voU, Mr. Chairman. I share vour

gratitude to Congressman Vanik for his superb job this mornin. He
brings expertness that he has gathered from long years on the Ways
and Means Committee to our forum.

I would like to enter the colloquy you just had with Mr. Vanik about
the effect of the foreign tax credit.

Take a Wisconsin company, Allen Bradley, for example, which is
debating whether to close dowvn an electronics operation in Milwaukee
and transfer it overseas, to Mexico or other countries-Korea, Taiwan,
and so on. Look at the tax calculus facing management in that case.
If they operate a plant in Wisconsin, their Wisconsin corporate in-
come tax at the effective rate of about 12 percent, a rather steep one,
is merely a deduction from their Federal income tax. Only 48 percent
of it, therefore, stays in the corporate coffers.

If, on the other hand, they set up shop overseas, under the tax credit
system, they can deduct every penny of foreign income tax. Does
that not-I will ask Mr. Vanik, though you may wish to comment, Mr.
Chairman-rather skew the corporate decisionmaking process. and
is that not perhaps one of the factors which have led so many people
to believe that an export of jobs is going on, and which has led. of
(ourse, to the verv unfortunate R urkc-Hartke bill, which -would carry
in its train some consequences which I personally find very undesirable.

What about that, Mr. Vanik?
Representative VANra. I heartily agree.
But I think what vou suggested by way of job export is a logical,

believable concept after you analyze what specifically happens.
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'Representative REEuss. A businessman says, well, if I open a plant
in Cleveland or Detroit or Milwaukee, I will just be able to deduct the
State tax that I pay, whereas if I open one across the Rio Grande or
in Taiwan, I -will get a credit: therefore, since my head is screwed on,
I will jump ship and open it in Mexico.

Representative VANIK. I think Professor Musgrave in his report
substantiates what you have just said.

Representative REuss. In her report.
Representative VANIK. In her report, yes.
Representative REUSS. Mr. Vanik, as I said, you are an industrious

member of the House Ways and Means Committee. What is the Ways
and MNeans Committee doing right now about closing tax loopholes?

Representative VANIK. Well, I am here because I want to stimulate
action by my committee. I have tried internally with my good col-
league, Mrs. Griffiths. We are trying to do everything we can to pre-
cipitate committee action. The legislative calendar is difficult. But one
of my purposes here today is to help keep pressure on, help urge and
stimulate action by my committee to legislatively do some of the things
which I think would be substantiated and called for by your very care-
ful analysis here.

Representative REUSS. In the Wail Street Journal this morning is a
story I would like to have you confirm or deny, that the Ways and
Means Committee currently-right now-instead of being engaged
in plugging some of the loopholes which have made a shambles of our
tax system, is engaged in working up an omnibus bill, putting in not
just one but a whole string of loopholes-a so-called members bill in
which everyone gets one bite.

Can you confirm or deny that?
Representative VANIK. Such a bill is under discussion, but my vote

will be cast to break it up and make every single item in that bill
stand for a vote in the House. I don't know whether I am going to be
successful in that, but I am certainly going to make every effort I can
to be sure every one of these issues can be separately resolved by way
of separate legislation.

Representative REtuss. Could I not ask you to go just one step fur-
ther, that instead of voting these loopholes one by one you vote against
these loopholes?

Representative VANIK. Oh, I certainly will. That is implied. You
have been urging me to do things for some time now and I have been
very diligent in following through. I must say I certainly do expect
and my opposition will certainly be registered on a rollcall vote against
any legislative effort of that kind. It would be contrary to every rea-
son I have been on the Ways and Means Committee for me to do
otherwise.

Representative REUSS. I do not believe you specifically mentioned, in
conlection with the taxation of American multinational corporations,
the deferral of Federal income tax on income not repatriated. Did you
mention deferral, too?

Representative VANIHK. It is completely reported in my comprehen-
sive prepared statement, which is in the record.

Representative REUSS. And is it your feeling that that, too, needs
reexamination?

Representative VANIK. Yes, sir; I heartily agree with you. You and I
are in full agreement on that issue. That continues in the full pre-
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pared statement that I have submitted for the committee, which I had
to condense in the time allocation.

Representative REuss. Thank you very much.
Chairman PROXIRIME. Mrs. Griffiths.
Representative GRiFrITHS. I have no questions. You did a very good

job.
Representative VANIK. Thank you, Mrs. Grifmths.
Chairman PROxNTRE. Thank you, Congressman Vanik, for a very

fine job. We are delighted you came before us and you have certainly
given our hearings on the tax system an excellent send off.

Our next witness is Mr. Irwin Miller. I understand Mr. Harrington
will come forward also.

Mr. Miller is chairman of the board of Cummins Engine Co. He
holds degrees from Yale and Oxford. Mr. Miller is also chairman of
the board of Irwin Union Bank and Trust Co. in Columbus, Ind., and
is director of the American Telephone and Telegraph Co. as well as
the Chemical Bank. In 1967-68 Mr. Miller was a member of the Presi-
dent's Committee on Urban Housing and of the President's Commis-
sion on Urban Housing.

Mr. Michael Harrington is a well-known author, perhaps best known
for "The Other America," published in 1963 and his most recent book,
"Socialism." Mr. Harrington has long been a spokesman for funda-
mental economic reforms. He has served on the board of directors of
the Workers Defense League of the American Civil Liberties Union,
and is chairman of the League for Industrial Democracy.

Gentlemen, we are delighted to have you. You understand the rules
of the committee. As I say, I wish we did not have to have the limita-
tion on time. You both have fine prepared statements. Your entire
prepared statements will be printed in full in the record.

Mr. Miller, go right ahead. You have 10 minutes.

STATEMENT OF J. IRWIN MILLER, CHAIRMAN OF THE BOARD,
CUMMINS ENGINE CO.

Mr. MILLER. Thank you, Senator. I would like to begin by associat-
ing myself with your opening remarks that thorough going tax re-
form on a sophisticated, intelligent basis is long and dangerously
-overdue.

I would also like to associate myself with some of Congressman
Vanik's remarks; that is, that in beglinning to look at tax reform
which will be effective for as complicated a country as we are, the
Congress does not have available adequate facts or analysis capa-
bility. I can be very sympathetic with Congressman Vanik's obvious
frustration in trying to sort out his data. I think, however, it is there-
fore very dangerous to jump to dramatic conclusions if one is nervous
about one's facts.

One of the companies he mentioned made $26 million in 1971 and
paid no tax. Just by chance, I noticed that their company had also
lost $78 million the previous year, and so it was not inappropriate
that loss carry-forward has something to do with its first year of
recovery. Such things have to be taken into account before one jumps
to conclusions.
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Another example: In the banking world, there will be different
types of taxes paid according to whether a bank decides to invest
heavily in municipal bonds, which are tax free. or Government bonds.
You will have to take up the whole business of the tax free character
of municipal bonds not in respect to any one owner but in respect
to the whole system and all the tradeoffs for the whole American
public.

Now, this leads me to my first point, which may seem to be an
obvious one, but I feel very strongly about it because I really do not
see anything being done about it. As a businessman, I think most of
us wish that the Congress had enormously more staff available to
them. And we 'would support your efforts to get competent staff.
Having served on five Government commissions, I was amazed at
the lack of factual information-not the lack of facts, but the lack
of factual information on which you could depend in deciding the
affairs of this country.

I do not think the Congress has available today the facts it needs
to make wise tax reform. In addition, after getting those facts, Con-
gress then has to develop a sophisticated systems analysis capability,
which it does not have now. Finally it needs to develop national
modeling ability, not only on taxes but on the nontax alternatives as
well.

All this then needs then to be tested against agreed-upon national
priorities and some sort of national, regional, and local planning to
carry it out. Only then will you be able to determine the tradeoffs
in as complex a country as we have and decide what all the effects
of your decisions are going to be.

My second point. is that it is very dangerous to talk of one tax as
a good or bad tax. We have a system of taxes, not a collection of taxes,
and the interactions of those svstems are vital to the progress of the
country.

The next point that you have to face is that you are going to have
to raise taxes by a substantial amount, by an amount enough to affect
all of us. I think that this country is slipping backwards in respect to
the important services. We are the most affluent society that history has
seen, and yet nearly all of our great social services are bankrupt. We
ought to ask what is affluence for except to provide these services in
greater quality to more people-I include defense, health, education,
environment, transportation-all of them.

When vou consider that there are going to be 175 million more people
here in only 20 years, a nation as large as France and maybe West
Germany put together, we should be underway right now. This means
to me that after all of the economies are made, after all of ithe unnec-
essary programs are pruned out, you are going to have to raise a gross
amount of taxes greater than the present amount and I think that hras
to be a major consideration in the work of this committee.

How is this greater amount of taxes then to be collected? Well, first
of all, I think Congress has to couple the cost to the expense. When 7
served on the Postal Commission, it was very clear to me that a prin-
cipa.l reason for the postal deficit was that the people who set postal
rates had no responsibility for postal expenses and the people who
set the wages had no responsibility for the rates, and the deficit fell
between the cracks. Someone in this Government has got to decide, is a
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service worth the tax that you levy for it or not? They have to be
coupled together when you are talking about tax reform, particularly
ashen you are considering specific taxes for specific reasons.

Next, if you then are going to have to have more taxes, what about
the collection of those? In my opinion, equity must be a paramount
consideration. My own studies of the tax system for the last 20 years,
and admittedly they are not comprehensive, tell me that there is rea-
son for the taxpayers' revolt, and that the system is becoming more
regressive. For instance, I think probably I am getting off too easily.
If we have a considerable amount of inequity in the tax system, then
we are going to inhibit the growth of the country, because we will end
up with frustration, hostility, and cross purposes.

I think that in all of -the treatment of incentives, we have not paid
enough attention to the fact that maldistribution also hinders growth.
In respect to maldistribution, it can be of two natures. One relates to
how the tax is collected and one to how it is spent. The way in which
the benefits flow can also affect the maldistribution of wealth and the
committee has to take that into account as well in working out the
fairness of the system.

As you work on equity, you must aim to make a reality out of
equality of opportunity in this country. There is no justification for
any new baby born in this society to have inadequate diet, inadequate
education, inadequate health care. It was not his fault that he was
brought into the world. Equality of opportunity means-if nothing
else-an equal chance at the starting line. And that is part of the
reason for the increase in taxes. And it is something to which you will
have to address yourselves.

N'ow, I will condense my remaining remarks, because I would rather
leave more time for you to ask any questions.

The second thing I think you have to address is that any tax system
we have is inescapably a system of incentives. Congressman Vanik has
just demonstrated this because he has dramatically illustrated how
many of the incentives, either intended or unintended, have worked.
I think that the committee ought to recognize explicitly that any sys-
tem of taxes will inevitably have incentives, and that the important
thing is to line those incentives up with the national purpose. Some
of our incentives today are contrary to the national purpose, and so
we set up regulatory agencies to force people to act against their eco-
nomic interests. If we line the economic interest up with the national
purpose, the job of regulation would be automatically very much
simpler.

One of the particular items in the incentives that I think you should
look long and carefully at is the charitable deduction. My company
does business in nearly every nation of the world. It is very clear to
me that in no nation do so many people give so much time, labor, and
money to their communities and to local and national causes. The
people of the United States accept an enormous responsibility per-
sonally for their society. The charitable deduction has encouraged
this. Its abuses obviously ought to be curtailed. But if in doing so,
you remove the encouragement for people to give, then you will en-
courage people to be less concerned and less involved in their society
and the alienation from the State will proceed. And I think this is
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one of the great glories of this country, the degree to which our people
feel a responsibility for their own communities and Nation.

Now, finally, I think that new types of incentives ought to be con-
sidered. One very interesting one exists in the United Kingdom. The
United Kingdom collects from the company a tax of a certain amount
for each employee that it has on its payroll. The government does not
intend to keep this money. The company may get the tax back pro-
vided it institutes an approved apprentice training program, and you
may get it back up to the full amount that was taken away from you.
The result of this is that there is more intelligent training of young
men and young women in industry in the United Kingdom than here
by far. That tax is a wash and it has been accomplished without any
massive government funding. There are techniques like this that you
ought to take account of, in other nations as well as in our own.

Now, finally, I would like to make a plea that the tax system ought
to be less rigid than it is. The only degree of flexibility to handle swift
changes in the economy is in the monetary area and that now has been
strained several times in the last 10 years. I think some fiscal flexibility
should also be introduced for the executive. I could conceive of the
Congress, instead of legislating specific tax rates, legislating a range
of tax rates within which the executive could operate, perhaps sub-
ject to a veto by the Congress in a certain period of time. I think that
the executive would be better able to handle sudden shifts in the
economy if there were flexibility both in the fiscal and in the monetary
areas.

And finally, I would like to agree with you that the whole tax sys-
tem needs to be simplified, made comprehensible to the taxpayer, and
to be reshaped so that we can make sure we collect all the taxes. I do
not know what the yield on taxes is. I suspect that improvement could
probably be made if eve had a tax system that was easier to admin-
ister. check. and easier to make out for the taxpaver.

So that is a summary of my remarks. I am a strong proponent of
what you are trying to do. I only plead that yolu begin now to develop
the kind of competence and national sophistication that the Congress
of the vear 2000 will wish you had started on this year.

Thank you.
(The prepared statement of Mr. Miller follows:)

PREPARED STATEMENT OF J. IRWIN IILLER

I am not an authority on taxes, but am instead a businessman with only
partial and selective knowledge of the subject. I would, therefore, like to begin
my comments with one sentence in Senator Proxmire's press release of July 7:
"The tax reform debate has been characterized by the lack of hard facts and
careful studies of the tax system."

Considering the magnitude and speed of change in our society, comprehensive
tax reform is today long overdue, and in the future will be required at regular
and more frequent intervals. My great concern, however, is that tax reform as
conducted in the past, mainly piecemeal, will probably not provide the national
improvements you are seeking. Before the effects of tax reform can be reasonably
predictable, and the reform itself successful in the light of national goals. the
Congress and the Administration must have at their disposal better facts than
now seem available, and they must develop a new competence to understand in!
detail and in depth how our tax system works.
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THE CAPABILITY REQUESTED FOB EFFECTIVE REFORM

Congress ought to avoid piecemeal reform. A case by case determination of
what is a good or bad tax or exemption could well result in a situation no better
than the present. Our nation is now so extraordinarily complex and changing so
rapidly that no single tax nor any simple collection of taxes can be enacted
which is both equitable to all taxpayers and harmoniously aligned with our na-
tional goals. For the foreseeable future this country, from the local to the federal
level, will be compelled to have a System of Taxes, not one tax, and not a Col-
lection of Taxes.

Taxes interact upon each other, and upon the nation's economy. A sales tax
that is too high may reduce seriously your estimates of the take from corporate
income taxes, and a tax which raises too high the risk of long-term investments
may channel investment funds disproportionately into areas of short term pay-
outs forcing cheap rather than durable additions to the nation's productive ca-
pacity, diminishing capital additions prudently required, and depriving the
country of its technological future.

You need an advanced and dependable means of asking "What if?" about each
combination or system of taxes you contemplate. The old methods of a simpler
time, when the impact of taxes was less pervasive, will be dangerous to follow
in the future. Our affairs are so complex and intertwined that serious and large
scale errors are inevitable if decisions are made without knowing with reason-
able accuracy the interaction effects of any given combination of taxes and
the final results for the nation. We are beginning to develop new tools in the
new science of mathematical modeling, which can reduce some of these risks.
Congress and the Administration should take advantage of these tools now,
and push their development to a point of consistent reliability.

The Congress must ultimately go a great deal further, and be able to con-
sider the advantages of taxes vs. alternatives to taxes. It might decide, for ex-
ample, to provide either federal grants or tax benefits to power companies in
order to speed their pollution expenditures without raising power prices by the
full amount of the new costs involved. On the other hand, it may, for automotive
emissions, simply set what it considers to be reasonable dates and reasonable
goals for compliance, and rely on strict enforcement rather than the carrot of
federal funds. Since higher prices to consumers, at least for a considerable time,
would be expected to result from some proposals, the Congress would need a
means of asking "What if?" when comparing the ultimate effects of tax vs. non-
tax alternatives.

In reading the studies of the committee I found excellent discussions of prob-
able interaction effects within limited areas. But even here, it seems clear that
inadequate facts were available and that almost no mechanisms existed for
acceptance among responsible authorities. As for calculating interaction effects
of different categories within the gross tax system, I saw no consideration of
these in the studies. And yet these interactions in fact exist, and they effect us
all, and they are of importance to the whole.

The implications of all this seem to mre to be very profound. Beginning with
the thread of tax reform, it becomes clear that one must first have a base of gen-
erally adequate and reliable facts. Then a systems-analysis capacity for the affairs
of the whole nation becomes important, and a modeling capacity so that reliable
answers to important questions can be obtained. Finally, there is surely implied
a clearly articulated program of national priorities, and sophisticated national,
local, and regional plans for achieving the priorities. Only when the priorities
and the plans are in place will we be able to decide in a responsible manner
whether a tax is a good tax or a bad tax, and whether a tax system is a good
system or a bad system.

We do not possess such sophistication as this today, and it will come hard. But
we are clearly capable of achieving it, and the nature and importance of the
decisions which the Congress and the Administration will be making by the end
of the century are such that we will wish we had made a serious start now.

THE SYSTEM TO BE REFORMED

Tax reform must constantly keep in mind that taxes are an integral part of our
total government system.
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First, there is a national mood today which says "Taxes are Bad" and that,
the lower the taxes, the better off everyone is. I think this results from the fric-
tions produced by a system grown long out of date, frictions which need to be
removed systematically and comprehensively. It is, therefore, not a patch-work
job that is now called for.

Taxes are not "bad", any more than the price we pay for anything we want
and need is "bar". Taxes are the price each citizen pays for the essential serv-
ices of government.

Paradoxically, we complain as much about deteriorating services as we do
about high taxes. Our wants today are very great indeed. We want equal justice
available to every citizen without regard to his wealth, race, or religion. We
want continuously adequate transportation, steadily improving education for our
children, a clean environment, an adequate defense, pleasant cities, superior
health care, and the rest of the services we expect from government. We want
these today, and we and our children will want them 28 years hence, when there
wvill be from 75 to 100 million more of us added to the population.

We also want these services provided at higher standards of quality than we
perceive today. We remind ourselves that we are the most affluent society that
has ever lived, and we ask ourselves what is affluence for. except to provide the
great public services at higher quality and to more people.

The nature of our expectations is such; the near-term growth of our popula-
tion will be so great; and the time available for accomplishment Is so short that
large additional sums of money will clearly have to be raised and spent now
and probably in different patterns of allocation, if the public sector of our lives is
not to decline to a dangerous quality. The matter is urgent simply because
it is always less expensive to keep up than to catch up.

What are we reluctant to face, and what the Congress must face is that all
this, even performed with ideal efficiency, is going to cost more. In order to bring
our public and private standards of living into balance, you gentlemen are going
to have to raise taxes.

In the material sent me I did not find mention of the fact that the gross dollar
expenses of all government will have to increase. I doubt whether tax reform
can be discussed in realistic terms, unless the reality of increased taxes is
discussed simultaneously.

Second, if taxes are the price for essential services, and, if the amount and
cost of these services is expected to increase substantially, then, as a part of
tax-reform, you must consider the expense side of the government's operations.
There is a clear call in times of rapid change to dispense with all services and
programs no longer needed (no matter how sensitive politically), to add new
services for whose lack we are suffering, and to accomplish sophisticated and
courageous plans for improving the efficiency and effectiveness of existing
services. Taxpayers will have a right to expect the removal of duplication,
elimination of the nonproductive, and the establishment of a new rational
interface between federal agencies and between the federal government and
state and local governments.

To an outsider, it has often appeared surprising that one group in govern-
ment can consider programs and appropriations. a separate group handle taxes
and revenue to support the expenditures, but that, all too often, no single respon-
sible group couples the two together and faces up to the question: Is the pro-
gram worth the additional taxes required? Does it give value received? As
a former member of the Commission on Postal Reorganization, it was apparent
to me that a major reason for growing postal deficits was that no person or
committee had the clear responsibility to relate postal rates to postal expenses,
and thus accept responsibility for the postal deficit.

AREAS FOR CURRENT FOCUS

But all this will not come soon enough to help today's Congress solve today's
tax problems. Even with imperfect data, some beginning must be made, and
It seems to me useful to consider such a beginning under three broad categories.

The first is equity or fairness or redistribution of wealth. The second is the
nature and effectiveness of those incentives which are an inescapable charac-
teristic of any system of taxes. And the third is the efficiency and ease of ad-
ministration of the present system.

It is a curious thing that redistribution of wealth commands so much atten-
tion in a society broadly affluent beyond most of the dreams of history. I can
only suggest an answer.
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When scarcity and poverty were the rule, it was possible to say to a general
population with some justice that it was more important to increase the size
of the whole pie than to argue over the size of the slices of a pie that was
inadequate, any way you sliced it. Once, however, the pie becomes big enough
for all, the size of the slices becomes of overriding importance to the population-
as is now the case with us.

1 think it is also worth observing that a continuously equitable distribution
will probably make the size of the pie grow faster. Inequity introduces frictions,
cross-purposes, *and a degree of national frustration which can only inhibit
growth.

Nearly all authorities agree that, in the last twenty years, incomes in all seg-
ments have been rising proportionately. This has meant a widening of the dollar
gap between the segments. While government spending has caused some mild re-
distribution, overall there has been no significant change in the distribution of
net real income.

Our concerns in this area are, I think, rooted in a national principle which we
have conie to call Equality of Opportunity. Some nations (lo not make so big a
thing of this as we do. Some nations profess to aim simply at Equality, which we
reject. What -then do we mean by Equality of Opportunity? At the risk of over-
simplification, I should think we mean an equal chance at the starting line for
each American baby. Some babies will, of course, fail, some succeed. Some will
run further and faster than others. Some will be more fortunate in their choice
of parents. And "success" is, of course, never to be measured in terms of dollars
alone.

But we believe there should be no external handicaps at that mythical starting
line, in so far as we can arrange it. No helpless baby should be permanently
handicapped in respect to his Opportunity 'beeause of inadequate diet, or lack of
health care, or the receipt of an education less than he has the capacity to absorb.
These are some of the things we mean by Equality of Opportunity. They will cost
more.tax dollars than we now appropriate, and in this respect we enjoy talking
about Equality of Opportunity more than we enjoy funding it.

Because this naspect of the American Dream costs money, it gives rise to an-
other concern. And that is ability to pay taxes.

There can never be very precise measures here, but, if some categories of tax-
payers are in fact taxed substantially more heavily in relation to their ability to
pay than others, then you have seriously damaged the validity of the concept of
Equality of Opportunity as it might apply to today's generation.

How should you go about determining relative abilities to pay among so
diverse a population with such diverse sources of wealth and income? I cannot,
of course, in one 'brief memorandum give a very useful answer, but I can at least
suggest profitable lines of inquiry.

First, our progressive tax structure relates primarily to income, and, to its
credit, is more progressive than that of most European nations. However, as a
man becomes wealthier, a greater portion of his income is derived from his
capital. This tends under our present tax structure to moderate the progressive
nature of the present income tax.

Some light on the problem mnight be obtained by calculating for representative
classes of citizens taxes paid on a calculated combined net worth. This could be
composed of present tangible net worth plus a reasonable capitalized value for
salaries, wages, and pension benefits. Since this calculation would show relative
percentages of tax paid for individuals of differing combined net worth, it might
begin to shed some light on the degree to which our present tax structure
recognized ability to pay.

Second, in figuring ability to pay, it would be necessary, as our elementary
economics text-books told us, to remember that the value to an individual of the
first dollar he earns or owns is very much greater to him than the value of the
thousandth, or hundred-thousandth. Some appropriate account would need to be
taken of this, especially as it might affect taxes paid by the lowest income groups.

Finally, I suggest that account be taken of the method by which we tax real
estate. While real estate, like other forms of wealth, is generally subject to a
capital gains tax upon sale, it is also annually subject to the local property tax,
which is levied on the total value of the real estate, both cost and unrealized
gain. In this respect it differs from the method of taxing other forms of wealth.

This point is worth noting, because the first sizeable piece of tangible net
worth which many Americans tend to own is a house and lot (or they will pay
rent on real estate, including its property tax charge), and the other forms of
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net worth which they later acquire, as they continue to prosper, are more likely
to be those whose original cost and unrealized gains are not regularly taxed.

I mention these isolated and even fragmentary calculations because I suspect
that, despite our intentions, our tax system may have become, not even propor-
tional, but in a real sense regressive, especially when to the above there is added
the regressive effect of sales taxes, social security, and probably the corporate
income tax.

Finally it will be important for you to note that a system may also be regres-
sive or progressive according to how the money is spent. Equity can be fostered
by choices of national priorities. For example, the national degree of equality of
opportunity is affected according to our decisions on defense spending vs. housing,
or public transportation vs. highway construction, or education vs. agricultural
subsidies. Maldistribution can result as much from who receives as who pays,
and the Congress will have to take account of this.

These are comments only. They cannot be definitive, but they may serve to
suggest lines of investigation in addition to those covered in the material which
I received.

Mlay I proceed now to my second category? It seems to me that too little at-
tention is paid to the fact that, whether by design or not, our system of taxes
is also and always will be a system of incentives. Each tax-payer, from the
middle-income to the higher-income and certainly including the corporations,
has a choice in the way he spends and invests his income and his capital. and
his final tax bill is no small part of his considerations. Let me explain this with
some examples.

In some cases taxes or tax-exemptions have been established to encourage the
flow of funds in certain directions. For example, America has long taken pride
in the fact that its citizens, more than most., feel a strong sense of responsibility
for the quality of their nation and the correction of its ills. We feel that this
voluntary acceptance of responsibility at all levels is one of the essentials of our
greatness as a nation. Our tax laws have encouraged this, more than the laws
of most other nations, by means of the charitable deduction. The result is that
in no other nation do so many citizens and organizations contribute voluntarily
as much time, money, and effort toward the improvement of society as do Amer-
icans. Our tax structure can either encourage or destroy this tradition. Abuses
certainly ought to be identified and prevented, but, if we enact provisions to dis-
courage people from giving, or if we decide that it is the exclusive business of
government to decide what purposes are good to give to, and what are not, then
citizens will gradually stop giving at all, will feel less and less personal respon-
sibility for the welfare of their own community or their nation, and the aliena-
tion of the people from the state will proceed apace.

In other cases, similar incentives exist but were never contemplated by those
who first wrote the taxes. For example, in many cities slum property commands
almost as high rent as improved property. The slum landlord who spends the
least possible on his property finds himself with a more lucrative investment
than the landlord who thoroughly renovates similar property. The unplanned
tax incentive can thus be to perpetuate slums, an incentive which we try to
counter, not too successfully, with a collection of regulations, enforcement officials,
and federal and local spending. The tax laws could be written to make it un-
profitable to own and operate run-down real estate, and potentially profitable to
own and operate improved properties. The same amount of tax might be collected
either way, but, in the second instance, the economic incentive and the national
interest would coincide, thus relieving much of the necessity for agencies, regu-
lations, and enforcement officers.

It is possible to shift existing incentives and to direct cash flow into those
areas most beneficial to the nation. For example, with corporate profit margins
at the lowest percentage in over 30 years, with industrial productivity static and
service productivity probably declining, we are concerned with our ability to
compete with the most successful industrial nations. But, under a condition of
minimum cash flow, little money is going to be invested except where immediate
returns are in prospect. There is evidence to believe that American investment
in long-range research and in capital programs to improve long-range produc-
tivity may be declining in comparison with our neighbors. Where should deducti-
ble expenses flow-into unlimited advertising of undifferentiated products, with
admitted short-term payout, or into efforts to improve our technological lead
over our world competitors? It is. for example, not impossible to continue pro-
grams like the Investment Tax Credit (or even more sharply effective ones) and
at the same time raise the overall corporate rate by the estimated amount of the
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credits. Those firms most determined to advance would thereby receive special
incentive to do so, and the nation would not have lost tax revenue.

Or, we can create new incentives. A recent tax in the United Kingdom is worth
studying. Each manufacturing firm is taxed a fixed amount per employee. The
only way a firm may recapture this tax is to institute and carry out a govern-
ment-approved apprentice training program, which it may do to the full amount
of the tax it has paid. An observation of British industry (which suffers in com-
parison to ours in other respects) will confirm that there is a very great deal
more training of young boys and girls in valuable industrial skills going on there
than here-and without the necessity of massive government funding.

In the study material which I received from the committee, questions were
raised as to whether many of the present programs actually did provide the
incentives they were intended to provide, or provided them in a degree propor-
tionate to the tax deduction, and whether they were not instead little more than
tax "give-aways".

Speaking as a businessman, I believe that intended and unintended incentives
do make a difference in the amount and direction of our spending plans, particu-
larly now at a time of historically low profit margins when each business has
more good projects to fund than it has cash flow to support. 'Making all tax incen-
tives effective, and bringing them into line with national purposes is important
to the nation's progress and would probably reduce significantly the cost and
need for government regulation and enforcement bodies.

The need again is for the Congress to have always at its disposal the quantity
and quality of facts, the modelling capability, and the systems analysis techniques
adequate to make accurately informed judgments and decisions.

Concerned as most businessmen are about rising costs of government, I think
most of us would support with enthusiasm the development and maintenance of
a truly adequate body of facts -and anlysis technique continuously available to
the Congress.

Now briefly for the third comment. Compared to the first two it may be minor,
though still not without importance.

Our tax system has 'become too rigid for effective administration in times of
rapid change, and it has become too complicated for most of our citizens to
understand.

May I discuss the point of rigidity first. Economic and monetary conditions
change so rapidly now that ih many instances reasonably swift response by
government is called for. We have the capacity of prompt response in respect to
monetary policy, but in fiscal matters no change can take place without thor-
ough Congressional review. Some flexibility within set ranges might advantage-
ously be given the Executive to permit appropriate use' of fiscal as well as
monetary tools in responding to changing situations and needs.

In respect to complexity, our system is hard to understand, and it is expen-
sive to administer and enforce. In fact, because of its complex and patchwork
nature, many tax returns can never be checked and one must wonder how high
or how low the tax yield really is.

A serious attefmJpt ought to be made to reduce the compleiities of thx returns,
to structure them in a manner which would make both collection and enforce-
ment less expensive and more certain. I am certain that the expeit knowledge
and experience exists to accomplish this, both inside and outside the Internal
Revenue Service. And I am sure that any such effort would be truly rewarding.

It would reduce government costs, taxpayer costs, and it could improve tax
yields. If, in attacking this, a beginning could be made at consolidating the
payment of local, state, and federal taxes, there would be additional savings and
additional cause for taxpayer gratitudes.

In conclusion, I appreciate the invitation to testify and express again the
hope that the Congress will take a serious and comprehensive view of tax re-
form, not a piecemeal one, and will consider, as it undertakes its work, what
the Congress of the year 2000 will wish this committee had been doing in 1972.

Chairman PROxxtIRE. Thank you very much, Mr. Miller.

Mr. Harrington, please proceed.

STATEMENT OF MICHAEL HARRINGTON, AUTHOR

Mr. H}ARRTNGTON. First of all, I am particularly happy to be here
because I think the research and the heatiings of this cobimmitte havd
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been providing some of the most important data to social policy-
makers in the country in recent years.

Before I begin, I would like to correct one error in the prepared
statement that I presented to the committee. I misread the Pechman-
Okner estimate of tax subsidies. I have a figure of $166 billion. That
accurate figure is $77 billion.

What I would like to do this morning is not to talk about the
specifics of the tax system, because I make no claim to expertise in
that area, but rather to talk about the broad underlying philosophy of
tax reform. The main point I want to stress is this: The issue is not
whether the Government is going to redistribute wealth. The Govern-
ment is already redistributing wealth. The question is not whether
there is going to be redistribution, but how.

In that context, I would suggest that President Nixon is a redistri-
butionist and that he has presided over the redistribution of wealth.
One therefore should not counterpose the present reality to redistribu-
tion. We should understand we are talking about how the Government,
which in fact is already redistributing wealth, will do it, how it should
do it.

I speak as a democratic socialist, but what I say in no way requires
one to be a socialist to agree with me. I think it is not only compatible
with the general liberal' philosophy in the United Stats,; I think it
is even basic to democratic values themselves. Let me try to spell out
that proposition about redistribution.

The underlying assumption in the best testimony before this com-
mittee and in the excellent staff study on subsidies, and in what Sena-
tor Harris and Messrs. Stern, Pechman, Okner. and Surrey said is that
the pretax income is market-determined. You determine the distributor
effect of the tax system by taking pretax income as a given and then
trying to find out the effective rate of taxation. subtracting from that
the subsidies and the transfer payments, computing the value of the
services received by the various groups. You find from those figures
what the effect and distribution of the tax system is.

Given that way of looking at the reality. the maldistribution of in-
come in the private sector is of no concern to Government policy-
makers. For example, in some of the testimony on capital gains tax,
that maldistribution is seen as economically'functional in that theoret-
ically, it provides incentives for the creation of wealth which benefits
the entire societv. From the general assumption, that the Government
only affects income distribution through the tax system, and that pre-
tax income is independently established comes the corollary or the
policy conclusion that the tax system really should be very careful in
how it deals with this hen that is laying the golden eggs.

I would criticize those assumptions. I would criticize them on the
grounds that they ignore a basic change in economic reality in this
society. The change is that the Government today is perhaps the most
important single determiner of pretax income, of its quantity and its
allocation. This is obviously true since the Employment Act of 1946
charged the Government with the responsibility of managing the econ-
omy to provide the effective demand that would yield full employ-
ment, although it has rarely done so. It is obvious, for example, that
in the 1960's, the drop in unemployment and the rise in the strength
of the economy in general, was in large measure powered by the tax
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cuts of the Kennedy and Johnson administrations. It is obvious, given
Mr. Nixon's old economic policy, that that has had a profound effect
on the total of unemployment. It has increased unemployment and
problems like poverty and the like. Therefore, the Government deter-
mines the general level and is a decisive force in determining the
general level of production in society. The Governimient also profound-
lv influences how our production is allocated.

For example, the fact that President Kennedy was, I think be-
cause of political factors, forced to an investment credit and deprecia-
tion meant that the Government decision powered a capital goods boom
rather than a consumption boom. It meant that the economy became
unbalanced; and it meant that those enterprises in the sector which
the Government was encouraging to produce got a particular bene-
fit and advantage. That is certainly true of President Nixon's job de-
velopment credit, which proposes Government incentive to modernize
and create new capacity at a time when you have excess capacity of
25 percent.

Therefore in terms of Government policy, it affects the allocation
of resources and it seems to me, in the last 12 or so years, it has con-
sistently done so by redistributing wealth from the poor and the work-
ing people to the rich, by providing the main subsidies to the top of
the economic pile rather than to the bottom.

Finally, as the committee has pointed out so well, the Internal Rev-
enue Code embodies a distinct system of subsidies equal to at least
a fourth of the Federal budget and in general channels the tax burden
from rich people to poor people to woriking people. This, I think. is
also very true of the administration's tax policies since August 15, 1971.

Therefore, the question is not whether the Government is going to
influence the distribution of wealth, it is how it is going to do so. And
I hope we do not in this society get into a pseudodebate over the ques-
tion of whether the Government has these redistribution powers when
the real debate should be over how such influence is used.

Therefore, in terms of the philosophy of tax reform, it seems to me
that under conditions where the Government induces and broadly al-
locates much of the wealth of the society prior to the collection of
taxes, that the tax system has a new and special responsibility. It
is not a radical responsibility but a responsibility in equity-to orient
toward changing that flow from poor and workinig people to rich. Let
me be specific now in just a couple of the areas that I touch upon in
my paper.

First of all, I think that in terms of full employment policy, the
tax system should not be the chosen instrument. It is an instrument,
but it should not be taken as the decisive instrument. I believe what vwe
need in the society is more planned social expenditure and less tax
expenditure. And I say that even when the tax expenditure might go
to the right people as it does not now. I think the priority should be
toward the new cities and towns that we have to 'build-the housing
that we have to build and toward creating a health system that would
be equal to the resources of this Nation. That requires planned social
investment, not more tax expenditure. I think it is an unfortunate
trend that several witnesses before the committee have identified, that
tax expenditures have been increasing in recent years, rather than
going down.

83-786-7- 1
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Moreover, I think there are reasons why the tax system tends to be
biased toward the rich. I think it is biased toward the rich, among
other things, because the rich have a huge and tax deductible stake
in hiring the lawyers and accountants to see to it that it favors them.
I know in my own experience in and around the American labor move-
ment that it is a feeling of a good many people in the labor movement
that the toughest battle to fight is on tax policy. Because while you
are closing up a loophole over here, a small army of geniuses is down
the hallway putting a loophole in over there. I think that is another
reason why the chosen instrument of full employment policy should
not be the tax system.

But obviously the tax system has virtues in the fight for full em-
ployment, not the least of which is it can very rapidly affect aggregate
demand in the economy. And where the tax system is utilized for that
extremely important and basic purpose of government, I think that it
has to, again, be oriented toward the people at the bottom, consciously.
I say this not simply, as I think the staff study of the committee im-
plies, not simply for ethical reasons. I am certainly ethically con-
cerned that Government be following the priorities of equity and demo-
cratic value, but also, I think, on economic grounds, that by stimu-
lating the consumption of great masses of people, you are going to
have a better economic effect from the standpoint of full employment
policy than by any kind of tax expenditure.

Finally, in saying that we should do away -with all of the subsidies,
not onlv the Internal Revenue Code, I am not thereby at all suggesting
that we should -get out of the field of concern which these subsidies
badly represent. I think the former Secretary of the Treasury, John
Connally, was much too pessimistic about the capitalist system when
he said that if you remove some of the subsidies, the Dow average will
plummet down to 500. I don't think this system is dependent on Gov-
errment intervention and expenditure in the housing field primarily
for the rich while there are slums for the poor. I think there are other
ways than tax expenditures for the rich to deal with the problem of
housing. In advocating that we do away with these tax expenditures
so skewed to the housing of the rich. I don't advocate that we, there-
fore, get out of the housing field. On the contrary, I propose that we
spend the money we would thus save in really dealing democratically
with the area of housing.

In conclusion, then, what I am saving is that we have a new eco-
nomic setting which policymakers have to take into account. The. issue.
is not. whether or not there is going to be a redistribution of wealth
in this country by the Government; there already is: it is how. I am
proposing that that redistribution be consciously democratic.

Thank you.
(The prepared statement of Mr. Harrington follows:)

PREPARED STATEMENT OF MICHAEL HARRINGTON

The American tax system is increasingly an instrument for the redistribution
of wealth from the poor and the working people to the rich. Its basic priorities
must therefore, be reversed; In the immediate future that could, and should,
mean that $77 billion now allocated by the Government to the affluent minority
will be put to the service of the majority.

The 'Joint Economic- Committee and Chairman Proxmire deserve enormous
credit for having undertaken an investigation of some of the inequities in the
tax system. I cannot too much praise the hearings which have been held and
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the papers and the staff study which have been published. For those of us, likemyself, who have no pretense to special expertise in tax matters but who aredeeply concerned with the direction of social policy, the Committee has providedindispensable data. I stress my own personal debt of gratitude since I intendto take issue with some of the basic assumptions of the Committee staff andwitnesses. I therefore want to acknowledge that I am able to do so in consider-able measure because of research undertaken by advocates of the very theories
I will criticize.To anticipate my conclusions, I believe that Federal fiscal policy should be adecisive means for promoting, not simply the quantative levels of full employ-ment, but the quality and shape of the national product as well. The tax systemis not suited to be the primary means for promoting those ends but it has anextremely important role to play in the achievement of full, meaningful employ-ment which could be roughly defined as exactly opposite to what is being donetoday). One crucial way of asserting social priorities in the Internal RevenueCode is to repeal all the subsidy provisions it now contains. These mainly favorthe wealthy and, as Joseph Pechman and Benjamin Okner pointed out to theCommittee. their abolition would free $77 billion of Government income whichcould then be devoted to the common good rather than, as now, to special in-terests.' I also think we should consider doing away with all other taxes, Federal
state and local, and to rely upon a really progressive Federnl income tax as the
sole source of public funds for all purposes.

I will detail some of those ideas shortly. But first, some general thoughts which
challenge the established-liberal and conservative-wisdom.

We are in a new period in which there is no question of whether the Govern-ment is going to determine, in broad measure, the distribution of wealth, but onlyas to how it is going to do so. Therefore it is wrong to counterpose "radical" re-distributionists on the Left to those who humbly submit to the free market dis-tribution of income on the Center and Right. President Nixon is as radical awealth redistributor as I am (and much more of a radical than that reasonable
moderate. George McGovern). Mr. Nixon and I do not disagree on principle. He
favors policies which redistribute wealth to the rich whereas I think that thegovernment should channel resources to that majority whose basic, and crying,
needs are far from satisfied.

To make my point perfectly clear, let me turn for a moment to fundamentals.
In the current orthodoxy, pre-tax income is taken as a given, established by theplay of a free market. To determine the distributive effect of the tax system, you

then compute the effective rate for various income classes, subtract subsidies and
transfer payments which the groups receive, and figure out the value of the publicservices which accrue to each category. Given this methodology, one discovers
that the American tax system is moderately ptrgressive and requires, at most,only an end to some of the most discriminatory features of the Revenue Code.
The guiding assumption is that the economic substratum, the free market, isbasicallv sound and, though it contains obvious inequities in inconie, is the best
mechanism for guaranteeing that economic growth which will benefit all citizens.

Thus. that invaluable Populist. Senator Fred Harris, said, in the course of com-menting on monopoly prices to the Committee, "Now, I think it is highly impoi-tant that this subsidy be eliminated by moving forward to the free enterprise sys-
tem. Some people say we want to move back to the free enterprise system. I don't
think that it is the right way to phrase the problem. I want to move forward to
the free enterprise system and I think that bringing competition to the market
is a better planning mechanism than anything else we cani advise." 2 And the
Committee's own staff study argued that the issue is one of correcting "defects"
in the market system which is seen as an efficient, and just, distributor of wealth."

I think that the orthodox assumptions underlying these statements ignore a
basic structural change in American society-and in the duties of the American
government. In saying this I speak, of course, as a democratic socialist. But it isimportant to emphasize that on this particular count it is not in the least neces-
sary to agree with my political philosophy in order to accept my specific analysis.
My argument, I believe, makes sense within a liberal, as well as a socialist, frame-
rork.

' F earine. .S ubcommittep on Priorities In Government of the Joint Economic Committee,
January IS. 14, and 17, 1972. P. 61.

2 Ilparinas. op. cit. supra. p. 126.3 'Ti' Economics of Federal Subsidy Programs," A Staff Study Prepared for the Joint
TEconoinic Committee, January 11, 1972, p. 45.
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Pre-tax income is not a given. It is a social. and increasingly a governmental,
product. Ever since the Employment Act of 1946, Washington has been legallycharged with the maintenance of a full employment economy. In 1961, with the
triumph of the "New Economics" under President Kennedy. the Employment Act,
which had been honored in the breach under President Eisenhower at an uncon-
scionable cost in chronic unemployment, became the effective law of the land. This
remained true under President Johnson. who successfully built on the founda-
tions laid by Kennedy, and even under President Nixon. If M1r. Nixon's initial
game plan-budget balancing anm tight money in an effort to trade off some un-
employment in return for price stability-was a disaster. it nevetheless demon-
strated that the Federal Government is the most decisive single factor in the
economy.

This is not simply a quantitative fact according to which Federal outlays are a
crucial aggregate. It also relates to the very character of the national product.
The decision made by President Kennedy to stimulate the economy by invest-
ment incentives rather than, say, through a massive middle- and low-cost hous-
ing program, had a profound-and negative-impact upon the way in which
our resources were allocated. Mr. Kennedy probably acted as he did because ofhis precarious political position in the Congress in 1961 and 1962. In following
the same pattern with his mislabeled Job Development Credit, President Nixon is,
I suspect, acting 'out of a principled, conservative commitment to trickle-down
economics. That explains his massive Federal subsidy for modernization at a
time when 25% of industrial capacity is idle, a policy which might be accurately
called a Job De-development Credit.

Finally the government's intervention also bears massively upon how the Fed-
erally generated wealth is distributed. As Leon Keyserling analyzed the per-
centage gain of various income groups through the 1964 personal tax cut, people
with incomes of $3,000 benefited at a rate of 2.0%, those with $5,000, 1.6%,
$7,500 at 2.1%, $10,000 at 2.3%, $25,000 at 3.8%, $50,000 at 6.2%, $100,000 at
8.3%, and $200,000 at 16.0%.4 And this same pattern of governmentally deter-mined maldistribution is even more pronounced in the various policies stemming
from Mr. Nixon's August 15, 1971 change of game plans.

In short, the pre-tax income of the United States is not a market-determined
given (it never was, but I will leave that historical point aside). Its quantity
and distribution and the very character of the Gross National Product are in-
creasingly the result of government intervention. Public policy must therefore
change to keep pace with economic reality.

In 1967, the Council of Economic Advisors provided one of the few official inti-
mations of this situation that I have encountered. In the new setting of govern-
mentally maintained stability, the Council said, "profit margins not only should
be lower in the boom phase . . . -but should be reduced on the average because
operations in such an environment carry less risk." 6I would generalize that in-
sight. Since economic growth more and more depends, 'both quantitatively and
qualitatively, upon the democratic power of the people, i.e. upon the interven-
tion of "their" government (or, more precisely, of the government that should
by rights, be theirs), Federal policy must be more and more directed to insuring
a social distribution of the socially generated national product. The alterna-
tive to such an approach is not humble submission to the dictates of the free
market. It is the radical redistribution of those conservatives who want to
put the economic power of all the people in the service of the wealthy few.

Given this framework, I can now proceed to my specific suggestions.
Since President Nixon abandoned his Old Economic Policy in 1971 and ac-

cepted the principle of the "full employment budget" ("By spending as if we
wvere at full employment, we will help to bring about full employment"), there
has been an apparent consensus in this arean. And yet, there is still a fundamental
difference between the democratic Left and the sophisticated Right on this issue.
Republicans are somewhat shamefaced about deficits and wary of public outlays
(which they regard, quite wrongly, as "socialistic") and therefore instinctively
seek to unbalance the budget by tax cuts, investment credits, accelerated
depreciation and the like. As Seymour Harris remarked of President Eisen-
hower's tax cut, "An administration wedded to anti-spending policies may

4 "Taxation of Whom and For What," by Leon Keyserling, Conference on EconomicDevelopnient. wVashington, D.C.. 1969. p. 21.
E Report of the Councli of Economic Advisors. 1967, Washington, D.C., 1967, p. 133.Emnlinsis addqd.
a Richard M. Nixon.' Jainary 22,' 1971. speech to a Joint Se-saion of the Congress, inl ANew Road for America: Richard M. Nixon's Major Policy' Statements, March 1970-October, 1971." Doubleday, Garden City, 1972, p. 8.
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accept a tax cut even though this is contrary to its deficit theories; but never arise of public spending." 7 That applies roughly to Mr. Nixon at this very
moment.Moreover, the individual and the corporate rich have invested millions of-tax deductible-dollars into drilling, and sometimes dynamiting, loopholes intothe Internal Revenue Code. The great mass of people do not employ a smallarmy of accountants and lawyers to look after their interest in the course of thelegislative process. Therefore there is an institutional bias in the tax systemin favor of deficits achieved by further maldistributing the wealth of thenation. It is correctible, but only through the most concerted and effectivepolitical action. For that reason among others I think it infinitely preferablethat full employment policy be powered by planned public investments rather
than by tax cuts.But it is obvious that the tax system, which is perhaps the fastest instru-mentality for affecting aggregate demand, cannot be shunted aside in the
fight for full employment. Therefore when it is used for this purpose, taxcuts (or increases) must be designed to favor those at the bottom of the eco-nomic pile (and be accompanied by a "negative" tax payment to those people
who are out of the system altogether). This is an obvious application of the
principle which is almost as universally ignored as it is universally accepted in
this country: that taxation should be related to ability to pay. It is also in
keeping with the premises of neoclassic economics since it is clear that the
marginal utility of a dollar is much greater for a starving man than for a rich
man.

This is not to say, as the Committee's staff study implies, that a redistribution-
ist approach oriented to the majority rather than, as now, toward the minority
can only be justified on extra-economic, "ethical" grounds.8 When that is said in
the United States it usually means that the "ethical" policy is tender-minded, un-productive and fit for Sundays but not for working days. In fact there is agreater economic stimulus which comes from social investment in mass con-
sumption since the majority desperately need to utilize 100% of the sum spent
upon while a corporation might well decide not to take advantage of the
Job Development Credit. And secondly, by concentrating on the needs of the
poor and working people the Government can help create a much better socially
balanced national product that we have now. Indeed, I suspect one of the causes
of the turbulence of the past half of the Sixties was that Washington sub-
sidized, not only the wrong people, but consequently the wrong production as
well.The need to abolish all tax subsidies follows from this analysis, since they
are a prime means of skewing the nation's priorities. The Committee's estimate
of the cost of those subsidies-$38 billion-is. as Senator Proxmire remarked,
based upon a "relatively conservative definition." D It computes the loss from
the capital against provisions at $7 billion whereas the Pechman-Okner esti-
mate, derived from more recent data, puts that windfall at $14 billion."0 It does
not take into account the imputed rent of owner-occupied dwellings although it
is noted that the cost of this provision may be $4 billion.' And it does not give
any estimate for the tax cost of the Defense Budget (which includes other
massive subsidies in the form of below-market rates for the use of the more
than $13 billion in plant equipment owned by the Department of Defense,
non-competitive prices. cost over-runs, and the other forms of semi-nationalized
largesse which are showered upon private profiteers in this area). The Pech-
man-Okner estimate of $166 billion in subsidies through the various deviations
from the economic definition of income in the Internal Revenue Code is thus quite
llausible.' That sum describes a Federal budget for the rich almost equal to
the official Federal budget for the entire nation.

I will not comment at any length on the specifics of this outrage since the testi-
nony of Messrs. Philip Stern. Joseph Pechmnr. Benjamin Okner and Stanley

7'"The Economics of the Political Parties," by Seymour E. Harris, Macmillan, New York,
1902. p. xxliii.I Tlins th. staff study remarks "Even if the distribution of income Is considered rightto begin with-and many would cite ethical considerations to the contrary. I -: il
cite economic and ethical considerations. Staff Study, op. cit.. supra, p. 45.

H eHarings, op. cit., supra, p. 2: Staff Study, op. cit., supra, p. 4.
05 Hearings. op. cit.. suprn, p. 9S.
!1 Staff Study op. cit., supra, p. 152. n. 2.
12 Hearings, op. cit., supra, p. 61.
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Surrey was so expert and convincing. However there are a few points which
I would amplify.

Some of the witnesses shied away from the idea of treating capital gains as
ordinary income. I do not. One of the many reasons for my attitude is that the
stock market plays a declining role in the process of actually raising capital,
most of which comes from retained earnings, borrowings, depreciation reserves
and, according to Murray Weidenbaum's testimony, Government-subsidized
credit." Indeed, much of what takes place on Wall Street has all the redeeming
social importance of a crap game. When, for instance, money was quite tight in
1969, the Wall Street Journal reported that the industry was concerned because
investors were actually coming to the stock market for money. It quoted a partner
in Solomon Brothers and Hutlzer: "Every time you add $1 billion to the volume
through new stock openings, you take out $1 billion that could be used to push up
stocks already on the market." " It is ridiculous to suggest that it is economically
functional for the nation to subsidize such a process.

Secondly it should be emphasized that the abolition of a subsidy does not mean
that the Government should be unconcerned and inactive in the area in which it
applies. It does mean that tax subsidies are not the best way to proceed and/or
that the tax subsidies are channeling funds to the wrong people, i.e. to the rich
rather than the poor. Take housing as a case in point. The Committee staff found
tax expenditures of $2.6 billion through the provision for the deductabiiity of
interest on owner-occupied homes, and $2.8 billion through the deductability of
property taxes. It did not take into account, as I noted earlier, the imputed rent
of owner-occupied housing, which could account for another $4 billion ii sub-
sidy. These monies go exclusively to home owners, i.e. they exclude the over-
whelming majority of the poor and a good part of the working people. And they
are, as witnesses before the Committee have conclusively demonstrated, given
out in inverse ratio to need so that the rich got the most and the low income home
owner the least.

Therefore the point of abolishing these subsidies is not to get the Federal
Government out of the housing field, but only to put an end to what the late
Charles Abrams called "socialism for the rich, free enterprise for the poor."
Indeed, I believe that Washington should commit itself to a massive housing
program with an initial commitment to building ten new cities of one million peo-
ple each and ten new towns of one hundred thousand people (this was the pro-
posal of the National Committee on Urban Growth Policy and it was endorsed
by, among others, Vice President Spiro Agnew). One major source of funds for
such an effort would be the more than $10 billion ($8.425 billion in tax subsidies,
credit subsidies and cash outlays, and $4 billion in tax revenues from imputed
rent which the Staff Study did not include) a year which could then be put to
social use.

In this regard I find it ironic that I am somewhat more optimistic about capi-
talism than the former Secretary of the Treasury, John Connally. ',r. Connally,
a most enthusiastic free entrepreneuer, has made the ultra-Leftist argument that
if these various, and intolerable, subsidies were removed, the Dow average would
plunet down to 500. As a socialist who thoroughly believes that this is indeed
a contradictory and crisis-prone system, I cannot agree with Mr. Connally that
it is so utterly, even pathetically, dependent upon such Federal handouts. Ameri-
can business could prosper if there were a gigantic housing market which in-
cluded the poor and the working people. It does not require-though it has an
inherent tendency to prefer-an anti-social allocation of resources in this sector
brought about primarily by the intervention of the Government.

Thirdly, I believe that we should consider ending all taxes except the Federal
income tax (with the reforms I have suggested).

It is clear that state taxes on consumption are regressive and so are local
property taxes (particularly when one adds in the impact they have upon rent-
ers). It is also clear that various Federal taxes other than the income tax-
social security taxes, for instance-are often regressive. Therefore on grounds of
progressivity-and of efficiency since Internal Revenue usually gets high marks
in that area-there is a very strong prima facia case for making the Federal
government the sole collection agency for all public funds in the United States.
A formula could be devised accrding to which a fixed-or under some circum-
stances, a rising-percentage of this revenue would be returned to local govern-
ment.

13 Hearings, op. cit., simpra. p. 150.
" Wall Street Journal, "New Offerings . . .", February 6,1969.
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I think this question Is quite involved which is why I make this proposal ten-
tatively, as a call for study rather than as a program for action. For instance,
putting an end to the Balkanization of local government is an urgent necessity
in America. We need metropolitan government and regional government and state
and city lines are often economically irrelevant to the fundamental tasks before
the people. I would therefore want to tie such an ambitious revenue sharing
scheme into a series of incentives which would put a premium on metropolitan
and regional innovation. I would also like to see such a reform as part of a
commitment to a genuine national guaranteed ainual income (and a guaran-
teed right to work). But my main point is, I think, obvious enough: that it should
be a goal of public policy to put an end to all of the regressive tax systems in
America.

In conclusion, let me return to my opening theme. In the old classical theory
the justification of the maldistribution of wealth was that, although ethically
unfair in the abstract, it provided incentives to talented individuals who then
increased the national wealth in such a way as to benefit all citizens. That was
never true, but I will not go into my reasons for thinking so here since it is
not relevant to this particular analysis. Today, whatever the case was in the
past, the source of wealth is increasingly not individual talent but man socialized
by his technology and now, even in America, man socialized through his po-
litical institutions. In the process, government has become the most important
single detriment of the distribution of wealth, before taxes as well as after.

Under these circumstances one can incorporate the old, elitist priorities into.
the increasingly socialized system. That is what President Nixon has done with
his tax policies, which have enormously favored the corporations, and his wage
and price controls. In that approach, democratic government becomes the in-
strumentality of minority interests more even than in the days when legisla-
tures and legislators were bought and sold in this country. It is this philosophy
which, for instance, led the Wall Street Journal to as], the Price Commission
to allow the companies to better their position vis a vis the workers.'s

On the other hand, we could adjust our political institutions to make them
adequate to the new economic reality. If that were done, our basic philosophy
of tax reform would not be redistributionism as against the free market, but a
democratic and social distribution of the wealth induced by governmental actions
as against our present system of undemocratically and ant-socially distributing
that wealth. The tax system has been, and is, an agency of anti-social priorities.
It should be turned upside down.

Chairman PROXMIRE. Thank you very much. Mr. Harrington.

You gentlemen have presented most helpful and provocative oral
statements and prepared statements.
- You argue, Mr. Miller, in the first place that we ought to know a lot

more about what we are doing in this tax area. We ought to recognize
that we are dealing with a system of taxes we ought to have far more
factual information available to us, we ought to have better staff. we
ought to have models so we can see what happens when we change the
tax system and we certainly ought to think in terms of priorities and
tradeoffs. You argue that this is a system of incentives that should not
be ignored and you have a very appealing, and I think persuasive
argument that if we pay no attention to the effect on charitable deduc-
tions, it could have an adverse effect in many ways.

You make the interesting argument that contradicts what the people
who have been making political progress in the last few months have
been arguing, both Republicans and Democrats, Evho contend that the
tax burden is too heavy. You say we are going to have to raise more
taxes and you seem to say that this is in addition to any tax reform,
that we are. going to have to pay more taxes and should pay more taxes.

Now, how high do you go ? You cite yourself as one who should pay
more taxes-not personally, necessarily, but in a group, a group of peo-
ple with very high incomes. As I understand it, the present effective
tax rate goes up to 70 percent. It was 86 percent, it was reduced to 70

15 "The Key to Business Confidence", the Wall Street Journal, February 9, 1972.
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percent. But that 70 percent tax rate is not an actual effective rate in
many cases, because of the loopholes in the tax law.

So what -we have been talking about is raising more money by plug-ging loopholes, but you apparently would go farther than that, beyond
that, and you say, you have to raise more revenues and the implication,
at least, is that you may have to think about raising that 70 percent.
Is that wrong or right?

Mr. MILLER. I would like to divide that up into the gross lump sum
you have to raise and how you raise it, because we can't really talk
about one tax at a time.

I think we all share the feeling that in an extraordinarily affluent
society, the great public services are deteriorating. My kids attended
our local public schools. They had 60 percent more or even twice as
many children in the classroom as when I went to those same grade
schools. In many cases, the teacher has a hard time doing anything but
keep order. The quality of education under those conditions can only
deteriorate.

Public transportation was better 30 years ago; the quality of air
and water -was better. The quality of health care advanced at that
time, except for hospitals, was better. All these services, even the great
universities, are going broke.

Now, I have a feeling that to restore these, we may be living higher
on the hog in our private life than we should and that we are probably
impoverished in our public life. As a Nation. it is my impression thatwe do not tax ourselves as heavily as the others of the five major in-
dustrial nations. I notice in one of your papers, there was the expres-
sion given, with which I agree, that we have the capacity to raise more
taxes. However, due to the inequities of the system, every single cate-
gory of taxpayer, including the wealthy, now feels disgruntled. And
this is because of a tax system that has not been changed or altered as
rapidly as times call for.

That is a general answer. I think that more taxes will have to be
raised from the wealthiest segment of the Nation. As to what that
rate will be. I do not know, because as I said originally, ours is a tax
sYstem. It is the system you have to look at and the interactions andthe effects. But I think we will all have to pay more taxes.

Chairman PROx-mIRE. We will all have to pay more taxes?
Mr. MILLER. I would exclude those approaching the poverty level.
Chairman PROXrINRE. But all incomes significantly above the poverty

level ?
Mr. MILLER. That is right, the middle income and above is going tohave to pay more taxes.
Chairman PROXMIRE. That is interesting, because people are com-

plaining, not just about the Federal income tax, which has been re-
duced, they are complaining about property taxes, all other kinds of
taxes.

Mr. Harrington, you have an approach-perhaps we can put thesetwo differing approaches together to some extent-that I think is
fascinating and has intrigued a lot of people over time. You suggest
that we simply concentrate on the Federal income tax. You didn't
present that in your summary, but that is one of the fundamental
thrusts of your prepared statement-we should forget about the cor-
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porate income tax, sales tax, value-added tax, what not, and if we have
a comprehensive and effective and fair and progressive Federal income
tax, that should do the job.

Mir. HAR1RNGTON. Yes.
Chairman PROXmIRE. My concern about that is, No. 1, what do you

do about State and local governments? Would you simply have to

have revenue sharing? Is that the answer?
Mir. HARRINGTON. I think you have to. As I said in the prepared

statement, Senator, I think this is an extremely complicated proposal.

I am putting up the principle mainly because I think this gets a pro-
gressive source of funds as against regressive sources of funds, such

as consumption taxes. Obviouisly, you would have to deal in a very

complex way through revenue sharing with State and local govern-
ments.

Chairman PROX31IRE. If you deal with revenue sharing, you may
start off with the notion that the Federal Government, although it

raises the money, won't have dominance and control. But isn't it logi-

cal to assume that with the Federal Government raising all the money,

they are going to step in and to some extent be watching that money,-

seeing where it goes, exercising control, that it might make our Fed-

eral system deteriorate to some extent? Don't you feel the independ-
ence of State and local governments might be lost?

Mr. HARRINGTON. I certainly think there would be that tendency-
and there would be a possibility that it would go too far. I think there-

is a danger to which there is no simple solution.
1-lowever, I would add to that that I think right now one of the

great problems we have in this country is a proliferation of uieless.

local jurisdictions. I think the Committee on Economic Development
estimated some vears ago that there were 80,000 of them. Some of

them were not even viable.
Therefore, I think a system of modernization of Government, in-

cluding much more metropolitan and regional government, might be

forwarded by some such revenue sharing approach.
Chairman PROXYIIRE. How about the idea that taxes can be used

effectively and wisely in the eyes of a good many people to reduce

consullption or to require people to pay for the services that they are

getting? No. 1, vou would imply, at least, that you would abolish any

tax on liquor, on cigarettes, on gasoline so that people using the hiogh-
ways would be encouraged to use the highways even more than they

do now, which I think is too much, and in many other areas where we

have a svstem that does seem to be responsive, at least to some easily

understandable purposes, and seems to be generally agreed.
Mr. HARRINGTON. Except there it gets back. I think, to something

you were talking to Mr. Miller about. I think. for example, in the case

of the user tax on highways. it does not begin to pay for the social
cost of the automobile. One of the problems with our present tax svs-

tem is it has an appearance of rationality. It has official tax rates which
are not at all effective tax rates.

Cha irmnan PRox-nIRE. I ce~rtainlv agree with that, but what you

would do by abolishing the gasoline tax and the excise tax on automto-
biles and so forth is to aggravate that even more; would vou not?

Mr. HARRINGTON. No; because I think there are other ways of Gov-

ernment policy to deal with transportation.
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Chairman PROX3IIME. By regulation?
Mr. HARRINGTON. I would like to see us have a national transporta-

tion policy and make some basic decisions about mass transportation
versus the private automobile.

Chairman PROXMIIRE. I think the tax system can be a very helpful
way of regulation. Let me give you an example of a tax we don't have.

*West Germany has put into effect a system of effluent taxes, a tax on
the discharge of effluent. The Ruhr River, the most industrialized inthe world-it has coal, chemicals, everything you can think of-is one
of the cleanest bodies of water. You can drink the water, swim in it.
For years, they have had this system of effluent tax. It is a clear eco-
nomic advantage to an industry, because the industry has the freedom
to reduce pollution in their own way. And there is a payoff. They can
increase their profits by reducing the amount of pollution they put in.Your proposal would not permit that kind of tax, I take it, because
you concentrate entirely on income tax.

Mr. HARRINGTON. Two things. One, I don't have the reference at
hand, but there has been a recent report that indicates that the Ruhr
system is not working quite that well.

Chairman PioxmMiRE. Last year, I had a lot of opposition to this.
Now the conservationists are all for it. We are getting a big head of
steam behind it.

Mr. HARRINGTON. But the other gets to the whole problem of corpo-
ration, which is where is the tax going to fall? Who is going to pay
for it?

Chairman PROXAIrRE. The people who consume the product that
pollutes pay for it.

Mr. HARRINGTON. I understand there are some disadvantages to my
suggestion, but the enormous advantage is in terms of progressivity;
it gets to-

Chairman PROXmIrE. No question about that. It is something we
certainly ought to think about. I am just concerned about whether
or not this is politically feasible.

You assert in your prepared statement, Mr. Miller, that an equitable
distribution of income will probably make the size of the pie, theoverall gross income, economic production, and so forth, grow faster.
That contradicts the conventional wisdom of the so-called establish-
ment, at least. They seem to, most of the people who have testified here,
industrialists and others, say the effort to redistribute income would
discoura ge the exercise of individual initiative and prompt business-
men to avoid even reasonable risks. One of the reasons Senator Mc-
Govern is having so much difficulty with the stock market and the
reaction from Wall Street is that he believes in the redistribution of
income and he has proposed a rather dramatic program to do that.
The reaction, I take it, of our business community is that if you do
that, at least his way, it is going to have an adverse effect on our
whole economy. Do you disagree with that view?

Mr. MILLER. I see no incompatibility between reasonably effective
incentives and equitable bearing of the tax burden. If the converseof that argument is that you have to have an unfair tax burden in
order to make economic progress, that would be hard to swallow;
So I would assume one of the things we are all concerned about is the
national attitude toward the country, and to the degree to which
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I would assume that we are going to have a healthier society.

Chairman PPIoxmiRE. Mir. Miller, my trouble with you is that I just
can't possibly disagree with your generalizations and your conclusions.
They are very appealing. B3ut when you get specific, does this mean
that you would abolish the oil depletion allowance-which I would
do-does it mean you would abolish the investment credit-which
I would not do and you would not? Give me some specific examples
of how to do this.

Mr. MILILER. Let's take one, the investment tax credit. We do not

live in an isolated world to ourselves. We live and compete in the
whole world. Whatever standard of living we in America have is, in

effect, going to be as much determined by other nations as it is by

ourselves. They will support our old population at a higher standard
of living if they think American goods and services are worth it.
If they think they are not, then our standard of living will decline
and wEe will be trading $25,000 Chevrolets and $10,000 television sets
and think wve have a lot of money, but we still will be impoverished.

That, therefore, brings me to the investment tax credit. There is a

way of treating these incentives which involve no giveaway. For
example, you first determine what you want to take from the cor-
porations. You then determine if you also want the investment tax
credit, how much of that credit will be used by firms, and you raise
the total rates until you recover that.

Chairman Pnoxi~RE. I see.
Mr. MILLER. That means that those firms who are aggressively enge g-

ing in advancing technology, in reducing costs and improving pro-
ductivity through capital expenditures are encouraged. By the way,
there is a feeling that the only way you improve productivity is to
get everybody to work harder. That is not really the case. We are
going to improve productivity by our intelligence in good part, which
means by taking costs out.

If you; do that, then those industries who are more static and less

innovative will pay higher taxes, but those industries who have really
something to contribute, both in technology and higher productivity
and lower costs, have a chance to do so and the Federal Government
still receives the same amount of taxes.

Chairman PROXMIRE. My time is up. Before I vield to Senator Javits,
I want to say that that is a fascinating response and a very powerful
one. What you would do is, you would apply the loss from the invest-
ment tax credit to a higher corporate tax rate. And you would achieve
the goal you want of greater automation and greater efficiency and
so forth. but you don't lose the revenues.

AMr. MILLER. Yes, may I add something?
Let's take Japan. Japan is a formidable world competitor. Why?

*We customarily think because of low wages. I do not think that
will stand up. Japanese wages are rising much faster than ours are.

But Japanese industry virtually pays no dividends to shareholders.
Thpv reinvest all earnings. Where an average American corporation
will be financed by debt at about 30 percent, the average Japanese
corporation has horrowed up to 75 and 80 percent. Japan is auto-
mating and cutting costs through technological improvements to a
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higher degree than we are. And they will be a formidable competitoreven when their wage rates match ours.
'We have a partner in Japan whose productivity increased 16 per-cent last year and he raised wages 15 percent, so he had a 15 percentincrease in wages and he was still as competitive around the worldas he was before.
Chairman PROXAI1RE. My time is up.
Senator Javits.
Senator JAVITS. Thank you, Mr. Chairman. I, too, found the dis-cussion very fascinating and I congratulate Mr. Miller, who is sucha distinguished, enlightened businessman in our country, and Mr.Harrington, whom I know well and is always provocative and makesa very useful and important contribution to these debates.Mr. Harrington, I would like to ask you and Mr. Miller the samequestion, because it interests me greatly as a fundamental with whichwe are dealing. You spoke of the rich and the poor. How do you definea person who is rich? Who are the rich and how many of them arethere?
Mr. HARRiNGToN. I would say just for openers, roughly $50,000 ofincome gets you into, I believe, the upper 5 percent of the income struc-ture. I think that would be a pretty poor rich man.
I would really define a rich person as somebody who does not haveso much income as rather somebody who has wealth; that is to say, as-sets which can be passed on and which provide him an income whetherhe works or not. I ha ve not thought too much about defining the rich. 1once tried to convince a publisher I should trv to do a participant ob-serYer's story on affluence but I couldn't sell the idea.
The Government defines poverty optimistically as three times thecost of an emergency meal as defined by Government scientists and ascosted out by the Bureau of Labor Statistics.
Senator JAVITS. How much is that for the median family?
Mr. HAiRTNGT(N--. It is now for a familv of four just over $4,100. Ithink it is a low figure. I think the poverty line figure should be higher.Mr. Miller, over at the Census Bureau, certainly one of the out-standing experts, has suggested for technical reasons that we shouldmultiply that meal figure by 31X2 rather than by 3. I think our currentpoverty figures understate the problem.
Senator JAvITS. If you did it by 31/2, how much would it be?Mr. IIARRINGTON. I don't know exactly. I assume it would get muchcloser to $5,000 for a family of four.
Senator JAVITS. Isn't it a fact that that is still under 20 percent ofthe population?
MTr. HARRINGTON. Yes.
Senator JAVITS. Now, how do you want to run this society, for the80 percent and do your utmost to pull up the 20 percent, or do youwant to run it for the 20 percent?
Mr. HARTINGTON. I don't think that is the real choice before us. Ithink that if you were to make a commitment in this society to Diro-vidce-to abolish poverty-to provide decent housiiiir for these people,which they don't have, decent education, decent health, et cetera-by doing that, that would enormously benefit even the rich. I thinkPresident JTohnson used to emphasize this point much more than Iwould. President Johnson used to say, "We want to make taxpayers out
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of tax eaters." I think that is a rather tough way of putting it, but I
think you have an enormous market in America which doesn't exist
because the people vwho are potential buyers and consumers in it do not
have money. I think if vou met the needs of the poor, corporations
would benefit in this society.

Senator JAVITS. You know I am the apostle of that idea, so I can-
not-like Senator Proxmire and Mr. Miller-disagree with you,
though I do not think what you are recommending is going to get
us there.

Let me ask Mr. Miller. how do you define the rich? Do you define
them by what they have or how they live?

Mr. MILLER. Senator Javits, I think I am not far off Mr. Harring-
ton's definition of the rich. That is, it does relate to the possession of
wealth. I am not an economist and, therefore, I am very wary of
giving specific figures. I think that is one of the worries I have about
some of the prepared statenients and testimony given here. In general,
however, I am pretty much in agreement with the definitions, with
the statement Mr. Harringoton has given.

As it relates to the poor people, I have a feeling that in a society
which can produce a good standard of living for all its 200 million
members, we have a high responsibility to 'remove the barriers which
stand in the way of those people who cannot get above the poverty
barrier.

I know them in eastern Kentucky. I know a little bit about them
in the Southwest. and I know that the young children born into those
families have barriers which it is too much to expect them to hurdle.
We have a responsibility to remove these barriers. We do not have
to guarantee that they will all be successful, but we do have a respon-
sibility to-see that thev have no external barriers.

Senator JAVITS. And you believe that American business, of which
you are such an enlightened memiber. should subscribe to and under-
take to do its part to underwrite the discharge of that responsibility?

Mr. MInLEr. Well. I think that the Government has to be tfhe, leader.
In this country. I think the role of Governmient has cliaanged at .least
twice in mny lifetime. Wh7len I was a small boy, Calvin Coolidge was
President and then the role of the Government swas minimum. Under
Franklin Roosevelt. the Government came to be the active doer in the
societv. I think it is now clear that our problems are so complex and
so great that the Government is not big enough to do the job. It takes
the whole potential of the society und I think the Government. there--
fore. is about to evolve into ai new role. That is the svstems mana.gper of
the society.

That is why I plead for this new competence, much better facts-based
analysis,, genuine planning, because I think the job of the Government
is to employ the whole potential of the society bv a variety of sophisti-
cated methods in order to eliminate the national problems and to pro-
mote healthv, equitable national growth.

Senator J-,VrITS. Now, Mr. Miller, in view of the fact that even if vou
set a $2.5,000 linijt on the rieli-nuote and unquote-which is not very
rich. but nonetleless. it is a very comfortable income-it repiesents
only .5 percent of the population. At the other end, the poverty level-
let's take the governmental poverty level-you are dealing with
roughly 26 million Americans, abtiOit, 1: percelit of the population.



58

Now. what, in your judgment, is the best break for the 82 percent in
the middle? Howv do we best approach their situation ?

As a matter of fact, I might say to you that one of the big problems.
and I think both of you know I am completely openminded on this, I
had with Senator McGovern, who is going to be such an important
figure in our country, is that he could not, to my satisfaction, tell me
how lhe proposed to deal with the 82 percent. That is what our society
is built on.

Mr. MITTLL.. Well. that is quite true and the bulk of all the taxes will
be collected from the 82 percent, who are mostly the, middle-income
people. The test finally is going to be how do the people of this coun-
try feel? Do they feel it is equitable or do they feel it is inequitable?
Right now, with some justice, they feel it is iiiequitable. I think theat
you have to work your w av toward a bal ancing of that.

I have seen what happens in Great Britain when yout are too strict
on the top end. Wbh.at results is management featherbedding and lots
of cheating. So you have to avoid that extreme.

On the other hand, vou have to face the fact that not all kinds of
success are compensated by monev in this country. Nobel Prize winners
are not compensated the way corporate executives are.. So money is not
the only incentive to productivity.

I guess I am going to evade your question, because I cannot give
you a fimire. But I know in the long run your figure will be what the;
people feel is fair and I think you will feel your way toward that.
The people in this country are pretty tolerant. If they think you are
making headway and progress, it is amazino how tolerant they are
of their Government.

Senator JAVITS. Now, in the remaining time I have, do you feel
that we can obtain that through a pragmatic and programmatic re--
form of the existing system, somewhat along the lines of the very
fine and most interesting example you gave?

Mr. MILLER. Yes; I think you can make major progress, but I believe.
that vou cannot do it bv basing actions on unsupported conclusions.
I think they have to be based on a more solid bodv of fact than I think-
the Congress has available to it today.

Senator JAvuTs. The corollary of that question was do you Ibelieve
we need to go to. some massive new taxing system like gross income
tax or a national sales tax or value-added tax-which incidentally. I
am against-or do you think our better bet is to try to do it through
reform of the existing system ?

Mr. MILLER. I think you are going to end up reforming the existingr
svstem and trying to make it more progressive. I agree with you on
the value-added tax. I think it is hidden and it is regressive a.nd I
hope we do not follow the European, pattern of concealing taxes. The-
taxpayer in Europe really doesn't ever see his taxes. In a democrac.
I think, for all the hassle it creates, taxes had better be out in tbe-
open.

Senator JAVITS. In addition, there is the markup theory of American
business which would absolutely kill us if we had a value-added tax.
as anybody who has ever been in any type of business knows.

One last question. In this committee,.between Senator Proxmire and'
myself and other Senators, we. developed the concept of giving the-
Congress a new agency, an Office of National Goals and Priorities:
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Analysis to enable it better to cope with the tremendous volume of
expertise in the executive departmient. Would you have any opinion
on this?

Mr. MILLER. Yes; I would favor such a body with some cautions.
The national goals and priorities in this counitry really ultimately
rise up out of the people. They are not determined by a small group
at the top. In general, wise government recognizes the emerging trends
and then gives leadership to express them. In such an organization,
if it is guided by a high degree of sensitivity to the real trends in
the society, then it could be enormously useful to the Congress.

Senator J AvITS. Thank you very much.
Thank you, Mr. Chairman.
Chairman PROXMIRE. Congressman Reuss.
Representative Rsuss. Thank you, Mr. Chairman, for producing on

one panel an enlightened capitalist and a democratic socialist. We
shall never have a better chance to ascertain what the difference is
than this morning.

So I would like to ask Mr. Miller first whether I understand him
right. I hope I do.

You see, Mr. Miller, as one important means of realizing our na-
tional goals a continuously equitable distribution and redistribution
of wealth and income. Am I right in thinking that one reason you
reach that conclusion is that in order for the goods, public and pri-
vate, that we are capable of producing to be taken off the market, we
need consumers, particularly at the lower end of the spectrum-the
poor and the less wealthy working people-with sufficient purchasing
power to do that, and also, give sufficient attention to the public sec-
tor? Isn't that really, in a nutshell, the leading economic reason for a
fair redistribution of income? The social reason, of course, is equity
and fair shares.

Mr. MILLER. Yes, both reasons apply in our country. But both rea-
sons must go together, because this country began not as any other
country. We were dedicated to the American way, partially defined
an equality of opportunity, which we are still trying to achieve. We
have slipped a little bit, I think, in the last 20 years. It happens that
the achieving of equality of opportunity is also going to make this a
wealthier country. I agree with that.

I believe that if the South had the purchasing power of the indus-
trial North, it would be the greatest additional market that American
industry could tap.

Representative REUSs. And for there to be equality of opportunity,
you feel the need for some redistribution of wealth and income, just
to give-

Mr. MILLER. I feel the need for some redistribution not only in
respect to the ability to pay taxes but in respect to where the taxes go,
particularly to make sure that the young generation starts off without
any externally imposed handicaps insofar as that is possible.

Representative REuss. Thank you.
Now, let me turn to Mr. Harrington and ask you whether I under-

stand you correctly, that you feel there needs to be a redistribution of
income and wealth achieved by a total set of measures, not just by
taxation, though taxation plays some part and that the reason for that
desired redistribution is likewise twofold-equity and fairness, and
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second, providing enough purchasing power and enough public sector
attention to take the product off the market and to prevent Karl
Marx's prediction from coming true, which was that capitalism, if it
persisted in grinding down the people at the bottom of the scale and
not caring whether they had sufficient income and purchasing power
and public sector goods to take the product off the market, would
ultimately perish. You would sooner make some repairs than have
Karl Marx's prediction come true, would you not?

Mr. HARRINGTON. Well, I don't want to get into a scholarly discus-
sion. I happen to think, and I outlined it in my last book, called
Socialism, that Marx made that prediction as a young man and
later took it back, and understood that personal income was rising
with European capitalism. I personally think we should have as much
liberal reform now as we can possibly get. I think it is a kind of
idiotic radicalism that says all liberal reforms are just tinkering with
the system, I will wait around until the millennium. I think we should
have this reform now for the reasons you stated-quity, democratic
values. Plus, I am convinced that these kinds of reforms will benefit all
America.

One glows on that. I think it is wrong, if I could get back to the
colloquy with Senator Javits, it is wrong to imagine America as a
society in which you have the rich who have too much, the poor who
have not enough, and the vast number of people in between having
roughly enough. The figures we just got yesterday, I think it was, on
median income in the United States indicate that a majority of Ameri-
cans do not have a modest but adequate income as defined by the
Bureau of Labor Statistics. That is to sav our median income is a little
over $11,000 and the BLS's, modest but adequate, is a little over $12,000
by now. I think the vast majority of members of the AFL-CIO, the
vast majority of the working people, need this kind of attention. And
I think by enacting the kind of legislation that this committee is con-
sidering by taking these subsidies away, you are going to benefit-the
point is not simply to benefit the poor. Tiat should be a prime goal of
policy I think, but to benefit everybody.

Representative R.Euss. Thank yoii for an enlightening answer.
Let me turn now back to Mr. Miller, who in his prepared statement

ticked off some of the current tax loophole controversies and then said,
and certainly I do not disagree with that, that. we really do not know
all the answers and what need is a more comprehenisive approach to
our fiscal problems, both on the spendinogand oil the taxing side. I
think manv of us on this committee see the dichotomy in the short
term and the long term as you do. However, I would not want to lose
the short term, either, and it is this that I want -to question you vbout.

I would like, on the long term, to see the President iminediately, or
certainly next January, whoever he be, appoint a-very top level coin-
mission consisting of leading Members of Congress and business, labor,
the public to come up in a year or two on a very expedited basis with
some set of tentative answers to these-longr range problems you are
talking about. WVoiild that pavrt of What I have in m ind seem to you
sensible?

Mr. MILLER. I think it lwould be very sensible providing that such
a commission-bhad the right mandate. To protect the President, he
-should have no responsibility to accept its findings. To insure a creative
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commission, it should be f ree to come out anywhere that it wants. And,
if it does its work well, intelligent, and perceptively, then it is bound

to be a very useful and influential document.
Representative REuSS. I think 'those conditions are very constructive.

Now let's look at the short term, in which we have X continued
nagging uneinployment and inflation, a continued public resentment
against an unfair total tax system, and a continued distressing budget

deficit. For example, in the fiscal year 1973, the one that just started,
whereas the full employment deficit, the one that is more or less

acceptable to advanced thinkers, is $27 billion, the actual deficit looks
more as if it -,ill be something $8 or $9 billion more than that, like
$36 or $37 billion. Therefore, there is an immediate need for addi-
tional revenue. Additional revenues, to a degree, will come from in-

creased economic growth, there will be a larger base and at the same
tax bracket, more will be flowing in.

You speak of an overall tax increase. But I ask you, or perhaps be-

seech you, should we not make a good interim effort to put together
some sort of a loophole-plugging tax package.

Mr. MILLER. Absolutely.
Representative REuss. Maybe not Joseph Pechman's $77 billion, or

Mr. Harrington's $77 billion, but everybody knows that there are $7
or $10 or $12 billion worth of income that now escapes the Federal tax
gatherer that really should be retrieved. So should that not be a first
order of business while we are undertaking this 1- or 2- or 3-year over-
all view process that you and I discussed a moment ago?

Mr. MILLER. Absolutely, but you should not be surprised if the elimi-
nation of the loopholes does not transfer the full amount to the Fed-
eral Government because of the interaction effects I was talking about.

The taxpayers will then make different choices, jump int different di-
rections, and it will not all come back to the Federal Government. But
still, insofar as an exemption is a true loophole, it ought to be plugged.

Representative REUSs. Fine.
Mr. MILLER. But it will not all come back.
Representative REUSS. I am delighted by your answer. Of course, it

will not all come back, but every little $5 or $10 billion we can pick up
helps.

Mr. MILLER. However, as a long time registered Republican, I am
appalled by 3 years of deficits that -will total almost $90 million and I

think that in itself argues for more taxes.
Representative REuss. As a longtime Democrat, I am equally con-

cerned about it.
Thank you, Mr. Chairman.
Chairman PROXM3IRE. And as a longtime Democrat, I am especially

concerned about the fact that that would represent maybe a balance
in the full employment budget, but that the weakness has been that
we have not used our resources. This is the problem.

If we had full employmnent, or not even full employment, 4-percent
unemployment, whi ch I think is much too high a target, we would not

have had these deficits.
Let me announce-I should hae done this at the beginmnig.
Mr. I. AV. Abel, president. United Steel Workers. was invited to

be a witness today and cannot be here. He is at a meeting most of us,

S3-786--73-5



62

at least, a-re familiar with, involving the AFL-CIO. He submitted his
prepared statement with the committee for the record.1

I do have a couple more questions of you gentlemen if you would per-
mit it, and I assume my colleagues do, too.

Mr. Miller, you suggest a kind of a wealth tax which is interestingl
and it hadn't occurred to me before.

Mr. MILLER. I didn't know I had.
Chairman PROXMIIRE. Your view that we calculate ability to paY as

combined with net -worth, implied that we might take wealth into
consideration. I assume such a tax based on this would go beyond the
income tax and the property tax. Maybe not. But if we do recognize
wealth and tax it, can you square that with the notion of not confis-
cating income or-

Mir. MILLER. Yes; it is a matter of degree. There would be a degree
that would be confiscatory and there would be another degree that
would not be.

Senator JAVITS. If the Chair would yield on that, of course., you
could qualify an exemption which is not a constitutional exemption.
Could you qualify the way in which the individual does not pav his
taxes so that he would have to pay from what is not an a-ppropriational
property?

Chairman PROXIMIRE. Would you like to explain that so I could un-
derstand it?

Mir. MILLER. Well, I would, but I would like to hear Senator Javits'
explanation.

Senator JAVITS. W1-7hat I had in mind is where the taxpayer pays an
inadequate tax based on net worth. on his interest, and many other
things on which he has deductions. You could limit the application
of exemptions.

Mr. MILLER. Yes; that is quite possible.
Senator JAVITS. A\nd in that way recapture all or a good deal of

what would be taxable on a net worth basis, so you would not halve
to invade a constitutional principle.

Chairman PROxmrInE. This would be a refinement or improvement on
the income tax, is that right?

Mr. MILLER. I think it is a. refinement of the present system.
Chairman PROXM1IRE. If we go to higher taxes, you cited a situation

in England in which yon said you can get to a point with higher taxes
on high incomes -where vou have featherbedding and lots of cheating
I notice that a studv shows that the United Kingdom has 39 percent
of its gross national product taxed. This country has 32 percent. In
Japan, which voi cited as an example of efficiency and progress in the
international competition, only 21 percent is taxed. So it would seem
that a higher rate of taxes might be counterproductive.

Mir. MITLLER. Well, I think Japan is facing some problems of addi-
tional taxes just as we are.

Chairman PROXjrrRE. They have a long way to go before they get
up to us. Ours are 50 percent higher.

Mr. MILrLER. But you have to be reminded that Japan supports no
defense effort like that -we support.

Chairmuan PROX-MIRE. I understand.

I The prepared statement of MNr. Abel may be found on p. 67.
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Mr. MILLER. That Japan is one of the most polluted countries in the
world-in its great cities.

Chairman Proxmilu. Well, all I say, AMr. AMi]ler, is there are reasons
to understand whlly they are able to Lave a lower tax rate but at the
same time, their lowv tax rate occurs at the same time that they have
this great productivity.

Mr. MILiiLER. That is right. They have also excluded their public
service needs and I think in the next decade, you are going to find
a painful reappraisal in Japan.

Chairman PROXMIRE. Maybe another answer is to look at Germany,
which has also done exceedingly well and has a higher proportion of
their GNP paid in taxes than we have.

You have some interesting comments about the investment credit
I would like to explore brieily. Do you see the investment credit as a
good incentive for increasing employment, first in the short run and
then in the long run?

Mr. MILLER. I see the investment tax credit provided you do not
reduce the total corporate take-is a major encouragement to indijs-
try to modernize, increase productivity, and put in effective teclnologi-
cal improvements, and lower costs.

Chairman PROXMIRE. You do not see it relating one way or another
to employment primarily, but to efficiency?

Mr. MiLLER. Yes, because insofar as we improve our productivity,
we then get a greater share of the world's trade. We, are now becom-
ing uncompetitive.

Chairman PROxMIRE. Even more fundamental than that. as we im-
prove our productivity, we increase and improve our standard of liv-
ing. That is the only way, isn't it?

Mr. TiLEr. Yes.
Chairman PROXMI1RE. If we increase wages without increasing pro-

ductivity, you in effect just get higher prices.
Mr. MILLER. That is right.
Chairman PROXMIIRE. If vou can increase wages and productivity at

the same time, you can produce more and sell more without increas-
ing prices. And the standard of livi ng improves.

Air. MILLEri. Right.
Chairman PROxMIiRE. Mr. Harrington, you make the provocative

statement that the Federal Government, including President Nixon,
are now in the business of redistributing wealth. When you made that
statement, you did not indicate in what wvay. Some might imply you
meant that the Nixon administration redistributed it to the poor. I
am sure that was not your intention.

Mr. HARRINGTON. What I am talking about is that I think the wvav in
which Government economic management has been carried out, par-
ticularly in the entire postwar period. has been to stimulate corpora-
tions, to stimulate the top, for the Government, to use its power to
generate income at the top and to let it trickle down. What I am saving
is that that is a profound choice. 1AWlhen John Kennedy had a debate
within his own adininistration as to whether to go the tax cut route
or a social spending route and resolved it for political reasons-his
situation in Congress-in favor of the tax cut route, I think a, basic
social priority was being badly served there. That is to saty the lieu-
nedy-Johnson tax cuts did increase the entire wealth of the society for
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everybody, including a good number of the poor, but I think it did so by
increasing the maldistribution of income in the society.

Chairman PROXMIRE. So you are saying Kennedy, Johnson, and
Nixon have all redistributed the wealth of income but to the wealthy?

Mr. HAPRINGTON. I am saying more than that. It is inevitable, in a
Keynesian or post-Keynesian framework that the government's eco-
nomic management policies are going to affect income one way or
another. The question is not whether they are going to affect the dis-
tribution of income but how.

Chairman PROXMIRE. In the last 2 years, especially because of the
changes in the tax structure, the redistribution of income has gone to
those who have had it and who have had more of it.

The studies have indicated that there has not been much change. The
income in 1960, the various quintiles of income, show it maybe a little
worse. But there has not been any of the kind of improvement that you
would expect in a period in vwhich we have educated our people far
better, far more people have graduated from high school, far, far more
from college, yet you do not get with this greater training, greater
skill, greater education reflected in a more widespread dispersion of
the avail able wealth and income.

Mr. IIAIARrNGTON. I would ag1ree with you, but I would just add that
I think there is an information problem. Wealthy people are much
more able to avoid taxes, to hide income. to take income in the forms
of deductible expenses, et cetera, than working people or poor people.
So I think althouigh the official figures rive you a continuinog redistribu-
tion, it may well be that the consumption in America is an increasing
maldistribiution of income in that period.

Chairman PROXMIRE. One final question. You argue that tax sub-
sidies do not serve the average citizen and, therefore, wev should sub-
stitute public spending programs for the tax subsidies. W17hat bothers
me is that many of the spending programs are not efficient and fair,
either. This is true of social programs as well as defense spending. We
are having studies made by this committee of the waste in education
programs, and many of the other programs that we all favor in terms
of values, but the Government just is not a very efficient wav, some-
times, of achieving these ends. What is your basis for concluding that
public spending programs represent an improvement over tax expend-
itures?

Mr. I-IRRiN\GTON. What I am saying is that I think they would not
be a panacea but just an improvement in some areas. For example, I
think in housing. as the recent scandals, I think you would have to call
them, as HUD would indicate, they have obviously been spending
money very badly. I would like to see us in the area of housing go back
to that congressional commitment of 1968 of 26 million units over 10
years.

Chairman PROX1irnrE. That was the Proxmire amendment.
Mr. 1-TARRINcTON. Well, I wish we would honor it and I do not think

we are.
I am not saying this is going to create the good society, but
Chairman PROXAITRE. Don't you differentiate, or do you, between

spending a lot of money and how you would spend it?
Mr. HARRINGTON. Sure.
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Chairman PROXm1RE. Don't we have to find far more efficient ways
of spending it?, I have worked for a long time now-2 years ago I
requested the GAO and the Office of Management and Budget to make
a study of measuring productivity in the Federal Government. Finally
they have got it. They are working on it and they are making some real
progress. f think there are ways we can get greater efficiency in this
area. But I think it is wrong to make the assumption that if you shift
from tax expenditures to public expenditures, you are automatically
going to get an improvement in public services. It doesn't necessarily
follow.

Mr. HARRINGTON. I agree with you, but I have one comnment. There
is another myth in the society that all our problems in the govern-
mental area come from having spent too much money -unwisely. I think
there are areas, and I think housing is a prime example, where we
have not spent the money to live up to commitments.

Chairman PROXMIREn. I hope most of that would be private sector
money, with the Federal Government using leverage with incentives.

I would like to ask. Mr. Miller, if you would like to comment on
this. I am especially interested in your notion for providing, for ex-
ample, exemptions in the charitable areas. For example. if we con-
centrate all our education in the public sector, then the private univer-
sities and the foundations and the other elements of pluralism in Amer-
ica are ignored and neglected, don't we lose something that is pretty
important?

Mr. MILLER. Yes, we do. The Federal Government-in the area of
education or welfare-must be reasonably prudent and probably will
never be out on the cutting edge. In a pluralistic society, we need
institutions like the great private universities -who are free to innovate
and lead and blaze new trails-not that they are entirely living up to
their mandate today in all respects. But we need that and we need them
to be able to do this relatively freely of big brother. Therefore, I think
a charitable deduction of free funds available to our institutions of
quality to blaze a trail are an important service to Government and
Government can observe their experiences and public education can
itself be improved.

A major problem with today's public education in the public schools
is that it is so monolithic, it is very hard to innovate and to respond
to a rapidly changing pattern of use.

Chairman PROXSMIRE. Senator Javits.
Senator JAVITS. I have just one question I wanted to ask you,

Mr. Miller.
As a business leader, will you tell us what caveats in a reform of

the tax system we have to bear in mind, if you would agree with this
statement made by Herbert Stein, Chairman of the Council of Eco-
nomic Advisers. He said: "There has to be a willingness, because the
nonpoor greatly outnumber the poor and dominate the political proc-
ess. The fact with which all such income redistribution plans must
contend is that there is a limit to the willingness of the nonpoor to
give income to the poor."

Now. as a successful businessi-ian. managing thousands of Avorkers,
what are parameters, in your judgment, that we have to bear in mind
if we are not to tread a course which may prove to be regressive. There
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is nothing that stops the people of this country under the Constitution
from having a very reactionary government or entirely manhandling
the Constitution. These are very revolutionary and dangerous times.
So whatever contribution you could make to that, I think, would be
very helpful. And the same with Mr. Harrington.

Mr. MILLER. I will try to give a personal response. I am very high
on the American people and I think the great strength of this country
has been its tradition of volunteerism. That tradition has suffered in
the past 20 years in part through the growing inequities of the tax
system. There does now exist a hostility-let's take between middle
income and poor-which was not there in the same degree 20 years ago.
Let me give you a little example from our own town, which is only
30,000 population.

In 1940, we were not able to get from the State tax board enough of
a tax base to bring our school up to date. So the community wanted
to build a major new addition to the high school. They skimped on
the gym and put the money on the classroom. It was decided in the
community that all the industrial workers should be asked to give 1
week's pay over 3 years to get us ahead on the school system. And
that money was collected. I do not think that would be at all possible
today. But that potential is still in the American people. I think it will
return insofar as people think they are being dealt wtih equitably and
fairly. One of the big dangers today is the growing hostility and aliena-
tion that comes from a sense of inequity.

Senator JAVITS. Thank you very much.
Mr. Harrington.
M.Ir. H-ARRTNGTON2. I feel. Senator. a number of thiiiis. One is that I

think we made a mistake-some people made a mistake, mvself in-
cluded-in the early days of the rediscovery of poverty by implying
that the problem was one of takingr from a majority and giving to a
minoritv who were poor. I think the problem hais to be defined] as one
ill which the majority of people. in America would benefit by the. kind
of tax reforms this committee is discuissing, no just the poor: that a
majority of Deople in America reallyt do not hlave the kind of housing
they should have, the kind of education. the kind of health. Therefore,
vou should design a program which will help the poolr and so to speak
discriminate in their favor because thev are the people of the greatest
need, but also help the working people and the middle class people.

Indeed, one of the things. I do not normally go around showering
the Nixon administration with compliments, hut I think one area in
which hle moved right Was in I.LE. 1 in the poverty plogIram, tryinig
it in waith the working poor'. not making it simply. a, program to deal
With people on welfare.

So I think these programs hasve to be emphasized as helpingo evelry-
bodv.

Finally. in one regard. one of the thing-s T lilke about thle McGovern
proposals on -welfare is precisely becamise they do that. As a socialist,
I would like to certify that those proposals are not very radical at all.
I am amazed they get called that. As Joseph Pechmam pointed out in
The New York Times, the British Conservatives are apparently Con-
sidering a kind of McGovern approach themselves and it can't be
thoroughly radical if Mr. Heath is goiln for it.
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But I think the McGovern proposals do have an advantage of pro-
viding something for most of the people in the trade union movement,
not just the poor. I think that is a very good principle, that in our wel-
fare policy, tax policy, we should observe, that the principle is not to
take from the majority to give to the small minority. It is a program to
benefit the majority of people and will finally, I might say, benefit
even the rich by creating a more productive economy, which I think
will benefit absolutely everybody in the society.

Senator JAVITs. Thank you, Mir. Harrington.
Thank you, Mr. Chairman.
Chairman PROXMIRE. Thank you, gentlemen, for a most able pres-

entation. I think you have made a fine record, a most useful record,
for us.

The committee will reconvene at 10 a.m. tomorrow, in room 1202,
New Senate Office Building, to hear Prof. Edwin Kuh, professor of
economics and finance, Massachusetts Institute of Technology; Gerard
M. Brannon, economist; David and Attiat Ott, professors of eco-
nomics, Clark University; and C. Lowell Harriss, professor of eco-
nomics, Columbia University.

(Whereupon. at 12:15 p.m., the committee was recessed, to recon-
vene at 10 a.m., Thursday, July 20,1972.)

(The prepared statement of Mr. Abel, submitted for the record,
follows:)

PREPARED STATEMENT OF I. W. ABEL, PRESIDENT, UNITED STEELWORKERS OF
AmERICA

I want to express my very real appreciation to this Committee for its invita-
tion to be with you today.

The American Labor Movement, as you know, is not a recent convert to the
cause of tax reform. In fact, the AFL-CIO has appeared before the Congress
on countless occasions over the years and has presented many detailed docu-
ments for the record.

During the brief time allowed for my remarks, I simply will try again to im-
press upon the Congress-through your Committee-the outrage American work-
ers feel about the inequities of our tax system. I will also suggest some remedies.

After a lifetime of association with trade union members and their families, I
can assure you that they are not, and have no desire to become, tax shirkers.
They expect to pay their fair share, but they insist that others do the same.
They do not want special treatment, but they do want fair treatment.

Our basic concern with the tax structure is tvo-fold:
We appreciate the value of public services and we recognize that the Fed-

eral government . . . and state and local governments too . . . must have suf-
ficient revenues to provide for public needs that are huge and are multiplying
ra lidly.

We also recognize that the tax laws at all levels of government are rigged in
favor of those who already are well-off.

Clearly. there is a definite relationship between the public's view of the fair-
ness of the tax structure and its confidence in the integrity of its government. As
a consequence. we must again demand a Federal tax system that truly accords
with the concept of ability to pay. We are, I fear, beyond the stage where inac-
tion or "token" measures will be tolerated. Delay in real tax reform will fuel
growing disenchantment with government and add to the growving feeling that the
government is not responsive to the needs of the people. By restoring fairness
in the tax structure, you wvill be helping to restore the people's faith in their
government.

America's wage and salary earners shoulder the major share of the total tax
burden. What is surrendered to the tax collector, however, cuts very deeply into
their living standards, since most working people are not enjoying a very big
piece of the so-called "affluence."
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The latest statistics show that the average factory worker is earning about
$7.950 a year, if he works full time.

The average Steelworker is more fortunate. He now earns about $10,000 a
year, again assuming full time work.

The median income of the average American family in 1971 was also about
$10,000, but in most cases it took two jobs to produce it.

All these figures are before taxes.
By way of comparison, the Federal government reported-last autumn that a

city family of four needs about $11,000 just to sustain what it has described as
a "moderate" standard of life.

It is well to recall that before World War II, "earned" income . . . from wages
and salaries . . . enjoyed a more favored status under the Federal income tax
than "unearned" income . . . income from the ownership of property. But since
then, this situation has been completely reversed. The tax burden has been more
and more shifted from corporations and wealthy families to those whose in-
comes are modest and whose taxpaying ability is limited.

In fact, there is a triple standard applied to Federal income taxes:
One applies to ordinary income, such as workers' earnings, which are taxed

in full and the taxes are regularly deducted through payroll withholding.
The second applies to income from so-called capital gains . . . from the sale

of stock, real estate and the like. Only one-half of these profits is taxed.
A third standard is applied to income which never even appears on the tax

form, such as the interest on state and local bonds or the income that is washed
out by phantom, nonexistent costs, such as oil depletion, fast depreciation write-
offs, and bookkeeping farm losses.

Under the existing tax law, for example, a family of four with an income of
$10.000 would pay the following:

If its income came from wages and salaries . .. a $905 tax.
If its income came from profits from the sale of corporate stocks, real estate,

or other so-called capital gains . . . a $93 tax.
If its income came from interest on state and local bonds . . . no tax.
This shocking violation of the principle that equal incomes should be taxed

equally is legalized fraud at the expense of the millions whose income comes
from work.

What is more, almost all of the types of income that are sheltered from the
heavy burdens of "ordinary" income are those enjoyed essentially by the very
rich. For example, a small group of just over one-half of 1% of all taxpayers . . .
those with an adjusted gross income of $50,000 a year or more . . . receive 40%
of all the capital gains income - . . a form of income which is only half taxed.
And, it is estimated that this same elite group of the super wvell-off enjoys 76%
of the tax-free benefits gained by individuals who own state and local bonds.

Less than three years ago, the Congress did, indeed, make an effort to close
tax loopholes. Notwithstanding, in 1970, 394 individuals with incomes of $100,-
000 or more paid no taxes whatsoever. Three of them had incomes in excess
of $1 million.

Corporations also enjoy totally unjustifiable tax loopholes.
Over the years, and especially only last year, American business has success-

fully convinced the President and the Congress that it deserves still more spe-
cial tax treatment. The investment tax credit, the depreciation speedup, and a
new export tax subsidy for the primary benefit of large corporations, all were
enacted in 1971. These measures alone countered all the progress made in 1969
toward tax justice.

It is no wonder that whereas in 1960 the corporate share of the Federal in-
come tax was 35%, it is expected to fall to about 26% this year. This means, of
course. that working people are now required to bear even a larger share of the
tax load.

The impact of last year's business tax cut binge will cause a Treasury loss of
more than $80 billion over the next ten years. Yet, this incredible handout repre-
sents only one of a continuing series of actions to frustrate tax justice under
the prodding of the Administration.

What is more. using the Federal Treasury as a trough for private greed, the
Administration has deprived the Nation of funds to finance critically needed
public investments to create jobs. rebuild our cities and improve the quality of life.
In addition. these revenue losses 'have led to a series of Federal budget deficits un-
equaled in this Nation's peacetime history.
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In order to resolve the budget crisis-and to thwart any effort toward

meaningful tax reform-the Administration now threatens to increase the tax

burden of moderate and low income families further, through a national sales

tax in disguise. It is called a "Value-Added Tax," but by any name it would

be a tragically regressive tax levy on all that the public buys.

What, then, is to be done?
I am neither an economist nor an accountant, but there is little doubt that the

revenue losses from tax loopholes are enormous. The AFL-CIO has noted

that by closing only some of the more glaring tax loopholes an additional $15-

$20 billion in annual revenue would be raised. And, according to recent studies

of this Committee, it appears that even these estimates are conservative.

In my judgment, the top priorities of tax justice should be an overturning of

the business giveaways of the 1971 Revenue Act and the elimination of those

tax preferences and loopholes which are found almost exclusively in the realm

of the already well-off.
Foremost among these is the fact that there cannot be tax justice as long as

earned income is taxed in full and unearned income is half taxed or not taxed

at all. For example, the half tax on capital gains. and the zero tax that applies

to such gains when passed on to heirs, must be ended immediately.

What is more, the special tax privileges of the oil, gas, and other mineral

industries should be completely ended.
The tax exemption for interest income from state and local bonds, so dear

to the hearts of the wealthy, should be terminated for all time.

The maximum tax provisions of the 1969 Act, which provide a shocking

bonanza for top corporate executives and various professions, should be elim-

ainted.
Similarly, "expense-account" living should be finally ended. Workers should

not, in effect, be forced to pay for the free and fancy so-called business lunches,

country club dues and stadium box seats of their corporate bosses.

In the time available, we cannot do more than mention some of the most

glaring of the tax avoidance schemes.
Among the least known, yet most damaging, loopholes is the combination

of special tax bonanzas provided U.S. corporations on the profits of their

foreign subsidiaries.
These shocking privileges result in the loss of billions of dollars of much-

needed tax revenue to the U.S. government . . . an annual loss of approximately

$3.3 billion at the present time. This means that other taxpayers . . . primarily

middle-inconme wage and salary earners ... are compelled to pay higher taxes

to make up for this huge loss.
What is more, these windfalls gravely injure workers and the economy. They

amount to a Federal subsidy for the export of American capital, technology,

and jobs by U.S. corporations. They undermine the industrial base of this

country, cause unemployment and reduce wages and salaries. They also have

adverse impacts on communities throughout the country. They erode their tax

structures and consumer buying power through plant shutdowns and reduced

payrolls.
These shocking special privileges for foreign investments of U.S. corpora-

tions must end. The tax deferral should be eliminated. Profits of foreign sub-

sidiaries of U.S. corporations should be reported and taxed in the year they

are earned, just as in the case of U.S.-earned profits. In addition, the tax credit

on taxes paid to foreign governments should be replaced by a deduction, as a

cost of doing business. This would place foreign profits on the same basis as

profits earned on U.S. domestic operations.
Subsidies for the export of American capital, technology and jobs must be

stopped.
I must also point out that the long-promised major overhaul of Federal

estate and gift taxes is essential to the achievement of tax justice. The wealthy

now enjoy a host of opportunities to minimize, postpone or entirely avoid these

taxes.
Furthermore, justice demands that an excess profits tax also be levied. For

as long as the Administration holds wages and salaries tightly in check, fair-

ness requires that genuine profit control must be a part of a stabilization pro-

grain, if it is to be even-handed.
In conclusion, I am confident that the added revenue tax justice will bring,

plus billions more that the Treasury could collect if the disasterous economic
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policies of this Administration were reversed, could underwrite a large expan-sion of urgently needed public facilities and services.In addition. this would go a long way toward helping meet the budgetaryproblems faced by individuals and by the states and localities, as well.In hardly any area of public concern is there so much at stake for the Nationas the issue of tax justice.

Americans have a deep sense of fairness and equality of sacrifice. Unfor-tunately, they do not see that fairness and equality of sacrifice reflected in theFederal tax structure. They look to their elected representatives to help restoretheir faith in our democratic system.



TAX SUBSIDIES AND TAX REFORMI

THURSDAY, JULY 20, 1972

CON-GRESS OF TIl-E UNITED STATES,
JOINT ECONOMII:C COMINMITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10 a.rn., in ioom 1202,

New Senate Office Building, I-on. Henry S. Reuss (member of the
committee) presiding.

Present: Represelltatives Reuss. Griffiths, and Conable.
Also present: John R. Stark, executive director, Loughllin F. 'Mc-

Hugh, senior economist; John R. Karlik, and C urtenay AI. Slater,
economists; Lucy A. Falcone and Jerry J. Jasinowski, research econ-
omists; Walter B. Laessig, minority counsel; and Leslie J. Bander,
minority economist.

OPENING STATEMENT OF REPRESENTATIVE REuss

Representative REUSS. Today we continue our hearings on tax sub-
sidies and tax reform. As Chairman Proxmire outlined yesterday, the
case for tax reform has been made: The tax system has lost much of
its revenue generating capacity, it places a regressive tax burden on
poor and middle-income families, and it has become too complicated
for averao-e citizens to understand.

Yesterday, Congiressmaan Charles Vanik added to our general dis-
may about the state of 'the Federal revenue system by informing us
that many of the Nation's largest and most profitable corporations
pay no taxes or very low taxes. Among other things, Congressman
Vallik disclosed that in 1970 nine of the giant corporations paid zero
Federal taxes yet had total net incomes of $682 million. I encourage
everyone interested in tax reform to take a careful look at the wealth
of new information for which we are indebted to Con-gressmllan Vanik.

All of our previous witnesses agreed on the need for tax refornm and
made numerous helpful proposals about how to go about it. Today we
will continue to receive expert suggestions on developing a plan for
tax reform.

Our first witness, Gerard M. Brannon, is an economist recently
retired from his position as Director of the Office of Tax Analysis,
Department of the Treasury. Mr. Brannon received his Ph. D. from
Harvard University. He has been an instructor at Boston College
and Notre Dame and has beeni an economist with the Joint Committee
on Internal Revenue Taxation, Bureau of the Budget, and the. House
Wjfays and Means 'Committee.

Our next witness is -Mr. C. Lowell Harriss, professor of economics
at Columbia University and a wvell known public finance economist;

(71)
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has written many articles and books and is a consultant to the Tax
Foundation, and is probably best known for his book, "The American
Economy."

Our final witnesses are David and Attiat Ott. both Professors of
economics at Clark University. Mr. Ott holds a Ph. D. from the
University of Maryland, is a consultant to the Boston Federal Reserve
Bank, and a consultant to research project on revising the Federal
tax structure. He has served as a staff member of the Council of
Economic Advisers, and as a consultant to pilot study of a program of
substantive tax reform.

Mrs. Ott received her B.A. from Cairo University and her Ph. D.
from the University of Michigan. She served as consultant to the
Treasury Office of Tax Analysis, project director of a pilot study of a
program of substantive tax reform and as a research associate at the
Brookings Institution. She has instructed at Cairo University as
well as Clark University and was a consultinf staff member to the
Egyptian treasury and commerce department. Mr. and Mrs. Ott have
published jointly and singly many valuable economic publications.

Edwin Kuh, who is professor of economics at the Massachusetts
Institute of Technology, will not be able to testify because of other
commitments.

We have very comprehensive prepared statements from all the wit-
nesses. which under the rules'without objection will be printed in full
in the record.

And would you proceed, Mr. Brannon, with the substance of your
statement.

STATEMENT OF GERARD M. BRANNON, ECONOMIC CONSULTANT
AND RESEARCH PROFESSOR, GEORGETOWN UNITIVERSITY

Mr. BRANNON. Thank you, Mr. Chairman.
I would like to say first a few things about my paper on investment

tax incentives. After that I would like to talk to the general problem
of tax reform.

An important argument in the paper is that these incentives, and
therefore tax reform, do not really relate to the level of employment.
You can have full employment with or without high investment, and
for that matter with or without tax equity. Full employment depends
on the total fiscal program and the monetary policy, plus our ability
to control inflation. Those are important things, but they just happen
to be different things from tax reform.

The second point is that with regard to the business investment
incentives. we are faced with a severe shortage of information. If
any -witness tells you that he knows that investment tax incentives are
either useless or, alternatively, the greatest invention since sliced bread,
you should take his testimony with a large grain of salt.

On the effects of the investment incentives, there are two different
issues on which we simply do not have enough information. One is
how rapidly does the productivity of capital at the margin decrease
as investment tax incentives raise the ratio of capital to labor? It is
essentially the investment incentive that is supposed to increase the
profitability of investment, and consequently to increase the supply of
investment. As the supply of investment increases, as it becomes more
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plentiful relative to other things, its rate of return is going to fall off,
and to some extent offset the investment incentive. The real question
is, how fast does this occur.

The other question on which we don't have enough information is,
how much does the savings rate in the total society change as we
increase the after-tax return On capital? The issue here is that as you
provide an incentive for a particular kind of investment, if there is
no change in the total available volume of savings, these investors will
simply compete for the savings and drive up the interest rate. And
you may get more investment in business and less in other things,
but you won't change the total amount of investment unless the sav-
ings rate changes. This is the long run effect.

Now, there is conflicting evidence on both of these questions. This
committee could very well see to it as one of its concerns about tax
reform that more research funds are devoted to solve both of the
problems.

On the basis of what I think we know about these problems, I
would offer two tentative policy recommendations on investment in-
centives. The first one is that there is some evidence that the real
return on business investment is above 10 percent of the margin. If
this is so, more investment is likely to be a goal consistent with the
real preferences of the American people.

This, I might point out, is closely related to an issue which this
committee has worked upon earlier. That is the appropriate discount
rate on benefits from public investments. If private business invest-
ments produce, say, a 12 percent return at the margin, then business
investment is a better use of resources than Government projects that
yield 6 or 8 percent.

My statement cites several prior hearings volumes of this commit-
tee in which this way of looking at the discount rate problem was
explored by writers such as Otto Eckstein and Jacob Stockfisch, mak-
ing the point that the availability of investment opportunities in the
business sector at returns like 12 or 13 percent, suggests that this is
a better way to use funds than to make lower rates of return, say, in
Federal water projects.

The other tentative conclusion that I would offer is that in popular
discussion there is an unnecessary confusion between the social useful-
ness of more business investment and the fairness of a tax saving for
business. Now, these are in principle two separable questions. The
business tax problem might be stated as, how do you get the most in-
vestment consistent with a given total tax burden on business? Invest-
ment incentives, combined with higher corporate tax rates, might be
appropriately compared with no investment incentives and lower
corporate rates.

There is some evidence, I believe, in recent work by Feldstein and
Flemming that we would get more investments if we relied on the
somewhat higher corporate tax rate combined with investment incen-
tives.

And I might call your attention to the fact that Mr. Miller in his
testimony yesterday drew attention to this possible combination, that
you might well look at investment incentives as an alternative to other
ways of getting to a final tax on business income. And I believe Mr.
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Miller reached a conclusion somewhat similar to my own, that it isgood to have an investment incentive in the package.
Now, I would like to say something briefly about the general issueof tax reform. The first point I would like to offer to you is that Idon't think it is very profitable to emphasize the revenue that theTreasury would get from tax reform. I say this for several reasons.The first one is that a most useful description of the tax reformproblem is the tax expenditure budget-which, incidentally, this com-mittee has done a great deal to keep alive. That budget describes taxpreferences as provisions enacted by the Congress to achieve non-revenue objectives, just as if we had collected more money and spentthe additional money on these nonrevenue objectives.
The question of tax reform, if you emphasize this concept of thepreferences, is, what do you wvant to do about the nonrevenue objectives.Many of us would regard special tax benefits for the aged, or foroil well drillinhng to cite only two, as inefficient and ill-advised waays toreach their objectives, just as some of us might regard expenditureprograms like farm price supports or the soil bank as inefficient andill-advised. In each case what is called for is an in-depth study ofthe particular preferences, along with alternative ways of reaching theobjective.
On the aged provisions, for example, the briefest examination -villindicate that these help mostly rich old people, and probably the moneywould be far better spent implroving old age assistance, or welfare gen-erally, or doing such things as blanketing in all of the aged under

social security.
On the oil preferences, I suspect that the money would be better spentto achieve the defense objective, which Professor Erickson's paper talksabout, if you spent the money encouraging the gasification or liquifica-

tion of coal, or in stockpiling end-product fuels, instead of encourag-ing the finding of more crude oil reserves.
On agricultural programs I suspect the money would be spent bet-ter on income supports for farmers.
In each case it may prove that with an alternate program we might

achieve our goal with less total outlay, and then money would be avail-able for other expenditures or for general tax rate reduction. As youvery well know from the experience in agricultural programs, thisdoesn't happen very often. So in effect I say, don't anticipate that youare going to have billions and billions of dollars to use for rate
reduction.

I think in each case, as I said before, you have to investigate quite
deeply this nonrevenue objective being souglht. Tax reform, like ex-penditure reform, needs a continuity of effort. The idea behind thiscommittee's collection of papers on tax subsidies is an excellent wayof going about asking the question whether tax preferences give usenough of these nonrevenue objectives to be worthwhile.

Another aspect of this tax expenditure way of looking at tax reformis that this emphasizes that existing tax rules have been standing in-vitations for taxpayers to do things that they would not have donewithout the tax benefit. The existence of the favorable tax provisionson oil, for example, has had effects like increasing oil well drilling.reducing the market price for oil, and increasing the royalties on oilproperty. And sudden removal of the tax preferences would cause in-juries to people who acted in reliance on them.
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I think this goes in somewhat the same direction as my first point,
don't expect a lot on the revenue. You have made situations where you
hiave encouraged people to take different positions on the basis of these
preferences, just as they would have in response to expenditure pro-
grams. I think many of these should be changed. But you should ex-
pect that they would be changed slowly, and that the amount of revenue
a\ ailable for general rate reduction, or for other expenditures, is going
to be modest for quite a few years.

My last point on tax reform is to put in a vote for what I think is
the most important single question before you. That is the problem
of capital gains at death. Presently, appreciation unrealized at death
is not subject to any income tax. That it pays an estate tax is irrele-
vant. An estate tax is by its nature a double tax. It applies to wealth
accumulated out of salaries and dividends after lifetime income taxes.
Now, wealth accumulated in the form of unrealized gains, however, is
not subject to any lifetime income taxes at all. Relatively speaking,
if you care to put it this way, we overtax salaries and dividends, and
undertax appreciation.

I think this is an important issue, because this ties into a number of
other issues. On the matter of taxing realized capital gains, it is not
too hard for many investors to simply postpone taxing realized gains.
And if you increase the tax on realized gains, I suspect that a large
part of the effect will be lower realizations. There is some evidence
that this occurred in 1970, when we changed the alternative rate, and
imposed the minimum tax, effectively increasing the rate on realized
gains. Realized gains did go down a great deal, partly due to the mar-
ket conditions. But there is some evidence that this tax effect itself is
discouraged realizations.

This is what one would expect if the gains tax can be avoided com-
pletely by holding the assets for estate building if there is no tax at
death. Taxing at death I think opens up the possibility of a more real-
istic treatment of realized gains.

In addition to the fact that taxing gains at death is, I think, an im-
portant issue on its own, there are other problems that it ties into, such
as the equity problems involved in the contributions of appreciated
property. And the rapid depreciation, excesive depreciation on real
estate, for example, you often think of being recaptured on the sale
of property. If the real estate is held until death, it is not recaptured.
So that attacking that one problem of appreciation at death would
improve the tax situation in a number of regards.

The appreciation at death is a complicated problem. And if the Con-
gress spent the whole year on working out that one provision prop-
erly, and had no other tax reform in its bill, I think it would be a very
good year for tax reform.

Thank you.
Representative REujss. Thank you very' much, AIr. Brannon.
Mr. Harriss, please proceed.

STATEMENT OF C. LOWELL HARRISS, PROFESSOR OF ECONOMICS,
COLUMBIA UNIVERSITY

Mr. HAnRRiss. 'Mr. Chairman,1.may I tilank you for the opportunity
to be here. And may I thank you and your staff even more for the
work that you have done on the whole problem of Government finance,
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expenditures as well as taxes, and the program you are undertaking
now.

I have a prepared statement and shall touch on only a few points.
Representative REUSS. Your whole prepared statement has been

received in full.
Mr. HARRISS. The reporter has it, including two supplements which

I hope will be helpful.
The prepared statement includes a table, for which I do not claim

credit, on the distribution of tax burdens in 1968. It appears to help,
perhaps, reorient some of the discussion about who is paying taxes now.
Although there may be some people with high incomes that don't pay
much tax, the authors, Herriott and Miller, show that a very substan-
tial portion of the tax does eventually fall on upper income groups
The top 20 percent paying half the tax. These figures, of course, ar'
very approximate.

I bring this up because much of the tax discussion now involves in-
creasing revenues, and raising taxes creates problems. When FederaJ
taxes are over a thousand dollars a person per capita, as today, they
are the source of our inability to satisfy many of our wants. To raise
taxes would increase the difficulty.

Most of the current proposals for raising revenue would involve
taxes on capital or the returns to capital. I shall spend the rest of my
time commenting on a few aspects of the role of capital and the rela-
tionship of the tax system to capital.

The term "needs" as related to capital is slippery. I would urge,
however, that we try to think of the amount of capital related to
expectations.

Mr. Brannon's paper for your compendium, and his comments here,
included a point which might deserve more emphasis; namely, that
the amount of investment is related to the amount of savings. The
capital resources that we will have for housing. for jobs. for other
things, will depend upon the amount of the difference between ourI
income and our consumption, that is, net saving. The tax system now
bears relatively heavily on sources that would add to the supply of
savings. This is independent of the incentive point that Mr. Brannon
just made.

The amount of capital per job, that is capital that will make the
job produce the income which people expect, this amount is very
substantial. In some cases it really is strikingly high. Your commit-
tee might very well look into the question of capital related to
employment.

Moreover, a good deal of productivity increase over time will
depend upon the increase in the amount and the quality of capital
per worker.

I emphasize, relative to expectations, people who are going into the
labor market expect incomes which require a considerable amount of
capital.

A second point that deserves emphasis is that the capital consump-
tion allowances-depreciation-the provisions made under the income
tax, are based on historical costs. It is not only in the supermarket
that prices have gone up. The prices of capital goods have also risen.
They have gone up substantially. I am not qualified to say how ade-
quate are the adjustments for quality improvement in the price indexes.
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But the machinery and equipment index is up by a quarter or so in

about a decade.
ADR and accelerated depreciation mav be reasonably adequate in

some cases. I simply do not know. But I would very strongly urge

that this aspect of the revenue system be considered in greater detail.

Inflation is not something that has been minor, that has been tem-

porary. Nor is it something that will pass next year. It may be with

us for quite a time. And a more systematic way of allowingi for the

increase in replacement costs for tax purposes, and also for book

accounting purposes, is greatly needed.
I agree with Mir. Brannon that estate and tax gift revision-the

capital appreciation aspect is one important element-certainly war-

rants extensive discussion by Congress. This is not a subject which

can be dealt with adequately by off-the-cuff conclusions. or intuitively.

And these taxes now take, annually, not quite one-tenth of the net

increase in saving-the savings figures, of course, vary from year

to year. Any increases in these taxes, such as taxing asset appreciation

at death, would come almost dollar for dollar out of increase in cap-

ital, or what would be the growth of total capital.
Let me emphasize a point which involves the investment credit.

Technological progress is likely to be embodied in machinery and

equipment. Something that biases the investment system toward ma-

chinery and equipment has merit. There seems to me to be a pre-

sumpt-on that it is desirable, as against other kinds of investment, to

speed the realization of teclrnological progress. The cost-reduction,

quality-improving productivity-increasing effects of new capital

equipment, may very Nvell be a nonneutrality in the revenue system

which is w-orthyT of encouraging.
Another point relates to capital but is not limited to it. And that is

the role of the attitude toward business and business taxation.

Glancing through the comments of Mr. and Mrs. Ott, I see that they

emphasize more strongly a point that I would like to make. The cor-

poration income tax, if not the invention of the Devil, is at best not a

good element in the revenue system. Constructive policy, over time

wvould try to reduce, very substantially, the reliance on the corporation

income tax. In the context of 19i72. reduction of the corporation income

tax seems unlikely. But anything proposed for getting x billion dol-

lars a year more from people through their relationship as owners, em-

ployees, or consumers of corporation products should, in my view, be

rejected. There are better ways of raising revenue.
Finally, two comments on the base-broadening proposal for

increasing revenue. Social security benefis now excluded are already

large. When social security benefits were made exempt, almost by

accident, in the late 1930's, the magnitudes were utterly negligible.

But looking ahead, the benefits are rising. They are, in relationship

to the double exemption for people over 65, going to create quite sub-

stantial differences in the taxes on people who are working and those

who are not. Perhaps this is such a politically difficult subject that

reform is hopeless. Nevertheless, I would urge that this be examined

in any base broadening thinking, because the benefits are going to rise

substantially.
As far as capital gains and losses are concerned, we ought to relook

at these subjects in the light of inflation. I am not sure about the

83-786-73-6
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"proper" significance of inflation for capital gains and losses. Never-theless, we have had more than trivial inflation. And there is need fora reexamination of our thinking about what is an appropriate use ofchanges in capital values for distributing tax burdens in a society withinflation.
Moreover, a considerable amount of some capital gains representsthe reinvestment of corporate earnings. The corporate income has beentaxed. We do not ktnow for sure who really bears the taxes on corpo-rate profits. But over time, if a substantial portion of the corporatetax does rest on the shareholders, then some or perhaps all of the in-crease in capital values of the shares is not an untaxed gain. It is a gainthat has been subject to corporate income tax.In contrast, another type of capital gains, increases in land values,may result largely from rising population, income growth, and gov-ernmental spenlding, on streets, schools, and so on. The justification fortaxation seems to me much stroniger. I raise those two points merelyto illustrate that the term "capital gains and losses" includes a widerange of elements. Differences in treatment may well be appropriate-or at least deserving of attention.
Finally, at the present time there is a good deal of discussion of therole of property tax in the system. Supplements to my prepared state-ment include a few statements about the property tax which may beof some usefulness.
Thank you.
(The prepared statement and supplements of Mr. Harriss follow:)

PREPARED STATEAENT OF C. LOWELL HARRISS

TAX REVISION

Continuation of efforts to improve the Federal tax system will come as a sourceof hope-but today with a touch of dread. Some of us have been more or lessclose to the seemingly uninterrupted work of the Committees on Ways and Meansand Finance for decades. (MNy personal "involvement" as an interested graduatestudent began in 1936.) Reform is not a discovery of the current political cam-paign. Nor is it the simple adoption of proposals whose merits are self-evident.Going back as far as World War I, there have rarely been intervals of muchmore than a year without active consideration by the revenue committees. Andfor more than a quarter of a century your Committee has challenged us. andcontributed to our understanding of the broader economic aspects of Federalfinances. Accomplishments to date have not achieved our reasonable objectives.And conditions change. So efforts should continue.Yet some of the current pressure troubles me-not because the sponsors lackgood intentions but because of possible gaps in their understanding of the fullrange of revelant considerations.
Does experience, really, give reasonable assurance that revision on the scalenow being proposed can be done. done well. within, say. 3 years of 365 days(we'll not have a leap year) of 24-or 48-hours each? Not as I interpret thelessons of experience. Somehow, we must choose what to select for considerationfirst-priorities. Equally or more important will be the analysis of principles.MNy comments appear in two groups. First, I touch upon specific topics of majorimportance. Then I discuss certain concepts. Each group includes some com-mentary upon underlying principles. Except for the opening section, the focuswill be on ion ger-rudn considerations rather more than on aspects of immediate butperhaps temporary concern.

MORE REVENUE?

Tax revision debates will not be limited to issues of tax structure vwen budgetdeficits are -large. Revenue-raising changes, however, will involve the structure.Thus two different kinds of issues are involved.
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Ton-infliationary borrowving
Large deficits face us. They can be criticized on the old grounds that tolerance

for deficits weakens resistance to wasteful spending. And the inflation threat
needs no explanation. Deficits call be financed without adding to inflationary pres-
sure even in an economy making essentially full use of its productive capacity.
But the borrowing must be in capital markets where the funds obtained come
from sources that would otherwise make these dollars available to finance indus-
trial modernization and expansion, utility facilities, housing, and state-local
government projects. Real costs of sacrificed alternatives would have to be met.

Another result of such Federal borrowing would be interest higher than other-
wise.' "High" interest rates. understandably, are unpopular with those who pay
them and some rather vocal spokesmen. The persons who receive the higher yields
are rarely heard from, partly because they and their interests are diffuse and
indirect.2

Explicit comparison of each of the three relative to interests rates and related
choices would be worthy of the attention of your Committee.' Will higher taxes
to reduce the deficit and keep interest rates down be a good "bargain"? If, so for
wvhom? Borrowing seems to be easier than taxes-hut noninflationary bargaining?
Several such queries need attention. Interest being a payment for a service (or a
transfer in national income accounting) seems to be a rather different matter
from a tax. Much less is required initially. Those who would have to pay the
taxes would not te the same as those who would pay the interest or those who
would receive it. The orders of magnitude would differ. In a more important sense
lies the choice between consumption (private and governmental) and capital
formation.

Taxes of $100 to reduce a Federal deficit and the need to borrow would proba-
bly result in considerably less of a reduction in private saving than of consump-
tion. Not all taxes, of course, are essentially the same in this respect.
Growth of spending: Control as an alternative to higher taoes

Before voting more taxes to reduce the deficit, or before using new private
savings to finance government (consumption), another issue lies before us. the
growth of Federal spending. This factor seems to me of greatest concern in look-
ing at revenue needs. You have seen the projections of Federal spending relative
to the growth of revenue. But to what extent have other Americans learned
about, and thought about, the facts? Scarcely a handful, I susuect. Families and
businesses do not mortgage their futures unknowingly. Yet in Federal finance
is not this almost what wve are doing?

The processes of spending growth will be more familiar to you as members
of Congress than to us outsiders. But all of us must be concerned. What to do?
How can the growth of spending he brought under "control"? "Control" does not
necessarily mean "stabilization" or "decline." I simply do not know enough about
the true merits of existing and proposed programs and expansion, compared with
the alternatives sacrificed (in private capital formation and consumption) to
substantiate wise decisions about myriads of Federal spending projects. Who
does? Past decisions on spending have suffered from inadequacy of knowledge.
So do present proposals-especially of the effects of taxes (and of borrowing and
inflation),. The political bias for more spending does not. I believe. rest on even
roughly adequate knowledge of the merits relative to the true costs.

When much productive capacity is underutilized. the arguments for expansion
of Federal spending have an appeal which is exceptionally tempting. Good things
can be obtained at almost no real cost. Such is not the situation today-and hope-
fully for a long future. The good things sought from Federal spending would
require real resources which would otherwise be used for private consumption
and capital formation.

Matters are not quite so simple as may seem on the surface. "Other conditions" will
not remain the same under the various implied situations and assumptions.

2Financial intermediation can make it seem that (big) banks, insurance companies.
and savijmrtS and loin associations are getting much of the interest. They do-but to What
extent (lo they keep it? "High" interest rates even at their worst (or best), are not neces-
sarily an elemient which those responsible for national economic policies should consider
as determining. The alternatives need to be compared-higher taxes, pressure for inflation,
and less Federal sneuding.

3 Price-level stability-avoiding Inflation-seems to me to deserve high priority. The
reasons for opposing inflation are more powerful and more pervasive than are generally
recognized. but time does not permit an explanation of my judgments here. One point,
however, deserves more attention than typically given it-the iml)lication that employ-
ment and inflation are "trade offs." Inflation, however, can bring wage rate increases that
by pricing some persons out of jobs create unemployment only a little later.
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Taxes as a source of distress
Whatever the benefits of a spending program-definite, questionable, illusory,

or negative (results harmful)-one conclusion defies denial: Higher taxes would
create problems. With Federal taxes already taking around $1,050 per person per
year-$4,200 for a family of 4-these levies, plus those of state-local governments,
are undeniably a source of economic difficulties. They prevent us from meeting
needs and desires on our own. Individually, as families, and as businesses we
suffer as taxes take money from us. These are funds which we could otherwise
use for the myriads of demands and aspirations of human beings today, for a
few years ahead, our retirement, and for our children. Or for the company's
modernization and expansion. And the more that taxes withdraw, the greater will
seem to be the appeal of arguments for still more Federal spending. Deprivations
due to higher taxes occur at many points-diffused but numerous.

Elements of a vicious circle exist. While eschewing alarmist extremism about
the futility of the process of controlling the increase of Federal expenditure and
taxation, one must recognize a rising need for greater attention is needed to the
total results, including the effects of taxes. The advocate of a new or larger
spending project will believe that the benefits would be greater (to someone)
than the deprivation from the higher taxes. This Committee has made praise-
worthy efforts to study expenditure issues. So it is almost like preaching to the
converted to make these points before this particular group.

With all the competence-and objectivity-humanly possible, we ought to try
to compare actual results of Federal spending projects (not the dreams of spon-
sors) with the actual results of taxes (marginal, least bad, and worst). How?
I wish that I could suggest new methodologies. You, of course. realize that neither
the revenue-raising nor the appropriations processes in Congress will serve ade-
quately.

Before recommending that taxes be raised to pay for higher spending, we
should have better evidence on the worth of spending as well as the real costs
of taxes, including human aspects in terms corresponding to those used in con-
nection with spending. To repeat, higher taxes would create more problems.

CAPITAL NEEDS

Expectations exceed probable availabilities
The American people expect a level of living which requires "lots" of capital.

Many young people, I am certain, count upon jobs and housing and public utility
services and state-local government capital facilities which call for new saving
on a "large" scale. The term "needs" as applied to capital lacks precision. So do
"expects" as applied to future living standards. Yet beyond any doubt Ameri-
cans look forward (1) to rising levels of living (2) for a growing population.

To orient the discussion, recognizing that the evidence does not substantiate
scholarly expression, let me use an admittedly imprecise statement: In the
"normal" course of events in the years ahead, net new savings will fall short of
the amounts required to satisfy the expectations of very large numbers of Amer-
icans for the fruits of capital. How much capital does a modest house or apart-
ment require? How much per good job? Productivity improvement, expected at
30%o a year or so, must call for large capital additions. The average investment
per new telephone in the Bell System this year, I believe, is over $1,800. Young
people often expect to have a phone. But how many could provide the capital?

Recently, families have been saving at a higher rate than through most of
the post-war period. These funds have 'financed, among other things, a peak level
of new housing.4 No one of us can be sure what the patterns of saving will be in
the future. But totals, I suggest, are likely to prove inadequate, partly because
of the tax system.

Almost any conceivable increase in taxation, corporate or personal, would
reduce private saving and capital formation. And some suggested types of the
increases would have very more such result, per dollar of revenue, than would
others. In general, I would think, heavier effective taxes on gifts and estates
would cut net private saving almost dollar for dollar. Heavier taxes on capital
gains, especially including gains unrealized before death, but not limited to
them, would also bear heavily, per dollar of revenue, on net capital formation.
Other differentials grow out of graduated personal income tax rates.

4 The failure to consume more has not been the drag on the economy sometimes implied.
The savings have flowed effectively Into investment projects. If consumption reverts to therates apparently more "normal," I assume that funds for housing will decline.
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Formulations of tax policy would, I suggest, benefit from (1) careful projections
of capital "needs" (2) compared with probable supplies of net new saving and
(3) then explicit attempts to consider the effects of alternative tax policies on
sources of net savings. To the best of my memory, most formulations of tax

policy have rather overlooked such considerations.
5 Data of the kind indicated are

at best subject to a wide margin of error. My own efforts to estimate capital
"needs" alnd availabilities of new savings have been crude and far from whvat

Congress and the public ought to have. Something better could certainly be
obtained, given sufficient demand upon the part of Congress. An undertaking of
this sort might logically constitute a valuable contribution of your Committee

to the work of the Congress.

Capital and job creation: I8 aggregate demand enough?

Aggregate demand, this, we are told (and teach), holds the key to employment.
But wrong! Not "the" key, but one of the essential elements. Employment
requires more than (1) dollar aggregate demand (2) appropriate to the wage

rate (plus fringes) (3) at which people are willing to work and (4) able to
produce.

The employer (private or governmental) must have other factors of pro-

duction-machinery, tools, factory and store and office space, inventory, and
financial working capital. At any moment, sometimes more so than others,
employers have these essential complementary productive resources, in proper

proportions, unutilized. A rise in demand will then mean more hours worked.
Over the years, however, the situation is significantly different On the supply

side for employment, capital must be available, first dollars, after that the real

resources they buy. Given (1) the state of technology, (what is physically poss

sible in terms of machine capacity, energy, transportation, communication, etc.,

etc.), (2) the prices of such factors, and (3) the ability and willingness of
employees to work, then (4) there will be some combination of (a) wage rates

and (b) product prices which will make hiring attractive. Think of one industry
after another, including professionals and self-employment, and try to imagine
the full capital ;to support a $9,000 or a $12,000 or a $15,000 job a year. The
amount required per worker is "large." Employees expect compensation (fringes
included) which calls for total output per worker that is possible only with
thousands, or tens of thousands, of dollars of capital per person.

Depression conditions led economists to emphasize the vital role of demand
as a requirement for employment For decades, however, other essentials have

too often been overlooked, that is, taken for granted in discussions of employ-
ment policy. The capital, we could assume, would be forthcoming. Much, cer-

tainly. But enough??? (1) The labor force grows, (2) And as pay expectations

go up. the non-huntan capital needed per job tends to go up (recognizing, of

course. that improving skill, education. motivation, devotion to the job, and

other human elements can also contribute to "validating" higher pay expecta-

tions).
Tax policy. I repeat, should give more attention than has been fashionable for

years to the supply of new capital.

BUSINESS TAXATION

Discussions of tax policy continue to reflect misconceptions whose survival

powver bodes ill for ourselves and our children. Widely accepted, but erroneous,
views about "business" taxation impede improvements which would reduce the

adverse effects of taxation on economic progress.
Anti-business and anti-capital attitudes seem to me to be spreading. In spite

of the evidence! Never before has the system provided so well for so many. 0

Although almost fashionable criticisms of business reflect distrust and hostility

(and gross misunderstanding), insistent and growing demands press the business

system to do more on many fronts. But with heavier taxes!
Men and women whose good-w.ill cannot be questioned. speak and write and

vote as if they believe that business taxes are not "people taxes." Time and again

5 Some of our present structure reflects beliefs, growing out of stagnationist fears of the
Great Depression, that the economy tended to oversave. Steeply graduated personal income
and death tax rates were then defended as helping to onfset potentially dangerous

oversa ving.
6 "Consumerism" and "environmentalism" account for some of what seems to me a rise

in anti-business sentiment. Such attitudes can spill over into tax policies which will
impede, rather than help, business do the job for which we expect more and more.
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we have heard that corporation and personal income tax changes ought somehowv
to be "balanced."

Policy decisions, of Congress and the Executive Branch, have been defended,

in part, on a "phony" so old that its vigor today must make one wonder about

man's desire to deceive himself. Taxes on corporations are interpreted as presu- -

ably not hurting people. Speakers ignore the basic reality that all taxes must

be paid by human beings-as consumers or as recipients of payments for the
services of labor or property.

High priority in tax revision should, in my view, center on tax changes to

imirove the productive system. Occasionally one hears of more than flirting with

the possibility of halting economic growth. Somehow, to avoid the uripleasant-

nesses associated with economic change, someone seemss wviling to (have others)

give up efforts to raise GNP. The realities are utterly different. Our ability to

improve the quality of life, viewing it as we individually prefer. vill be greater.

the larger is the total of output (defined with increasing precision). The bigger

our real incomes, the easier we shall find it to reduce poverty, clean up the en-

vironment, finance education, improve health services, finance art and science,

reduce the deficits of the wide range of wvorthy non-profit organizations from
whom wve get moving appeals daily, and so on.

Tlhe role of bitsiniess.-Businesses, whether or nor not incorporated, are the orga-

nizations upon which Americans rely for most of what is produced. Business is

the public's major agency for organizing labor and capital to produce-and to

produce more, rather than less, efficiently. Businesses are gqroaps of people seek-

ing to. benefit themselves by serving others. It is this service, whether in pro-

ducing and distributing things or in rendering scrvics (diectly, which the public
wants.

The process of meeting the desires of consumers can be more or less efflcient
in terms of inputs per unit of output A market economy relies primarily upon
competition in markets to induce efficiency-and to continue progress. For it is in

business organizations that wve find, not only the source of more of the old. but

also most of the venturesomeness which leads to the innovations that contribute
miuelu to rising living standards.

7

The total accomplishment of people working as business organizations will

depend upon many things: the training, inherent ability, and acquired skill of

workers; their williingess to exert effort; the amount of capital-(1) in the
physical sense of buildings, equipment, and inventory, and also (2) in the fi-

nancial sense of money, without which transactions as we know them would

rarely be possible: the degree of competition: present and expected demand:

the state of technology and speed of scientific advance: the competence of manage-
ment: and "other things." Among the other things are some for which govern-
ment is responsible. The system of law and order is one. The tax structure is
another.

Taxes as impe(limncnts.-Taxes are obstacles in the sense that they take from the

taxpayer without directly giving him an equivalent. They do more than raise

revenue. Do these effects contribute to or hamper the achievement of the basic
goals of the economic process?

Do taxes on business earnings help the community to get the output most

desired? Obviously, taxes wehich vary among corporations according to profits

do not improve the process by which consumers indicate the relative importance

of their many desires. Nor do taxes on business income help managers learn

about the relative scarcities and productivities of inputs. Profits taxes do not

relate to the inherent creativities of different resources or act to offset deficien-
cies in the market's guides as to relative scarcities. But taxes do affect the alter-
natives which a business manager must consider, the incentives open to him
when acting for the company.

A business, in fact. may wisely adopt methods which as regards the use of
resources are "second best." The tax factor makes some alternatives financially
the best when in a more real sense they are inferior. Taxes at high rates thus
give rise to an element of conflict between private and public interest. They
induce the manager to redirect the firm's activities, away from what is funda-
mentally most efficient.

The public interest calls for each business: (1) To turn out products or services which
are wanted more than something else. ss reflected in freely made consumer decisions
expressed in the market, or through government agencies. Part of this task of basiness
is to anticipate, identifying wants which can he satisfied by new types of goods and serv-

ices. (2) To produce by methods which economize on labor, materials, capital, and other
'inputs" according to their relative scarcity and productivity.
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'Profit" as co-st.-A business must have equity capital (ownership as contrastedwith debt). Supplying it costs something. The stockholder sacrifices the oppor-tunity to use his wealth in some other way-lending or buying assets such asreal estate. Such sacrilice is an economic cost. Although income tax law andtraditional accounting do not recognize this cost as a deductible expense of doingbusiness, consumers of the output of corporations wvill not get equity capital towork for them-and employees will not get equity capital to work woith-unlessthe benefits which will equal those obtainable elsewhere.
A "normal" after-tax return on equity capital is an essential economic cost.The net after-tax yield which a supplier of equity capital wvill insist upon. inexpectation, will be as high a yield (conceived broadly as a total net benefit,including a rise in the value of common stock. perhaps to share in economicgrowth) as he could obtain from any alternative use of his funds.The corporation will not succeed in selling new stock unless the prices whichit expects from its customers wvill bring an adequate after-tax yield. Theexpansion of outplt (in a growing economy) will lag until prices are highenough to give profits which after tax do satisfy investors. In relation to de-mand, the supply of output from corporations adjusts to affect product prices.Over the long run, then, some or much of the corporation income tax will bepaid by consumers. The indirectness of the process conceals most of it: but theresult does include a tax on consumption. Some tax. however. vill fall on share-holders whose expectations have been disappointed perceptibly. The tax fallscapriciously, unevenly, and not in line with any concept of fairness familiarto me. Corporations producing products for which the demand is not growingmay never be able to shift an increase in a tax rate.

TWhat to do-for the near and the longer term
First, as shown by three special studies in the Compcndiub, Part 3-thoseon P Petroleum and Defense. . The Timber Tndustry" and. . RealEstate Investment." if any showing were needed. "business" includes widelydiverse activities. The diversity throughout the economy, and the effects ofpresent tax provisions, probably exceed anything which the human mind canunderstan(l. To me it seems worse than hopeless to attempt to make wise policyof business taxation for the economy as a whole by tailoring the tax systemas it applies to different types of industries and firms-large or small, manufac-turing or extractive, finance or commerce, rural or international, housing orregulated utility. In principle. I endorse broad action applying generally.Our goal as the years pass, it seems to me, should be a gradual reduction inthe 26% surtax. Evenitually we could settle on a rate around the present 22%of the normal tax. This level would be not far from that applying to muchpersonal income. Space does not permit me to develop my reasons for these

numbers.
The increase in businees earnings as the economy grows would maintainrevenue to "finance" gradual rate reduction.8 Whatever the possibilities of signif-icant corporate rate reduction, and at the moment they seem dim, decisions forthe immnediate future must be made. Some reform is needed-and, I hope,

possible.

Depreciation provisions of 1971 (ADR,) and job development credit
Criticisms of the depreciation and investment credit provisions enacted in1971. you, know, have become part of the current political campaign. You havein the Compendium a study of the investment credit. An extensive literaturedeals with depreciation. I cannot claim expertise to draw upon in helping youto evaluate this evidence and analysis. I do. however, urge three points, in addi-tion to the one respecting capital needs.
1. A bias in favor of new equipment and machinery reflectingz the most modernscientific developments will be speeded. The utilization "earlier" of more andbetter types will bring the fruits of technological progress to the public earlier.2. Another change in the "rules of the game" would add uncertainty. Even ifnot followed by action, proposals to reverse some of the changes would, to someextent, hurt the processes of business decision-making and new capital invest-

8 For lartre' revenues. we would look to the personal income tax. Real personal income.and thus ability to pay personal tax, would be greater than if the corporate rate wereko'tat the present level.
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ment. In general, is it not sensible for government to reduce rather than increase

the disturbances which it creates for business? 9
3. Inflation affects not only the housewife. For individuals the economy may,

or may not have done reasonably well in granting higher earnings, larger per-

sonal exemptions and standard deductions, increases in Social Security benefits,

higher interests rates, and the making of other adjustments. For businesses, tax

laws have not faced up forthrightly to the problem as concerns capital con-

sumption allowances. W"e still compel the use of historical cost.

Inflationr and depreciation allowances 10

Housewives and union members. "liberal intellectuals' and antibusiness groups

in general, should certainly see and understand that it is not only in the super-

market that the dollar has lost buying power. Cannot we hope for discussion of

the depreciation-inDflation issue on a plane of responsibility higher than typical

today where "business" is involved? Leadership from this Committee might make

a constructive difference.
The "machinery and equipment" element of the Wholesale Price Index of

'May 1972 was about 28% above that of 1060 and one seventh above 1968, only

four years ago. The Producers' Durable Equipment portion of the Gross National

Product Deflator is more than one fifth above that a decade ago.
Historical cost as the basic for computing depreciation results in treating

some of the return of capital as if it were return to capital. The tax law then

takes 48% (plus the net State tax rate) of what the law calls profits. These,

however, are not limited to the true and real earnings of capital. The tax law

treats as income, not merely the fruits of capital, but in fact includes part of the

source of earnings. When critics of relaxation of depreciation provisions speak

of the "interest-free loan" from government to business, they might consider

the fact that no small number of firms has been making. not merely "interest-

free loans" to the Treasury but forced contributions of capital. Literally, we

have for years been sending to the Treasury, as tax on earnings, funds that in

the basic economic sense are costs. These include dollars which are needed to

replace productive capacity at higher prices. As a result, in our government

expenditure we are to some extent consuming capital. In other words, the spend-

ing of revenues from the tax on business earnings is not merely using part of the

annual produce of capital but some of the capital itself.
This result of inflation ought to be faced forthrightly. Perhaps the amounts

now allowed under ADR are moderately adequate in some cases. I certainly do

not know how much. Could any human being possibly judge for the range of
industry of our economy?

Recognizing what is obvious-that inflation has made historical cost obsolete-

Congress, the Executive Branch, and business representatives should be able to

progress toward a more rational treatment.

BROADENING THE TAX BASE
To lower tax rates

Taxes have effects other than separating the taxpayer from his dollars and

sending them to the Treasury. Individuals and businesses alter their behavior

in response to taxes in the hope of reducing the amounts payable. What are in-

herently second- or third-best alternatives can become best when tax consid-
erations are taken into account.

If tax rates are low, and if differences in tax rates are small, then altering

behavior to save taxes may rarely be worth while. But when rates are as high

as some are today, and when differences are as large, efforts at tax avoidance
(and evasion) frequently become worthwhile. The results of such action can

bring general losses to society, "excess burdens." n

9Perhaps we might dream-for a moment-of a time in which, with good justification.
the business world could feel that government was really on its side. Imagine conditions
in which the open. announced, and sincerely felt attitudes of government-lawmaliers
policy officials of the Executive Branch, and the bureaucracy-were truly favorable to
the productive system. Can any of us. really, envisage an environment in which something
in the tax world favorable-or less unfavorable-to the business system was not thought
of as a 'giveaway", a disreputable outcome of selfish transfer to a few at the expense of
the many? No one respecting realities today can have much hope for such dreams to comle
true. But ait least we can urge one constructive action-to avoid creating new difficulties.

10 See George Terborgh, Essays oil Inflation (Washington: Machinery and Allied Prod-
ucts Institute. 1971), especially Ch. 2, 3, and 4.

"1 Assume that the best alternative wvoulld produce 100 of which 60 would go in tax,
leaving 40 for the taxpayer. The second best would produce SO of which tax would be 31,

leaving the taxpayer with 49. Society loses 20, and the Treasury gets 19 less, but the
taxpayer has more. Moreover, in this example the higher tax rate has negative revenue
results.
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High tax rates produce undesirable results. We cannot identify all of them.
We are certainly unable to measure them. But we would be better without them.

Here are solid reasons for urging the reduction of highest tax rates.
Equity reasons can add to force of arguments for reduction of the highest

rates. Burdens of rates at, say, 3 or 4 times those on some income may seem
inequitable.

One way to permit rate reduction (without change in total revenue) is to
broadens the basc-reduce exclusions and deductions. By doing so, the country
could' improve its "economic framework." Better conditions would exist for
carrying on the affairs of production and consumption. The adverse effects of
high tax rates would be lessened. Not all benefits could be predicted with as-
surance. But logic, and familiarity with ways the economy functions, could leave
no doubt that there would be benefits in the form of (1) prodhctive capacity
closer to the forms indicated by the underlying forces of economic and technolo-
gical possibilities and (2) higher levels of real consumption.

Unfortunately, the impossibility of pointing to all advantages and demon-
strating their amounts would add to the difficulty of enlisting support for this
kind of proposal. Obstacles to persuasion are complicated immensely by the

intangib'e nature of some present losses ("excess burdens-), and then of their
opposites in benefits from tax rate reduction.

Moreover. a base-broadening-for-rate-reduction program, even though planned
and advertisedi as not altering total revenues, would change the taxes for some
families and businesses. My personal observation-not offered here as being of
high probative value-suggests that taxpayers put a high value on deductions
and exclusions. Who does not have friends who speak, almost lovingly, of "my

deductions"? These are obviously of worth-"assets" of value in terms of dol-
lars and deserving of emotional attachment. Giving them up for the prospects of

a lower tax rate might seem to be a poor bargain. Some will almost assuredly
get no net benefit. For many, the present system will probably seem worth more
than the probable trade.

1. What exists is known. Uncertainties exist about change. No one can be sure

that would emerge from the final stages of a Committee on Conference, IRS
regulations. actual enforcement. and judicial processes. In some cases, having
made adjustments and commitments on the basis of the present structure, read-
justment to a new one would involve trouble and expense.

2. Some taxpayers would be made worse off. Not everyone would be in a

cluster near the average. Those who definitely expect to lose would have incen-
tive to oppose.

3. Perhaps a large majority near the average would be indifferent.
Could those destined to benefit appreciably be enlisted to support? A rational

man would hope that this undertaking would be feasible. Much might hinge

upon the precise details. Since rather few taxpayers might expect to gain much,
strong supporters would not flood Congressional mails.`

A more thorough study some years ago of the "gross income" type of alterna-

tive (as suggested, among others, by Senator R. Long)-and these proposals
are not exactly the same-led me to two conclusions: (1) Many of the present
provisions, do have merit, persuasive if not conclusive. Many of us, starting
afresh and judging as objectively as possible. might come out on a side different

from that of Congress. But trying to get broad consensus for chance would re-

quire the overcoming, not only of (selfish) vested interests, but also of argu-
ments which have merit.

4. "Lower" tax rates might not stick. The pnblic. including articulate groups
which are anxious to accomplish what they believe would be desirable objec-

tives through more Federal spending, would cite high tax rates and large dif-
ferentials as "normal." Have we not had them? "Imagine reducing tax rates

on large incomes when social needs must be met." If the notion of what is some-
how right is that income tax rates should be in the range of the last 30 years,

and if "proper" rate graduation is felt to include differences of 3 times or more,

and if spending growth is advocated, the source of funds may seem evident. Go

back toward tax rates such as we had for over a generation.

1
The fact that commitments have been made on the assumption that deductions will

continue gives reasons for taxpaver desire that the deduction not he removed. Whether or
not truly justified on grounds of implied "moral commitment" and economic results. the
argument Is made that long-established tax policy should not be changed. One of the
largest economic commitments of certain families is the purchase of a house on mortgage.
The income tax aspects will often have played a part in the calculations.
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To increase revenue
Base broadening can be associated with revenue increasing. Such is the casetoday-almost exclusively in public references. The arguments against "taxsubsidies" and "tax preferences," for "closing loopholes," are now mustered insupport of increasing revenues.
The growth of spending becomes the result of base broadening. The quality ofbenefits from such spending may present quite different evaluation problems fromthose of tax rate reduction. If more revenue is to be raised, perhaps emphasisshould be put upon means that will get relatively large amounts from personswho have by some standards been undertaxed. In principle, the appeal to reachsome presently untaxed receipts carries weight. The specific elements must thembe examined.
The Compendium has papers on three, state-local bond interest, realized capitalgains, and the interest element in life insurance. Among these and others-capital losses, contributions, state-local taxes, medical expenses, interest on per-sonal debts, the standard deduction, imputed income of residences. expense ac-counts, and so on-I shall limit myself to capital gains and losses and SocialSecurity benefits.

Social security benefits
Life is short. Political life, even shorter, can be shortened still more by espous-ing unpopular causes. One such cause might be the proposal to include Social Se-curity benefits (above the return of wages on which the beneficiary paid tax).Yet the amounts are growing-in total and for individual recipients. You wellknow the increase voted to begin this autumn-20% plus automatic escalation.Looking ahead, we see a growing group over 62 or 65 who will have more thanmodest retirement incomes from sources not previously taxed. The untaxed in-come will rise.
The double personal exemption for persons over 65 will presumably continue:for a retired couple, the exemptions will equal those of a working man with wifeand two children. Should there not be concern over the difference between taxeson working people and those retired?3

CAPITAL GAINS AND LOSSES

Whatever anyone-the newcomer to the study of taxation or the veteran ofdecades of debates-may say about reform of the tax treatment of capital gainsand losses, issues are inherently difficult. They do not lend themselves to simpleand clear-out solutions. Income is a flow, the fruit. Capital is a stock, the tree(corpus). They relate. But they are not the same. To blend them for taxationrequires a certain amount of force nmajeur. Let me touch 4 points.1. Our thinking about the taxation of capital gains and losses should examinecarefully the reality of inflation.
Capital values represent the present discounted estimate of future income.Capital values reflect, among other things, changes in the worth of the dollar.In a world of inflation, increases in the prices of assets do not necessarily repre-sent improvements in real economic position. A capital loss on an asset owned fora decade or more may grossly understate the decline in real economic positiondue to the ownership of the asset.
Academic discussion of the tax treatment of capital gains and losses has tended(1) to disparage the reality of inflation as a significant factor and (2) to focuson relative economic position (persons with and those without capital gains andlosses). A new look now should take account of the price-level changes of recentyears and the possibilities ahead.
2. If tax rates were reduced materially, the reasons for distinguishing betweenchanges in capital values and regular income would lose much force. Some pro-posals for tax reform do provide for general rate reduction and broader cover-age of gains. The inclusion of more gains in the tax could help to make rate re-duction more likely. (Losses, however, would operate in the other direction.)A large range of simplification could be made. This general approach has merit,potentially great merit.

13 Wheji the original administrative decision to exclude Social Security benefits wasmade. the anlounts that inight have been taxable were negligible. No one could nossiblyhave foreseen the vast changes of the last .35 years. If, as may wvell be the case, much of thetax paid by the employer is shifted to the employee (as worker or consumer), how wvonldour conclusions about appropriate taxation of benefits be affected? This Is one of thequestions deserving more study.
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Short of that, I would emphasize points somewhat different from those in the
Compendium paper. The relations of the tax to capital as a productive resource
seem significant; they do conflict with considerations of equity among taxpayers.
On the one hand, it seems unfair to Ignore a (realized) gain or loss In deciding
how much one person shall pay compared with others who have only wages, in-
terest, or other types of ordinary income. On the other hand, it seems foolish for
a society which needs capital to reduce the amount in private ownership when a
person sells certain assets (perhaps reinvesting the funds). In addition to what
I say elsewhere about capital, I add two points of many bearing on this complex
subject.

3. Let us distinguish capital gains which accrue over the long run from those
due to month-to-month and year-to-year changes which can result from many
temporary and passing forces. The true rises over long periods are due to con-
siderable extent to the reinvestment of corporation earnings. As shares of stock
appreciate over the years, some, or much, of the rise represents the plowing back
of profit. And that profit has been taxed to the corporation. Therefore, some of the
base of capital gains has been taxed. (Stock prices also go down, leading to
capital losses despite the corporation's payment of tax on earnings of good
years.) Of course, to the extent that the corporation tax is shifted to consumers,
this point loses validity. But to the extent that the tax on corporation earnings
rests upon suppliers of equity capital, then the base for the rise in share price
has been taxed. The implications for capital gains taxation may not be fully
clear-they are not to me. One major conclusion, however, will be that the capital
gain as a return to the supplier of capital in the form of asset appreciation is an
after-tax return. As shares are sold, some of the realized gain has already been
taxed. Recall-we deal here with the long pull.

4. Another source of capital gain is the rise in land prices (above the owner's
inputs of capital for drainage, landscaping, and other improvements of the
land). Some will be holdings of individuals or unincorporated businesses. Some
will be embodied in the prices of corporate shares but not as a rule have been
subject to corporation income tax. No personal income tax will have been paid
on whatever causes the rise in land prices." The reasons for taxing a capital
gain in land price seem to me much more persuasive than those of share price
increases which result for the reinvestment of taxed corporation earnings.

EQUITY: JUSTICE: FAIRNESS

The search for equity-or, as problems often appear, avoiding inequity-in
financing government deserves our unending efforts. The history of 1969 gives
testimony, if any were needed, of the force-a wholesome one,-of the desire
for tax equity.

Aspects of the concepts and their meaningts
Some matters will seem clear with a general consensus (among those with

knowledge) that certain features are inequitable (the homeowner-renter dis-
crimination or the failure of the estate tax to differentiate according to number
of heirs. but without agreement on what ought to be done. Often there will be
honest difference of opinion about whether some condition really is inequitable
(the relative treatment of married couples and single individuals). Resistance
to reform may come with spokesman's frank admission that continuation of the
inequity is preferred to any feasible alternatives. Sometimes there is little more
than hypocritical rationalization, perhaps only '"let's talk about something else."
Or. as with the increase in the standard deduction to ease compliance and ad-
ministration, there is forthright recognition that equity is not the only valid
consideration. Often there is doubt about what "iequity" is, e.g., the limit on the
deduction of capital losses.

The terms "equity," justice." and "fairness" as applied to taxation require
more careful thought than often seems to underlie the casual, intuitive impres-
sions on w-hich people rest conclusions. The terms have several aspects.

Enforcewient of tax cage.-First. an aspect on which there will be a con-
sensus: "Every taxpayer shall be treated according to legal rules which apply
equally to all taxpayers in the same eiass." Fairness requires that there be no
prejudice, whether by accident or design, in the application or administration

14 Annual property taxes nmay have gone to pay for commimnity services and facilities
which niake the location more valuable. The property taxes paid will have been deducted
for incone tax purposes. These local taxes do not warrant a second recognition.
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of the law. The higher the tax rate, the greater the practical significance of this
point.

Grad.uates in differentiation of tax burdcn.-A general principle distinguish-
ing the equitable from the unfair is associated with continuity and gradualness.
Big cbanges, big breaks, large discontinuities are more likely to be a source of
injustice than of justice. It seems unfair if slight inequalities in personal position
create large inequalities in taxes. Justice calls for tax inequality, but it also re-
quires that the inequalities be related to differences that have substance. A rela-
tively small and insubstantial difference should not give rise to a substantial
difference in tax.

If getting on one rather than the other side of a line makes a big difference
in tax, the possibility seems more inequitable than equitable. Some discon-
tinuities, of course, may be a reasonable price to pay for ease in administration
or some other desirable objective. In general, however, slight differences in con-
ditions ought not to lead to big differences in compulsory payments for govern-
ment. Some of the conditions may be under deliberate control.

The tax system contains scores-or hundreds-of provisions under which
much tax can hinge upon a.slight difference in circumstances." Legal drafts-
manship, for example, can override economic and human substance. One reason
for cutting tax rates and broadening the tax base is to reduce the opportunities
and dangers of such inequities.

Benefit. from government spending-Equity or justice as "giving every man his
due "supports the benefit (quid pro quo) doctrine. The cost of governmental
services should be apportioned among individuals pro rata to the benefits derived.

But governments perform functions of which the benefit is either entirely
or largely collective so that it cannot be apportioned individually or by groups.
And many programs, especially those involving transfers, are intended for pur-
poses other than equity in this sense; we seek the benefits of humanitarianism,
better productivity, social harmony, a different kind of farm economy, and so
on. Reward according to contribution. desert related to merit-justiee and
equity in this sense-receive little attention (and less that is favorable) in
current discussion of Federal financing.

Two examples of current interest can be cited. (1) Cost-bearing of Social
Security on an equity basis, more or less along the original lines. has been
subordinated extensively in practice-and many observers would go even farther-
in favor or a "welfare" or redistributional basis. (2) Concern over greater use of
charges, fees, and other self-liquidating sources rests in part upon a belief in
fairness: in addition there is in some cases support on the grounds that relating
cost to use can serve a constructive purpose in limiting the quantity demanded.

Space restrictions preclude discussion of the potential use of the benefit
principle in Federal taxation.
Horizontal equity.-Another criterion will elicit widespread agreement-hori-

zontal equity. "Equals shall be treated equally." Everyone on the same income
level, or consuming about the same things. or owning about the same amount of
real estate in the locality, and otherwise in essentially similar circumstances,
shall bear the same portion of the expense of government. When their circum-
stances differ in ways that are significant for the sharing of the costs of govern-

i7ent-size of family or total of charitable contributions, for example-fairness
requires that tax loads differ. This principle lies at the base of many of the most
debated issues.

Vertical equity.-A perplexing problem appears as we face vertical equity.
People whose circumstances differ in ways that are relevant for sharing the costs
of government must pay different taxes. How mau1ch of whet differences will
warrant how much difference in tax? Little consensus will be found-except that
the unequal treatment of taxpayers must rest on reasonable, not capricious. bases.
Is income a relevant factor? place of resident? wealth? health? source of in-
come? effort made in getting income? weight or color of hair? age? and so 0n.
Since many of these and other elements always appear. how must each he
weighted? For example, do we achieve vertical equity in taxing more heavily the

16For examples, see "Sources of Injustice In Estate Taxation." reprinted in C. Lowell
Harriss. rInnovations in Tax Policy and Other Essays (Hartford: John C. Lincoln Insti-
tute, University of Hartford, 1972), pp. 207-231.
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$16.000 than the $15,000 income when the extra $1,000 resulted from the sacrifice

of leisure and the input of more working hours?
Ability-to-pay: A useful guide to equity?-Suppose that everyone here, or

in any group, were asked to write out his or her concept of "ability-to-pay"

as applied to taxation, in sufficiently concrete terms to serve "operationally,"

in practice. One response would be a "begging off" from what in fact is more

difficult than easy. Another result, I predict, is that no two answers would

coincide. Please do not ask me for an "operational" definition.
In any case, however, does "ability-to-pay" conform to "equity"? In examining

this question, is it not relevant how the "ability" was obtained? Two families,

for example. may each have $12,000 earnings and be essentially the same in

family size (and traditional deductions). By common opinion, I assume, it would

be thought that they have the same ability-to-pay. Is it necessarily fair to tax

them equally? If one father worked 1,800 hours and.the other 1,600, is equal

taxation equitable? The dollar equality (the objective factor) does not exhaust

the issue. Now assume that one has $14,000 from 2,000 hours at $7 each, while the

other has $12,000 from 1,500 hours at $8 each. The first presumably produced

more as he worked more. His money income-and dollar ability-to-pay-is larger.

Is it equitable to force the one who contributed more to the flow of goods and

services also to bear more of the costs of government? Even more perplexing,

perhaps, will be the question of rate graduation. Is it equitable to apply higher

tax rates to pay received from more work? How do the differences in objective

ability, dollars, come into existence?
People can acquire differences in ability-to-pay in other ways. Suppose that

over the years one family saves more than the other (out of equal after-tax in-

comes) and gradually builds up a base of capital. This yields money income as

contrasted with the memories of higher spending from the other. The two, I

assume, have different abilities-to-pay. But is it equitable to require the one that

has saved to contribute more to the costs of government? Why? Are there non-

equity reasons?
Observations on progressive taoation.-Many Americans are still poor. Hu-

m.anitariatn considerations alone must be highly persuasive in any discussion of

taxing them (taking account, of course, of the effects of government spending).

Is not an improvement in the conditions of the poor a marklof genuine social

progress? Government policies of taxation and expenditures, as well as in other

respects, can make a difference, good and bad.
In arguing for heavy reliance upon personal income taxation, one cites that is

is one major levy which can exempt the poor.
And one does not have to base support on hard-to-define considerations of fair-

ness or justice. Mercy and compassion suffice.' 6 Whatever we think about tax

discriminations against those with high incomes-the "soak the rich" support of

progression-many of us will endorse the aspect of progression that affords tax

relief for those at the bottom of the income scale. The personal exemption can do

so. An income tax with an exemption will accomplish this end, and can do so with

a flat rate-or even with regressive rates.
A solid basis for policy is to exempt a minimum of income. Doing so will then

almost certainly assure progressive burdens through a range of income which

includes most Americans even if rates are proportional. Thus specific exemptions

and a fiat rate up to, say $8,000 of taxable income can yield quite a bit of progres-

sion and cover most of the total population.
We have done a good deal along these lines. Another aspect calls for study-

a graduated rate structure with bracket widths in real terms reduced by infla-

tion. Rate graduation that may have seemed fair at one time has significantly

changed as a result of inflation. 7 Even so, when larger income results from more

extensive and higher quality personal effort and contribution to the general

economic benefit in output, is it not wrong from the standpoints of both justice

and economic efficiency to penalize such effort?

la An opposite consideration may be noted. Vill persons expecting to be free from

(more) taxzes be more inclined to favor expenditure increases? The not unimportant issue
of responsibility in the growth of government spending may be related significantly to

voting power of persons who expect to be free from (much) reruiremeut to bear the cost.

"Equity, of course, is not the only consideration to be taken into account in judging
rate graduation.
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Share of total tax paid by each quintile and top 5 percent of families and

unrelated individuals-1968
Percent

Lowest quintile------------------------------------------------------ 3. 72d quintile--------------------------------------------------------- 9.43d quintile---------------------------------------------------------- 15. 24th quintile---------------------------- 1-_- _-_ 22.1
Highest quintile------------------------------------------------ - 49. 6

Total-100. 0
Top 5 percent-------------------------------------- 24. S

Roger A. Herriott and Herman P. Miller, "Tax Changes Among Income Groups-
1962-68," Business Horizons, Feb. 1972, p. 42. From 1962 to 1968 the shares paid
by the 3rd & 4th quintiles went up one percentage point each and that of thetop 5% fell by 3 percentage points.

Personal income tax rates and brackets combine to create a scale of burden
differentiation which calls for more attention than is yet evident. As the cam-
paign proceeds, however, there will apparently be 2 kinds of arguments from atleast one side-that because of loopholes some people in upper income groups are
not paying as much as others and that the group as a whole ought to pay more.
As to the latter, data for the country as a whole covering all taxes in 1968 are ofinterest. The top fifth are shown as bearing half of the country's total taxes.
The top 5% carried one fourth. Statistics of Income, of course, leave no doubt that
the high rates do apply. Space does not permit presentation of figures here, but
they give a picture rather different from that which seems to be getting mostpublicity.

High rates and large differences in rates are related to some (or much?) ofwhat we feel are inequities and give rise to pressures to create-and to use-loopholes. Political rivalry even more than normally seems likely to dominate
consideration in the near term. One possibility of progress (in my view) might
he the broadening of brackets, perhaps to restore the purchasing power of World
War II, or pre-Korea, or even pre-Vietnam. Vertical discrimination would thenget smaller. "Small" differences in income would not then lead to such "large"
differences in tax. Horizontal inequity would decline in the sense that avoidance
methods would produce less in relative tax differences.
Income vs. consumption as the basis for taxation

Almost without question Americans seem to accept that "income" (as some-
how defined) serves as a better basis-presuinably on equity as well as othergrounds-for distributing the costs of government, than does consumption. The
recent discussions of value added have scarcely done justice to the reasons for
possibly using consumption (expenditures) as a tax base.'

Long-entrenched view about defects of sales taxation are not necessarily com-plete nor correct as applied in all situations. A mixture of considerations has mis-
guided thinking-regressivity, burdens on low- income groups-because elements
not inherent to the issue of the nature of the base assume undue importance.
(1) Exemptions can be granted under consumption taxes. (2) A true expenditure
tax could have rate graduation.

Irving Fisher, just before and then during World War II. tried, in an unsympa-
thetic environment, to make the case for consumption as being income, 'what
comes in." After the war, however, the reasoning got a better hearing (associ-
ated with the work of N. Kaldor) in some circles concerned with economic de-velopment. The distinction was made between taxation on the basis of income asusually conceived-what one (and one's property) put into the economic process,the worth of production, the contribution-as distinguished from what one gets,
receives, takes out (consumption).

Assuming that A puts 120 into the economy (production for which he receivesincome) and takes out S0 (consumption) wvihle B puts 100 in (income) andtakes out 100 (consumption). C puts 10 in and takes out 110. Who on grounds
of equity "should" pay more tax? Or on other grounds? There seem to me issues
deserving of objective study, especially as we consider value-added taxation. Let
us not decide, perhaps back-handedly on the basis of conclusions not fully appli-
cable, that one tax potential should be foreclosed. My point, to repeat, is to avoid

1" Dr. Norman T''re's testimony before this Committee on value added does deal with.some issues wlhichl should be raised.
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deciding an important question on the basis of concepts which are not necessarily
conclusive.

Funds saved, not used for consumption, and funds dissaved and consumed. may
appropriately be taxed more equitably (and/or with generally better economic
results) under a consumption than under the familiar type of personal income
tax.

PROPERTY TAXATION

In view of the current interest in property taxation, especially as related to
school finance, I submit a paper on the subject.

ESTATE AND GIFT TAXATION

Some references to Federal estate and gift taxation might lead one to believethat these taxes are little more than a farce. Yet this fiscal year (1973) they willbring an estimated $4.3 billion, down somewhat from last year when a payment
speed-up added to receipts. With state death and gift taxes, $5.5 billion or so intransfer taxes on owners of wealth will go to pay for government expenditures.

In spite of methods of avoidance which are presumably no secret from personsof property and their advisors, governments are collecting more than twice asmuch as a few years ago. 1'er dollar of revenue these taxes bear heavily on capi-
tal. Most academic writings with which I am familiar refer to these taxes favor-
ably, not only as sources of revenue but also as instruments for reducing theinequalities in holdings of private property. The reasoning in support of the
equalizing effects is not. so far as I know, spelled out with the completeness thatought to support major national policy.

Be that as it may, these taxes also affect the country's capital base. Privatesavings which would be available to finance new capital projects are used to buythe assets of estates which must be liquidated to pay death or gift tax.
One can be pretty lonesome these days in implying that the making of Federal

tax policy might wisely give serious consideration to the rate of growth of
private capital.

A longer study prepared some months ago is attached as part of this state-
ment. It represents some of the results of larger projects which has not yetbeen completed.

The institution of inheritance becomes, in itself, directly of concern. Not all of
the issues are easily defined, and few, if my personal research is typical. arelikely to be "resolved." Casual impressions and off-the-cuff conclusions will notnecessarily provide the considered conclusions that truly represent the best
thought, and then policies, of Which we are capable. Whether anything like publicdiscussion can be conceived seems to me doubtful."

In the spring of 1950, as I recall, Congress began lerhaps the most thorough
examination of estate and gift taxation since the 1920's. That effort, however,
was one of the casualties of Korean hostilities. Changes in estate and gift taxes-
and state inheritance taxes-have been made in the last 20 years, hut the broad-
scale analysis which is needed has not yet gotten to the forefront of Congressional
attention.

To be done adequately, such an undertaking calls for a great deal of time, timewhich Congress has had difficulty finding. Perhaps one seems somehow disloyal to
the principles of our system of government in denying that a presidential cam-
paign offers a good forum for constructive discussion on death and gift taxation
revision.

The present system certainly has defects. What are the possible alternatives?
We need more examination of possible changes in the hope of clarification and
agreement.

WORDS AND MEANINGS
"Reform"

"Reform" to most of us means something desirable. Labeling is easy. Proof,however, can require evidence and careful analysis. Let us not be tyrannized
by words. To lump together a widely diverse group of tax features and then tocall them all "reforms" which are worthy of accomplishment does not establish
that; the fea ures of umerit (or deficieney ) appropriate to a few antalci to otimers.

19The volume by Prof. Carl Shoup received a hearing within a small group. FederalEstate and G-ift Taxes (lWashington: The Brookings Institution. 1966). Treasury studies,work of tie American Law Institute, and a few articles have appeared dealing with oneor another aspect of the subject.
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Nor does proof that some apparently desirable results would follow a certain
change necessarily indicate that on the whole the change would be progress. Or
vice versa-one bad effect would not necessarily doom a proposal. For each
major feature of Federal tax policy has several aspects. The goals are not single
and simple but multiple and diverse-revenue, fairness, job expansion and im-
provement, simplification, and others. Interrelations can be numerous and not
always evident.

"Tagging" with a term such as "reform" or "loophole" or "tax subsidy"-or
citing as adequate arguments against change that "an old tax is a good tax" or
"it's been that way x years" or "countries A to F do so and so"-cannot substitute
for analysis if we are to make progress and avoid avoidable error.

Beliefs of commanding power influence action even when they contain a large
element of error. An inferior product will not survive the competition of the
market place. Ideas, however, cannot always be subjected to equivalent testing
to learn their relative merits. For judging them, analysis may be man's only
instrument. We have not had, say, four Federal tax systems operating at the
same time, under the same conditions, with results for us to compare and use in
deciding which we prefer.

Misconceptions

People, not things, bear the burdens of taxation.-Things do not bear taxes:
people do. Some taxes reach us indirectly as higher prices for what we buy,
others as lower incomes from our efforts and our investment. The tax may also
appear as a direct charge on our income and wealth after we get them. Whatever
the form, however, any tax is paid by people. And exemptions and the features
being designated as "tax subsidies" affect people-the patients in hospitals or
students in colleges (and their professors) that need deductible contributions,
the owner of land whose price rose because of tax exemption for subsidized hous-
ing or depletion or tax treatment of timber, the homeowner as compared with the
renter.

We say, for convenience, that taxes fall on business or beer or payrolls or
telephone usage or real estate or sales. Whatever the first impact, however, the
tax affects people: owners, consumers, or employees.

A corporation is, in one sense, a thing with its own existence. But taxes on
the corporation reduce the income of those who provide the capital or raise the
price of its products or cut the payments to labor and suppliers.

Voters cannot escape the problems of taxing human beings by requiring a
corporation treasurer to send checks to the Treasury. Does it help-how and
whom?-to try to "kid ourselves" and "fool the voter" by legislating that "the
employer" must pay (and bear?) a tax of 51/2½% on his payroll or 48% on the com-
pany's earnings?

Hidden versus evident burdens as potential restraints on the growth of Fed-
eral spending.-In choosing to use hidden taxes, those which "conceal" the
costs of government from the persons who pay, society sacrifices one instrument
for helping to make better, rather than poorer. decisions on government spend-
ing. True, something can be said in favor of arrangements which free us from
worry about taxes. Yet is there not more to be said for the principle of select-
ing taxes which are sufficiently evident to the taxpayer to enable, or force, him
to relate them to the expenditures of government? Not much connection may be
possible at the Federal level. But the limited scope of opportunity seems to me to
enhance the importance of utilizing what might exist.

The efforts, furthered by your interest, to identify and measure special tax
features-"tax expenditures" or "tax subsidies"-fall in somewhat the same
class. But they call for further comment.

Wahat does 'tax expendititre" or "tax subsidy" mcan? Two observations

This Committee and its staff and the Treasury know the difficulties of getting
terms which adequately convey the meanings which your inquiries embrace.
'Subsidy" and "tax subsidy" and "tax expenditure" apply appropriately in some
cases. In other respects they may be more misleading than helpful. Two points
seem worth making here. They are intended, not so much for the Committee, its
staff, and the Treasury (who need not be told) as for large numbers who have
had less occasion to think about the issues.

1. "Tax subsidy" or "tax expenditure," as some users of the terms almost
appear to imply, is almost any dollar the tax collector does not take. "Since
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government could take everything," the implication seems to be, "its decision
not to take what it could is a sort of act of grace." What government does not
demand is a subsidy. I caricature-but greatly? By "not taking all"-and Uncle
Sam certainly could take more-does government subsidize where it leaves
something? The professional economists and lawyers working on the subject
do not mean anything so sweeping. The concern of the praiseworthy studies
deals largely with relative "tax takes." Having the term "tax subsidy" to apply
where taxes require less than in other situations can be helpful. Yet . . . ?
Government does not, it seems to me, necessarily subsidize when it refrains
from taxing where it could.

Where government taxes more in one situation than in another, perhaps the
imbalance is the higher, rather than the lower, tax. A term such as "tax over-
burden" to pair with "tax subsidy" might be helpful. Throughout the studies for
the Committee, the dominant assumption seems to be, almost unquestioned, that
when viewing relative tax loads, the high tax alternative is somehow correct
while the lower one deserves the pejorative term "subsidy." So a second point
appears.

2. Who selects the norm, the basis for comparison? What is "correct and
proper"-and what is the defect to be criticized and, if possible, reformed? If
Congress has passed a tax law with many features, are some right and others
wrong? Why? Who sets the criteria for selecting which of the many provisions
enacted by Congress represent the wisdom of the democratic process and which
are the excreseences of political manipulation?

Is feature X-a clearly made decision of the legislative process-the standard
for judgment while provision Y-made in the same way-must be criticized?
Some condemnations in discussions of tax policy are made in tones of assurance
which rest, really on personal value judgments (mine included) rather than
the solid basis of objectivity implied.

Is the apparently favorable tax rate on realized capital gains the "subsidy" or,
rather, is this the rate which "really ought to be"? In contrast, the higher tax
rate on earnings above some level may represent an abuse of legislative author-
ity to take more from one person's dollar than from another's.

My point here involves the atmosphere of discussion-but perhaps a bit more.
How can we distinguish the good from the bad? Do revenue needs make one,
rather than another, element "correct"? Not necessarily. Perhaps on this score
(revenue considerations) what is wrong is the "lowness" of the tax rates in the
$x to $4x income brackets and not the features which keep effective rates over
$10x from being higher.

Assume that approximately 20% of "taxable income" must be taken in taxes
to finance the level of Federal spending. Let us say that (after allowing for
personal exemptions) various special features result in some receipts being
taxed at 10%, most around 20%, some at 30%, some at 50%, and some at 70%.
Perhaps there is reason to apply the term "subsidy" to the 10% treatment But
if the person subject to 70% on some of his income has other receipts taxed at
35%, why designate the 35% as "tax subsidy" rather than calling the 70% "tax
overburden"?
Divisivenes8

Political campaigns invite emotionalism and exaggeration. Aspirants for office
actively create unrealistic expectations. Taxes offer tempting opportunities. In-
equalities can be cited. The inequities of extreme cases can be used to arouse
passions. Some assertions of folly and unfairness are unquestionably true. Some
may scarcely justify the implications drawn. Some conclusions will be downright
wrong. Americans may have learned to discount "political oratory." But attitudes
generated will not be entirely harmless, ephemeral byproducts of election
hyperbole.

Unjustified conclusions may add to the sense of divisiveness in our society.
Self-pity, anger, frustration, animosity will be enlarged perhaps among more
than a tiny fraction of the public. The spirit of society will suffer, with social
losses that, even though not measurable, are unfortunate. A seeker after polit-
ical office may not be wrong in telling an audience that it is overtaxed-perhaps
we all are. Sometimes, what will really make the adrenalin flow is word that
the other fellow, one who may even have more, is not paying his fair share. Let's
try to keep the facts as accurate, the conclusions as clear, as possible.

83-78S--73-7
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SCHOOLS, PROPERTY TAXATION, AND PROGRESS: CHALLENGES AND OPPORTUNITIES-

(By C. Lowell Harriss*)

Bankers and other community leaders confront problems which must often
seem outside the "proper" responsibilities of the job. Although almost fashion-
able criticisms of "business" reflect distrust and hostility (and gross mis-
understanding), insistent and growing demands upon business press it to do
more on many fronts. Its leaders-and its dollar contributions-are called upon
to help "solve" society's problems, beyond those of production and distribution.

In many communities, for example, leaders face a 1972 version of a long-
standing problem, financing education; many also face a newer one, perhaps at
the doorstep-revitalizing the central city. Moreover, "reform" of property
taxation may be of concern in itself. Even if not, its obvious role in paying for-
schools, and its perhaps less obvious tie to the growth and decline of the city,
justify (compel!) more attention than merely writing a bigger check each year..

The problems range widely, reflecting the great diversity of American life.
Just as the conditions of local government differ tremendously. so do opportuni-
ties. Those bankers who support a financial system of independent banks empha-
size the merits of local control. The same conclusions, to perhaps even greater
extent, apply to government. Travels over much of the world have yielded deep
impressions of local government. We can be thankful for local authority, respon-
sibility, and opportunity-as distinguished from centralization.

Spearheads for progress appear and press ahead. Not in every locality, by-
any means. But some, several, then many, localities can develop new things
and then follow what seems successful. Actions can adapt to the widely diverse.
conditions of climate and topography, age and tradition, aspirations and hopes.
Failures appear, of course, but not on a scale possible on a national level. And
are they not more quickly seen and more easily reversed than if a whole country's
policies must be altered?

Without romanticizing local government or blindly condemning greater reliance
upon decisions from state capitols and Washington, I believe that we should
strengthen the financing of local government-and in ways which will support
rather than weaken the economic base. Choices which must be made (if only
by default) now, will affect, for good or ill, the long-run prospects for business-
in the area. Issues of school finance may precipitate actions of great significance.

PAYING FOR EDUCATION: COURT DECISIONS

Worry about paying for education was not new when our grandfathers-
struggled with the problem. Although our grandchildren will have higher real
incomes than we do, they will have trouble getting enough to pay for the schools-
they want for their children. Aspirations, especially for higher teacher salaries,
cannot be expected to stabilize.

Ours will remain more a world of scarcity than of affluence. Can we keep
expectations within limits appropriate to resources? We do have economic-
capacity to devote more to schools if, and this "if" is crucial, we can agree
on the other things to curtail-outlays for health, food, housing, policing, trans-
portation, improvement of the environment, art, recreation, retirement incomes,
and so on.

Although such statements ought to be so obvious that one need not express
them. community leaders know how generally public discussion prefers to ignore-
unpleasant realities.

The economist, and the banker or other businessmen, who insists that attention
be given to the need for choosing among alternatives. may be dismissed as a
hardhearted opponent of things obviously good. The lurking hope for Santa Claus,
or Robin Hood, the search for ways to make the "other fellow" pay, pervades
too much public discussion. It fosters irresponsibility. "State assumption of the
costs of education" or "Federal revenue sharing" can change the kinds of taxes
used and the distribution of total burdens among kinds of taxpayers. But there
is one thing neither will do-reduce taxes.

An August 1971 decision by the Supreme Court of California compelled new
examination of the financing of California public schools. Suits trying to estab-
lish the same principle have been filed in state after state. While the full signifi-

*C. Lowell Harriss. Professor of Economicsl at Columbia TUniversity, and Economic
Conslultant. Tax Foinidation, Inc.. discusses the chlleaLes wve face from rising education
needs and the strains on property taxation. (Thie views expressed arc the author's and
not necessarily those of any organiz-ation with which lie is associated.)
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cance of what the California court started remains far from clear, a December
decision by a Federal District Court (Texas) accelerated the process of reexam-
ination. The traditional degree of reliance upon property taxation to pay for
education seems to have been struck a heavy blow. The judges have said that
the distribution of taxable property differs so greatly from one school district
to another that the differences in funds for schools deprive some children of their
rights under the equal protection clause of the Fourteenth Amendment of the
U.S. Constitution.

Only time will tell what the results will be. Appeals can be expected, and
the judicial process can stretch out. Meantime, state legislatures and Congress
will be pressed to take account of what seems to be the spirit of these decisions.
(Yet neither Uncle Sam nor the typical state legislature has uncommitted dollars
to pour into larger financing of schools.)

Two aspects need to be distinguished. The first is the place of "equality" as a
guide of educational poliey. The second involves the role of property taxation.

EQUAL OR BETTER?

Mluch current discussion of education runs in terms of equality. This concern
flows naturally from the words of the Fourteenth Amendment. The word "equity"
also appears; but it, along with its companions, "justice" and "fairness.' is
hardly the same. In any case, however, is there not a more important goal?
Leaders should press for better education-for all. -More quantity and higher
quality-for all-seem to me a more laudable objective.

Equality as a goal runs the risk of moving many down toward the middle. Yet
today even the best schooling, I submit, is not so good as we ought to seek. Half
the schools are above the median--by definition. Who in urging equality really
wants to lower the best? As far as I know, neither the briefs submitted nor the
judicial decisions explicitly discuss the possibility of forcing d(own school quality
in some communities. The focus, I should think, would be to raise the lowest and
the best-improving both. Of course, some advocates will be willing to sacrifice
the better quality, especially if they believe that doing so will surely raise the
poorest. But would such be fair, equitable, vise, and just?

Would it be politically feasible to "cut down" where school spending is high-
est? Those voters who nowv feel that they are paying for above-average schools
in their communities may not support equalizing programs.

Improving education is consistent with moving toward equality-by emphasis
on raising the least good. How? Dollars alone will not educate. The increases
provided for schools by one school district after another may, or may not, be
giving results as good as can reasonably be expected. Although present dollars
could probably be made to yield better value, there is widespread belief that if
many districts spent more on schools, the general public over a broad area would
beneflit from better quality and quantity of education. Who will provide these
additional dollars?

Not fully the residents of the areas which now spend too little! Presumably,
outsiders are expected to pay much of any increase. But as voters such outsiders
do exert influence in deciding how much tax burden they will bear. Why will
they vote more taxes for themselves? How far can courts force them to do so?
Is there gerater willingness to pay state than local taxes for schools? Perhaps
so, but the picture is less than clear.

One purpose for which many Americans will make sacrifices, for which they
will subject themselves to heavy taxes, is to pay for schools for their children.
Will voters do as much to finance more education if there is less of a tie to their
own children? Some may, some may not.

As voters are pressed for tax dollars now, some may be reluctant to shoulder
heavier burdens to pay state or national taxes for schools elsewhere. Over the
years, I suspect, a significant local identification (1) of prospective benefits (2)
with payment obligations, can have positive results as regards taxes designed
to finance better quality.

What value system leads people to sacrifice for the welfare of children? As
long as scarcity bears upon Americans as it must, even those with the best of
good intentions are compelled to curb the desire'to be generous.

A "foundation" level of school spending guaranteed by state finances wvill elicit
strong support. But it will not do as much as some people wish and are able to
pay for. if free to do so, some communities vill exceed the general average. The
country will benefit from this local freedom. The results of better schooling do
extend beyond the area that pays the excess. People move. Positive "spillovers"
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are no less real than the negative ones which are cited convincingly as a reason
for taxing over a wide area to pay for a (rising) level of schooling for all.

Many an American in the upper middle income group is troubled by present
taxes. He or she can pay still more. In many cases, more or less willingly, Ameri-
cans will reduce persona' consumption and saving to pay more to government.
They are more likely to do so, I suggest, the more they expect their children to
benefit.

Some groups supporting the court cases argue that if people in community A
want to pay, say, $2 more for the education of their own children they will also
have to pay $2 more for children in other parts of the state. Does this seem fair?
How would it affect incentives? Is one too unrealistic and old-fashioned to believe
that effort and thrift make a difference and are not unaffected by the prospects
of rewards? What would be unfortunate is a condition in which the people who
can pay for better education, who must be willing to support heavier taxes will
oppose because too much of additional amounts seem likely to go to "others."

For the best results in financing education, a local element may need to be
larger than seems consistent with the new court decisions. In any case, preserving
and improving what is now "better," as contrasted with "equalizing," presents
challenges to local leadership.

PROPERTY TAXATION: MORE PROGRESS, LESS POVERTY, GREATER EQUITY

The largest state-local revenue producer deserves increasing attention from
community leaders. All who are seriously concerned with the health of cities
should look at property tax reform as a strategic lever for improving the economic
framework. Property taxation will be with us, as a major element of the econ-
omy, for as long as we can see. It not only raises almost $40 billion a year in
revenue but influences the nature of local growth, or decline. In spite of com-
plaints and "demands" for relief, none of the alternatives-(1) spending reduc-
tion. (2) higher income or consumption taxes (at local, state, or national level).
or (3) greater government use of service charges-seems likely to permit more
than minor, incidental, and temporary cuts in property taxation.

It has faults galore. As it exists in practice, in one place or another, it can be
justly criticized by every criterion relevant for judging a tax. Yet property taxa-
tion can be made into what by most, or all criteria, is a good tax-in one respect
the best.

Total yield rises rapidly, faster than one would expect from the complaints
about its unresponsiveness and lack of upward revenue potential. But gross
inequities exist because of poor assessment (and other reasons). High rates on
buildings impair economic progress. Low rates on land discourage best use.
Only a minor portion of land value increases actually get into public treasuries,
rises which result from general economic change, not from the owner's actions.
Such increases seem a most desirable basis for financing (local) government.

The opportunities for improvement are huge. Although some desirable changes
require action by state government, and although Congress might exert pressure
localities can do much on their own, in response to local leadership.

Some elements of reform seem clear. Much agreement about defects and their
remedy will be found, some disagreement-and a lot of opposition. (Sometimes I
feel that most Americans, at heart, hope to benefit from land speculation.)
Feasible changes would materially improve our communities, our businesses, our
homes, the whole economy-while distributing the costs of government more
equitably.
Better administration

One need must be obvious-improve administration. Almost any adjective of
opprobium would properly apply to property tax administration in more than one
community. But the defects can be reduced. They should be. The methods have
been formulated. Many have been tried, and tried with success. A banker need
only compare tax assessments with appraisals he would accept for loan purposes
to see the challenge. An unconscionable amount of poor assessment is tolerated.

Civic organization, business and professional associations, and other groups
seeking to advance the public interest, should give active-and sustained-sup-
port to the reform of property tax administration. Professionally competent
assessors can be made responsible and supported. Large inequities, long lags, inap-
propriate valuation criteria, ineffective appeals processes, favoritism and corrup-
tion, incomplete recording, and inconvenient payment requirements, these are not
necessary. Every community on its own can make progress. And state govern-
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ments are more likely to proceed in stimulating assessment improvement-and
other phases of property tax reform-when support comes from a base of intelli-
gent leadership.
Hardship relief

Another type of property tax improvement is removal of "equity stingers."
Some states have already shown how to grant relief to older persons in need, and
to others of low income, without undue revenue loss.

Unfortunately, however, most communities face an unpleasant reality: To
pay for the volume of government which voters seem to approve, the tax net
must spread broadly and catch small as well as large "victims." The Santa
Claus dream is not a harmless indulgence of "political oratory" when it fosters
a belief that the mass of homeowners (and renters) can get more dollars for
schools and other governmental services without shouldering heavier taxes.
Rational recognition of economic reality: Site values as the base for more

revenue, buildings for less

A more fundamental reform would build upon a basic economic principle. In
an inherent economic sense "the" property tax is two widely different levies. One
rests upon land as the product of nature and society. The second is the tax on
buildings, machinery, and other manmade property.

A change which can be achieved would alter the incentive system so that men
would then modify their private behavior in ways more conducive to community
w ell-being. Moreover, in my view, local government revenues would be raised
more equitably.

The basic idea is old-but largely untried. Mention of Henry George and his
single tax proposal may evoke mixed responses. Without pretending to support
the "single" aspect, the underlying principle has great merit. Reduce tax rates on
buildings and machinery, substantially, and boost the rates on land values. A
transition of five years, or more, could permit gradualness without delaying the
major benefits unduly.

A tax on buildings (and on machinery and inventories of business) can have
undesirable results. The quality and quantity of improvements suffer. The tax
on land, however, can be one of the best to get funds for local government. Over
the years, in fact, the tax on land value can be the most nearly painless way to
raise substantial revenues-and to raise them equitably by absorbing a fraction
of what is called. "unearned increment." The land tax can also exert desirable
nonrevenue results to improve land use.
Cost of space anid land prices

The quality of life for tens of millions suffers because funds are not adequate
for the facilities which governments are expected to provide. Yet, people pay
"heavily" for living and working space. Their demand pulls up land prices.
Bankers and builders will be aware of the high and often rising land compo-
nent in the cost of housing.

Yet the increasing amounts paid for the use of land go primarily to private
owners but not for the production of land. They get increments of value which
they do not, really, earn. The issue is not whether the user must pay. The issue is
how much will go to government, how much to an owner of land at purchase or
by annual rental.

Population growth and rising income multiply the need for governmental serv-
ices. They also create a potential source of funds for meeting some of the costs
(1) without making the user of land as much the worse off, and (2) without en-
dangering the supply of land.

LAND-LOCATION-AS A PRODUCT OF NATURE AND OF SOCIETY

Land as a productive resource resembles labor and capital in some respects
but differs in others. The similarities include the fact that parcels of land, espe-
cially the desirability of location, vary greatly as do human skills and machines.
An outstanding difference is the way they come into existence. Labor and capital
are mag nadle q ant-ity sand quality of training, the vigor of human endeavor,
the amount of machinery and structures, all these depend in part upon (1) what
individuals expect to get in compensation, and (2) the payments they actually
do receive. To obtain such productive capacity, society must pay. Moreover, at-
tempts of society to take back through taxes what customers have paid for the
services of capital and labor will affect the future supply.
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Not so with land. Nature created it in the physical sense-and society has
created much of the demand which makes some location highly desirable. The
amount of land in existence will depend scarcely at all upon the dollars paid to
use it. The payment, however, does make a difference in (1) what becomes avail-
able for active use within any few years, and (2) the particular use to be made
of a parcel, its allocation among alternatives.

Because parcels of land do differ immensely, something to help allocate use
-efficiently is of utmost importance. Payments for the use of land do perform a
function of outstanding significance-allocation. But payments do not, as for
manmade productive capacity, also perform the function of inducing the crea-
tion of the production resources; except-and this fact is real: Costs borne by
private developers (streets, drainage, etc.), and even more so the costs incurred
by the community, do affect the desirability of locations.

Around large American cities, from $15,000 to $20,000 of governmental spend-
ing on streets, schools water and sewage, and other facilities will often be
needed for each new dwelling. As such facilities are built, as population and
incomes rise. land prices go up. The National (Douglas) Commission on Urban
Problems estimated that in the 10 years to 1966 (and despite rising tax and
interest raltes), land prices rose by over $5,000 per family. Even a modest
fraction of that $250,000 million if used for financing local government would
have permitted a welcome reduetion of the tax burden on buildings.

The quantity of land-space-in an area is fixed. Land cannot move. Here is
the community's one resource which competitive inducements will not entice
elsewhere. Tax it heavily, and it will not move to some other place, or decide
to take a vacation, or leave the inventory of productive resources by going out
of existence. Tax land lightly, and the favorable tax situation will not create
more surface area. Rarely will the amount of space be subject to more than a
little change by actions under the control of man.

-The value of location, however, does depend in part upon what is done,
especially by society, to make the area iattradtive. A tax on land will not reduce
the supply of space. A tax can capture. !to pay some of the costs of local govern-
ment, much of the value of what the public itself has created.

Private ouzwnership of land
Does the ethos which ties equity (economic justice) to rewards which are

based on accomplishment lead to jultification for rewards because of the owner-
ship of land? Differences in payments for human services or for the use of
capital can rest upon what the recipien't has done; his accomplishmen'ts as
valued by consumers in the market do provide a rationale for what he ean get.
In general, however, the owner of land has difficulty showing any comparable
contribution.

The "moral" justification for reward based on creativity gets transparently
thin when related to what can often Tbe (obtained as an owner of land, especially
increments. The owner's contribution to production may have been nil. Or it
may have been positive in getting land into 'better use. Some owners, however,
keep land in a use below the true potential worth to the community. Land can
be and is-held in a form of low productivity waiting for community progress
to raise its price.

Social costs of sprawl
Urban sprawvl is familiar. Failures to make use of land would be more evident

if we made more effort to stop and look. Think of the costs in extending streets
and utilities farther out-and the years of life in extra travel time-as
compared with more compact development.

Extensive but scattered underuse are most likely to result When owners are
free from great pressure to search out the best opportunity and then to exploit
it. One reason for failure to do what would seem to be in *his own interest is
"low" out-of-pocket cost (after income tax deductibility). Waiting for general
advance of demand in 'the locality to bring him capital gain may be sensible for
the owner even though the community incurs a largely unrecognized cost in less
than 'the best use of land. Private 'ownership does not yield the benefits which
are ordinarily cited as conforming with total welfare.

Underassessment of idle and underntilized land
'The tax on vacant and underutilized land may now be less than if the land

were valued "correctly." Current money income will be low compared vwith
what it would be from the best use possible. If the assessors value by capitalizing
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current income, then the property will be undervalued. The current figure may
fall far below the possible income-what an owner could receive.

Often a significant part of what the owner expects to get-and eventually
does receive-is a rise in price. Land used as a parking lot or obsolete housing
or commercial use may bring only a modest amount above net operating ex-
penses. Over at few years, however, the price of the land may go up by half,
doubling, tripling, or even more. The relevant annual 'income" should include
the growth in value. Unfortunately, the increments from year to year nfay not be
determinable with anything approaching precision. Yet to ignore them is to
distort-and to undertax-to a most undesirable extent.

PROPERTY TAX EFFECTS ON STRUCTURES

The supply of buildings presents a striking contrast to land. Heavy taxes on
buildings will reduce the quantity and quality. These taxes help to account for
some of the deplorable features of our cities. There is merit in reducing the
tax rate on structures.

Per unit of floor space or cubic contents the property tax on buildings hits
-well-constructed, high-quality, structures far more heavily than it does slums
and 'junk." The tax struetures creates an incentive against upgrading of
quality, especially in tnose parts of older cities with urgent needs but also with
high tax rates.

Would not wise public policy encourage, not discourage better structures?
*The present tax discriminates in favor of buildings which produce bad neighbor-
hood effects. The owner of a dilapidated Structure will be freer from economic
pressure to replace it with something better if his assessment goes down be-
cause the building gets worse. Any individual or business wishing to shift to
use of a higher quality strudture must also pay more, often much more, toward
the costs of government-and not for more (or higher quality) services.

Cities that urgently need to replace obsolete and decayed buildings rely
heavily on a tax which creates a [substanitiall bias against replacement.

The quanlity of building space available for work and living will depend
greatly upon the maintenance of the stock of older buildings. Underm'alntena-nce
forms one way by which an owner can reduce his net investment in a building
and the annual tax. His actions in letting a building run down will hurt others,
the larger neighborlYood. Good maintenance, however, can be combined with im-
provements which have "spill over" benefits for a broader neighborhood.

Property taxation has some influence-adverse-on maintenance. The tax
reduces the net return and thus the attractiveness of putting more dollars
into such properties. With or without good reason, the owner may fear that a
"repair and maintenance" job having visible results will bring an assessment
increase.

Effect on price: Building and land
The property tax on buildings adds to the cost of supplying them to the price

whi.ch must be charged. Analysts of the shifting and incidence of property taxa-
tion have not yet come to agreement on the extent to which the portion falling
on buildings eventually rests upon suppliers of Capital as against consumers
using the buildings or the things they help to produce.

Unqueqtionably, however, in some localities this tax makes for higher cost
of housing. In using the building, whether for business or private residentifal
purposes, a substantial cost-of-government element must be included. In this
way the tax w,-ill reduce the amount demanded. One result is a hidden, or what
economists call an "excess," burden. For example, within considerable limits,
the cost per cubic foot of construction declines as the size of the house, apart-
ment, office, or other'unit increases. The tax on structures creates pressure for
building smaller rooms, etc., with less of what we really want in living room
and amenities per unit of labor and materials used in construction. By in-
directly altering the itype of construction, the tax on buildings thus deprives 'the
occupant of potential benefits for which government treasuries get no dollars.

The tax on land, howver, e makes for a lower price (beyond the effects of
inducing owners to reduce speculative withholding and putting more on the
market). If tax on land is increased, the amount remaining for the owner drops.
The price a buyer will pay goes down. Government takes more. The user pays
no less for each year's use, but government through taxes preempts more.

In this way property taxes on land are "capitalized." They reduce the price
which a buyer will pay. Thereafter, the user (buyer) of the land turns over, in
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effect, more of the yield to government. But the person who has purchased after
the tax became effective does not suffer from it. The owner of land at the time
"paid" the tax increase in perpetuity. In practice, what he fails to get may be
only a poftion of a price rise due to so Aal change.
Other effects of high tamses on improvements

High tax rates on buildings (and little reliance on land value) reenforce
incentives for creating "islands" of relatively low tax rates. One defect of
property taxation for school finance which the court decisions have noted is the
inequality of tax base per child. A large industrial or utility or commercial
establishment may serve a public residing in a far more extensive area. The
tax, we can assume, is borne largely by consumers or investors in the broader
area. A few localities in a metropolitan area will have tax resources which
are above average in relation to service obligations. With lower tax rates they
can have above average quality of services, attracting still more investment.
This result comes predominantly from the inequality of tax base in buildings,
not land.

Some communities use zoning power to exclude types of property associated
with high governmental expense-the high-density housing which requires heavy
school costs. Other parts of the metropolitan area, however, must pay higher
taxes; elements of a vicious circle gain strength.

People who wish to escape the urban center must leapfrog over the "islands."
Such land use imposes higher costs than if population were spread more in
accord with factors free from the influence of tax on buildings. Some disadvan-
tages were noted earlier in discussing "sprawl."
A note on distribution of burden and (alleged) regressiVitJ

Who actually bears the burden of property taxation? Neither the theoretical
analysis nor the empirical evidence is as clear as we should like. A part of the
tax on commercial, utility, industrial, and housing structures can be assumed
to fall on consumers more or less in proportion to spending. This part. then,
has some of the repressive elements which is often cited in condemning the
tax. But despite frequent implied assertions to the contrary, a part problbly
remains on suppliers of capital; this will be more progressive than proportional
(and not regressive). The considerable portion which falls on land, much of
which was capitalized in the past, is hard to place in a meaningful sense-
except to say that past and present landowners are generally "not poor." The
distribution of this burden will be decidedly more progressive than regressive.

In short, although families with 'low" incomes or consumption do bear
property tax, persons who own, directly and indirectly, "large" amounts of
property must carry burdens which are "heavy." Any reduction in tax rates
would confer windfalls according to ownership-and property ownership is more
concentrated than that of income.

Pressure to reexamine the financing of education should not, in my judgment,
lead to abandonment of a large enough local element to permit meaningful, efforts
by communities which are able and willing to exceed the average. Property
taxation can provide an instrument for doing so. It can also provide a source
of funds for states which decide to pay for a bigger portion of school costs.

In any case. however, reform of property taxation should have a high place
on the agenda for public action.

ESTATE TAX REFORM PROPOSALS: EcoNOMIc EFFECTS OF DEATIT
TAXATION AND CAPITAL SUPPLY

(By C. Lowell Harriss*)

Defects in the system of taxing estates and gifts were discussed. and ably so.
by Mr. Kurtz and Professor Surrey as they made a case for specific changes.'

*B.S Harvard University, 1934: Ph. D. Columbia University. 1940. Professor of Eco-nomics. Columbia University: Economic Consultant. Tax Foundation. Inc. Views are theauthor's and not necessarily those of any orannization with which he is associated.
'Kurtz and Surrey, "Reform of Death and Gift Taxes: The 1,969 Treasury Proposals,the Criticisms. and a Rebuttal," 70. Cohimbia Laic Reviiew 1.365-1401 (1970). For theproposals see U.S. Treasury Department, Tax Reform Studies aad Proposals, a Joint Publi-cation of the Committee on Ways and Means . . . and Committee on Finance, U.S. Con-gress, Feb. 1969. Part 3. Available from Stont. of Documents, U.S. Government PrintinrOffice. 1969. The Committee on Ways and Means, Hearings on Tax Reform . . . 1969include some testimony. See also D. Westfall, "Revitalizing the Federal Estate and Gift

Taxes," 83 Harvard Law Rericw, (1970).
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Their discussion could not cover all aspects of what is inherently a difficult
subject. Any scholarly analysis of these taxes and of state death taxes runs
into baffling obstacles. And when the discussion expands to embrace the issue
of capital gains and losses unrealized before death, the variables to be considered
grow in number and complexity. The present article deals chiefly with an
economic aspect not included in the Kurtz-Surrey paper.

Citing one fact will help to set the stage. Death and gift tax revenues, including
those going to states, now yield over $5.5 billion a year. This amount exceeds 7l%
of all net saving, including corporate profit retention and pension fund growth.

BACKGROUND AND IMPORTANCE

Treasury staffs over many years have explored various problems and possible
revisions of the laws. Extensive studies under the direction of Prof. Carl Shoup
of Columbia University 2 and a large project headed by Prof. Casner of Harvard
University and sponsored by the American Law Institute' examined in detail
possible ways of dealing with major issues. Each made some specific recommenda-
tions. Such extensive analysis may be unprecedented in the history of American
taxation.'

In view of the complexity of the issues, no public opinion resting on the "com-
mon man's" intuition and good sense could possibly lay claim to competence.
Yet the subject has no small importance for the general public. The amount of
wealth potentially affected runs into a large multiple of the $25 billion or so
a year shown on Federal estate tax returns-a total of property of great concern
to the country as a whole.5 The way this wealth is used, i.e., the form the invest-
ments take-and the amount remaining after tax-will have significance to
workers and consumers who have not the remotest awareness of any connection
between their economic welfare and the taxes on (large) estates. Over the
years, death taxes do affect both the amount of wealth and the way it is
invested.0

Owners of property and their heirs, of course, have direct concern about the
structure of the taxes. When each dollar of difference in taxable estate at
$100,000 means 30 cents of tax, even families of rather modest means can be
affected. perhaps by more than they realize. At $1 million the Federal government
begins to take almost two-fifths of each additional taxed dollar; for amounts
over $2 million, Uncle Sam is only one cent short of being an equal partner.

SEARCHP FOR EQUITY IN TAX BURDEN

Many factors influence the dollar amount that will actually be subject to
estate or gift taxation. Several elements of considerable potential are under the
control of the taxpayer. Some depend upon other forces, such as the level of asset
prices at the time of taxable transfer and the changing composition of the family
group. When large amounts of tax depend upon actions over which the taxpayer
has control-and upon others which may be more or less accidental or random-
inequity seems likely.'

2 Carl S. Shoup, Federal Estate and Gift Taxes (1966). This volume presents, among
other things, analyses of special and detailed tabulations of data from estate tax returns
filed in 1957 and i959. Unique information about the use of trusts and lifetime gifts was
drawn from the examination in depth of a carefully selected sample of tax returns.

3 American Law Institute, Federal Estate and Gift Taxation (1969).
4The present estate and gift tax laws certainly cannot lay claim to any such detailed

prior study of possible alternatives. See C. Lowell flarriss, Gift Taxation in the United
States (1940) for some historical material. The survey includes background review of the
1930's when much of the present structure was enacted or became firmly established.
Adoption of the marital deduction in 1948. a major change. was preceded by limited study.

5The last Tear for which detailed statistics have been published covered estate tax
returns diled in 1066. They showed gross estates of $21 billion. Since revenues have
increased greatly In subsequent years, one can be certain that the gross amount of property,
as well as that taxable, has risen considerably. The figure in the text is probably on the
low side.

6 Among the effects of death taxes on the way or forms in which property is invested,
one result is undeniable-pressure to keep the estate more liquid than would he needed
if the tax were lower. See C. Lowell Harriss, "Economic Effects of Estate and Gift Taxa-
tion," U.S. Congress, Joint Committee on the Economic Report. Federal Tax Policy for
Economic Growth and Stability (1955), pp. 855-864 at pp. 860-S62.

' C. Lowell Harriss, "Sources of Injustice In Death Taxation," National Tax Journial,
289-308 (1954). Quoting from a recent article by the present author: . . . "By all the
concepts of tax equity that I can think of-some quite different from others-estate and
gift taxes as they now exist fall short of reasonable standards of justice and fairness.
Burdens are sometimes too great relative to others. But in which cases? By how much?
Why?

"The fact that the major features of the system have existed for a long time does not
mean that they are the best possible. Estate planners who have gained familiarity with
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The proposals which were advanced by the Treasury and supported by Mr.
Kurtz and Professor Surrey rest upon concepts of equity which deserve much
respect. A search for equity dominates the proposed programs. The total can be
supported as being one of integrated and internally consistent elements. In view
of the importance which properly attaches to equity as a goal in tax policy, theproposals designed with this consideration in mind will command sympathetic
attention. Critics of the recommendations, several of whom are cited by Kurtz
and Surrey. seem less concerned over some of the features leading to (alleged)
inequity than would the present author.

Nevertheless, no one set of proposals, no matter how sophisticated, can meet all
defensible criteria of equity in death taxation. Conflicts must inevitably arise as
one takes account of various standards, properly respected standards, of what is
fair. In sharing the cost of government on the basis of transfers at death, or by
gift, what, really, constitutes fairness, equity, and justice? Ambiguities and in-
consistencies will arise in the meaning of equity as tied to income, consumption,
or property taxes. But the difficulties in death taxation are greater.

Tax equity involves personal situations, effects on people. In evaluating the
results of any tax as regards fairness, problems of tax shifting and incidence
present greater or lesser troubles. But larger than normal uncertainties arise in
death taxation. One set of problems grows out of a basic doubt about the objec-
tive-is the decendent or are the heirs, the one(s) intended and desired (by
the policymaker or voter) as the person(s) to be burdened? Without an under-
standing of the goal in this respect, equity as a personal matter remains con-
fused. Complicating the problem is the fact that the owner has from large to
limited power to determine who his heirs will be and hence the tax on each. More
complications on equity grounds arise because a decedent (donor) can, to some
degree, govern the total tax on his transfers. 9

The lawmaker cannot really determine who will bear the tax on estates and
gifts in the meaningful sense that in framing an income tax or a sales tax he can
base decisions on reasonably clear notions of incidence.

HORIZONTAL EQUITY

One of the respected concepts of equity in taxation, horizontal equity, seeks to
burden equally those who are in essentially similar positions (as regards the
elements which are considered relevant for sharing the cost of government). In
this sense, "equity" has some meaningful relation to "equality." Fairness andjustice result when equals are taxed equally.

This objective plays a large role in the concepts underlying the Treasury Pro-
posals. The plans are presented by the Treasury (early 1969) do not seek to alterthe total tax paid by decedents (heirs) as a group. The same revenue total would
be collected. But the total would be distributed on a basis which conforms more
closely to concepts of fairness (as they relate to conditions which are relevant to-
bearing the expense of government). One can applaud the motivation, the efforts,
and the results as far as ths aspect of equity is concerned."

VERTICAL EQUITY

Another concept, vertical equity, seeks to allocate tax among people so that
some pay more than others according to criteria which are appropriate. The dif-
ferences in personal conditions, not the similarities (as with horizontal equity),
become matters of paramount concern. Death taxes represent outstanding ex-
amples of levies which do impose very widely differing burdens. What criteria

the present system may feel differently. Perbaps somewhat unconseiously, they may believethat it is about the one which "ought" to continue. A careful survey. ho'wever. would leaveno doubt that many imperfections remain. not the least, perhans. helrt the heirht oftaxes in some cases." C. Lowell Harriss, "Estate Taxation and Needs for Capital," 110Trusts and Estate* 53S. For brief examination of issues involving the concepts of equitysee C. Lowell I-Hrriss. "Tax Equity: A 196S Look," Proccedings . .. National Tax Astocia-tion. 1968. pp. 168-181.
8 The proDosals were prepared in the U.S. Treasury wvhile Professor Surrey wvas AssistantSecretary for Tax Policy. They wyere not forwarded to Congress until after Treasuryleadership shifted with the transfer of the Presidency In .Tanua.ry, 1969. The new Admin-istration neither endorsed nor disavowed the plan, in general or as regards the particularelements.

See Shoup. op. cit., Ch. I and VIII.'5 Thp total "package" includes a new treatment of capital rains and losses unrealizedbefore death. Only appreciation after fleremher 21. 1969. would be qubject to the new taxfeatures proposed. Such treatment would be much less sweeping than some advanced onother occasions.
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"should" govern or determine how much difference in burden-and why? This

aspect of equity emphasizes inequality. The issues necessarily involved are end-

lessly baffling.
The authors of the proposals have avoided much of the quagmire of direct

analysis and of explicit debate on this aspect. But they have "acted" on vertical

inequality. They have devised a set of changes which would broaden the tax base

and reduce the rates where they now bear most heavily. This general plan for

achieving more horizontal equity would also, by reasonable (but admittedly

debatable) criteria, achieve more vertical equity.
Families are unequal. Alvays, then, there will be the question of how much

more one group should pay than another when the two do clearly differ-in

respects that are rationally related to the purposes at hand, il this case the

transfer of property, generally from one generation to another as a basis for

paying for government. A not unfamiliar human tendency can push for higher

tax burdens on the other fellow. People who are convinced of their own goodwill

and good intentions have been known to press for heavy, or heavier. taxation

at death. Citing motives of an admirable sort, they feel that the general public

wvill benefit from such policies. They may believe that such a tax policy is fair

and equitable. Who can prove them right or wrong? Political appeal can be

decidedly one-sided. Thle number of persons or families who would be forced to

pay more would be small; the number who might feel somehow benefited could

be many times as large. Vertical equity certainly gets mixed with issues of

political appeal in ways that are hard to balance with other considerations.

ADVANCE PLANS SUBJECT TO ALTEBATION IN THE POLITICAL PROCESS

Partly because of political factors, matters of death tax revision are likely to

involve greater complexity than can be encompassed by any program prepared

by a single group. A consistent plan going to Congress will be discussed in a

context inviting the examination of more issues than perhaps expected. The final

results may be quite different.
The Treasury proposals would not appreciably alter the total revenue. But

issues of revenue change would certainly be raised. Advocates of greater revenue

could support features which would curtail opportunities for avoidance but

oppose reduction of tax rates as proposed by the Treasury. Why not keep the

present rates? They have been in effect for 30 years-but not, it could be argued,

fully effective. Total revenue could be increased by bringing more property

within the scope of present tax rates. Such a line of argument might have much

* political appeal.
Moreover, capital gains unrealized before death could seem to offer an inviting

opportunity for adding to revenue. (Mfore than one group could propose uses for

more revenue dollars.) This added burden at death -might be presented as an

income tax rather than a boost in the estate tax. The Treasury study presents a

case for modifying the system which has long prevailed but limited to future

appreciations Advocates of more revenue could perhaps argue, "If a little is

good, would not more be better?" Why not impose this new tax without moderat-

ing estate tax rates? la
Whatever may seem persuasive on grounds of fairness, other aspects should

also command attention. Equity, by any definition which is likely to be accepted,

n In academic circles and among economists who write about tax policy, there would

probably be unquestioning belief that higher taxation of estates and inheritances is *fair.

When a person holding such a view is pressed to give reasons supporting his position on

the equity conclusion, he may have difficulty in formulating a case which will be convincing.

Citing lability to pay, ' he may feel that he has an answer. Yet that concept turns out to be

surprisingly difficult to define in terms that are operational. i.e., as a practical cuide to

actual decisions, or that are intellectually satisfying as a matter of principle. See 'Walter T.

Blunm and Harry iKalven, .Jr., The Uitcasil Case for Progressivc Taxation (1953). The bulk

of the volume deals with taxation of income rather more than w ith estate, inheritance. and

gift taxation. But the analysis of issues has general relevance to any tax policy involving
differences in tax rates.

22 The Nixon Administration has not endorsed the views of its predecessors on this Issue.

For some statistical data see Kiul B. Bhatia. 'Accrued Capital Gains. Personal Income and

Saving in the United States, 1948-1964." 16th Review of Income and Wealth (1970), pp.
363 78.63 -37S

w3 By this line of reasoning an alternative possibility might deserve consideration: if

capital gains tax has been paid on property before death. then some exemption from death

tax of what remains would be a way to reduce the inequality of treatment when apprecia-

tion unrealized before death is subject to estate tax as is now the case. This conceivable

alternative to the Treasury proposal may indicate that a defect on equity grounds can be

dealt with in more than one way.
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even intuitively, does not cover the whole range of considerations involved in
tax policy. Taxes have effects other than separating the taxpayer from dollars
to be spent by government. Before turning to the "nonequity" aspects in the
context of death taxation, another topic deserves brief attention.

'MORE SPENDING?

Some defense of higher total death tax revenues would come from desires for
bigger governmental spending. The pressure for greater Federal (or state or
local) spending seems to grow along with concurrent complaints about the dis-
appointing results from increases in expenditures. For more than a generation
it has been customary when a problem is perceived to propose that "the" ap-
proach to "solution" lies in more governmental spending.

The responses to date might seem to outreach the highest expectations of
anyone who, a decade or two ago had, sought funds through government to deal
With difficult problems. Total spending, per capita in dollars of constant pur-
'chasing power (1970 dollars) for nondefense purposes-note (1), per person;
(2) the allowance for price inflation; and (3) the exclusion of defense-rose
from $660 in 1960 to $1,180 in 1970 (almost 80%). Flow much of society is better

*as a result of the rise of spending-schools, health, highways, welfare, space
exploration policing? Without meaning to imply that nothing is better, for such
'would be irresponsible, one can nevertheless question the efficiency and produc-
-ivity of governmental approaches to many problems.

Studies of the results of government performance do not support any general
contidence that expansion of governmental participation (spending plus taxes)
would improve on the total accomplishment of the economy. One reason for
apparent dissatisfaction, a reason perhaps inadequately recognized, stems from
the taxes needed to pay the costs. Such taxes reduce the ability of people to
provide for themselves.

More revenue could be obtained at death (including the yield of a "new" tax
on capital gains). Political pressures to do so would not be eliminated by omis-
sion from a Treasury package. Perhaps the revenue would be used to pay for
worthy governmental spending programs. The argument would be made. Advo-
cates might imply that such could be done by merely hitting the rich without ad-
verse effects on other Americans. This would be a position consistent with much
that may "come naturally" to some who seek to change social policy. The Treas-
ury did not take such an irresponsible attitude. But might not others find the
temptation strong? Counterbudget does take such a stance."

The truth about the effects of taxes does not always conform to casual im-
pression. An example, largely overlooked, grows out of the fact that death taxes
reduce capital, probably almost dollar for dollar. And such capital consumption
has effects which are easily overlooked. This element deserves explicit attention
in reforming tax policy. Once the issue of death taxation is being considered.
pressure to increase burdens would doubtless arise. If so, the country's stock of
capital would also be directly, but not obviously, involved.

REDUCING CAPrrAL

In saying that these taxes reduce capital-by $5.5 billion or so a year-an
economist does not mean that the taxes destroy machinery or industrial buildings.
Nor does such real productive capacity go from private to governmental ownership
(and operation) when the estate of the owner must get rid of assets to pay tax.
When an executor sells shares of A.T. and T. or Sears Roebuck, the corporation's
assets. i.e.. the company's productive machinery, will not be depleted even
though the former shareholders' dollars go to the Treasury. What does happen is
that the dollars used to buy these shares are not available to purchase other assets.
Funds which could go into the expansion and improvement of productive capacity
(including housing) are used to purchase the ownership (or debt) of existing
capital goods.

Businesses or others seeking new capital find that the total of funds is smaller
than it would be if death taxes were not siphoning off a portion of all net private

1" See The National Urban Coalition. Counterbudget (1971). p. .a11. As part of theagenda for raising large additional revenues: "5. Reeoun more of the wealth passed
between venerations by setting a lifetime exemption limit of $5)0.000 on recipients ofestate nnid lift taxes rsic.. Presumably the authors advocate an accessions tyoe of tax.Anthor.l and by taxing all appreciation of assets. realized or not. upon transfer." Thischanter is not signed. The volume shows Robert S. Benson and Harold WVolman as editorswith a foreword by Sol Al. Linowitz. The index to the volume shows no references to"capital' or "investment."



105

saving. Ours is a complex economy with many flows of funds, with interrela-
tionships of great variety. We may not be able to pinpoint one element, such as
liquidation for death taxes, and'say with assured confidence that any particular
sectors or industries or elements are specifically affected to some measurable
amount. For the economy as a whole, however, one basic fact can stand as a
point around which tax decisions can be made: The funds going to pay death
taxes are not available to pay for new capital formation as they would be, for
the most part, if left in private hands.

At one time debates about death taxes did lay considerable stress on the capital-
destruction aspect.'5 For several decades, however, professional literature was
largely ignored these points, or seemingly dismissed them as unworthy of serious
attention. Several reasons help to explain this shift of view. (1) A misstatement
of the case, implying that real capital goods (buildings) as well as financial
capital would be reduced, could easily be proved to be wrong. Such disproof then
cast discredit on the element that is true.

(2) In the 1930's oversaving" seemed to be a source of difficulty for the econ-
omy. "Stagnationist" economists felt that at high levels of national income people
would try to save more than businesses would want to spend on new investment
goods. Funds would thus be taken out of the flow of the income stream. If so,
taxes to absorb some of the saving would actually be desirable because govern-
ment spending would move the dollars. Some of the attitudes of the 1930's which
determined the present rate structure of death taxes grew out of this theory and
its essential assumption that demand for new capital goods would lag. Profes-
sional economists who got their training in the 1930's or for quite a period
after World War II were likely to be more steeped in these views than they
realized.

(3) A somewhat different feeling seems to permeate the attitudes of many
economists and others who talk and write about public policy, including tax
policy. There is a belief that, somehow, the society will generate "enough" new
saving when the economy prospers. Experience may seem to confirm such a com-
forting attitude. Since the economy does adjust to whatever savings are available,
the effects of inadequacy are not dramatically evident as such. Rather, we hear
of high interest rates, housing shortages, "misallocation" of capital and the need
to "rearrange priorities," inadequate financing for minority business, state-local
borrowing postponed.

(4) Since high estate taxes fall on accumulations of property that exceed
those which most of us can expect, and since a strain of egalitarinism runs prom-
inently through much writing on tax policy, one theme can be predicted cor-
rectly. The value judgments of many writers will favor the reduction of large
fortunes, and the use of the funds to pay for government services. Such a
conclusion, however, does not take account of the effects on capital growth and
the results which follow.

CAPITAL AS A MEANS OF PRODUCTION AND SOURCE OF INCOME

A capital asset will yield services over time. A house, for example, provides
shelter-the values of occupancy-for a period of years. The human effort and
the materials which go into production of food, clothing, the daily newspaper,
and other nondurable or semidurable items-or such services as musical ren-
dition, a golf match, or legal advice-yield their benefits for rather short periods.
Capital goods serve much longer. To some extent, as with housing or a hospital,
the capital item may produce more or less directly for the consumer. In other cases
the capital goods help in the creation of consumer goods or more capital facili-
ties-steel plants, chemical factories. machine tools.

Much of a society's ability to produce depends upon its stock of capital goods.
Much of the difference between our levels of living and those of our grandparents,
and those of other parts of the world, depend upon more and better capital
facilities. They are built up, used worn down, replenished, replaced, and modern-
ized, as part of the activities of the economy. Net additions to the stock of capital
consist of output which is not consumed at about the same tithe as it is produced.

Each year's growth of capital consists of production which exceeds eonsunmtion
(machines, generators, planes, houses, etc., that are created and continue to
exist). A society may make rather small net additions, or "large" ones. The econ-
omy produces 100, consumes 90, and has 10 as an addition to its nonhuman
wealth. This 10 in a real sense is saving. This elementary relation of conslulmp-

is See W. J. Shultz and C. Lowell Harr!ss, American Public Finance, 8th ed. (1965),
-Ch. XX.
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tion to capital expansion is so taken for granted that we give it no attentioll.16

A high consumption economy, such as ours, draws upon the fruits of past savings
as the machines built then produce for consumption later. The capital accumula-
tion of the past gives us a better level of living than if our predecessors had
saved less.

The consumption can be so high that growth of capital slows. High consump-
tion can be in personal life. On balance, over the whole society rather little in-
come (after tax) may be saved. Some of the high consumption may be through
government-in the "public" sector; decisions for "large" government expendi-
tures can be (generally they are) for largely current services (or for transfers,
such as welfare aid) which have little benefit continuing into the future. The
spending leads to borrowing and high taxes. The money paid in taxes cannot
be used for personal savings. Funds which are used to buy new government bonds
(Federal, state, or local) are not available for financing housing or business
expansion." Perhaps the choices of large governmental outlays are wise by reason-
able standards. Perhaps not. In any case, the resources used are not available
for private capital formation.

Taxes such as those on transfers at death or by gift fall heavily per dollar
of revenue on capital. They effect-adversely-those aspects of life which depend
on capital. So would an added death tax on capital appreciation.

Capital plays more than one important role. Some are not adequately appre-
.ciated.

ROLE OF CAPITAL: TEcHNOLOGICAL PROGRESS

The speed of technological progress in actually benefiting mankind depends
heavily upon new capital. Scientific advance plays a crucial role in economic
progress, in raising levels of living for more and more millions each year. Much
of the contribution of better technology becomes available through new facilities,
i.e., it appears in usable form, or is transmitted in ways that bring value in actual
use, in new machinery, and new methods. New products and services often re-
quire productive capacity different from that in existence.'

Quality improvement and cost reduction depend heavily upon research, invest-
ment, and technological advance in many forms. New types of capital equipment
embody the fruits of scientific research, many of which cannot otherwise be put
to use. Capital formation, therefore, brings benefits which are greater than the
addition of more equipment. Today's additions tend to be of the best quality,
the most advanced types. Savings invested in new capital facilities, therefore,
yield a "technologeal dividend." Society gets benefits which are over and above
the "more" of quantity.

Much of man's hope for true progress in new products, in cost-reducing methods.
in antipollution and other environmental improvement, in many of the varied
aspects of life, all these relate closely to the advance of science. While in the
laboratory or on the drawing board, these are not worth much. Actual application
for the advantage of mankind requires more. Businesses need capital funds to

10 In 1961 and 1962 the Treasury pressed for an investment tax credit as an aid to
expansion and modernization of the economy's stock of machinery and equipment. During
that debates little or nothing was said explicitly to the effect that net additions to the
economy's Stock of capital would require saving. A, availability of funds (resources) was
implicitly assumed. When an economy has substantial unutilized productive capacity, as
ours did in 1961, one part of the economy can expand without much deprivation of others.
Year in and year out, however, the use of otherwise idle productive capacitv to create new
capital goods has narrow limits. Use of the banking system to create credit (money) to
finance the installation of machinery or the construction of housing wvill tend to be
inflationary.

I` Soime government spending does go for expansion which by any reasonable definition
qualities as 'capital." A society must have types of infrastructure which would not be
provided by businesses in the market economy. And some government expenditure goes for
what is now termed, correctly. investment in human capital. The amount of what is
properly designated as net capital investment (outlays above an allowance for deprecia-
tion) do probably exceed the revenues from death taxation. The author would not urge
any dogmatic position "in general' about the relative magnitudes-except to emphasize
that reduction of private capital through taxation by no means assures that government use
of funds will be as good as private use. Government cannot be ruled out entirely as a net
"accumulator' of capital. Secretary of the Treasury Andrew W. MIellon succeeded in get-
ting budget surpluses year after year in the 1920's. The funds received by bondholders as
Federal debt was repaid could then be raised to finance private investment. In the 1970's,
however, budget surpluses seem unlikely except by accident, and temporarily. Pressures to
spend are almost overpowering.

"r Fears that automation destroys more jobs than it creates have caused unnecessary
worry. For discussion of the economic issues see C. Lowell Harriss, The American Economy,
6th ed., 196iS, especially Ch. 39. See Simon IKuznets, Capital ie the American Economy
(1961) for an exhaustive study of the historical record.
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buy the new and most advanced equipment which is required for utilizing the
potentials of new technological advanced'

JOBS, EARNINGS, AND CAPITAL

Businesses create jobs. The focus on governmental policy and its effects on
employment can be quite misleading, especially as regards the longer run.
Useful employment lies predominantly in the private sector. (And the production
of the private economy generates most of the tax revenues which enable Federal,
state and local governments to pay their employees.)

Jobs exist because workers are expected'to produce goods and services which
can be sold for more than the cost of wages and other inputs which the em-
ployer must buy. Two other elementary facts: (1) What a person does produce
will depend upon his own skills and effort. (2) And also upon the "tools" he has
to work with.

Most of us expect incomes which can be produced only with the help of capital
goods, often of many types. A doctor's office and his share of a hospital; factories
and theaters and mines and refineries; retail establishments with inventory as
well as the building; the cranes of construction and the trucks and trailers of
transportation; the computers of banks, airlines, insurance companies, hotels; the
lawv office in a building which cost thousands per room and a library and office
machines; jobs In such settings can pay well only when capital equipment,
usualy worth many thousands of dollars, supports the worker. How many men or
NA omen on their owna would turn out goods and services salable for enough to
leave the worker, say, the $9,000 which (fringes included) is rather common
today?

Without for a moment denying the central role in determining income of
personal skill and training, as well as the intensity of effort and the hours
worked, one must emphasize that capital equipment also plays a part of decisive
importance.

Portuine's 1971 survey of the 500 largest industrial corporations found that
the median of assets per employee was $24,100. For the next 500 the figure was
$21.600.o The 1.000 companies surveyed employ a sizable fraction of the labor
force. If we treat the Bell System as a unit, it is the largest nongovernmental
employer; its capital (net assets) per employee would be over $60,000. Such
asset figures rest on historical cost, prices at the time facilities were acquired;
they probably reflect only a modest portion of the inflation of the last few years.
At today's prices of factories, machinery, and goods in process (inventory). the
dollar amounts would be larger. And in many cases something should be added
for rented property because the company's operations make use of capital goods,
a retail store building or a computer, supplied by others on a rental basis.

The great bulk of American employment lies in business organizations which
can succeed in satisfying customers only if labor and capital are combined in
proportions which probably involve over, more often than under, $20,000 of assets
per worker (1971 prices).

In each of the next few years a net increase in the labor force of around 1.500,-
000 must be equipped. Capital for these jobs-the expansion of working popula-
tion-cannot come from printing-press dollars or easy expansion of bank loans.
The funds must come from saving.

Another fact of life rules out any easy and automatic "solution." Few young
people can themselves supply the capital which they implicily expect to have
available for their jobs. 1How many parents, having perhaps financed children

': Depreciation funds can finance some technological advance in replacing old with new.
At best, unfortunately, this result is ,low. For one thing, the new equipment will often
require more dollars than the old-because of greater complexity. And when inflation
persists, depreciation based on historical cost may fall seriously behind what Is needed
to maintain productive capacity. At any time, especially during recession (as in 1971), an
apparently large amount of capital equipment will be underutilized. One of numerous
reasons is that the quality of the facilities is not high enough to permit their operation at
the prevailing wage rate and with product demand at the level expected. As wage rates
go up. employment will go down (other things being the same). Over the years. one pre-
ventive is the improvement of capital facilities to keep total cost from rising as much as
wage rates. If such P result is aiehieved. product prices can be kept from going up by
enough seriously to reduce the quantity sold to consumers.

2o Figures such as those cited here are approximate. Interpretation presents more
problems than can be discussed. Tihe general orders of ummagnitude are sufficiently revealing
to make the central point. Good jobs typically require substantial amounts of capital in
place before the worker can be hired. Few professors probably have any conception of the
total investment in laboratories, libraries, offices, computers, and other facilities needed
to support university or college employment.
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through high school or college, can then supply the $15,000 to $25,000 of capital
needed for a (good) job? Rather few.

The additions to the capital base which make the jobs possible, as a rule, and
for the most part. must come from others than the young people and their
families. The funds must come in advance of employment. Jobs good enough
to support modern earnings expectations require "large" investments. Does the
common man, does the young person seeking work, have any better friends than
the people who provide the capital that makes a job possible?

These "friends of the worker" do not think of themselves in that way because
they "finance" production. The economy does not so designate them. Such per-
sonalization is not needed.2" But the reality of capital is essential for the
growth of employment. And capital will not come from the wishing for it. What
will make it available? First, there must be income after tax which permits
savings-by corporations and families. There must be willingness as well as
ability to save. Then, as savings are made, incentives must be sufficient to
induce investment in real productive capacity. The expectations of interest.
dividends, capital gains, or other benefits, must be high enough. after tax, to
make the proposition worthwhile. When capital and labor are as productive as
we see today, employees can get the major share of the very large total output;
government can take a hefty portion; the remainder xxill generally give the
suppliers of capital enough return to make for a progressive economy.

One aspect of this progress highlights another portion of the need for addtW
tioaal capital in business. This aspect relates to death taxation more than
is generally recognized. Over and above the amounts which are needed to equip
the growth of the labor force, additions to capital are required to help workers.
and their wives and children, realize their eepectations of rising income. Many
Americans want their incomes to rise from year to year-real income in the
sense of more goods and services.

For the economy as a whole, a rise in real income per person comes from
greater output of capital and labor, more per worker. The usual reference is
to productivity per man or manhour. though the better references are to total
productive capacity (labor and capital). Productivity goes up as a result of
advancing technology, the accumulation of skills on the job, better manage-
ment. rising average educational attainment, transfer of workers from lower
to higher productivity jobs, and other factors. On the other hand, more holi-
days and longer vacations. along with other increases in leisure reduce the
manhours worked productively per person. Any sizable increase in production.
and in real earnings per worker will necessitate additional capital per job.21

Companies improve their nonhuman productive capacity by adding more
facilities and better ones. They install types which embody advances in science
and technology.2? How much new capital, on the average, is needed to enable a
company to pay a worker (fringes included) something in the range of what
he wants as additions. whether $200 or $300 or $400 more a year? From com-
pany to company, from industry to industry, conditions differ greatly: no
single capital/output figure will be accepted as fully satisfactory. Nevertheless,

21 Does the term "capitalist' carry overtones which. on balance, are more favorable thanunfavorable? It is not only the hand-out "literature" found occasionally around collegecampuses that refers disparagingly to "capitalists" and "capitalism."
22 Customary references to manhour productivity fall to point out that some, perhapsmost, of the improvement recorded comes from better capital facilities rather more thanfrom better work by the person on the job. Separation of the results attributable to laborfrom those due to capital cannot be fully satisfactory with even the best of measurementmethods available. What is important for the analysis In the text is the fact that, ingeneral, more and better equipment Is ordinarily essential for productivity Increase onanvy scnle of signiflcance.
2 Advance of technology accounts for a considerable portion of the total Increase inoutput per unit of input. Denison estimated for 1950 to 1962 that "advances In knowl-edge" were the source of 0.76 percent a year rise in national income. Though subject toea large margin of error, this estimate accounts for well over half of the total sources ofIncrease in output per unit of input. Reducing by 1.6 years the average lag between the.average practice and the best known would contribute 0.1 points a year to the growthrate. "In the world's most advanced, efficient, and diversified economy, this would seemto me to be a very large change." IE. P. Denison. Why Growth Rates Differ: PostwarE.rperience in Nine Countries (1967) at p. 282. Most of the growth of national income(1.95 out of 3.32 percentage points a year) came from increases in labor and capital Inputs. (p. 192). Net increase in labor Inputs (education chiefly) accounted for 0.22 per-centage point a year in the rise of national income per person employed; increase Incapital was almost 3 times as important-0.60 percentage point per year. Advancingknowledge was still greater. (p. 194).
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at current prices of machinery, $2 or more of added investment will frequently
be needed per $1 of added income per year for the employee.

In any case, however, the total annual capital requirement for raising the
real eavnings of a nongovernmental labor force of nearly 70,000,000-to raise
earnings more or less as workers expect-this total will come to a huge amount.
Each year. This is economic progress. Much is possible. Yet we do fall short.

One reason that aspirations have not been met more fully-one reason that
manhour productivity and real earnings have not gone up as fast as money
payments and expectations-this reason, is that the capital base has lagged.
The new types of equipment have not been added fast enough, and extensively
enough through all industry, to "validate" wage rate increases completely. Unit
labor costs have not declined as advancing technology would lead us to hope for.
More relatively obsolete capacity remains in American industry than most
Americans realize.

Some industries face especially great pressure. Electric utilities, among the
most capital-intensive of all, see a demand growth which can be met only with
truly huge injections of new capital. The Bell System goes to the capital markets
each year for amounts which, though vast in one sense, must be spread ever
millions of users. The ordinary person expects these utility services to be avail-
able for his payment of a few dollars a month. Yet to have these facilities of
production and distribution available, public utilities must make prior invest-
ments of large capital sums.

. HOUSING, STATE-LoOAT., ENVIRONMENTAL. AND OTHER CAPITAL NEEDS

Merely mentioning housing should call up some picture of other needs for new

capital. What magnitudes? For several years the annual rate of net household
formation wilr be about 1,400,000. To add this many units at an average con-
struction cost of $17,000 ($24 billion) would in itself require almost one-third as
much as all the country's new savings. And improving the average quality of
today's 60 million units moderately-gradual replacement of slums, replacing
demolitions, and improving broadly-could cost as much without doing the job
rapidly.

School and water and sewer and other districts will want to sell bonds to

finance new facilities. The dollars must come from somewhere. State and city

governments will keep coming to the capital markets for funds to finance projects

of many types. The dollar amounts sought will exceed the totals from the repay-

ment of earlier borrowings. Net growth of such debts must be financed out of

the net additions to savings. State-local governments as claimants upon the flow

of new savings will compete with industry and housing for whatever supply is

available.
Finally, but not by any means minor-very much major in fact-are claims on

industry (and on local governments) for new capital facilities of types which

will do little or nothing to raise productivity as it is measured. Anti-pollution

and other environmental needs can absorb billions a year without yielding much

or anything in the way of salable product. Hopefully, benefits to the public will

amply justify the costs. But those costs must come from somewhere. To con-

siderable extent they will take capital funds which would otherwise be avail-

able for new housing, plant expansion, cost-reduction techniques, and so on.

The pressures to improve the environment do not seem likely to generate- much-

new saving, but they will put greater demands upon the supply.

SUiPPY OF NEW SAVING '

The American economy today, with rising population and rising aspirations,
requires huge amounts of new capital (and saving) to approximate the realiza-

tion of expectations. What are the prospects? They are not good enough to pre-

vent the considerable frustration of disappointed hopes.
On the average. families save somewhat over 6% of after-tax income, net

(taking account of new borrowing, the growth of pension funds and life insur-

ance reserves, debt repayment, and the consumption of prior savings. as by

persons retired). Sometimes. as from late 1970 and into 19'72, the figure gets

over 7%. Sometimes. as from 1961 and mid-1960's it was less than 6%. An average
of 6% would now (1972) yield around $50 billion a year.

eA Among the most difficult of statistics to compute are net savings. Despite refinements
In concepts and the improvement of sources of basic data. official figures on net savings
are not so reliable as most aggregates for the economy.

83-786--73-8
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A savings rate of somewhat more than 6% of the rises in personal income, after
tax, would be around $3 billion a year. This amount-equal to about $2.000 for
each net addition to the labor force-will not pay for a great deal of new capital
equipment or housing. When related to a year's population growth, the per
capita amount of saving will not be "large."

Considerable uncertainty about the growth of capital arises from questions
about corporate savings. Earnings kept in the company (after taxes and divi-
dends) play significant role. But how large will pre-tax profits be? How heavily
will taxes bear on corporation earnings? How forcefully will shareholders de-
:mand dividends?

A very high level of business activity, and one free from a serious "wage-profit
squeeze," wvill be needed to raise retained earnings by much over $3 billion a
year. A more disturbing fact ought not to be ignored as it still seems to be.
Very much more than $3 billion a year is "phantom" profit; it is the result of
inflation rather than of capital productivity.23 Depreciation rules (for product
pricing and taxation) do not recognize that replacement costs are higher than
historical costs. Therefore, expense in the true economic sense is vunmerstated;
and both profit and taxes are overstated. The tax laws ought long ago to have
been remedied, somehow, to eliminate this distortion and deception. But no
direct adjustment has been made. So Uncle Sam and state governments tax
,capital recovery as if it were earnings, i.e., returns to capital rather than returns
of capital. Government consumes capital, not only in the form of death tax, but
-also under the guise of profits tax..

Looking ahead, we can say that the normal growth of saving will not provide
the capital needed to meet rising expectatious.2 Perhaps, the "shortfall" will
not seem large. Perhaps it will not be recognized as a shortage of saving. The
adjustments would occur at many places and frequently in undramatic ways.
But disappointment and frustration would plague society at many points. The
amounlts of savings needed for more probable levels of aspirations-in both
housing and jobs-would cost much more than our savings could finance.

INELASTICITY OF SUPPLY OF CAPITAL FACILITIES

If we want more brown shoes, vanilla ice cream, or tennis balls, the output
can be increased in large amounts and rapidly. Supply has elasticity such that
quantity can be raised or lowered in large percentages within a short time. By
spending more, and probably paying somewhat higher prices, we can within a
few months get a big expansion of the amounts which become available. For
some things a year or even more may be required for large increases in quantity,
but will suffice.

The stock of capital, however, is different. The quantity of capital goods we
shall have available next year depends predominantly upon actions in the nast.
What can be done in one or a few years to increase the total stock will, at the
most, enlarge the aggregate only slightly.

The stock of capital represents the accumulations of generations. It probably
represents over 30 times one year's net additions.' If by a tremendous effort we
were to increase greatly the annual flow of savings into new housing and other
capital goods. quite some time wvould be required for the total to be altered sub-
stantially. Thus, actions to raise or lower the death tax absorption of capital

3 The $3 billion is almost five times the average of the 1960's. "Cash flow" figures areused frequently but are apt to be misleading. Depreciation funds do hell) to pay for re-placement: and it is a part of gross investment. But replacements do not provide fornet expansion of productive capacity except as improvements in technology are includedwithout a comparable rise in cost. Because of inflation the amounts charged as depre-ciation probably fail by a significant amount to pay for replacement at current prices.See George Terhorgh, E.,ssays on Inflation (191) : and Tax Foundation Inc., Depreciation
Allowcanzces: Federal Tax Policy and Sonme Ecovonic Aspects (1970).

21 Obviously, the statemient in the text suffers from imprecision. The author's own iudg-
menot of the expectations of others may be wide of the mark. The competitive "promises"
of political campaigns. nod the skilled talent which prepares the advertising around us,
as well as the examples we see (the "demonstration effect"), are among the forces making
for general rise in aspirations.

2: Measurement is exceptionally difficult. Estimates for 1967 show national wealth as
$2.S3S billion. Structures, iucluding housing and governmental, accounted for 51%; pro-
ducer durable goods were 12%. Consumer durables. business inventories, land, monetary
metals, and net foreign assets made up the balance. Bureau of Census, Statistical Abstract
of the Unitcd States, 1970, p. 334. Housing and business combined to 58% or $1.640
billion. Gross private domestic Investment in 1967 was $117 billion (inventory but not
consumer durables being included). Capital consumption allowances were estimated at$69 billion. The net addition to capital by this calculation was $48 billion. The estimated
ccapital stock, as Included dbove, was about 34 times the year's net addition.



,would have only moderate effect on the total after one year. The powerful cuniula-
tive effects work out only over time.

The difficulty of showing dramatic results may hamper understanding. In a
few years, however, the difference could be appreciable, very well worth sacrifices.
But some of the people who would benefit most, future workers and consumers,
do not have votes in today's elections. The cumulative effects of higher taxes on
estates and gifts which curtail the growth of capital would not be vividly clear
in any one year-not perhaps even identifiable as such.

TAX STRUCTURE AND TIHE GROWTH OF SAVING

The steep graduation of personal income tax rates-from 19% on marginal in-

come over $4,000 (married couple) to 25%o just over $12,000 and 36% over

$24.000-must hamper the growth of saving. (State tax rates are in addition.)

For a single person, Federal and state taxes can take over half of each dollar

above $18,000. As pre-tax income rises from year to year (partly from inflation),
the dollars of rise fall in higher brackets. Thus, progressively more will be taken

by income taxes. Death tax revenues also go up relatively more (at a higher rate)

than national income.
Federal and state gift, estate, and inheritance taxes will reduce private wealth

by over $5 billion in 1972. Graduated (progressive) rates plus inflation will tend
to increase the "take" by government from year to year. But the amounts as

xelated to savings have gone up in the last 20 years."

FEDERAL AND STATE DEATH AND GIFT TAXES

[As percentage oll

Personal savings
Personal plun undistributed

Year savings corporation profits

I19 590 9.21 4.18
1955 5- 7.15 4.23
1965 -13.16 

7.03

1969 - 11.68 6.89

TAX RIAS AGAINST CAPITAL

Over the years Americans have biased their tax system against capital and

the suppliers of capital. While comparison of the taxation of human beings in

their capacities as laborers and as suppliers of capital presents some sticky
problems, and can lead to unproductive argument, some points do warrant
attention.

First, death and gift taxes fall on (owners of) capital. With the abolition
of head (poll) taxes, is there anything comparable on human capital? No.

Corporate earnings are generally taxed at 4S% (22% up to $25,000) at the

margin but with state taxes in addition. Shareholders are then taxed on divi-

dends. Since the repeal (1964) of the 4% dividend credit, there is no longer any

adjustment (except for the $100 dividend exclusion) at the stockholder level

for tax already paid by the corporation. Wages, salaries, interest, and rents

are taxed once. Earnings of equity capital of corporations Which are paid out

to stockholders are to some extent taxed twice (some probably being shifted

to consumers).
Much real (physical) capital is taxed in a way not applied to human beings-

by local property taxes on buildings, machinery, and inventory. This tax now

often equals or exceeds 3% a year on full capital value; it can represent an

appreciable fraction of the value of what the caital facility produces. State and

local sales taxes frequently apply to capital goods, producers equipment, as well

as to 'the later output when sold at retail sale; the same value, the capital input,

is thus taxed twice.
The personal income tax applies to the earnings of millions of unincorporated

'businesses. including the fruits of capital as well as of labor. With graduated

personal income tax rates as they are today, the tax falls on business earnings

more often, and in larger amounts, than most Americans would probably expect.

Successful businesses cannot accumulate capital out of income as fully as the

25 Calculations supplied by Tax Foundation, Inc.
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economic prospects would justify. In slightly different words, taxes hamper firmsin which the productivity of labor and capital would amply justify more invest-ment. Small companies and new ones-as well as older and larger firms-feelstresses and strains which appear as shortages of capital.Are there tax features which favor (owners of) capital? The one most likelyto be cited will be the postponement of tax on accruing capital gains (including'some gains which represent a conversion of the yield of capital from rent,interest, or profit) combined with the possibility of escaping income tax on'gains held till deathi. For successful investors, considerable enhancement ofpersonal wealth canl come about without the payment of a personal tax on the'increment.'
Over the longer run, of course, much of the rise in asset prices consists of'retained corporation earnings which (if not shifted otherwise. e.g., to consumers)have already been taxed once."2 The yields of assets in pension funds are quitegenerally not subject to tax until received in benefits (but in fact may then benontaxable because of the double personal exemption for persons over age 6.5), asthe year's investment income adds to the corpus, no tax is payable. Therefore,retirement funds can grow more rapidly than if the yield were taxed currently.The value of an owner's occupancy of his house-income which in an economicsense is imputable to his investment of capital in the residence-is not subjectto personal income tax; but property tax often rests heavily on this form ofconsumption.

CONCLUDING COMMENT
Moderation of the tax burdens estates and gifts, as well as on potential saving-and the yields of caiptal, could help in providing funds to finance the growthof productive capacity.3" "Needs" for capital will be higher than the probablesupply will meet.'
Society today has a problem which few Americans have faced consciouslyand deliberately. It involves, among other things, taxes at death and on gifts.These revenue sources fall heavily (per dollar of yield) on the potentials forgrowth of capital facilities. A conflict exists, but it is generally ignored, a con-flWet between a desire to -put costs of government upon one group and a desire fora life which requires more capital goods.
Influential groups have concepts of equity in sharing the costs of governmentwhich often involve relatively heavy burdens on savers and on the owners ofcapital. The Treasury proposal, however, seeks more equitable taxation-in this,case by the rearrangement of burdens, not necessarily increasing them in total.Other advocates of change, however, may seek to increase total burdens, more orless without thought for the effects on capital formation.Conceivably, Congress in a desire to aid capital formulation might reduce total'death tax revenue. But in view of expenditure growth does not pressure in an-other direction seem more probable? The opportunity created by an opening ofthese taxes for modification could be used to get more revenue. This possibilityought not to stand against effort for reform. But precautions are called for.32

'9 The progressive performance of the economy in the quarter century since World War IIdespite high corporate and personal tax rates, may quite possibly be explained in part bythe fact that the tax rates have not actually applied in full. The special treatment ofcapital gains has in fact moderated the combined force of taxes.30 The text discussion. admittedly, fails to give adequate weight to inflation and to thespecial forces which influence land prices. The conclusion stated does need some qualifica-tion. but the central point stands.32 Federal budget deficits draw upon the funds otherwise available for private invest-ment in capital goods. Complex issues can rise in discussions of the financing of a Treas-ury deficit. Under foreseeable conditions of active demand for capital for housing and otherinvestment projects, the "conservative," "old-fashioned" (but not always obsolete)conclusion remains valid: The government's use reduces the availability to the privatesector. The possibility of using the money-creating (banking) mechanism does not alterthe picture in this respect; the newly created bank deposits (credit) would be used pri-vately if government were not taking it.32 Estimates made by the author in 1971 now seem somewhat inadequate. They sug-gested that by reasonable interpretations Americans would expect or aspire to conditionswhich would necessitate some $15 to $20 billion more savings a year than are likely to beforthcoming. C. Lowell Harriss, "Revising Estate Taxation." Tax Foundation,, Inc., XXXIITax Review, at p. 16. A more recent run-through of the estimates indicates that as of, sav.1972 the shortfall would be more than slightly greater. No immediate, short-term forecastshould be implied; changes over a few months can significantly affect the totals for ayear or so. The present exercise, however, seeks to understand the operation of longer-run
22 One part of the death tax problem, the payment of tax on interests in closely ownedbusinesses, would be aided by elements of the Treasury proposals. From the time theauthor first studied the general problem (in the Treasury in 1941), he has been convinced
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The taxing of capital gains at death would be a far-reaching change having
-tempting revenue potential. Why not, it might be argued, get more revenue when
people die by adding this element? The new burden, as indicated earlier, would
fall heavily on capital.

What might be learned from experience? The growth of Federal spending to
meet much-advertised needs has in fact led to taxes which actually accentuate
many needs. The notion that the good things from spending can be obtained
without bad things from taxation is not merely romantic folly. Worse-it can
:mislead, to taxes whose harm exceeds anything taken into account when the
decision was made. Such is the case with taxes which, per dollar of revenue, fall
heavily on capital accumulation.

Congress faces-and Congress itself generates-enormous forces for still greater
-expenditure. How tempting to get more funds by using tax sources which in any
one year directly affect only a few people! The ones obviously hit by heavier tax
burdens at death would be members of upper wealth groups. Would it not be
politically tempting to get more revenue by curtailing these provisions-close
-loopholes"-which nowv favor the taxbpayer without reducing rates and adopting
the other changes proposed by the Treasury to keep total burdens from rising?
Such argumentation might have political appeal. To meet such arguments on their
merits requires more than emotion. Heavier taxes at death would make more
difficult meeting those many aspirations which require capital.

The defects of today's estate and gift taxes challenge us to modernization. In
,loing so, the effects on capital formation deserve explicit attention. Society's
ability to meet rising expectations wvill depend upon capital formation-calling
Jor larger amounts than will be forthcoming under foreseeable conditions. The
finance of government services by taxes which, per dollar, of revenue fall heavily
-upon saving can be "greater" or "lesser." The effects of death tax revision on
.the economic capacity of the future call for careful evaluation.

Representative IREuSs. Thank you very much, Mr. Harriss. We will
snow hear from Mr. and Mrs. Ott.

'STATEMENT OF ATTIAT F. OTT AND DAVID S. OTT, PROFESSORS OF
ECOKOMICS, CLARK UNIVERSITY

Mr. OTT. Thank you very much. Mr. Ohairman.
We too would like to join our cd1leagues in expressing our thanks

for the opportunity to be here, and for the opportunity to present a
prepared statement, and also to thank you for the output which has
resulted from the tax subsidies studies, which we too feel is essential
to the rational attempt to review our tax system and to make wise
decisions about possible changes in that system.

I would apologize for Mrs. Ott. She is suffering from the "neigihbor-
hood effects" of some of our local environmental problems. And her
voice is not up to saying very much. So in case I say something which
she finds herself unable to accept, maybe she will raise her hand or
punch me in tie side or something, and you will know that it is not a
unanimous view.

My oral presentation is to concentrate primarily on, (1) summariz-
ing the papmer presented in the compendium-very briefly I will at-
tempt to do this-and then to reiterate some of the highlights of the
prepared statement which we submitted for inclusion as an exhibit.

So first let me recapitulate briefly the conclusion of our compendium
paper. I am always amazed at show muci study is given State and
local tax exempt securities rela'tive to he revenue implications of this

that the general public welfare would be advanced by easing the payment provisions.
Much has been done, Including changes voted in 1970 along with the speed-up provisions.
'The kinds of businesses involved are important, not only to the owners and their heirs
but also to employees and customers and to the whole economy in ways not always
Identifiable. Space does not permit discussion here except to express support for adjust-
gnents of the type recommended.
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particular issue. And I suggest to you that there is probably a prin-
ciple here; namely, that we can't judge what is important and -what is
not important by the amount of revenue involved; a number of other
things are involved.

In lour paper we first sought to make once again, hopefully with
some improvement in technique, the point that, tas it now stands. the
exemption of interest on State and local. government securities, which
is in its essence a subsidy to State and local government capital forma-
tion, is an inefficient subsidy, in the sense that if we wanted to achieve
the same results, they could be achieved with some other approach
which would cost the Treasury much less than the cost under the
present system, and generate the same amount of capital. We presented
no new estimates, but relied on the previous estimates. Of the issues
made in 1969 of State and local government securities, the cost to the
Treasury will be about $2.6 billion, and the State and local govern-
ments will save $1.9 billion. We had $700 million of ".stopover,"'
if I may use that word; that is, payments through the Treasury to
State and local government that weren't needed to get the results we
got.

And we next reviewed the obvious points about equity that have been
made many times in the past-that the exemption of State local bonds
creates inequities in the Federal income tax structure by both reducing
the progressivity of the tax system-the vertical equity problem-but,.
perhaps more important., it reduces the horizontal equity of the tax;
that is, it results in taxing people with the same incomes in different
amounts.

Third, we sought to add something new to previous studies; namely,
a rough estimate of the effect on the allocation of capital by sector
of just this one provision in the tax law. Our rough estimates rest on
a number of somewhat crude assumptions, primarily that the net. rate
of return on capital is equated in each sector. Given these assumptions,
we estimate that in effect the subsidy increased State and local capital
formation by 25 percent over what it would ihave been without it, or
to put it another way. if they had not had an exemption, their capital
formation in the 1950's which is the most recent period for which we
had data available for this use, would have been 25 percent less. These
results suggests that the resource allocation implications are signifi-
cant, and perhaps this explains why people are so concerned about this
provision, particularly people at the State and local governiment level.
At the same time we pointed out that it may also well be true that the
exemption feature tends not.only to cause State and local governments
to invest more in physical things-in capital goods-than they other-
wise should, but to some extent which we don't know yet, it biases their
choice between using other inputs and using capital. I am always
struck by the number of school buildings and other State and local
facilities which sit idle much of the year. PeTihaps this is an example of
some of the distortions of this type caused by the interest exemption.

Finally, we reviewed some other literature which points out the
cyclical problem faced by State and local governments because of the
interest exemption; namely, because commercial banks are heavy in-
vestors in this type of asset, and because they generally tend to view
it as a marginal investment-they are in the market when they have
excess funds in periods of monetary ease and they are out of the
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market in periods of tight money when they only meet the demands for
loans from their prime users-the State and local governments are
subject to an excess burden from tight money. That is, the subsidy
puts the State and local governments in the unenviable position of
bearing much of the brunt of tight money. So that there is much more
fluctuation in tax-exempt issues than there otherwise wvould be. Anid
this also should be put in the context of what has happened in the
housing markets in recent years, where they have been insulated to
some greater extent than they used to be from tight money. So w.e
have gotten into a situation now where the State and local govern-
ments are really about all there is left to bear the burden' and they do,
even more so than in the past.

There is also the possibility suggested by some recent studies that
there is a secular tendency for Federal revenues to run short of the
projected Federal spending program. And if this has to be offset by
a secular policy of tight money over the seventies, the interest subsidy
poses an even worse problem for State taed local governments, be-
cause they will be caught in a secular squeeze rather than just a cycli-
cal squeeze for funds.

Now, as all of you know, there have been proposals, the most nota-
ble one, I think, by Senator Proxmire-which attempts to get at this
problem. I think something is going to happen in this area, and I think
this is an area where careful thought ought to be given to what is
done. The reason something is going to happen is because if State and
local governments are not given an option; that is, if they are not
given, as under the Proxmire bill, the option of issuing taxable
bonds with a Federal subsidy, they may well find themselves faced
with a host of Federal "nminii-urbanks," as many people call them;
that is, special banks which issue taxable or guaranteed Federal securi-
ties and lend funds to State and local governments for special pur-
poses. This has been the thrust of the hospital program, and this has
been the thrust of some of the farmers home administration programs,
and if nothing is done about the interest subsidy, the Federal Govern-
ment is going to proceed in each area to create a special bank to avoid
double subsidies; that is, to avoid piling subsidies on top of subsidies
in the case of tax exempt bonds. So I thinik the State and local govern-
ments themselves are becoming concerned about this problem, and I
think this is reflected in some of the support appearing from some parts-
of that sector for approaches such as the Proxmire bill.

We sought in the paper to stress a point that should be' made: You
do not get rid of all the inefficiencies of a subsidy by having optional
taxable bonds. The higher the Federal subsidy on taxable bonds, the
more you drive out tax exempts, but you don't get rid of it all. Further-
more, the optional Federal subsidy is not a revenue gainer, it is prob-
ably a revenue loser. But it is probably worth the revenue loss of an
optional taxable bond to induce State and local governments to get rid
of the inefficiency involved in the present subsidy.

Now, to our prepared statement. Let me just try and highlight a
few of the major points made there. We wanted to focus on some
points which we have not seen stressed in any of the materials which
-we have read from your committee or from other sources. These points
have been made in sonme cases, but not stressed, as important to the
,way we look at the priorities of tax reform.
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It seems to us essential that we decide what tax systems we are talk-
ing about when we talk about tax reform. Most of the discussions that
we have seen in the press emanating from this committee, and from
other discussions in the press, have had to do with the individual in-
come tax, and in a few instances, with the corporate income tax. What
we suggest is that it is critical to look at the whole ball of wax, not
only at the individual income tax but the corporation income tax,
estate and gift taxes, and the payroll taxes that finance social security.
The importance of this is that if we are going to talk about redistribut-
ing income and changing the tax burden of people, we need to look
at all the taxes that do this, not just one, not just the individual
income tax. And the striking thing is that in terms of tax burden pat-
-terns, it makes a lot of difference what you look at. If you look at the
individual income tax alone the high income classes as a group tend to
look as if they have low tax rates. If you throw in the corporate income
tax and assume the corporate shareholders and other owners of capital
pay this tax (it is a general tax on capital), it changes the pattern
-considerably, and makes the overall corporate-individual income tax
a fairly progressive tax. And if you add estate and gift taxes to that,
.there is a minor further increase in progressivity.Now, let me say just something separate about the payroll tax.
Most people tend to treat the payroll tax as a regressive tax. Our
point of view is that one should look at the payroll tax in the context
of the whole social security system. However, realizing that the social
security system is now essentially a currently financed, pay-as-you-go
social security system, the key relation is: Wrhat does each generation
get relative to the contribution that it puts in during its working life?
The present system is such that benefits are tilted in favor of low wage
earners. And the payroll tax is tilted the other way. One can argue that
the benefit tilt outweighs the payroll tax tilt, so that looked at over
the lifetime of the individual involved in social security, or looking
at the system separately, the payroll tax in that sense may not be a
regressive tax. It may even be progressive, although we don't really
know the answer to this question at this point.

But most important, we feel that it is essential to decide what you
want to do with social security. If you want social security to be a
welfare system, obviously, the payroll tax makes no sense at all as a
means of financing it. If social security is really to be a social insur-
aince system, where there is a relation between contributions and bene-
fits, it should be restructured that way. And the benefits that are paid,
not because they are contributions-related, but for welfare purposes,
should be stripped out and put somewhere else and financed by gen-
eral revenue rather than by payroll taxes.

So, to summarize and try to stay within my time limit, we have sug-
gested the following priorities for tax reform: The corporate tax
should be integrated with the personal income tax. We think this is of

.the highest priority, because to not do so distorts our view of what we
are accomplishing in the way of redistribution of income, and affects
resource allocation.

Second, we feel a personal income tax instead of the payroll tax
:should be used to finance the welfare components of social security,
that is, that system should be stripped of its welfare aspects and pay-
roll taxes should only be used to finance the rest of the contributions-
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related benefits. Payroll taxes would then not necessary be culprits
and repressive taxes.

Lastly, -we have sought to argue, in terms of what should be taxes
and what shouldn't that welfare, or income-conditioned transfer pay-
ments, should not be taxed. The basic reason is, if you tax them, and
if you wvant to change your welfare benefits, you have got to change
your whole tax system. If you want to pay people a thousand dollars
a piece, for example, and get most of it back from higher income
people, every time we have inflation and you want to change the basic
benefit for your low-income people, you have got to change your tax
structure, your tax rate schedules, to offset that as far as your overall
revenue objectives is concerned. And it means you almost have to have
a. different tax system for people receiving this as welfare, and people
who end up getting nothing.

Finally-we have suggested seconding Mr. Brannon's point-it is-
probably not a good idea to look at tax reform as a waay of getting
revenue, not in the short run. One reason for this is that what one
hopes to get in the way of revenue out of tax reform is very inuiuch1 de-
pendent upon what kind of "second-order effects" you induce in the
economy as a whole, that is to say, if you try to increase taxes on one
kind of income, and you don't close special treatment of other types
of income, you may well find people shifting from one source to
another, so that your estimate of the gain in net revenue gain is greater
than what it actually turns out to be.

Another reason is that, given the fact that we don't know in most
cases the. exact resource allocation effects of major changes in the tax
laws, that we should not just Willy nilly have tax reforms to gain rev-
enue, because we are having serious resource effect when we do this.
*Ve should consider, in attempting to reform the tax system. mainly
the resource allocation effects. Hopefully, in doing so we will achieve
something which improves the efficiency of our economy. But I would
say at the same time we will not have a very good fix on the revenue
implications of a tax law change until we have let it operate awhile.

Thank you very much.
I apologize if I have exceeded my time.
Representative REUss. Not at all, you have, all been well able to stay

within the time limit.
(The prepared statement of Mr. and Mrs. Ott follows:)

PREPARED STATEMENT OF ATTIAT F. OTT AND DAVID J. OTT*

TAX REFORM: ISSUES AND PRIORITIES

We are pleased to be able to take part in the study of Tax Subsidies and Tax

Reform undertaken by this Committee. The timing of the Committee's efforts

could not be better; it seems probable that we are heading toward the third
major legislative effort on tax reform in five years. The direction of that effort,
however, is not all clear. We have had a welter of proposals introduced-some in

the Congress and some in the press. The studies done for this Committee and the-

Hearings on them should help provide the Congress with some of the information
it needs to evaluate these and other proposals and take constructive action in
the 1973 session.

For this reason. in our testimony today we will concentrate on a few issues
which, we feel, have not been given the emphasis they deserve in previous dis-

*We wish to thank the American Enterprise Institute for Public Policy Research for-
providing typing services and reproducing this paper. The views expressed here are not
necessarily those of the trustees, officers, or staff of AEI.
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cussions of tax reform but which are of the utmost importance in setting priori-ties in this area. These are:
What tax systems should we plan to include in any reform proposal?What should be the role of tax reform in achieving a desired distribution of'income?
What will be the effects on revenues and tax burdens of the reactions of indi-vidual and firm to tax reform-the "second order effects" that any major tax.reform action would induce?
The answers to these questions are essential in setting priorities for taxreform.
What taxes should be included in a reform proposal?Most of the recent discussions of tax reform have dealt with the individualincome tax. There have been discussions of provisions of the corporation income'tax (such as the investment tax credit), discussion of the burden of payroll taxesused to finance OASDHI, and discussion of separate reform of Federal estateand gift taxes. However, relatively little attention has been paid to the question:What role should these taxes play in the Federal revenue system? Certainly weare remiss in any discussion of tax reform if this issue is not settled first. Weare certainly misled by any estimates of the distribution of the burden of Fed-'eral taxes if we look only at individual income tax burdens. Let us consider-in turn each of these other major components of the Federal revenue systemand their place in tax reforms.

THE CORPORATION INCOME TAX

In our view, the highest priority in any tax reform proposal should be theelimination of the corporation income tax and the raising of the lost revenueunder the individual income tax. There are few features of the present tax sys-tem as pernicious as the separate tax on corporate income. It obscures effortsto measure the equity of the Federal tax system, both because it leads the un-informed to believe that corporations, not people, bear the tax, and because theinformed find it difficult to ascertain which people do, in fact, bear the tax.Taxes can be collected from organizations such as corporations, but peopleultimately bear the burden of the tax. Thefe has been widespread disagreementamong tax experts over which group of people bear the burden of corporationincome taxes. Some argue that the corporation's stockholders and their recipientsof income from capital bear the tax by having their dividends and capital gains-on corporate stock reduced. Others argue that corporations shifit the tax to con-sumers in the form of higher prices or to workers in the form of lower wages-Irrespective of which school of thought one might subscribe to, the important factis that the burden of this tax is obscured, and it is thus difficult to assess theequity of the Federal tax system when the burden of a very important tax inthis system is in dispute. It seems totally unacceptable to us to continue usinga source of revemic when tax experts are unable to agree on woho is paying it.The majority view now is probably that the corporation income tax falls onincome from all capital.1 There are studies which show that, under this as--sumption, the corporate tax reduces investment in the corporate sector over thelong run.' In the face of the additional taxation of income from capital in thissector. the stock of capital has to be reduced to keep before-tax rates of returnhigh enough to make after-tax rates of return competitive with non-corporate-sectors. We estimate that, as of 1969, approximately $222 billion, or 24 percentof capital that would have been put in the corporate sector has not been be--cause of the discriminatory taxation of income from capital there under Fed-eral corporate and individual income taxation.' Real GNP may be as much as$12 billion less than it could have been had not the corporate tax thus distortedthe use of resources.
Therefore, we strongly favor the complete abolition of the corporate incometax. The income generated by corporations should be taxed as it accrues topeople as (1) dividends and (2) gains in the value of corporate stock. Cor-porate income that would have been received in these forms by households in

1 Pechman, Joseph A., "Distributlon of Federal and State Income Taxes by Income'Classe."` Journal of Finance, XXVII Aay. 1972). p. 186.
2 See for example, Arnold C. Hlarherger, "Efficiency Effects of Taxes on Income fromCapital"f in Effects of Cororotion Icome Fa~r, M. I"rzyzaniak (ed.) Wayne State Unf-versity Press (1066). pp. 107-117; and "The Incidence of the Corporation Income Tax",Journal^-l of Political jfconanonuj (June. 1 62). wp. 215-240.
2 David J. Ott and Attiat F. Ott, "The Effect of Non-Neutral Taxation on the Allocation-of Capital by Sector," Journal of Political Economny (forthcoming).
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1972 (assumiing a steady state-capital gains is equal to retaining earnings) with-
out the corporate tax, would be about $73.3 billion or 77 percent of corporate
income. Adjusted Gross Income would include $21 billion of this as taxable
income.'

The corporation income tax, as a tax on income from capital, is progressive
because capital income is a larger proportion of total income of high income fami-
lies than it is for low income families. This is shown by Pechman's data pre-
sented in Table 1. Without the corporation income tax, the highest average
effective tax rates under 'the individual income tax are around 161/2 percent
for those families in the $50,00-$500,000 income classes. When the burdens
of the corporation income tax is added, the maximum average effective rate
occurs in the highest income class ($1 million and over) and is 42 percent-
29.4 percentage points being contributed by the corporation income tax.

TABLE 1.-EFFECTIVE RATES OF FEDERAL AND STATE, LOCAL INDIVIDUAL AND CORPORATION INCOME TAXES,

ASSUMING HALF THE CORPORATION TAX IS BORNE BY OWN ERS OF CORPORATE CAPITAL AND HALF BY OWN ERS

OF CAPITAL GENERALLY, BY ADJUSTED FAMILY INCOME CLASSES,? 1966

[In percentages]

Effective rates

Individual Corporation
Adjusted family income class, (thousands) income taxes income taxes

2 Total

All families:'
0 to $5 2.7 2. 3 5.0

$S to $10 ------ ----------------- 6.2 1.6 7.8

$10 to l$15 -3 8.2 1.5 9.7

$15 to $20-9.4 2.2 11.6
$20 to $25 - - 10.0 3.4 13.4

$25 to $50 -11.5 5. 7 17.2

$50 to $100 -16. 7 19.4 35.

$100 to $500 -16.4 19.4 35. 8

$500 to $1,000 -14.7 27.0 41.7

$1,003 and over - 12.7 29.4 42.1

Total -9.0 4.0 13.0

1 Adjusted family income includes corporation income tax for the purpose of calculating effective rates, and for the

purpose of classification by income classes.
2 Assumes half the corporation tax is distributed on the basis of dividends and half on the basis of total properly income

din adjusted family income
3 Includes unattached individuals.
4 Excludes families with negative incomes.

Note: Figures are rounded and may not add to totals.

Source: Data based on the MERGE file for 1966. Classification by major source of income is based on adjusted gross
income as defined in the Internal Revenue Code.

It is thus clear that when the individual and corporate income taxes systems
are considered together, the Federal income tax is much more progressive than
when the individual income tax alone is studied. At the same time, the progres-
sivity is achieved by discriminating against one particular form of income-
'the income from corporate capital. In principle, 'this'is as bad as the provisions
which favor income from particular sources, such as interest on state and local

bonds, sick pay, capital gains, etc. Thus the progressivity provided by the cor-
porate income tax is no more a defense for it than would be the progressivity of a

special tax on the value of yachts. The only basis for either tax would be that
the thing taxed produces social costs or "external diseconomies" which Would
lead us to desire a reduction in its use. While such an argument might be

relevant for boats or private planes or cars, it does not seem to us to have any

application to the corporate form of organizing business activity. Even if it did,
we should not tax the net income of corporations but impose a lump sum tax on

the corporation or on the value of the corporation.

Approximately 23 percent of corporate carnings is received by non-profit and tax-exempt

organizations. If stockholders hear the burden of the corporate tax, then Its elimination

xwill cause the government to lose the revenue from corporate taxes currently being paid

by these non-profit and tax-exempt organizations, and It would be shifted to individual tax-

payers. To avoid this, a special tax would have to be Imposed on the corporate Income re-

ceived bv the non-profit sector that would raise the approximately $6 billion of corporate

tax In 1972 (or 23 percent of the total) currently borne by the non-profit sector.

5 Pechman, Joseph A., op. cit., p. 188.
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Thus we argue that eliminating the separate tax on corporate income is ofthe highest priority. We would then know who pays the tax, we would removeperhaps the single most important cause of inefficiency in the use of resourcesin the tax system and, as a welcome by-product, greatly simplify the tax systemby ending government concern over properly defining the base-there need beno more dispute over appropriate depreciation -rules, the investment tax credit,and the like.
However, integrating corporation and individual income taxes would requireadjustment of the individual income tax rate schedules. Spreading the burden ofcorporate taxes over all forms of income, rather than just income from capital,would require a more steeply progressive rate structure to maintain the presentpattern of average effective tax rates.

PAYROLL TAXES

It is a widely held view that payroll taxes are regressive, they reduce theoverall progressivity of the Federal tax system and are therefore an inferiorsource of revenue to finance the social security system. Several proposals havebeen made to eliminate or partially reduce payroll tax as a means to financesocial security benefits.0

The fundamental issue which must first be resolved is: What is the rationalefor social security? The existing social security system serves two goals: (a) Awelfare goal-it guarantees minimum income support for those aged, disabledand dependent survivors covered under the system, and (b) an insurance goal-it replaces or moderates the decline in living standards of qualified workerswhen earnings cease because of retirement, disability or death, whether or notthey have adequate income from other sources. The insurance goal can perhaps berationalized on efficiency grounds-a compulsory nationalized retirement dis-ability and retirement system may provide benefits more cheaply than private in-surance because there is no need for "full funding".If one views the social security system as serving the welfare goal. then clear-ly payroll taxes are inequitable in failing to spread the tax burden accordug toability and in allocating it to only wage earners.
On the other hand, if one views the system as a compulsory social insurancesystem where benefits are closely related to contributions. then the apparentregressivity of payroll taxes may be misleading. If taxes were computed net ofbenefits over the life time of each household, present social insurance taxes maybe proportional or even progressive.'
Because the existing social security system performs the dual, "welfare" aswell as the "income-replacement" functions, a high-priority reform is the separa-tion of these two goals. The "welfare" function or the income support functionshould he transferred to a negative income tax system. a demogrant or to a com-prehensively reformed system of public assistance financed under the incometax system. With a comprehensive income maintenance program, attention canthen be turned to appropriate changes in the social security system to minimizethe inequities that have been caused by the compulsory nature of the systemcoupled with the attempt to mix welfare benefits with social insurance benefits.Suppose that the welfare features of social security are stripped away and thesystem is designed as a baseline insurance system. What changes would thisentail? To take advantage of the efficiency argument for social insurance, bene-fits would be determined by relating them to contributions compounded at therate of growth of wages. The payroll tax base would be set at some percentageof median wages, and payroll tax rates would then be fixed to yield just enoughrevenues to cover current benefit payments. Under this system, each participantwould earn the same rate of return on his "investment" in social security, andthe system would grow with median wage income.

Under the present system, benefits are related to "average monthly earnings"(AME) computed by taking average monthly taxable earnings since 1950 (ex-cluding the five lowest wage years). Thus, in 1970, a worker's AME is basedon taxable earnings in the best fourteen out of the past nineteen years. However,the relation between benefits and average covered earnings ik not Ihe same for allbeneficiaries. The present formula has three features which cause wide differ-

6Peermnn. Aaron, and Taussig. Social Security: Perspective.s for Reform. Washington,D.C.: The Brookings Institution (1968). See particularly chapter 4.7 For argunlents to the contrary. see M. Friedman in Social Security: Universal orRelectire?, Washington, D.C.: American Enterprise Institute, 1972, p. 35.
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.ences in benefits for workers with the same AME and substantial variation in
the ratio of benefits to AM for workers with different AME's.

First, workers with a low earnings history under OASDI who have achieved
fully-insured status receive a minimum benefit regardless of the amount they
would be entitled to under the formula used for other workers. Second, a worker
with an AME above the amount which only entitles him to minimum benefits re-
ceives benefits that are graduated with respect to earnings. That is, the existing
system gives higher benefits relative to average monthly earnings (AME) for
those wvith low average earnings than for those with high average earnings.

Third, benefits are increased or decreased depending upon age, sex or family
status of the beneficiary. Although for contributions purposes the basic unit is
the worker, the benefits a worker receives on retirement depend upon his own
earnings record with discounts or increments for widows, dependent children, and
wives. Perhaps the most important of these adjustments differences in benefits is

for single and married retirees. Presently, a retired married worker receives
150 percent of the benefit received by a single worker (unless his wife's earnings
record makes her own benefit more than 50 percent of his, in which case she
-draws her own benefit). Furthermore, the wife is entitled to a widow's benefit of
82Y2 percent of the worker's benefit should he die (when she reaches age 62).

In short, the present system of computing benefits (1) provides substantial
'.unearned benefits to persons with little or no contributions history; (2) "tilts"
.benefits for those with substantial contributions histories so that low wage
retirees get more relative to their contributions than high-wage retirees; (3)
favors workers with rising earnings profiles relative to those with relatively
slowly rising wages over their working lives; and (4) gives larger benefits for
married workers and workers with dependents than for single persons with the
.same wage and contributions history. These deviations in the relation between
contributions and benefits follow from the dual purpose the System is currently
serving; they adjust benefits to redistribute income to serve the welfare objectives
-of the existing program.

If the welfare aspects of the program are stripped away, these inequities could
.be corrected. Restoring the relation between benefits and contributions would
xemove the common concern over the regressivity of payroll taxes. Looked at
over each individual's life-cycle, payroll taxes would not be "regressive", since
future benefits would be directly related to contributions made on behalf of the
worker. General revenue financing of current "unearned" benefits would allow
,current financing of contributions-related benefits over the next few decades at
lower tax rates (given the base related to median wages) than presently pro-
.grammed. The payroll tax would be reduced and income taxes increased to finance
the separate retirement and welfare aspects of the program. In future years, the
level of payroll tax rates would largely reflect the ratio of the aged, survivor,
and disabled population to the labor force. Table 2 summarizes our rough esti-
-mates of the transfer components within OASI benefit system as of December
.1968.

TABLED 2.-Total transfers in OASI, annual rates, December 1968
[In millions of dollars]

Item
Transfers: Amount

High to low earners---------------------------------------------- 2 834

lMinimum benefits --------------------- ------- 1, 464
Benefit formula---------------------------- ---------------- 1, 370

Retired workers-------------------------------------- 790
Excess widows' benefits---------------------------------5 80

Transfers:
Earners to nonearners_______________________________------ 2,354

Wives' benefit---------------------------- --------- - 1, 864
Excess widows' benefits--------------------------- - -- ------- 670

Total -5-------------------------------------------------- 5,188

-Source:.App. A-
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Out of about 22.8 billion of OASI benefits in current payment status at the
end of 1968 (of the groups covered here), $5.2 billion, or 26 percent, took the
form of one type of transfer or another. At fiscal 1973 levels of benefits under
OASI payroll taxes could be reduced by about $96.0 with an equal increase in-
personal income taxes. Such a shift would clearly eliminate the use of regressive-
taxes to finance the welfare benefits embedded in social security and distribute
the burden of its financing to the entire tax population.

In summary, a comprehensive tax reform should not contemplate complete
Integration of payroll and individual income taxes, but it should encompass
shifting the financing of welfare-type benefits in the OASDI system to the indi-
vidual income tax.

ESTATE AND GIFT TAXES

Gifts, bequests and inheritances are private transfers that enhance the
recipient's tax ability in the same manner as income from other sources would do_
Yet under the present individual income tax such transfers are not recognized
as income for tax purposes. There is no sound reason why such incomes should
be taxed under a separate tax system-the estate and gift tax rather than under
the personal income tax. Perhaps the only question that may arise in integrating-
the personal income and estate gift taxes is how to define the tax unit. Under
the personal income tax the taxpayer or taxpayer and wife (when filing a joint
return) is the unit of taxation while the estate or the donee is the tax unit. To.
reconcile such differences, the family could be adopted as the tax unit The family
would be defined to include married couples and their dependents, single persons
and single persons with dependents. Under this system intrafamily gifts and
bequests wvould not give rise to new income and thus, taxes under the personal
Income tax, since the family's income position remains unchanged. Transfers of-
income between family units through gifts and bequests add to the recipient
ability or income and they give rise to additional taxes under the personal in-
come tax.

In 1971 some $18 million of bequests and gifts were reported on estate andl
gift returns with an estimated tax revenue of $3.7 billion. Taxing such income-
at the personal income tax would yield about the same amount of revenues allovw-
ing for averaging. However, the issue here is the same as with corporate income,
namely, there is no reason to distinguish between sources of income under the-
individual income tax.

TAX REFORM AND INCOME DISTRIBUTION

Taxes serve three functions: (1) they are used to divert resources from the"
private sector to the public sector; (2) to redistribute income: and (3) to affect
total output.

The importance of the distribution goal for tax reform is that the taxT systenv
is but a. part of the means by which government redistributes income. At any
period in time the distribution of income is affected by taxes, by government
transfer payments, and by the pattern of distribution of the benefits of govern-
ment services. Conceptually, a "most desired" tax system can be designed by
looking at the other things the government is doing and then imposing taxes to-
achieve some desired net economic position of individuals or households. Alter-
natively, by simultaneously varying taxes, transfers, and the benefit pattern of
government expenditures the desired distribution of income can be achieved.

This may be explained more easily by using a simple example.
In Table 3 we assume a Society consisting of three individuals X, Y, and Z.

We begin with the situation A0, where A0 defines the initial position of each in-
dividual before government activities. Now suppose that A0 is not the desired'
distribution of income position, but instead, it is A0. A tax-transfer scheme-
could be devised where X and Y contribute ten percent each of their total in--
come. The revenue collected would then 'be distributed in the form of transfer-
payments to Y and Z as shown in the table.
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TABLE 3-COMPARISON OF INDIVIDUALS INCOME POSITION UNDER ALTERNATIVE ASSUMPTION ABOUT
GOVERNMENT ACTIVITIES

X Y

A0 (original income position) -30, 000 5,000 0
TD (distribution taxes or transfers dollars) -- 3, 000 -500 0
A, (desired income position) - 27, 000 4, 600 3, 400
Assumption: (a), (b): (a) Proportional: I

TA (allocation taxes) - - -- ---- -------------- -2, 700 -460 -340
G (government services) -+2, 700 +460 +340

Net position -27, 000 4,600 3, 400
(b) Progressive: 2

T-A--2,9-7-0 -3 60 1 7 0
G- +1 350 +460 +1, 690

Net posiio-n 25, 300 4, 700 4,920

X TA=G=10 percent.
2 TAX=11 percent, TAY =7.8 percent, and TAZ=S percent. G= 5 percent, GC 10 percent, and Gz=50 percent.

To provide for government services, a tax, TA, is now to be imposed oil X, Y
and Z's ineome as defined by A,. If we assume that the amount of government
expenditure decided upon for this function is $3,500, the next problem is loxv to
allocale this tax 'bill between X, Y, Z, and how to measure the benefits of gov-
eminent services received by these three individuals. Since the bulk of govern-
mnent services are of the "social good" type it is very difficult to ascertain, with-
any allocation of taxes for the provision of government services (TA), whethelr
or not the final position of individuals corresponds to the "desired" distribution
of income position A1.

Note that in our example the final position of individuals under the propor-
tionality assumption is the same as A5 due to the assumption that allocations
taxes are equal, for each individual, to the benefits from government expendi-
tures. In cases where the individual's personal valuation for public goods differs,
from this assumption, not only will the final income distribution position differ
from the desired one, A1, but also no quantitative measure of the welfare position
of individuals can 'be estimated.

The point of this exercise is that government, through taxes, transfers and
expenditures, determines a "welfare outcome" for each individual in society..
It does this whether or not such decisions are made with a desired income distri-
bution in mind. Thus any tax reform proposal which aiams at affecting the dis-
tribution of income must be viewed as a part of the overall distributional activi-
ties of the federal government. One cannot discuss the "proper" tax structure,
without deciding (1) what pattern of income distribution society wants, and (2);
what is the incidence of government expenditure programs.s

Another issue is how tax revisions should treat income-conditioned transfers
such as public assistance. It is our view that such transfers should -not be part of
the tax base 'because they are essentially negative tax payments. If, for exam-
ple, the government wishes to supplement a family's income by $2,000, then
every chansge in tax rates requires a compensating change in the transfer pay-
ment While this is not impossible to accomplish, it makes the task of estimating
the revenue effects of tax changes more complex, since we must iterate back and
forth between the tax change, the transfer adjustment, the impact on revenue.
and back to the tax change again.

In our earlier example (Table 3), the tax base would then be defined as A5
plus transfers.

A study by one of our students shows that when the benefits of government expendl-
tures on education are considered along with taxes paid to finance them. the net distri-
butional pattern Is probably progressive. G. Garrison, Tax-ExIpenditure Analysis of Pub-
lic Edaucationr, unpublished Dissertation, Clark University, 1972.
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TABLE 4.-ALTERNATIVE DEFINITION OF THE TAX BASES AND IMPLICATION FOR DISTRIBUTION OF INCOME

X Y Z

A. plus transfer payments (tax base) -30, 000 5,100 3,400Tax rate, 10 percent -------------------------- -3,000 -510 -340

New income position -27,000 4,590 3,000Change in positions ------------------ 0 -10 -340
Required change in tax rate (percent) ---- ------ 0 -.02 -.10

As Table 4 shows, tax rates on the new base (Ao+Tr.) would have to be ad-
justed if Al is to be achieved. If the old tax rate of 10 percent was retained and
applied to the new base, the relative positions of X, Y and Z would not be the
desired pattern indicated by Al. Y and Z are now worse off than before. Assuming
At to be the desired distribution position Y and Z would have to have their tax
rates (on the new base) reduced to restore them to their former positions. In
short, adding transfer payments to the base means that either: (1) tax rates
for transfer payment recipients be cut; or (2) transfer payments must be raised
to compensate them for their loss. Either outcome is untenable; it would be in-
feasible to have separate tax rate structures for persons receiving transfer pay-
ments and if they are compensated by additional transfer payments, their taxes
will increase, further compensation is needed, taxes rise, etc. Perhaps more im-
portant, every time Congress changes transfer payments, tax rate adjustments or
some complicated scheme of transfer payment adjustments for increases taxes
would be needed to avoid vitiating the intended purpose behind the change in the
amounts of transfers paid.

This same problem applies to plans such as the much discussed demogrant of
$1,000 per person, in that every attempt to change tax rates would involve re-
vision of the demogrant to provide the same net benefit to recipients. It seems
more efficient to us to calculate taxes on a base that excludes such benefits, with
revenues set to cover the cost of the desired transfer payment program.

TAX REFORM AND RESOURCE ALLOCATION

In our compendium paper on the tax treatment of interest on state and local
bonds, we noted that in this area considerable effort has been expended to at-
tempt to ascertain the impact of "second order effects"-tax reform-induced
shifts in assets-on the estimated "first order" revenue effects. Unfortunately,
such efforts have not been devoted to analyzing the second-order effects of many
other tax reform proposals. The impact of the corporate income tax on resource
allocation has been subjected to empirical analysis, as we noted earlier, and
there have been other studies of the effects of taxes on the supply of labor, the
savings note, and the stock of owner-occupied housing." By and large, though,
most tax reform legislation has not been accompanied by careful consideration of
the second order effects it could produce.

Yet such analysis is vital, not just to pinning down the revenue effects more
precisely, but as an aid to determining the priorities in tax reform. We have al-
ready suggested that major reform should give high priority to remedying the
distortion of resources produced by the corporate income tax. In general, analysis
of the resource effects of specific tax provisions is a major step in deciding which
provisions of present law should be placed high on the list for change. For ex-
ample, the tax subsidies we give housing also produce significant resource shifts
(into the housing sector and mostly at the expense of the corporate sector).
Obviously, such subsidies must be largely based on the idea that there are social
benefits from home ownership. But is the benefit worth the cost of output lost
from causing shifts in resources to less efficient uses? And so on down the line-
an estimate of the "waste" caused by each tax provision would provide a useful
yardstick against which to compare the supposed social benefits brought about.
Since different people will have different judgements about the value of the social
benefits of each present law tax provision, there will be no "right" answer in
each case. But estimating the "waste" involved in the tax-induced resource shifts
will at least provide a yardstick for comparison.

D The most useful volume in this respect is probably the Brookings volume on Taxa-tion of the Income from Capital, Arnold Harberger and Martin Bailey (eds.), Washing-ton, D.C.: The Brookings Institution (1970).
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CONCLUSION S

We have argued that certain priorities for tax reform can be established: (1)
The corporate income tax should be integrated with the personal income tax; (2)
the personal income instead of the payroll tax should be used to finance the n0on-
contributions-related benefits under social security; and (3) welfare benefits
conditioned on income should not be taxed. We have also noted that tax revision
is an efficient means of redistributing income, but that the goal of redistribution
is obscured by our lack of knowledge of the benefits of government expenditure
pirograms. Finally, we have suggested that it is most important to attempt to
estimate the "second-order" effects of possible tax revisions (as well as the whole
package). Such effects may affect the revenue estimates, and more important,
they provide a basis for discussing the alleged social benefits (or losses) from
existing provisions in the law.

APPENDIx A-ESTIMATES OF MAJOR WELFARE ELEMENTS IN TIHE OLD-AGE SURVIVORS

SYSTEM (OASI) ; TRANSFERS FROM HIGII- TO Low-INCOAlE WORKERS; TRANS-
FERS FROM EARNERS TO NoNEARNERS

TIHE OASI BENEFIT PIE

At the end of 1968, the OASI benefits in current payment status we are con-
cerned with here were about $19.6 billioji, as shown in Table 1.'

TABLE 1.-NUMBER OF OAI BENEFICIARIES BY TYPE OF FAMILY AND BENEFIT BEING RECEIVED

Number of Number of Average Total benefits
families beneficiaries monthl y annual rate

Type of family (thousands) (thousands) benefit (millions)

Retired worker -12, 427 15,585 $111.40 $16, 604

Worker only- 9, 641 9,641 95.00 10, 990
Worker and wife 2, 432 4, 862 166.30 4, 853
Other -354 1,082 (')

Widows and widowers -2, 860 2, 860 86.70 2,976

Total -15, 287 18, 445 -19, 580

' No data.

Source: Social Security Bulletin, Annual Statistical Supplement, 1968, p. 107.

TRANSFERS FROM1 HIGH- TO LOW-INCOME WORKERS

Three features of the OASI system result in a transfer of benefits from high
earner families to low earner families.

Thre Minimaf1u0 Benefit
lUnder present lawv, a worker can qualify for the minimuni benefit by working

as little as six consecutive quarters under OASI-covered employment. The mini-
munm benefit was long viewed as a needs-related element in the program, and
indeed many families who receive it would either be poor without it or are still
in poverty even though they receive it. However, in recent years, increasing atten-
tion has been focused on the fact that a large proportion of families receiving
the minimum benefit are relatively affluent retirees (particularly former em-
ployees of the Federal Government) who are in no sense in "need". Recent esti-
mlates suggest that increasing the minimum benefit is only roughly 50 percent
; poverty effective," that is of an increase in the minimum benefit only one-half
goes to families classified poor by HEI' standards.

The minimum benefit is virtually totally unearned, since most recipients have
contributed nlniscule amounts. In 1968 the minimum benefit was $55 per month
(it has since been increased to $84.50 by the 1969, 1971, and 1972 amendments).
Table 2 shows our estimates of minimun benefits in current payment status
(ainnual rate, end of 1968). The total of $1.5 billion was derived by looking at

1 Total OASI benefits in current 1)aynient status at the end of 19GS v;ore over $22.S
billion (Social .Security, Bulletin, Annumiaal Statistical Supplemrient, 196S, p. 4.,). The mrajor
category omitted here is dependent children ($2.6 billion).

8SS-786-73-9
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the breakdown of wvorkers by size of benefits as presented in the Social Security
Bulletin. Annual Statistical Supplement (196S, p. 94). Our estimate is roughly in
line wnith the 0MB figure of $1.6 billion for Fiscal 1970. (Budget of the United
S, ates, FY 1972, Special Analysis I, p. 184).

TABLE 2.-Niumber of retired workers' families receiving benefits based on minimum
PIA and estimated benefits received, annual rates, end of 1968

Number of benefits in current payment status with $55 PIA:
With no reduction for early retirement_ _- 1, 117
With reduction for early retirement- -_-__ -_ - __1, 077

Estimated benefits received, annual rate I (millions):
Benefits not reduced -__----_ ------ 726
Reduced benefits- - 638

Total -__ -- _------__ -------- __ -- 1, 464
i Obtained by multiplying the average monthly benefit by 12 and then by the number of benefits in cur-

rent payment status. For reduced benefits, the averagew as assumed to be $48, or 88 percent of the unreduced
benefit, the average percentage ef all reduced benefits of the benefit before reduction (SSB, 1968, p. 97)

Benefit Formula for Retired Workers
The formula used to compute OAI benefits is tilted in favor of low earners. The

formula works as follows:
1. The retiree's average covered monthly earnings (AME) since 1950 are com-

puted, after removing the lowest five years of earning experience.
2. The retiree's primary insurance amount (PIA) is computed from his AME

using a formula. In 1968, this was:

PIA=.7116 (1st $110 AME) +.2588 (next $290 AME)
+.2418 (next $150 AMIE) +.2843 (next $100 AME).

In short, the low earner (below $110 AME) had a 71 percent replacement
ratio, while higher earners have lower replacement ratios (but, strangely enough,
the marginal replacement ratio falls up to the first $530 of AME and then rises
slightly thereafter. This "tilt" continues, over time, since every time benefits
are increased across the board, the percentages in the formula are generally
raised by the desired percentage increase in benefits and the upper AME class is
extended.

Graphically, the relation between benfits (which, for most retirees is equal to
their PIA with allowances for wives, dependents, etc.) and AME is shown in
Figure 1 (for 1968).

* FIGURE 1
Average
Month ly
Benefit E

107 ,/ .

I=.489 .NI

221 600

*For retired workers without wives, husbands, or child benefits. The
amount of these additional benefits is related by various percentages.
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Our technique for estimating the dollar anount of transfer of benefits resulting
from the computation formula was to assume that the average replacement ratio
for all retirees (without actuarially reduced benefits) measures. the "earned"
benefit. Thus, in Figure 1, we sought to estimate-for retired worker benefits
only-the area designated "A", which represents the excess of benefits received
by low AME workers over what they "should" have received based on the assump-
tion that every worker should have the same replacement ratio (indicated by the
slope of the line OE, in Figure 1, approximately 49 percent). By looking at the
distribution of workers by benefit amount wge estimated the amount that they
tvould have received with 49 percent replacement ratio compared to what they
(lid receive wnder present law. The excess benefit per worker was then multiplied
by the number of workers in each benefit class to obtain total excess benefits
shown in column (3) of Table 3, Which are about $439 million.

TABLE 3.-RETIRED WORKERS: NUMBER BY SIZE OF BENEFIT (NO REDUCTION FOR EARLY RETIREMENT)

Number of Excess
beneficiaries benefits

Monthly benefit class (in thousands) (in millions)

(1) (2) (3)

Less than $55 - -------------------------------- -0------------------------- - , ----------------

$55.10 to $78 938 $228
$80 to $89 ----------- 546 109
$90 to $100 -554 79
S100 to l10 -562 23
$110 to $120-

Total- 439

' Minimum beneficiaries (already counted).

The same procedure was followed (Table 4) for retired workers with actuar-
ially reduced benefits, except that here we compared the benefit before reduction
to what they "should" have received, without any reduction. Furthermore, even
though this group had a much higher average replacement ratio (around 70 per-
cent)2 we continued to use the replacement ratio for those who did not choose
early retirement. Column (3) of Table 4 shows that some $351 million of excess
benefits was being received by this group at the end of 1968.

TABLE 4.-RETIRED WORKERS: NUMBER BY SIZE OF BENEFIT (EARLY RETIREMENT)

Number of Excess
beneficiaries benefits

Monthly benefit class (in thousands) (in millions)

(1) (2) (3)

Under $55 '1,069
$55 5- 21 0
$55 to $70 -- ------------------------------------- 814 $7
$70 to $80 -541 216
$80 to $90 -- - ---- --------------------- ---- 472 71
$90 to $100 ------- ----------------------------------------- ------------- -- 402 57
$100 to $110 -371 0
$110 plus ------------------------ B------------------

Total-- 351

X Minimum beneficiaries (already counted).

WidoW's Benefit
The third group where the computation tilt shows up is with those receiving

widow's benefits. Since the widow's benefit is equal to 87% percent of the com-
bined worker-wife benefit, she receives an excess benefit whenever her husband's
benefit (upon which her benefit Is based) had an excess benefit component. Apply-

The high replaced ratio.for those with reduced benefits may reflect a reduction whIch
le not, In fact actuarial. Regarldess of whether this ie the case, It clearly reflects the
fact that low earners are more likely to choose early retirement especIally when they are
"secondary earners."



128

lng the same procedure used in the previous cases, we estimate the excess benefitreceived by widow's of low earners to be equal to $580 million at the end of 1968.
Thus the total excess benefit due to the benefit formula is $1,370 million.

TRANSFERS FROM EARNERS TO NONEARNERS

Excess benefits of this type are dominated by the wife's benefit-which is com-
pletely unearned-and what we call the "excess widow's benefit" (this is overand above the excess benefit received by widows under the 'computational tilt").The first of these-the wife's benefit-is easy to estimate. At the end of 1968,2.6 million wives had average monthly benefits of $54 in current payment status.(Social Secu-ritV Bulletin, Statistical Supplement, 1968, p. 79.) The excess is thus
estimated at about $1,684 million.The excess widow's benefit reflects the fact that she receives 871/2 percent of thecombined worker-wife benefit in effect before the death of the husband. Thus, ifthe husband and wife together had a combined monthly benefit of $150, then thewidow receives 87/2 percent of that, or about $132. If the family is viewed asthe proper unit of benefit she would be entitled to receive only $100 (which wouldhave been the combined benefit based on husband contribution assuming the wifenever worked). Thus, out of total widow's benefits of $2,990 million, about $670
million were excess benefits of this type.

Representative REUSS. We have a number of questions.
Let me start with Mr. Brannon.
Mr. Brannon, how long were you Chief of the tax analysis division

at the Treasury?
Mr. BRATNON . About 3 years.
Representative REUSS. You retired within the last few weeks?
MIr. Bl'ANXNON. Yes, sir.
Representative REUSS. Were you Chief of the tax analysis division

in December 1968?
Air. BrAN NON. Yes.
Representative REUSS. As chief of that division, did you participate

in the trailblazing study of the Treasury entitled "Tax Reform Studies
and Proposals," December 1968?

Mr. BRANNON. Yes, Sir.
Representative REUss. You had there in that series of proposals

what I thought was a very good, sensible, and well worked out pro-
posal oil taxing capital gains at death or at gift, with some safeguards,
particularly with reference to small businesses, and so on. I take it
you still support what you said in 1968. And indeed that is about
w hat you said this morning, is that not so?

Mr. BRAAN7NON. Yes, sir.
Representative REUSS. And while you are somewhat cautious in your

testimony this morning about large-scale revenue gains to be made
from loophole plugging, you do envisage an ultimate improvement in
Federal revenues on the order of $4 billion a year from enactment of
this capital. gains at death reform ?

M r. BRAIN-F{AS NO. Let me make two clarifications.
If y ou recall 'the 1968 proposal, on e aspect of it was that in order

to get over the initial hurdle, for the purposes of this tax on gains at
death, we would let people use the value of the stock as of, say, the
end of .1968, as a basis-that is up until then they had assumed that
this muchol of the gain .vould not be taxed at death, and the suggestion

i the 1968 proposal vwas that we ought to say that bygones are by-
gones and only tax appreciation that occurs after 1968.-

Represe ntativVe l Russ . On the theory that the family cat had prob-
abl W t~ ii the reords .e hegongrdpa gr a v .ie tb t k iii 1 3 13..

M rr . BATNNoN. That is one aspect of it; yes.
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That itself means that the revenue gain on this wvill groNv up rather
slowly.

Another aspect of the 1968 proposal was that it was recommended
that estate tax rates be reduced. In effect we were making the point
on gains at death that the estate tax really hits too hard relatively on
wealth accumulation out of dividends and salary, because they hiave
been taxed at income rates during life, and not hard enough on this
appreciation on w-hich has not paid income tax. So when you throw
in some estate tax reduction, that does offset the revenue gain.

On the 1968 proposal. the net gain out of this wasn't much in the
short run.

Representative REUSS. I am correct, am I not, in my impression
that neither the Treasury nor the administration has from that date,
December 1968. to the present, recommen-ded the enactment of the
loopholes-pluging reform suggested in that December 1968 Treasury
proposal?

Mr. BIRANxNTO. Part of the discussion as the tax reform bill devel-
oped in 1969 was the decision that this matter of gains at death ought
to be looked at in relation to a general revision of estate and gift taxes,
which the committee said at the time they would take up later, but
there have always been other things coming along to occupy helem,
and the commnmttee has not gotten to the estate and gift tax revision.

Representative REUsS. WhVien I wivs duestionnig, your former boss,
Secretary Connally. in February of 1971, before this conmmittee. I
asked him ver 3y specifically about the capital gains at death loophole.
In the record of the hearingrs he denied that it was a loophole, but
after we got over that semantic difficulty I asked him.

Yol do (0not agree with ilthe proposal of the T'reasury Department of Deceihber
196S. entitled 'Tax Reform Studies and Proposalr in which it was suggested
that this method of tax avoidance he done away wvith

Secretary CONNALLY. No: I .vouho l not say that I would agree wvit-h it. I do
not think that wvas a Treasury proposal, I think it was a staff prop)osal wvhich
was never adopted by the Treasury Departrnent nor by the Treasury.

Representative RL:uss. Anjd you do not agree with it?
Secretary CONNALLY. No siir.

That probably accounts for the fael; that nothiing more has bee"
heard of the December 1968 recommnendation, does it not?

Al S. I3BRANNON. I think so.
Representative RE-uss. Mr. Ott, in the prepared statement you have

an interestiig discussion about the $1,000 demogrant idea whvih IS
very much discussed nowadays. I wvil have to confess that I don't un-
derstand it. so I would like some enlighltenmient from you. What diffi-
culties do you see with the proposition advocated by, among others,
Prof. James Tobin of Yale-I think lie is the best known of its advo-
cates. The proposition is that everybody should get via a tax credit
against his income tax-and if he is too poor to pay an income tax, bv a
check from the Government the sum of a thousand dollars. What are
your difficulties with it?

Alr. Orr. I think the difficulty we have focused on here is that to an
economist a payment such as this, where you are trying to effect income
distribution, is conceptually simply a negative tax. And it has been
called that, as a matter of fact.

Representative REUSS. You are for a negative income tax?
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Mr. OTr. I find it conceptually acceptable-I don't want to put my-
self on record as particularly for this one-

Representative REUSS. But the principle-
Mr. OTT. But the principle is one which has gained wide acceptance,

and one which I can find acceptable also. There have always been a
number of problems, given any amount you want to spend, in holding
down the tax rate at which you tax those people receiving negative
taxes. That has been the essential problem.

Representative REUSS. You can very easily have a negative income
tax, can you not, which says that everybody with a family income of
$8,000 a year-plucking that out of the blue-will get a thousand dol-
lars per family or per head in subsidy. It could then be carried on down
so that if you don't pay a tax you get a cash check, and maybe the sub-
sidy is increased as you get near the bottom. Is that your kind of nega-
tive income tax in a nutshell?

Mr. OTT. I would say the family assistance plan, for example, is es-
sentially a negative income tax plan for the working poor, that is, for
the working poor with more than two people, the working poor with
children.

Representative REUSS. It has to be incorporated into a well thought
out and carefully calibrated system to make sure there is enough so
that there is an incentive to work rather than just take a welfare check.

Mr. OTT. Right. And the problem with that system, in following
this since 1969, has been trying to keep the tax rates, that is, the rate
at which you reduce their benefits as their earned incomes rise, the
problem has been keeping the tax rates down low enough so that these
people have an incentive to work. as well as perhaps an incentive to
do what they are supposed to be forced to do, namely, work.

Representative REUISS. Hlaving established yourself as not being
hard-hearted about a negative income tax, what bugs you about the
thousand dollar demogrant?

Mr. OTT. Let me say first of all what does not bug me about it, be-
cause I think it fits in with the discussion we were just having. I think
this is an attempt, a laudatory attempt to get that tax rates down, that
is to sax-they have changed the numbers, they differ every time you see
them-but to take a family of four, and suppose they were getting
$4,000 under this plan, as I understand the most recent proposal from
the press, they would be faced with something like 30-percent tax rates
sbould they go out and work, as would everyone else, rather than, as
under the family assistance program, something ranging from 67 to 90
percent. And there is quite a bit of difference in the incentive to work
when you pay a tax rate of 67 or 80 or 90 percent as opposed to a tax
rate of 30 percent. So it has that'virtue, that is to say, it has the virtue
that the tax rate for families with no income getting the $4,000, should
they go out and -work, is 30 percent instead of 80 or 90 percent. And
that is the reasoni I think the program has been structured the way it
has been, to try to get around this tax rate problem.

The problem I see with it, though, is this-in completely integrating
this with the' personal income tax system, it means-and this has
always been mientioned' in the press-it means that over time, as you
want to raise the basic benefit-suppose we decide to do with this pio-
gram as we h've Idone with s6cial' security and put in an -escalator s o
take care of inflation-every time you have an escalator effect, or (very
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time you adjust the basic benefit f romn a thousand to, say, $1,100, given
whatever your revenue goal is, you have to then go and adjust the
structure of tax rates-or if not the structure at least the level of the
tax rate to offset the effects you have by raising the benefits.

Or, let me put it another way. If you want a distributional pattern
of income from this program, and you start off paying a thousand dol-
lars to each person and taxing it back with some tax rate, so that each
person ends up where you want him, then if later on you want to ad-
just the benefits for certain people, namely, those at the bottom, you
have got to change the whole structure of rates, as I conceive of it, to
keep the other people where you want them; that is, to leave them in
the same net position.

So this is just simply a problem of integrating a negative tax and
a positive tax, it means that from now on tax vriting committees in
effect will be concerned with welfare, which is in itself not bad, but it
means that in their concern they will have to adjust the tax system
every time they adjust welfare benefits, what we used to call welfare
benefits, under this proposal. And this is what bothers me. I am not
sure that annual, or semiannual, or frequent changes in the level and
structure of tax rates, as we adjust essentially the welfare benefits
part of this package, are desirable. That is the point.

Representative REuSS. In addition to the difficulty that you have just
described, do you see any problem with the $1,000 for everyone, the
demogrant proposal in taxing back the thousand dollars you give to
Mar. Rockefeller, Mr. Howard Hughes, and so on? This seems to bother
some people. Can that be done?

Mr. OTT. Conceptually, yes. I have no conceptual problem with it
being done. I think the problem you are going to encounter, and that
has already been encountered, is that reading, for example, Professor
Tobin's article in the New York Times yesterday or the day before, I
think the problem that is going to be encountered is what those rates
are going to have to be. And they are still thrashing that out. Because
lie is talking essentially, as I read it, about taxing virtually all personal
income except the imputed items and a few others w.hen lie says might
not be included (which are not specified). That is where you are going
to get into a great argument. In essence it assumes that you close
almost all the loopholes that have been discussed before this committee
in order to keep the tax rates where he is talking about keeping them.
And that is the real hooker in it. If you can't do that, if you can't put
those things in the tax base, you are talking about a lot higher tax rate.
And that is all it comes down to. I can see a lot of problems. If you are
really going to take away some of the homeowners' tax privileges under
present law-interest deductions and deduction of State and local
property taxes; which seems to be implied if you are going to almost
tax personal income-you are going to run into problems of equity be-
twveen homeowners and nonhomeowvners and a lot of other different
issues. But that is essentially the issue that you have been facing in this
committee over and over again. It assumes you can do this.

Representative RErss. Thank you.
Mr. Conable.
Representative CONTABLE. Thank you very much, MTIr. Reuss.
Mr. Brannon. you indicated that you didn't.think that a great deal

of revenue would be raised initially by changing the rules of taxation
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of capital gain at death, because of the sort of conditions that were im-
posed in your study in 1968. Isn't this true of most tax refornis?

AMr. BR.ANNoN. Yes.
Representative CONABIE. Do not most tax reforms give back in tax

relief what you pick in added collections ?
Mr. BRAN-ON. Yes; that is what I say in my statement, that is

characteristic of tax reform.
Representative CONABLE. This is not an argum ent against tax reform.
Mr. BRANNON. I think you should say that it has important benefits

in the long run. And I think the Congress shiould legislate for the long
runl.

Representative CONABLE. I quite agree with you. I think that taxa-
tion of capital gains on death is a vely important reform that ought
to be addressed. And you are quite correct in stating that the Ways and
Means Committee leas not requested the Treasury studies on this. that
eve have had it as a high priority item now for about 5 years. and it is
probably goingr to be a high priority item for a couple of more years.
The reason. I don't know. But I personally can't accept Mr. Reuss'
position that we are helpless in the face of his e>.chablge with Secretary
Connally, and that we must, therefore, sit back and do nothing for the
foreseeable future.

Wthat would be the effect if we were to tax capital gains at death
and not make any adjustment of estate taxes? Do you have anV stiud
as to what the impact would be on the total taxation of let's say, a
,400,000 estate, without marital deduction ?

AIr. BRANNON. I could only offer some very general, vou inig-rht sav.
guesses here, not having the specific rate. tables in front of me. I would
guess that the estate tax nowv on a $400.000 estate would be soiaeywhere
in the neighborhood of $60.000. without a marital deduction.

Representative CONABLE.. If that were largely appreciated assets.
then wYhat ?

MrI. BRA-N-ON. To be realistic, I think you ought to say that in the
long run you might expect that 40 percent of this was appreciation.
And then the question arises about the 40 percent or $160.000 of appre-
ciation. The capital gains rate is something of a question. The way it
works now you have got this rather complicated business of alternative
tax and minimum tax. Let's just guess that the capital gains rate
applicable to this would be 30 percent. That gives you about $48,000
capital gain tax. Now, the capital gains tax, of course, is out of the
estate. The theory of the 1968 proposal wvas that this should be treated
as though the property had been sold just p'ior to death, in which
case the tax would be paid, and the tax itself would be outside of the
estate. So the tax would be a deduction against the marginal estate
tax rate. I am guessing that the marginal estate tax rate there might
be 35 percent. So we end up with kind of a net addition to tax in the
neigihborhood of $30,000.

Representative CONABLE. Isn't it true that people with very large
estates do not sometimes pay very high inheritance taxes because of
the number of foundations and other tax avoidance devices that are
also available?

Mr. BRANNON. Some do and some don't. But eve do get a lot of
money from the tax rolls.
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Representative CONABLE. I am wvondering if the major impact of
such a proposal wouldn't be generally on the middle class like most
other tax proposals.

.Mr. BRANNOXN. YOU might keep in mind that only about 4 or 5
p1ece1lt of dceclents in the United States have an estate tax return
filed for them.

Representative CONABLE. Because of the $60,000 exemption?
Mr. BRANNON. That is right. And a smaller proportion of those

pay tax, because of the exemption and the marital deduction. So that
vlwhen you are talking about a medium-sized or small estate for estate

tax purposes, you are already talking about the very rich end of the
income distribution, if you wvant to call it a "middle class estate."

Representative CONABLE. I don't think of a $400,000 estate as be-
longillg to a very wealthy person.

Mir. BRAN N-oN. Very few people hit that.
Representative CONABLE. I realize that. But certainly that much

accumulation doesn't change the standard of life very much.
Now, let me ask you this. If -we go into this kind of reform, isn't

it likely that we are going to also make some adjustments with the
States on estate tax credits 2

Mr. I3RAN5ON. The 1968 proposal avoided that. It suggested that
the estate tax credit come out about the way it does now. This credit
does seem to me efficient in the long run, if vou think of the estate
business as part of the total proposition of Federal-State relationships,
for example. I~e are talking i nows about introducing a new $5 billion
of revenue sharing. One would think that you could try to reach a
fair Federal-State relationship without preserving every advantage
that a State has in every detail. That State tax rule is pretty compli-
cated. There might be other ways to give moniey to States than to
protect this very complex State tax.

Representative CON-ABLE. The whole area is pretty complicated
generally, is it not, and does require some study?

Mr. B3RAN Nxo. Yes, sir.
Representative CONABLE. I wvish we could get at it. The thing I

think wve have got to keep in mind is the necessity of freeing up capital
so that eve will have a more mobile capital. Our system depends on
that. And this is certainly one of the rules that lead people to make
foolish economic decisions for tax reasons. I agree with you completely
that this is something that ought to be addressed, and wve are probably
not going to be generating large amounts of money, but it will have
a (rood overall impact.

Let me ask the panel generally about social security. As has been
suggested by the other testimony social security is a compromise. I
personally think wve are headed for some trouble on this, because we
seem to be giving benefits across the board without considering their
impact fiscally, their impact on the actuarial soundness of the system,
or their impact oln the economy as a whole. Certainly there are manll
people who think of social security as a kind of a welfare system
financed only from payroll taxes, when, if it were a welfare system.
it obviously ought to be supported by the general taxpayer, and not
oln the basis of a comparatively regressive tax.

I would like you to know that a number of us on this committee have
asked the chairman to hold hearings on social security, as a result of
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the remarkable action of the Congress last month in putting a 20 per-
cent benefit increase without any responsible committee of the Con-
gress considering it at all. It is obvious that we are going to have to
decide what the philosophy of our social security system in the future
is going to be.

Now, is there some general feeling in the panel that if social security
benefits continue to rise as they have-and in recent history we have
had dramatic raises in social security benefits-that they should be
taxed so as to recover some of the proceeds to the Government? This
is a sensitive political problem. It has the potential of eliminating the
old age retirement credit, which is a terribly complicating factor on
the tax return, intended to balance tax per social security which every-
one doesn't receive. Is there some sentiment generally that we should
make them subject to income tax if the benefits continue to rise, and
thus become a major factor in the economic income of elderly people,
some of whom may have additional sources of income of some dimen-
sion?

How about it, Mr. Harriss?
Mr. HARRISS. Yes; I would think so. The portion which is in excess

of the earnings on which the employee has paid tax during his work-
ing years, it seems to me, ought to be included in income for comput-
ing personal income tax.

Representative CONABLE. And the others feel that way also, do thev?
Mr. Orr. Yes: I think generally our feeling is that conceptually

it should be taxed like any other form of retirement income-to the
extent that it exceeds capital contributed.

Representative CONABLE. You have listened to a lot of discussions of
this over in the Ways and Means Committee. Are you aware of any-
thing more than political problems in taxing social security. It is a
very sensitive issue, obviously. I am foolislh politically even to ask
about it. I do not favor it but I suspect some of those pushing for
increased benefits do.

Mr. BR ANNX ONT. In about 1966 the administration came up with a
proposal that would substitute a fairly generous aged deduction for
the exemption of social security, and for the retirement income credit.
The thing was structured so that up to the extent of the then maxi-
mum social security, people would not lose any exemption unless their
income got up over $12,000, and then some of this generous exemption
wras phased out. I think some of the difficulty was simply with lack
of understanding, that a lot of mail started comina in alonig the lines,
you mean you are going to tax my social security? People didn't realize
that for most of the aged the situation would be considerably better.

Since then the maximum social security has gone up quite a bit. And
it wvill certainly go up in the future as wages fo up.

It would be worthwhile to make some change in this area. It is, I
think, an important change. And it does require that somehow we get
across the message to the public that what we are talking about is the
total tax benefit to the aged, not just somehow wrecking the social
security system.

Could I go back briefly to sonething you said earlier. when you
commented about social security, and relate this to what Professor
Ott said, that it is the case that our social security system is partlv a
welfare system and partly an insurance system.
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To see that a little more clearly you might think of the minimum
benefit, plus the fact that in our social security law we have what is
called a bend formula for computing benefits. The ratio of the pri-
mary benefit to the average wvage is higher for something like the first
hundred dollars of average monthly wNage, and lower thereafter. Now,
to the extent of these two things, the minimum benefit, and the bend
formula, it is quite conspicuous that social security is generating a
benefit for the poor aged person in excess of what he paid for. In effect
the minimum benefit said, if you haven't paid for at least this much,
we will give it to you. And the bend formula. says, we will give you
more than you paid for on these basic wages. Now, I think that is a
good idea. Poor old people are hard put to make ends meet. But in
effect the system says that this generosity to poor old people will be
financed only by middle income workers. A simple way to achieve the
sort of thing, the point we are getting at, would be to separate out these
extra benefits, such as the additional cost of the mininmum, and this
bend formula, and say that this much ought to be paid for by the whole
society, not just by the first $10,000 of wages. It is just a distribution
for poor people, and it would make sense to impose the burden on all
i1come.

Representative CONABLE. I wish to point out that people who are
gretting small social security payments aren't necessarily poor people.

Mr. BRANTNON. I agree.
Representative CONTABLE. That is, the minimum benefits, in some

cases, a wealthy person, because that person has had scant relation
to the employment situation.

Representative REUSS. Mrs. Griffiths.
Representative GraluviTJIs. Fifty-two percent of those getting the

mninimum are getting a Federal pension or a municipal or some other
types of pension.

I would like to speak first with the Otts on the demnogrant. He
realizes that there will be a few problems with the tax structure. It
isn't half the problem that we have today. Today I am going to put
in the record a situation of a couple in Georgia drawing $1.S00 in
social security. Because they are drawing $1,800 they are entitled to
$300 from old age assistance. Since they are entitled to old age as-
sistance they are entitled to a Medicaid card. Because they are entitled
to a medicaid card, Georgia will pay $5.60 a month to cover them
under part B medicaid. Because they, are entitled to old age assistance
they are also entitled to $174 annually in commodities.

Now, look at what the social security 20 percent increase does to
them. They will now be drawing $2,160 They lose the old age assist-
ance of $300. They lose the $5.60 a month coverage on part B. They
lose the medicaid, .which could amount to $60 a. month. And they lose
the $174 of commodities. If some way could be figured out to give
them, not $360,. but just enough so that they have $2,099, so they can
draw $1 of welfare, they would be entitled to all these other paymehts.

Now, that is what I call a really complicated system. You have to
amend evere thing to correct it. So that to amend the tax law would be
comparatively simple. Arnd then you could also put in a lot of other
little luscious things that people.like in.the tax law 'When you amend
it. which is what we really do. So that it isn't really' any more comn-
plicated, do you think, than amending those other .things?
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i.fr'. r'1r. aladain Congressw'oIman, I would say that the pioposal
such as those we have been seeing could result in great simplicity, I
think; that is their great virtue.

RePresentative ZRIFFIT14S. It is practically the simplest way.
MIr. orr. I agree. it is the simplest way. And my only point is, the

numbers that people have been talking about. assumning that we can
do al n these tings in loophiole closing that we have been talking about
doino-and I just want to express the appropriate skepticism about
-,whether You can do it using those numbers, whether it is realistic to
do. I agree wvith your point. I think that implicitly we can try to make
t llh point another way. WXe should not just look at vhat the tax system
is doina to the distribution of the income, -we should look, as you just
pointed out. at what all our other Federal expenditure programs are
doing* to tile distribution of income. And the way we structure so many
of tilem, as von point out. they are horribly tied together.

Representative GR1:i rvrris. Ridiculous.
Mr. Ovr. So that a dollar of increased benefits call meau a thousand

dollar reduction.
Representative G(ilurr is. Sure. Just $1 of welfare can mean a thou-

sand dollars. or the lack of $1 and vou lose a thousand dollars. It seems
to me that the negative income tax would operate just-it might have
some real inecuities in it too.

For instance, during the last tax reform one of the persons that
bothered IlC uiuch that lie used over and over was Mrs. )odgre inI)etroit. wN-ho was getting, some $2 million, it now appeals, tax free
each year. She would h)ave been entitled to anvytliug you wvere going
to pav out tunder a negative income, so you might as well pass it out
to evervbodv in the first place, because it avould have created such
ineqiiities. And this would have been true of a lot of people wvho are
beating the income tax. All of that 12i1 would be entitled to get some-
tlhi ',g from the negative inconie tax. If y ou arc goin'T to do it that
AVyI.N you Iigihlt as vell gXive it to e-ery'bodv anmid mtake it as fair as
Possible to start w ith.

1 wvouild likve to askT you, wviat, if vou recall. does income tax bring
to thle 'Treasury eaci y ear, rr. 1 ainion?

Mir. BIRANNON. .Just %vorkino' from nieniorv. I think the nlumber. is
about. $6 or $7 biliOn.

ReprezCntativC GRi Ivrriis. It is surprising- to me that most of these
r efonems hav\e never been willing to mnion that.

Mr. PRANNON. A; ell, one wvav to think about thargt $6 or $7 billion
is that in tIhe upper brackets most income is on joint returns. So that
in a practical sense whelen -on say, eliminate income splitting. you are
savingto that you want a higher surtax schedule to apply to most tax-
pmiyels So effectively, it is a considerable rate increase. You could
thin! of g-etting to somewhat the same result by just outright increas-
ing the rates and providing more relief for single taxpayers.

Represelntative GRIF]nrrirs. But the last time thle Keris conimittee-andl I wasn't present-what they r'eally did when they tried to provide
relief for single income taxpayers wvere couples, both of whom were
wvorking. And I am not for that either. A~Viat wve are saying is that
the tax lawvs and welfare laws of this countrv are such that it is betteri Von are single. You may be livino' together. but doift get maritied.y(Iat is really what we are savinig to eveiarbode.
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Mi. IlrNNON. And tiiottlier pa it ofl that pioblemji is the ditlieultv of
coiiiiiinity p)l0pCeItV, a111( j ust what, we canl do in tIhose colilllility
Prop)ertV States.

lzel:bCStetfiltti\ie G'uIFi.'IrIiHS. I don't thiik the Federal Govermlient,
bas ever had Itty itr ny ubCleoveriiling the State I aw.

Ml'. BR.\XNNX. 'liere, are court decisionis thlat go the other way in
I iiis.

Representative GnrFMI'l:ls. Maybe vonl could get a strong~er court
sometimes.

I would like to ask you. 'Ar. IHarriss, a question to which we haven't
addressed unitihl attenitioni. Yesterday we had a lot of discussiomi on
the umiber of corporations in this counitrv who macle very good returns
and paid nothing. Now. part of the worry, I think, of everybody is that
those corporation-s go abroad, and they sell the goods that thley make
back here. but thiey don't pay taxes to a.ny extent 0o those sales abroad,
for all practical purposes. at least. The only thitlu that bothers me
,aou;t0 that is: If you don't let thlem go abroad, 1America is goiiuZ to be
out of business, it seems to me.

What do yoa think we could do to make a more equitable situation?
Mr. HARISS. I am not sure about the most appropriate taxation of

international business. Ilowever, it seems to mie that American busi-
nlesCse operating in the world are going to have to compete wvith com-
panies operating(4 under widely different conditionis. The tax credit. I
have always felt. is a reasonably effective way of aclhievinl competitive
equality so far as taxes are concerned abroad. When the income comes
back to this country, let the beneficiaries of the income pay tax oni it as
individuals. I do not see why there should be another corpolrate income
tax on income which is somewhere taxed up to our 48-percent rate. or
whatever the rate is. If the tax eredit creates an incentive ,which is
undesirable for capital to move out of this country abroad-and I do
nlot see how it would-then mavbe the solution is a, lower tax rate in
this country. But I recognize tfiat that is an unrealistic response at
the moment.

I wish I had a clearer answer to what is an important question. I
have not studied it. Mirs. Musgrave w-ill testify tomorrow. She has
studied this problem. To me it seems that the tax credit system, so far
as this problem is concerned, vields a better result than an;v alte'rnative
I can see.

Representative GRIFFITH is. Do you support her theory of just letting
the tax tIhey pay be treated as a busilness expense and deduct it or not?

Mlr. FIAR-USS. NO; I think the credit is better. The analogy wvith State
taxes in this country is not appropriate. The State tax is a deduction.
But for international business the conditions are different.

Representative GRIFFIT1:1S. I think that there is going to be increasing
concern about this problem, and increasing pressure. But I don't see
hlow- -e can run in America under our situation and compete against
foreign-made goods where the government pays for all the propeIty
anid you operate at one-tenth the labor cost or one-thtird the labor cost,
and the groverniment pays for the housing, and so forth and so oln. So I
think we have to do something to help our own, or we are going to be
out of business.

Mr. HFIAmrss. This is a sugtrestion that deserves the best of thought
that we can give it. And I can only suggest that the tax laws should
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not make things worse so far as the competitiveness of American busi-
ness is concerned. There is a great deal in comparative advantage.

Representative GRiFFITI-Is. Thank you very much.
Thank you, Mr. Reuss.
Representative REUss. Yesterday, Congressman Vanik testified be-

fore the committee to the effect that many very profitable corporations
have been paying either no corporate income tax or paying at very
low rates. For example, he testified that about 20 percent of the top 100
corporations, from the standpoint of profits, either pay no taxes or pay
less than 10 percent. Let me ask a number of questions addressed to
any member of the panel who cares to answer them.

1. Do these surprisingly low effective tax r ates for large corporations
surprise you?

92. How do you account for the large variance in the effective rates
paid? For example, a number of capital-intensive firms like General
Motors have quite high tax rates. Other capital intensive firms like
U.S. Steel, which likewise gets the benefit of the investment credit,
pay at a much lower rate. Why this large variation?

3. There seems to be a special variation in the effective rate paid by
banks. For example, the First National City Corp. and the Western
Bank Corp. consistently paid about 10 percent less in taxes than most
other large banks. Why is this so?

Can anybody offer us any enlightenment on this surprising
rev elation?

Mr. BrANNON-. You should keep in mind the point that Congress-
man Vanik made yesterday in presenting these figures. They are based
on what he referred to as the 10-carat reports to the Securities and
E xohange Comnmission. It is essentially the public statement that cor-
porations make on their experience.

Now, these statements do not have to follow tax accounting. A very
common difference is that corporations in their statements to stock-
hol]ders will report depreciation on the straitline basis, and frequently
with a longer life than they used for tax purpose. The Congress
knew about this when we were going through the ADR argument
last year, that is, many of the corporations, even prior to last
year, were telling the stockholders that the depreciation is not really
as much as we are being allowed on the Federal tax return, but the
Federal Government wants us to take more depreciation as an invest-
ment incentive, so that they take as much depreciation as we can on
the tax return, and then for tax purposes they may show up with a
zero Income.

On this 10-carat report, which Congressman Vanik said specifically
tended to overstate income in many cases, and make things look good
for the stock price, the lower depreciation is reported, and you get a
profit. And then you get the contrast of a profit for book purposes
and a deficit for tax purposes, or no tax.

There are some other essentially accounting difficulties because of
the way in which foreign and domestic taxes are reported. A company
could come out with zero profits on its domestic operations, have a posi-
tiv-e profit on its foreign operations and its overall operations. but on
the foreign operation, the foreign tax might be as high as the U.S. tax,
so its U.S. tax is wiped out by a tax credit, and it shows, then, in this
total report that they submit for SEC purposes that they had a positive
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profit. and no U.S. tax. That is an aspect of the foreign tax credit; we
say there will be no additional U.S. tax in the foreign tax on that in-
come is as high as the U.S. tax, and if there is no profit on the U.S.
business, the UT.S. tax, then, will be zero.

So that it is results of this sort, plus the situation of many companies
not {having profits in a particular year-even a large company can find
themselves going badly. It might be interesting, of the total corpo-
rations, about 40 percent or more come out with no tax, because essen-
tially they have no profits. Air. Vanik's figures were conspicuously
lower for large companies. But it is really very hard to know just
how to evaluate things.

Representative REuss. AIr. Harriss.
Mr. HARRISS. May I add just one or two comments.
First, as to the question of surprise, I -was a little surprised. But no

quantification would be realistic. Some businesses do use "two sets of
books"-if one wants to use that phrase-perhaps quite properly. I
am inclined to think that in some cases if there is a defect, it is the
overstatement "true" earnings for stockholder purposes, for financial
reporting. As I say ill my paper, in vleW of inflation, depreciation may
be substantially understated, probably for both purposes. Where busi-
nesses use straight line and historical costs for book purposes and
reporting, the misstatement of earnings can be serious.

Some of the differences reported by Representative Vanik would be
attributable to a difference in the amoiunts of municipal bond interest
and the 85-percent exclusion of dividends. The amount of loss carry-
overs would make a difference. In some cases, of course, depreciation
is a factor. Some of the differences are attributable to capital gains.

It is unfortunate that the kind of figures that were submitted to you
yesterday get the headlines. They do so without the caveats in the
footnotes. The implications that will be drawn, especially in a politi-
cal year, and in an antibusiness climate, are certainly unfortunate.
Perhaps something could be done to alter that situation.

Mr. OTr. AIr. Chairman, there is nothing I can add essentially to
the technical details that have been presented. I think they account
for most of the differences. I tend to think, though, that more than
anything these results are a reflection of the fact that because we have
a corporate income tax, we have to set up all sorts of arbitrary rules
to try to define what corporate income is for tax purposes. To follow
up the argument we tried to make in our paper, one of the greatest
steps in saving resources I think we could take is to tax that income
to people, which is where it ends up somehow anyway, rather than
to corporations, because then we get away from all these fictitious
definitions of depreciation expenses and other items in defining corpo-
rate income. And we get away from comparisons like this which are
very difficult to evaluate, because we don't know really, for each
corporation, except for tax purposes and stockholder reporting, what
the economic depreciation is. But I submit, if they weren't taxed, that
they would take depreciation that to them is economic depreciation,
and that the dividends paid to stockholders and the capital gains on
the corporate stock would be the true reflection in that case of what
corporate income really was; otherwise, -we never know really what
it is.
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Representative REUSS. Well, it presents an interesting problem for
the public relations departments of those corporations. From some
of the testimony here, -what they are going to have to say to the world is,
';Look, we reallv haven't been evaching our income tax. wve have been
just, kidding our stockholders,'' and it Would be hard to say that in anI
edifying manner. But I will bet they can do( it.

Mr. Conable.
Representative CONABLE. Thank you.
I think this whole discussion points up wvhv tax reform is such a

lovely political issue. It means different things to different people.
One of the great problems we have is that we are dealing with two
-oals for our tax system when we, talk about tax reform. One is
greater equity. The other is greater credibility. Here in Congress
we are forced to deal with this issue in terms of symbols to a certain
extent. And so the corporation that dloesiit pay any income tax becomes
a symbol whether or not it should-from an equitable standpoint there
may be a very good explanation, but from a credibility standpoint, the
explanation is irrelevant if the bulk of the American people feel that
the svstem is not fair.

No6w, this raises the question! in dealing w-ith tax reform. whlethier
we shouldnnt put increasinlg emphasis on simplicity. with the economy,
we ha-ve got nowadays, and the historical gzrowth of the Internal Reve-
nue Code, our system is inevitably a terribly complicated tllinlg. And I
heard one figure the other day that somethingi like $500 million was
paid last year for the preparation of tax returns. That is a hidden
tax of some dimension. It reflects, I think, on the credibility of the
svstem to have it so complicated.

So inl Your view- as experts, where can we simplify most easily
without dlaniaging equity? And thus how can we improve the credi-
bilitv of the system without creating problems of equity ? Would youir
answver be doing away with the long-term capital gains rate? Roughly
90 percent of the whork done by layvvers and tax accountants is to try
to convert ordinary income into long7-termn capital gains. W~ould it lie

the eliminimation of the corporate income tax and the kind of sub-
chapter "S" covering all corporations so that people who own stock
would pay a tax on the earnings of the corporation regardless of
whether or not they were plowed back into the business? *Whiclh
sorts of things do vou think wvould make the most sense dealing with
a tax system that has to be equitable in a political climate? W -ould all
of You address that question?

Mr. BRAN-NON. The simplicity is certainly one of the most difficuflt
goals to talk about in tax policy. If I could go back to the notion that
I tried to express in this statement today, if you think of the special
tax provisions as equivalent to expenditure programs, I thing an im-
plication is that they are not going to be simple. That is, if you wvant to
use the tax simply to encourage mining, you are going to have to hsa-ve
a lot of rules dealing +vitli what is eligible for this encouragemenrt,
and you would find that you would have similar complications if you
introduced any other program to encourage milling, as to how to
distinguish what is mining and what is not mining. If you want to use
the tax system to encourage charitable contributions, you are going
to have to have complex rules as to what is encouraged, and you will
have those same rules whether you have an expenditure program to
encourage charities or a tax program.
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To some extent what we speak of as a complication ill the tax law

is the normal kind of admillistinative overlhead whichl is associated with

acihievinrg a noinrevenue objective. If you are willing to give up non-

revenlue objectiive, if we were -willing to say that we -will tax n1inm7

income the same way is we tax anly other income, a lot of these

problems disappear.
Representati\ve CONABLE. That is a lovely thought, sir. But. if I nmay

interrlupt, the very peopleC most strongly advocating tax reform are

daily presenting a proliferation of tax credit and tax preference

bills for purposes which they deem to be laudable, and therefore to be

tax preferences rather than loopholes.

,Mr. BRANNTONT. So that is going to make the systemll more complex.

But as I say. it is a difficult tradeoff between these other objectives and

simpllificatioll. And it does seem, if one looks at the history of tax de-

bates, that people talk a lot about simplicity in the tax laws, but they

don't really believe it, they would rather do these other things. I re-

arcet that this is the way we feel about it.

Representative CONAB1LE. Your answer. then, is to throw up you.

hands?
MIr. BlnAN-ox-. You keep struggling. To the extent that you can cut

out some of these nonirevenue objectives, you can improve, but it is

going to be a very tough job.
Mir. HARRISS. SO far as the personal income tax is concerned, the ini-

crease in the standard deduction moves a rreat deal in this direction

for large numbers of taxpayers. Some probably do have to calculate

using both the alternatives. Nevertheless, for masses of taxpayers, the

standard deduction, which sacrifices some equity, does provide the

alternative of simplicity. Beyond that. let us widen the tax brackets-

with the objective of reducing the big differences in tax rates, so that

so much does not hangr on taxes. Perhaps the most feasible wav to re-

dutice big differences in applicable tax rates would be to widen the tax

br ackets. Merely to undo the effects of inflation in narrowing the pur-

clhasing power of brackets would accomplish a great deal.

As far as the corporations are concerned, once having gotten a, wide

range of special provisions, to repeal them or to remove them would

be extremely difficult. The reduction of the rates would make, it pos-

sible to achieve a lot of things, and ideally get rid of a lot of the cor-

poratioli tax. But this is not a realistic alternative today. Wlhen you

come to the estate and gift tax, this is a whole morass of complexities

that. need to be studied.
And we have gotten rid of a lot of another kind of complexity in the

excise tax system.
Wie just cannot expect to undo the effects of a full generation of ris-

in g, tax rates, of rising burdens, and of attempts for various reasons to

create special situations.
Representative CONABLE. One problem, though, is that as this system

becomes more and more complicated, that in itself has an impact on

the credibility of the system?
'Ar. HARRISS. Yes: it certainly does.

And may I add one point. Representative Vanik was suggestinlg that

the difference between large and small corporations is their ability to

take advantage of special provisions. This is probably true. The costs

of taking advantage of these "opportunities" probably work to the dis-
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advantage of relatively small enterprises-in some cases, but perhaps
not all.

Representative CONABLE. Mr. Ott.
Mr. OTT. I think we have made a major point. I think we can see asa major hope for simplification the whole corporate income tax area.And what I would suggest is that as a separate tax it be eliminated,that the tax revenue raised thereby be raised through the individualincome tax. where it is raised anyway-we just don't see where it iscoining from, that is the problem. And if you stop and think aboutthe implications of their-
Representative CONABLE. *What you are saying there is that younever really tax a corporation, all you do is increase its cost of doingbusiness, and therefore the ones who deal with corporations are theones wV1ho ultimately pay the taxes corporations pay.
Mr. Orr. I think there has been a great dispute in the professionabout who pays the corporation income tax. And one of the greatarguments against it is, we have had a dispute over who is paying it.I hate to have a tax where we can't determine where the burdens lie.And that is one of my great objections to it. So what I am suggestingis that if vou did not have a corporate income tax, if you did not haveall the complicated administrative paraphernalia and apparatus thatHo with it to try to determine what corporate income tax is, and youdidn't have thousands of accountants and tax lawyers trying to gothrough this operation, and if you taxed corporate income as it ac-crued to people in the form of dividends and accrued gains on theirc orporate stock, which is an accurate indication of what the corporateincome is, vou would,' at least in the case of publicly traded corpora-tions, greatly simplify the tax system.
Now, there is a problem-in other words, what I am saying is, youmentioned subchapter S as a possible alternative. And I have hadproblems with that, because I think you essentially don't achieve agreat deal there, because you still face the problem of defining whatis the income of the subchapter S corporation, even though the incomeis taxed to the stockholders, you still have to define what it is. And aslong as you have got that problem, you are going to have the problemof a massive complication of the tax system, and massive resourcesbeing devoted to trying to define it in such a way to get the best dealfor the corporation.

So I am saying, the simple thing to do is simply eliminate that asa separate tax, and tax that income, tax corporate income when itappears in the accounts of individuals, as they receive it, dividendswhen thev receive dividends they have received corporate income, andrlwhen their corporate stock rises in value, whether they realize it ornot, they are implicit]y receiving corporate income.
So I see that as a, very simple way of taxing corporate income.
Representative CONABLE. That certainly would have, however, anadverse effect on the accumulation of capit.al, wouldn't it?Mr. Orr. I can't see whv. I think the effect would be the opposite,as far the allocation of resources. If you think of corporate income

as now being taxed more heavily than income from other sources, re-moving the corporate tax will, to the extent that you get a reallocationof capital in the economy in the. corporate and noncorporate sectors,improve the allocation of resources. That is the whole point.
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If I may repeat a point we have made in the paper, it is just as bad
on equity grounds, it seems to me, to have a tax which taxes one kind
of income more heavily-it is just as bad to do that as it is to give
p)efereflce to a form of income, if you are talking about equity be-
tween people. So why should a person with income from corporate
capiital pay a higher tax than other persons with the same income
f rom noncapital sources? So there is an equity argument as well as
a very major resource allocation argument for elimination of the
corporate income. A-nd I can see that as providing a major simplifi-
cation.

I wvill have to agree with the other gentlemen who have spoken that
as far as the individual income tax is concerned, I think you raise the

question of equity versus simplification. If you go down it provision
by provision, you do run into many cases in which the two are com-
patible. I thilk equity and simplification are compatible in the area
of State and local bond interest, for example. I think in other areas,
however, trying to be equitable means less simplification rather than
more. And it is not a problem that is easy when one gets to the in-
dividual income taxes. Hpwever. I repeat, I think there are a number
of provisions where we can accomplish the same thing in a simpler
wvayl-.

Representative CONTABLE. Obviously, we have not historically put in
the code complications, exemptions, and exceptions for the purpose

of being less equitable.
Mr. HARRISS. MAay I add a point?
The more that I think about the problems of depreciation, the more

I realize that this country is going to be around a long time, then 1
year as against another may not make so much difference as used to
seem important. The tax-free loan to business from accelerated depre-
ciation has validity. Greater freedom as regards depreciation would
simplify. In talking the other day with the tax man of a big corpora-
tion, I learned that they are hoping soon to get final actions on return
of the early 1960's. What has held them up? Depreciation, controversy
over depreciation. In the long -run might it not be better to make even
less attempt to allocate depreciation to 1 year as against another for
tax purposes. Let businesses choose. And perhaps require them to use
the same for purposes of reporting income to shareholders. It may
very well be desirable to give up attempts to put so much on the de-
cisions for 1 year as against another in capital consumption allowances.

Representative CONABLE. I have one last question of the Otts.
Mr. Ott. you said that municipal bonds were considered by many

people to be marginal investments, and therefore that they tended to
carrv a greater burden of the cyclical pattern of tight money than
other investments. I am just a little skeptical about that. I think many
people consider municipal bonds preferred investments-not just Mrs.
Griffiths' friend, Mrs. Dodge-but many other people also consider
municipal bonds to be a very desirable type of investment, because
of Our increasing tax orientation. Have you made studies that indicate
that it is the least desired type of long-term fixed return investment?

Mr. Orr. Congressman, I am sorry, I think I garbled that point in
trying to get it out. It related to banks. That is. the commercial banks
are a large factor in the State and local bond market. For many banks
the conventional wisdom is-and I am not sure that this has really been
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studied carefully, but this is the conventional wvisdlom on the subject-
that they use State and local bonds as manrinal investments. First
they take care of their prime loan customers. the business firms. And
wlen molley gets tighlt they cut off their lending, in the State and local
bondc market, in order to m'aintain their goood relations with t heir primne
borrowers. So it is marginal from the point of view of the most im-
portant sector invcstino in State and local American bonds. columer-
cial banks.

Representative CONABLE. You will be interested to know that when
we were working with this in the Tax Reform Act of 1969, wve wvanted
to impose in the Ways and Means Conmnittee a minimum tax. And
while we -were considering this, as I recall, the bottom fell out of thfe
muncipal bond market, because businessinen, bankers in particular.
can live w'ith almost any1 ruling you can nmkae as long as it is a fairly
reasonable rule, but they wont move duiring times of uncertaintv, and
the result was, nobody was buying muinicipal 'bonds then. I guess a lot
of these bonds lost value, and they sold them at reduced prices, and set
off their losses against their gains, reducing their income.

And the tax revenues from bank incomie taxes went dowvni sulbstan-
tially during that particular yvear as a result of our havinlg considered
imposing a minimnumn tax on municipal bonds.

It is an interesting sidelight on the discussion of the tax reforms.
MNr. OTT. May I say one other thing?
As a sideligrht to Congresswoman Griffiths' example-and now agailn

wve are referring to poor old Mrs. Dodge-my understanding is thaet
last year she passed a)way. I have been attempting to find a substitute.
But I want to point out that we are going to find us another Mrs. Dodge
for the purposes of illustration.

Representative CONABLE. She is one of the symbols we deal with
here.

I[r. OTT. Yes: we lost a symbol.
Mr.. BmAN-NON. Could I make a comment?
On the experience in 1969, I think a great deal of that uncertainty

was that the proposed minimum tax business would have gone to out-
standing bonds. It is essentially a transition pro'blem. If you really
wanted to change the treatment of exempt interest in a meaningful
way and appliedl new rules to future issues, that kind of great uncer-
tainitv that we ran into would not arise.

And if I could, I would like to call the committee's attention to an
excellent addition to this argument in the Ott paper on the tax subsidy
volume. In analyzing the allocation effects of this exempt interest. they
show that it does tend to distort 'State and local decisions to have a rule
that their interest costs get a special benefit, that their other costs do
not get. If you think of a school svstem going through a careful piece
of cost-benefit analysis as to wha-t is the best wav to improve tlmis
school, to add some new- rooms, or to get better teachers, they could
comc out to a, point where these alternatives were really quite coin-
parable in real payoff. But it turns out that the Federal Governm-nenlt
reduces the cost of adding the rooms through exempt interest. But it
doesuft do this on other kinds of current outlays you rmalkle. So that
basically there is a lot of distortion arising from this interest on which
the Otts have given the coimmittee some useful analysis.
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RepCresentative REUSS. YoU members of the panel have been most
lielpfifl, and we appreciate it. Thank you Mr. Brannon, Mr. Harriss,
and Mr. and Mrs. Ott.

irte will now stand recessed until 10 o'clock tomorrow morning in this
room .

(AWlereupon, at 12 :00 p.m.. the committee was recessed until 10 a.m.,
Friday, July 21, 1972.)



TAX SUBSIDIES AND TAX REFORM
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CONGRESS OF THE UNITED STATES,
JOINT ECONOMIC COIEMMITTEE,

Washington, D.C.
The committee met, pursuant to recess, at 10:10 a.m., in room 1.202.

New Senate Office Building, Hon. Henry S. Reuss (member of the
committee) presiding.

Present: Representatives Reuss, Conable, and Brown.
Also present: John R. Stark, executive director; Loughlin F. Mc-

Hugh, senior economist; John R. Karlik and Courtenay MI. Slater,
economists; Lucy A. Falcone and Jerry J. Jasinowski, research econ-
omists; Walter B. Laessig, minority counsel; and Leslie J. Bander,
minority economist.

OPENING STATEMENT OF REPRESENTATIVE REUSS

Representative REUSS. Good morning.
The Joint Economic Committee will be in order for a continuation

of its hearings on tax reform.
Our first witness is an old friend, Mr. Edwin S. Cohen, Under Sec-

retary of the Treasury. He is a lawyer and teacher as well, and has
been a member of the council of the Advisory Group on Corporate
Taxes of the House Ways and Means Committee, and has taken part
in numerous studies of taxation.

Mr. Cohen will appear alone. And following him ther e will be a panel
consisting of three. Prof. Edward Erickson of North Carolina Uni-
versity was a consultant on the Capitol Task Force on Oil Imports, U.S.
Treasury, of the Office of Economic Opportunity. Another panel mem-
ber will be Prof. Wassily W. Leontief of Harvard, a former president
of the American Economic Association, and father of the input-output
concept, and one of the country's leading economists.

And Mrs. Peggy Musgrave, who is professor of economics of North-
eastern University, and an expert on public finance and national
economics, and is the author of "U.S. Taxation and Foreign Invest-
ment Income."

Secretary Cohen, we are delighted to have you with us. You have a
comprehensive prepared statement with appendixes which under the
rule and without objection will be received in full. And we would like
to have you now proceed-in yout own way without any particular time
limit-.limit. . .

.. . *. . . (1 . . .
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STATEMENT OF HON. EfDWIN S. COHEN, UNDER SECRETARY OF
THE TREASURY

Mil. COHEN. Thank youl, Air. Chairman. I am very pleased to have
the opportunity to appear before you today to participate in your
consideration of the Federal tax structure.

The President has stated that he vill submit to the Congress for
action next year recommendations for further tax reform. Chairman
Mills of the Committee on WYavs and Means and Chairman. Long of
the Committee on Finance, as well as numerous members of both com-
mittees, have also stated that further tax reform legislation will be
taken up next year. The Treasury is conducting a thorough review of
the tax law in preparation for this legislation.

The Tax Reform Act of 1969, on which the admininistration and the
Congress collaborated throughout almost the entire year 1969, was a
landmark in the long history of tax legislation. Together with the
Rteveniue Act of 1971. it represented a major achievement in improv-
in( the equity and efficiency of the tax structure.

The President's recommendation for the low-income allowance
adopted by the Congress in 1969 and updated in 1971, has removed
from the Federal income tax rolls substantially all citizens whose in-
comes are below the poverty level. For single persons, the minimum
income level at whvich the tax applies has been raised from $900 in
1969 to $2,050 in 1972. For a family of four, it has been raised from
$3,000 in 1969 to $4,300 in 1972). These chances mark a major advance
in the equity of the income tax structure.

At the other end of the income scale, much has been said in the heat
of a political campaign year to indicate that the rich somehowv manage
to avoid paying income taxes. In the face of political rhetoric, it is
illlportant, that we keep a proper perspective and consider the need for
furtlher reform of the tax structure with a calmn and deliberate
aI.ppraisal.

It is true that a small number of taxpavers with hio li "adjusted
grross income-e showed no net 'taxable income" on their tax returns for
1970. But if Eve look at the data as a whole it is clear that persons with
high adjusted gross incomes are paying heavy Federal income taxes.
The preliminary statistics of income for 1970-and our final statistics
will be available in a few weeks-are shown in table 1 of my prepared
statement.

I shall not try to read the table, Mr. Chairman. but you wvill notice
two of the five lines that I have commented on. When three persons out
of a group of 624 with adjusted gross income above $1 million pay no
tax, it is pertinent to inquire why this might occur. But in making the
inquiry, one; should not lose sight of the fact that 621 of this group
paid an average tax of about $985 000, for a total of $612 million. This
represented an effective tax of 46.4 percent of their adjusted gross
income and 65.3 percent of their net taxable income.

Similarly, for the 15,323 with adjusted gross incomes above $200,000,
the data shows 112 persons paying no tax, but it shows that 15,211
persons paid an average tax of $177,161, for a total of $2.7 billion. This
represented an effective tax of 44.1 percent of their adjusted gross
income and 59.5 percent of their taxable income.

We should be slow to condemn a Federal income tax system that pro-
duces by voluntary assessment these huge amounts of tax on high ad-
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justed gross income groups merely because a fraction of 1 percent of

the cases report no tax due.
I might add, Mr. Chairman, that late yesterday afternoon I saw

some of the first runs from the computer model of the 1970 tax re-

turns, -which is just becoming operational. This involves the minimnum

tax. which some persons have said has been largely ineffective but

which appears to have been quite effective in some cases. The computer

run reflected the case of one individual who paid no regular income

tax but a minimum tax of over $600,000. At least for that individual

the minimum tax enacted in 1969 had a substantial impact.

It is important also to note that the information as to taxable and

nontaxable persons is preliminary data taken from returns as filed and

prior to audit by the Internal Revenue Service. A review of many of

the returns indicates that on audit taxes may be found to be clue.

The Treasury Department and the Joint Committee on Internal

Revenue Taxation have reviewed the returns showing no tax filed by

the 112 persons with adjusted gross incomes above $200,000, and I

am attaching to my prepared statement letters that I have -written to

Congressman Conable and to von, Congressman Reuss. concerning our

analysis of the returns, together with a brief discussion of them in a

speech that I gave on April 29, 1972.
I shall not lead the comments about these. cases that I have in my

prepared statement, in the interest of time. But as I pointed out in mly

letter to you that is attached as an appendix to my prepared statement,

it will be seen that-

Some of these individuals paid high income taxes abroad, which are credited

against U.S. tax to avoid double taxation
Some of them paid very high U. S. taxes for 1969 anid paid their State incone

taxes in 1970 on their high 1969 income. On the cahsl basis of accounlil'l;: Used hy

most individuals. the high 1969 State income taxes paid in 1970 exceeded their

1970 incomes and eliminated their 1970 Federal tax liability. This is imerely a

result of the cash basis of accounting and is not a reeuirriulg circnuiistanice: and

Many of them had high deductions for interest paid. There are indications that

some of these may owe minimum tax for 1970 on audit of the returns. Moreover.

the 1969 act will have the effect, starting January 1. 1972, of disalloving interest

deductions that substantially exceed investment income. To the ex:tent that the

interest paid offsets investment income, we should consider revising the definition

of i adjusted gross income" to require that the interest be deducted in conmplotimlg

adjusted gross income rather than being treated as a personal deduction.

And I make a similar point with respect to certain miscel-

laneous deductions clainmed as business bad debts. business litigation

payments ; and the expenses of derivilln, income.
I think 'we may find that we need to revise the definition of ad-

justed gross income to take those amnounts into account ill the

determination of adjusted, gross income.
In table 2 of my prepared statement are shown the results of the

changes that have been made since Januarv 1969 in the tax laws and

regulations. As the table shows, the incolme tax burden has been re-

duced in the zero to $3,000 income class by S2 percent. and has been

reduced in gradually decreasing percentages in each higher income

class to the $50,000 to $100,000 level. But in the income level above

$100,000 the liability has been raised 7.4 percent.

It has sometimes been charged that the tax laws and regulations

since the beginning of 1969 have favored corporations as against in-

dividuals. This is not so, in our judgment. I set forth here the date



with respect to the four calendar years 1906972, the current calendaryear 1972, and an estimate of the 12 -year span from 1969 through1980. I think it is fair to infer from this that the changes that havebeen made since the beginning of January 1969 have not preferredcorporations as against individuals. Substantially all the reductionshave gone to individuals. I thinkl we should bear those circumstancesin mind as we prepare for another thorough review of the incometax and entire Federal tax structure.
NKow, Mr. Chairman, the Joint Economic Committee published onJanuary 11, 1972, an extensive staff study entitled "The Economics ofFederal Subsidy Programs." Included in that study was an analysisof what was called tax subsidies. The data for this was taken )ri-marily from a letter dated May 11, 1971, from former Assistant Sec-retary 17Weidenbaum to Chairman Proxmire giving revenue cost esti-mates for the fiscal years ended June 30, 1970 and 1971. prepared by

the Treasury staff, of certain items in the tax structure selected by thestaff of the Joint Economic Committee. The letter appears as ap-pendix A of the committee staff study, at pages 205-206.
I am attaching hereto as appendix D to my prepared statement aschedule showing similar estimates for these same items for the cal-endar year 1971. which -would correspond to the fiscal year 1972. (Thefigures for fiscal years 1970 and 1971 in Mr. Weidenbaum's letter rep-resented estimates for calendar years 1969 and 1970.) There are alsoincluded estimates as to several additional items which the committeestaff included in the list that appears in the committee staff study atpage 31.
In addition, as you requested, I am attaching as appendix E to myp repared statement our preliminary figures as to the breakdown ofthese estimates to indicate their effect on individual tax liabilities byadjusted gross income categories.
I should say as a word of caution that with respect to a number ofitems in the list these estimates are difficult to prepare and involvesubstantial uncertainties because of lack of information concerningthem on tax returns.
In my prepared statement, Mr. Chairman. I illustrate this, and Ipoint out that eve are in the process of preparing, in consultation withthe staff of the Joint Committee on Internal Revenue Taxation, amore detailed report with respect to these matters, as was agreed inthe conference report under the Revenue Act of 1971. The report isto be made to the Joint Committee on Internal Revenue Taxation,the House Committee on Wavs and Means, and the Senate (ommit-tee on Finance,. and we shall be pleased to furnish the Joint EconomicCommittee with a copy of that report when it is completed.
As Air. Weidenbaum noted in his letter, "There is considerable con-ceptual controversy as to what is and what is not a tax subsidy." TheTreasury is pleased to furnish to the congressional committees esti-

mates as to the revenue effect of various aspects of the tax law onwhich the committees wish information. Yet the characterization ofparticular items as subsidies, the exclusion of other items from thelist, and the economic and net revenue and budgetary effects of chang-ing or repealing these items arc all matters on which there is exten-sive divisionlof opinion.
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In particular, while it is desirable that this information be avail-

able for public scrutiny and analysis, we should bear in mind its

shortcomings. I will not go through all of the difficulties outlined in

my prepared statement in detail, Mr. Chairman, but I will just enu-

merate them. If you want to, we, can discuss them later. Consider

the following:
First, the estimate for each item is made on the assumption that

it would be eliminated without any other changes in the law, if

-you assume that you are going to make more than one change. The

result of the several changes being made concurrently could provide

greater or less revenue effect from the sum of the changes calcu-

lated independently of each other.
Second, the estimates assume no change in tax rates, personal ex-

em ptions or the minimum standard deduction. If you made extensive

amounts of these changes, undoubtedly you would want to change tax

rates or personal exemptions or the minimum standard deduction.

Third, in the estimates, no offset is made for the cost of substitute

programs that would doubtless be enacted to replace some of the

tax provisions if they were terminated. I illustrate this point with

reference to State and local bond interest, and the provisions relating
to housing.

Fourth, the estimates have been prepared on the basis of the so-

called first level effects, without any offset for the "feedback" increases

in revenue that now flow from the increased investment and economic

activity that many of the present provisions generate.

Fifth, if these provisions were changed, there would probably be

effective date provisions which would make the revenue effect in many

instances small initially and build up over a period of time. I under-

stand that Professor Brannon made this point before the committee

yesterdav.
Sixth, the Federal tax law includes not only provisions that cause

a reduction in tax that arguably are "subsidies" but also other pro-

visions that increase the tax burden and affect its distribution, some

of which arguably are "penalties." These offsetting items should be

taken into account.
And I list several illustrations. For example:
The list includes the additional tax that would be due if capital

gains Avere treated as ordinary income. But there is a penalty involved

in existing lawv in the provision that net capital losses can be deducted

by individuals only against $1,000 of ordinary income annually and

no deduction for net capital losses can be taken by corporations. If

capital gains were to be treated as ordinary income, should capital

losses be treated as ordinary deductions and allowed in full against

ordinarv income? If so, since taxpayers might choose to realize their

capital losses and defer realization of their capital gain, there could

be an actual loss in revenue.
The income tax on corporations, estimated now at a level of some

$36 billion, is in reality borne by individuals, either by the share-

holders of the corporations or. by consumers of their products and

services. Economists and others differ as to the extent to which the

corporate tax burden is passed forward to consumers or backward

to shareholders. I am attaching as appendix F to my prepared state-
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menlt an estimate as to the distribution of the burden by income classes
based on five different assumptions as to the extent of the division
of the corporate tax burden between consumers and shareholders. If
the corporate tax is assunmed to be shifted forward. it is in essence
an excise tax on consumners and bears lheavilyv ol low- and middle-

income-level individuals; if it is assumed to be borne bv- slharellolders,
the estimates show that it increases substantiallv the income tax burden
on lupper incom1-e level individuals.

The estate and gift tax, as well as other Federal taxes. represent
additional burdens that are not taken into account in the attached
list. They have a sig nificant effect upon the distribution of the tax
bu rden .

The income tax rate structure itself can be said to involve a "lpen-
altv'' to one group or another depending upon their points of view:
for it affects differently single persons. married couples. heads of
households and surviving spouses, as -well as affecting differently low-
nilcome. mliddle-income. or high-income groups.

These are merely illustrations of difficulties involved in considerin-
the, effects of the provisions which the committee staft has selected
as "tax subsidies." Again let me say that I think it highly desirable
that these matters be publicly reviewed! and debated. but the review
anld the debate should take into account the many different problems

that in comnbination make solhtions so difficult to find. There are no
easy answers.

Each issue of tax policy is encased in a long history,. w.,ith plentiful
arguments on either side. Alalv of them are not inclu ded in the com-
mittee staff's list. All of them are deservinig of a, thoroufli review in
the Congress in 19 7_, as should be done periodically. The c mi-es inide
in 1969 and 1971 represented a major overlhaul of the tax system to
impro-e its equity and its efficiency. More remains to be donie. But in
the process of review, let uts not forget that, wvlatever its problems.
ou1r Federal income tax systeml h as been the most efficient revenue

device in the history of the world. As z-e constantly strive to impro-e
it. we must proceed with calm analysis and thoughtful judgplment of
the complex issues.

Tlhank you. 'Mr. Reuss.
(The prepared statement, wvitlh appendixes, of Mr'. Cohen followvs :)

PREPARED STATEMENT OF Hox. EDMix S. COHEN

Mr. Chairman and members of the committee: I am pleased to have the 0plopr-
tunity to appear before you to(la3 to participate in your consideratioii of thefederal lax structure.
The President has stated that he will submlait to the Congress for action next

y-ear recommendationis for further tax reform. (Chairiian -Mills of the Comimittee
on Ways and Means and Chairman Long of the Commniti tee on Finance. as vell as
numerous members of both committees. have also stated that further lax reform
legislation will be taken up next year. The Treasury is conducting a thorough
review of the tax law in preparation for this legislation.

rhe Tax Reform Act of 1969. on which the Administration and the Congresscollaborated throughout almost the entire year 1969, was a landlmiark in the long
history of tax legislation. Together wvith the Revenue Act of 1971. it represented
a major achievement in improving the equity and eflieieney of trhe tax struleture.

The President's recommendation for the Low Income Allowance. adopted bv theCongress in 1969 and updated in 1971. has removed from nthe federai income l-ax
rolls substantially all citizens whose incomes are below the poverty level. For
single persons the mifinnimm income level at wvhieh the tax applies has beell raise(l



153

front $900 in 1969 to $2,050 in 1972. For a family of four it has been raised from
$.000 in 1969 to $4,3.00 in 1972. These changes mark a major advance in the
e-lniity of I he income tax structure.

At the other end of the incomse seale. much has been said in the heat of a politi-
eal campaign year to indicate that: the rich somehow manage to avoid paying
incoisne taxes. In the face of political rhetoric, it is important that we keel) a
proper perspective and consider the need for further reforma of the tax structure
with a calnm and deliberate appraisal.

It is true that a small number of taxpayers with high adjusted gross incomec
shioved no net 'taxable income" on their tax returns for 1970. But if we look at
the data as a whole it is clear that persons with hith adjusted gross incomes
are paying heavy federal income taxes. The Preliminary Statistics of Ineoue for
1970 show the following:

TABLE 1

Total Number Number
number of showing showing Average

Adjusted gross income class returns no tax tan due tax paid

Over $1 ,000,000 -624 3 621 $984,862
Over $500,000 -2,393 22 2,371 483,089
Over $200,000 -15,323 112 15,211 177.161
Over $100,000 -- --------- --- 77,899 394 77, 505 73,678
Over $50,000 ---------------- 429,568 1,338 428, 230 28, 886

When three persons out of a group of 624 with adjusted gross income above
$1 .000.000 pay no tax, it is pertinent to inquire why this might occur. But in
Msaking the inquiry, one should not lose sight of the fact that 6021 of this group
paid an average tax of about $9S5.000. for a total of $612 million. This repre-
senlted aln effective tax of 46.4 percent of their adjusted gross ineolue and 65.3
peresent of their net taxable ineome.

Siamsilarly. for the. 15,323 with adjusted gross incomes above $200,000. the data
showvs 112 persons paying no tax, but it shows that 15,211 persons paid an average
tax of $177,161. for a total of $2.7 billion. This represented an effective tax of
44.1 percent of their adjusted gross income and 59.5 percent of their taxable
inocomoe.

AVe should lie slow to condemn a federal income tax system that produces by
volusutary assessment these huge amounts of tax on high adjusted gross income
groips N nerely beiause a fraetion of one percent of the cases report no tax due.

It is isnportant also to note that this is preliminary data taken from returns
as filed assd prior to audit by the Internal Revenue Service. A review of many
of the returns indicates that on audit taxes may be found to lie due.

Tahe Treasury Department and the Joint Commsittee on Internal Revenue Taxa-
tion have reviewed the returns showing no tax filed by the 112 persons with
adjusted gross incomes above $200,000, and I am attaching to my steaseast let-
ters that 1 have written to Congressmen Conal)le and Reuss conscerlninsg our
anmlysis of the returns, together with a brief discussion of them in a speech that
1 gasve on April 29, 1972 (Appendices A, B and C). Frons these analyses it will be
seen that-

Some of these paid high inscosse taxes abroad whsichl are credited against
U.S. tax to avoid double taxation.

Some of them paid very high 'U.S. taxes for 196(9 and paid their state
income taxes in 1970 on their high 1969. iscoasse. On the cash basis of
acotntiisg used by most individuals. the high 1969 state isnensne taxes paid
ils 1970 exceeded their 1.970 ineomsses and eliminated their 1970 federal tax
liability. This is merely a result of the cash basis of accounting and is not a
recurring circumstance.

AMany of them had high deductions for interest paid. There are indica-
tions that some of these may owe minimum tax for 1970 on audit of Vse
returns. Moreover, the 19 69 Act will hiave the effect. starting January 1.
1972, of disallowing interest deductions tthat substantially exceed invest-
miest ineome. To the extent that the interest paid offsets investmeent income,

I As explatned in my letters to Congressmen Conable and Resiss. attached as Appesadlees B
amnd C hereto, examination of the returns later showedl thsat there were 100 nontaxable
returns Involved that were governed by the Tax Reform Act of 1906.
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we should consider revising the definition of "adjusted gross income" to
require that the interest be deducted in computing adjusted gross income
rather than being treated as a personal deduction.

Some-of them had large miscellaneous deductions claimed as business bad
debts, business litigation payments, and expenses of deriving income, which-
if they are allowed on audit-again might better be classified as reducing
adjusted gross income rather than being treated as a personal deduction.
In other words, if these deductions are properly taken as expenses of
earning business or investment income and make the persons nontaxable,
those persons ought not really be classed as "high income" persons merely
because they have high gross income and incur high expenses in earning
that income, since the income tax is properly levied only on net income.

I do not intend by these observations about the nontaxable returns to indicate
that further reform is not in order. I mean only to stress that substantially all
those with high adjusted gross income are paying heavy amounts of taxes and
that the few nontaxable cases, while requiring analysis and review, should not
distract us from a proper appraisal of the overall system.

Indeed, we should be careful to note that the changes made since January 1,
1969 have produced a significant shift in the distribution of the federal income
tax on individuals. reducing the burden in the lower income levels and raising
it in the higher, as shown in the table below:

TABLE 2.-EFFECT ON INDIVIDUAL INCOME TAX LIABILITY OF TAX REFORM ACT OF 1969, ADR AND THE
REVENUE ACT OF 1971, FULL-YEAR EFFECT AT CALENDAR YEAR 1971 LEVELS OF INCOME

[Dollar amounts in millionsl

Change under 1972 law
from 1968 law

Tax under Tax under - _
Adjusted gross income class 1968 law ' 1972 law Amount Percent

0 to $3,000 -$1. 469 $265 -$1, 204 -82. 0
$3,000 to $5,000 -3, 488 1,995 -1,493 -42. 8
S5,000 to $7.000 --------------------. 543 4, 025 -1,518 -27. 4
$7,000 to $10,000 -12, 263 10, 112 -2,151 -17.5
S10,000 to 115,000 -22, 065 19, 202 -2,863 -13.0
$15,000 to S20,000 -15, 687 13, 891 -5,396 -9.1
$20,000 to $50,000 -19, 375 18, 377 -998 -5.2
$5008.0 to $100,000- 7, 344 7, 217 -127 -1.7
$100,000 and over- 7,131 7,658 +527 +7.4

Total -93, 965 82, 743 -11,222 -11.9

I Excluding surcharge.

As will be seen from this table, the income tax burden has been reduced in the
zero to $3,000 income class by 82 percent, and has been reduced in gradually
decreasing percentages in each higher income class to the $50,000 to $100,000
level. But in the income level above $100,000 the liability has been raised 7.4
percent.

It has sometimes been charged that the tax laws and regulations since the
beginning of 1969 have favored corporations as against individuals. This is not
so. Treasury estimates show that the combined effect of changes in the law and
regulations since January 1, 1969 have had the following effect:

For the four calendar years 1969-4972 they will have: increased cor-
porate income taxes by an aggregate of $4.9 billion; decreased individual
income taxes by an aggregate of $1.9 billion; and decreased excise taxes
on automobiles and telephones, mostly affecting individuals, by $3.5 billion.

For the current calendar year 1972 they will have: decreased corporate
income taxes by $0.4 billion; decreased individual income taxes by $12.0 W~il-
lion; and decreased excise taxes by $2.6 billion.

For the 12-year span from. 1969 through 1980, assuming economic growth,
they will have: decreased corporate income taxes by an aggregate of $8.1
billion, an average of $0.7 billion a year; decreased individual income taxes.
by an aggregate of $140.7 billion, an average of about $11.7 billion a year:
and decreased excise taxes by $19.7 billion, an average of about $1.6 billion
a year.

It is clear that the changes have not preferred corporations as against in--
dividuals. Substantially all the reductions have gone to individuals.
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These circumstances should be borne in mind as we prepare for another
thorough review of the federal tax structure.

The Joint Economic Committee published on January 11, 1972 an extensive
staff study entitled "The Economics of Federal Subsidy Programs." Included
in that study was an analysis of what was called "tax subsidies." The data for
this was taken primarily from a letter dated May 11, 1971 from former Assistant
Secretary Weidenbaum to Chairman Proxnmire giving revenue cost estimates for
the fiscal years ended June 30, 1970 and 1971, prepared by the Treasury staff,
of certain items in the tax structure selected by the staff of the Joint Economic
Committee. The letter appears as Appendix A of the Committee staff study, at
pages 205-206.

I am attaching hereto as Appendix D a schedule showing similar estimates for
these same items for the calendar year 1971, which would correspond to the
fiscal year 1972. (The figures for fiscal years 1970 and 1971 in Mr. Weiden-
baum's letter represented estimates for calendar years 1969 and 1970.) There
are also included estimates as to several additional items which the Committee
staff included in the list that appears in the Committee staff study at page 31.

In addition, as you requested, I am attaching as Appendix E our preliminary
figures as to the breakdown of these estimates to indicate their effect on indi-
vidual tax liabilities by adjusted gross income categories.

I should say as a word of caution that with respect to a number of Items in the
list these estimates are difficult 'to prepare and involve substantial uncertainties
because of lack of information concerning them on tax returns. As an illustration,
tax-exempt state and local bond interest is not reported on tax returns, and the
estimates must be prepared from other sources which themselves are open to
some question. When the data is not available on tax returns, the breakdown be-
tween income classes presents special uncertainties. We are continuing to do
further work to improve these estimates.

We are in the process of preparing, in consultation with the staff of the Joint
Committee on Internal Revenue Taxation, a more detailed report with respect to
these matters, as was agreed in the conference report on the Revenue Act of 1971.

The report is to be made to the Joint Committee on Internal Revenue Taxation,
the House Committee on Ways and Means and the Senate Committee on Finance.
and we shall be pleased to furnish the Joint Economic Committee with a copy of
that report when it is completed.

As Mr. Weidenbaum noted in his letter, "there is considerable conceptual con-
troversy as to what is and what is not a tax subsidy." The Treasury is pleased to
furnish to the Congressional committees estimates as to the revenue effect of
various aspects of the tax law on which the committees wish information. Yet
the characterization of particular items as subsidies, the exclusion of other items
from the list, and the economic and net revenue and budgetary effects of chang-
ing or repealing these items are all matters on which there is extensive division
of opinion.'

In particular, while it is desirable that this information be available for public
scrutiny and analysis. we should bear in mind its shortcomings. Among the diffi-
culties, to list a few, are the following:

1. Estimate for each item is made on the assumption that it would be elim-
inated without any other changes in the law. Thus if two or more items were
changed, the result of the several changes being made concurrently could pro-
duce greater or less revenue effect than the sum of the changes calculated in-
dependently of each other. Thus an addition of the separate estimates may not
produce meaningful figures.

2. The estimates assume no change in tax rates, personal exemptions or the
minimum standard deduction. The serious economic effects of terminating or
changing these various provisions of existing law without a basic change in the
rate structure, for example, have not been taken into account in making the
estimates. The changes would affect investment patterns and activity. One can-
not assume, therefore, that termination of these provisions would raise the rev-
enue indicated by each item.

3. In the estimates, no offset is made for the cost of substitute programs that
would doubtless be enacted to replace some of the tax provisions if they were
terminated. For example, with respect to the exemption for state and local bond

See, e.g., the criticism in Bittker. Accounting Jor Federal "Tax Subsidies" in the
National Budget, XXII National Tax Journal 244 and the reply In Surrey and Hellmuth,
The Tax, Expenditure Budget-Response to ProJe8sor Bittker, XXII National Tax Jour-
nal 528.
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interest, the cost of federal payments to offset the increased cost of taxable state
and local bonds has not been reflected; nor, for example, has any provision been
made for the cost of substitute programs that might be needed with respect to
housing if the tax provisions relating to housing were changed. In many instances
there doubtless would be no net revenue gain from a change.

4. The estimates have been prepared on the basis of the so-called "first level"
effects. without any offset for the "feedback" increases in revenue that now flow
from the increased investment and economic activity that many of the present
provisions generate.

5. If various existing provisions were changed, the statutory changes in many
instances would contain effective date provisions that would apply only to sub-
sequent investments or activity occurring after the date of the change and not
to investments and comanitments previously made. Thus the revenue effect in
many instances would be small initially and would require a number of years to
reach the amounts indicated.

G. The federal tax law includes not only provisions that cause a reduction in
tax that arguably are "subsidies' but also other provisions that increase the tax
burden and affect its distribution. some of which arguably are "penalties." These
offsetting items should be taken into account.

AS ILLUSTRATIONS

The list includes the additional tax that would be due if capital gains wvere
treated as ordinary income. But there is a penalty involved in existing law in the
provision that net capital losses can be deducted by individuals only against
$1,000 of ordinary income annually and no deduction for net capital losses Can be
taken by corporations. If capital gains were to be treated as ordinary income.
should capital losses be treated as ordinary deductions and allowed in full against
ordinary income? If so, since taxpayers might choose to realize their capital
losses and defer realization of their capital gain, there could be an actual loss
in revenue.

The income tax on corporations, estimated now at a level of some $36 billion,
is in reality borne by individuals, either by the shareholders of the corporations
or by consumers of their products and services. Economists and others differ as
to the extent to which the corporate tax burden is passed forward to consumers
or backward to shareholders. I am attaching as Appendix F an estimate as to
the distribution of the burden by income classes based on five different assump-
tions as to the extent of the division of the corporate tax burden between con-
sumers and shareholders. If the corporate tax is assumed to be shifted forward,
it is in essence an excise tax on consumers and bears heavily on low and middle
income level individuals; if it is assumed to be borne by shareholders, the
estimates show that it increases substantially the income tax burden on upper
income level individuals.

The estate and gift tax, as well as other federal taxes, represent additional
burdens that are not taken into account in the attached list. They have a signifi-
cant effect upon the distribution of the tax burden.

The income tax rate structure itself can be said to involve a "penalty" to one
group or another depending upon their points of view; for it affects differently
single persons, married couples. heads of households and surviving spouses, as
well as affecting differently low-income, middle-income or high-incomie groups.

These are merely illustrations of difficulties involved in considering the effects
of the provisions which the committee staff has selected as "tax subsidies."
Again let me say that I think it highly desirable that these matters be publicly
reviewed and debated, but the review and the debate should take into account
the many different problems that in combination make solutions so difficult to
find. There are no easy answers.

Each issue of tax policy is encased in a long history, with plentiful arguments
on either side. Many of them are not included in the committee staff's list. All
of them are deserving of a thorough review in the Congress in 1973. as should
be done periodically. The changes made in 1969 and 1971 represented a major
overhaul of the tax system to improve its equity and its efficiency. More remains
-to be done. But in the process of review, let us not forget that, whatever its
problems, our federal income tax system has been the most efficient revenue
device in the history of the world. As we constantly strive to improve it, we must
proceed with calm analysis and thoughtful judgment of the complex issues.
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APPENDIX A.

EXCERPT FROM REMARKS OF EDWIN S. COHEN

PERSONS WITH HIGH ADJUSTED GROSS INCOME

Mluch has been said recently about the fact that about 100 individuals in the
United States in 1970 had "adjusted gross incomes" about $200,000 without
paying any tax. Some have argued that this handful of cases shows that the
system is unfair and that rich do not pay taxes. I shall talk further about those
few cases in a moment.

But I do not think we should let that small group of individuals obscure the
fact that, according to our preliminary data, there were in 1970 a total of some
15.300 persons in the country with adjusted gross incomes above $200,000, and
that some 15,200 of them paid an average federal individual income tax of
$177,000 each-a total of some $2.7 billion. This is an effective rate of 44.1
percent of their adjusted gross income and 59.5 percent of their taxable income.

From this it is perfectly clear that in general the rich are paying federal
income taxes in large amounts. And they are paying more than they wvere in
19IJS while other taxpayers are paying less.

Let me now refer to the cases of the few nontaxable persons with adjusted
gross income above $200,000. The statistical data now shows that there were 106
such persons. The number of these nontaxable persons was dowin from 300 in 1969.
The adjusted gross income on these 106 returns was less than 17 percent of that
on the 300 returns in 1969.

We have now done some further analysis of these returns and have classified
them according to the five principal causes of nontaxability: foreign tax credit,
deductions for taxes paid, deductions for charitable contributions, deductions
for interest payments, and miscellaneous deductions.

As to the seven cases in which nontaxability was due primarily to the foreign
tax credit, it is interesting to note that these seven taxpayers paid income tax
to foreign countries of about $1.5 million, an average of more than $200,000 tax
per taxpayer. This represented an effective foreign income tax rate of 62 percent
of their adjusted gross income and 70 percent of their taxable income. It is clear
that while these individuals were not required to pay U.S. income tax, they were
subjected to heavy income taxes abroad.

Another group of 12 individuals whose adjusted gross income aggregated
$4.1 million, paid no 19TO federal income tax because their deductions for state
and local taxes exceeded $4.1 million. Substantially all these deductions were
for state income taxes. A review of these returns suggested that these individuals
had large amounts of nonrecurring income in 1969 on which they paid substan-
tial state income taxes in the spring of 1970, which were deductible on their 1970
federal income tax returns. To check out this hypothesis, we have now obtained
data as to the 1969 federal income tax returns of 11 of these 12 individuals
and have found that the 11 persons paid 1969 federal income tax totalling about
$1S million, an average of more than $1.6 million of tax per individual. The fact
that they paid no federal tax for 1970 after paying huge taxes for 1969 is simply
a result of the cash basis of accounting which is used by most individuals, and
the fact that the state taxes on their large 1969 income were paid in the spring
of 1970. To change the tax laws to overcome this result for these dozen individuals
would produce undue complexities and require additional expense for many thou-
sands or millions of other taxpayers. This would not be worth the effort. No tax
system can achieve perfection, certainly not without incredible complexities and
expense.

Another 12 cases involved individuals with adjusted gross income of $5.5 mil-
lion whose principal deductions consisted of charitable contributions aggregat-
ing $4.2 million. The 1969 Act terminated the "unlimited charitable contribution
deduction" provision of prior law and set the contribution deduction limit at
50 percent of adjusted gross income. It was recognized that if charitably in-
clined individuals can deduct their contributions up to one-half of their adjusted
gross income, there will necessarily be a few cases in which other deductions
fer interest, taxes, medical expense., etc., will exceed the other half of adjusted
gross income and result in nontaxability.

In 55 of the cases interest paid was the principal deduction, aggregating $17.3
million. But in these returns dividends and interest received aggregated $16.5

* S83-7S6--7 -11
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million. In general, when interest is paid to borrow money needed to make invest-
ments on which dividends and interest income is received, the interest paidshould be charged against the interest and dividends received and only the net
profit should be reflected in adjusted gross income. If a man pays interest in hisbusiness. only the net profit goes into adjusted gross income. But for simplicity's
sake, the tax law for many years has said that where this occurs in an invest-ment situation, the gross dividend and interest income is reflected in his adjusted
gross income-and makes him appear on the surface to be in a high income
category-while the offsetting interest expense that he incurs is classed as apersonal deduction along with taxes, charitable contributions, casualty losses,alimony, etc. Possibly we should change the definition of "adjusted gross income"
so that net investment income is treated like net business income.

There are, however, some cases in this group in which the interest paid exceeds
the investment income by substantial amounts. In these cases, as well as some
others, there are indications that the minimum tax may be due for 1970 and
may be assessed on audit. For 1972 and subsequent years, investment interest
paid that exceeds by more than $25,000 the taxpayer's investment income maybe disallowed as a deduction under the 1969 Tax Reform Act.

The final category consists of 20 cases in which the principal deduction wasmiscellaneous deductions, aggregating $10.5 million. Of this total. more than
$5.5 million represents items described in the returns generally as loss of secu-
rities pledged to *secure loans, losses on guarantees of loans, and payments insettlement of litigation. Another $2.2 million of miscellaneous deductions repre-
sents an aggregate of accounting, bookkeeping and professional fees, and invest-
ment counsel and management fees. If these items are properly deductible-
and this can only be determined after audit-it is because they represent expensesof earning business or investment income and may indicate that we should
change the definition of "adjusted gross income" to drop these people out of thehigh income category.

To illustrate, consider one of the returns that reported as the only income morethan $400,000 of gambling gains and reported an equal amount as gambling losses
under miscellaneous deductions, for a net income of zero. This return, too, will
be audited: but if the return stands up under audit, we might consider levying
an amusement tax, but the income tax is supposed to apply only to the successful
gamblers.

Now I do not mean to imply from this review of the 106 cases that there isnot a constant need for vigilance and improvement in the tax laws. Most assuredly
there is a definite need. I mean only to indicate that there is relatively littleguidance to be gained from these particular returns in relation to major issues
of tax policy, and the attention that has been devoted to them is unwarranted
and unwise.

APPENDIx B

ASSISTANT SECRETARY,
DEPARTrMENT OF THE TREASURY.

Washington, D.C., MARcH 1, 1972.
Hon. BARBER B. CONAB.E,
House of Representatives, Wash ington, D.C.

DEAR MR. CONABLE: In response to your request. I am writing to set forth theinformation that we have developed to date with respect to individuals with
adjusted gross incomes above $200.000 for the year 1970 who showed no incometax due on their federal income tax returns for that year.

The information that there were 112 such individuals came from computer
runs made from preliminary data extracted for statistical purposes in connec-tion with the customary preparation by the Internal Revenue Service of its Sta-tistics of Income series. The data is derived from a sample of some 500.000 of theapproximately 75,000,000 individual income tax returns. The sample includes allreturns filed that show adjusted gross income above $200,000, and the informa-
tion extracted from each return and fed into the computer shows. among numer-
ouS items, the amount of adjusted gross income reported and the federal incometax shown on the return to be payable. It is thus a routine matter. as a part ofother analyses of data, to run the computer to identify the number of returns
with adjusted gross income above $200,000 which reported no tax due.

This statistical data is preliminary, however, and is customarily reviewed.
before publication of final data for the year.
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Moreover, I should point out that this data is taken from the returns as filed
by the taxpayers before audit of the returns by the Internal Revenue Service.
I understand that at least 58 of these returns are already under audit by the
Service or have been assigned for audit. We have now received in the Treasury
copies of all the returns, and it appears likely that tax will be collected on a
number of the returns after audit.

The Tax Reform Act of 1969 took effect, in general, as of January 1, 1970,
although some of its provisions become effective gradually over a period of years.
It is significant to note, therefore, that-

(a) There was a substantial decrease between 1969 and 1970 in the num-
ber of nontaxable returns with adjusted gross income above $200,000-from
300 to 112.

(b) The percentage which those 112 nontaxable returns bore to the total
number of returns with adjusted gross income above $200,000 dropped from
1.6% in 1969 to 0.7% in 1970. (There were some 18.000 returns with adjusted
gross incomes above $200,000 in 1969 and some 15,000 in 1970.)

(c) The total adjusted gross income on nontaxable returns with adjusted
gross income above $200.000 dropped from $279 million to $46 million, less
than 17% of the 1969 total.

(d) The number of nontaxable returns with adjusted gross income above
$1.000,000 dropped from 52 in 1969 to 3 in 1970.

Of the 112 returns listed preliminarily, examination of copies of the returns
show that inadvertently S were erroneously so classified:

Paid a "minimum tax" under 1969 act------------------------------ 2
Paid income tax under Sec. 962 (permitting individuals under certain

circumstances to pay corporate income tax instead of individual
income tax on certain types of foreign income) -------------- 1

Delinquent returns for prior year (not subject to 1969 act)…------- 3
Returns with net operating loss carried over from prior year________ 1
Duplicate return…--------- ---------- -----------…-…-- ----------- 1

Total -____________________________________________ _

Of the remaining 104 returns, 6 returns paid substantial income tax to foreign
countries, mostly on salaries, for which credit is allowable against U.S. income
tax.

On the remaining 9S returns, the principal deduction against adjusted gross
income resulting In no tax was as follows:

State income tax- -12

Review of the returns before audit indicates that this is likely due to payments
in 1970 by cash basis taxpayers of state income tax for 1969 or prior years. For
example, a person having a large capital gain or other non-recurring income in
1969 generally can pay the state income tax on that 1969 income when he tiles his
state return for 1969 in the spring of 1970, in which event that state tax is de-
ductible on the cash basis of accounting in his 1970 federal income tax return.
The state tax on large non-recurring 1969 income may offset all or a substantial
part of the taxpayers lower 1970 income.

Also, if on audit of his state returns for prior years the taxpayer paid addi-
tional state taxes for those years in 1970, he might have a very substantial dedue-
*tion for state taxes in 1970. It is also possible that he could have paid in 1970
state taxes on 1970 income that is not subject to federal income tax. such as
interest on state and local bonds, but it does not seem from a review of the
copies of the returns that the large deductions were caused by that circumstance.

Charitable contributions…4 __________________-__-________ 13

Only 2 of these returns showed contributions above the 50% maximum gener-
ally permitted, and one of these was a return for a fiscal year ending in 1970,
which was not subject to the 1969 Act. In 1966 there were 49 nontaxable returns
with adjusted gross income above $200.000 that took the "unlimited" charitable
contribution deduction, which was ended by the 1969 Act.

Interest expense- -_--___----_-- ________--________-________- 54
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In many cases interest is incurred as an expense of borrowing money for
investments which produce current ordinary income. If the interest paid is high
in relation to the income received, this may result in returns showing high
adjusted gross income but no net taxable income; this may reflect simply a failure
by the taxpayer to earn a net profit on his investment, as in the case of a busi-
ness that borrows money, pays interest to its creditors, and has no net profit after
paying the interest.

Where the taxpayers interest paid substantially exceeds his investment in-
come. however, the 1969 Act included the excess among the preferences subject to
the minimum tax for the years 1970 and 1971; and indications are that as a
result of that provision in the 1969 Act, a number of these returns will be sub-
jected to the minimum tax on audit. For 1972 and subsequent years, investment
interest paid that exceeds by more than $25,000 the taxpayer's investment income
will generally be disallowed under the Tax Reform Act of 1969.

Some of the interest claimed as personal deductions on the 1970 returns may
properly be classed as business items, but the interest deduction was shown by
the taxpayer as a non-business item on his return. The place at which the interest
deduction was reflected on the return might be immaterial if no tax is due.

Miscellaneous deductions:
Loss of securities pledged as collateral for loans…------------------- 3
Gambling losses-------------------------------------------------- 1

(Gambling losses are deductible against gambling gains; this return
merely reports miscellaneous gambling income above $400,000 and
a deduction for an identical amount of miscellaneous gambling
losses for the year.)

Investment expense other than interest-------------------------- 7
T heft casualties…----------------------------------------------- 2
Sundry (bad debts; payments in settlement of litigation, etc.) ----- 6 19

98

A number of these deductions involve large sums and some involve unusual
transactions. On audit of the returns the deductions may be disallowed or reduced
or they may be treated as capital losses, which may be deducted only against
$1,000 of income other than capital gains.

Respectfully yours,
EDWIN S. COHEN.

APPENDIX C
APRIL 28, 1972.

Hon. HENRY S. RE-uss,
hioutse of Representatives, Washington, D.C.

DEAR Mai. REuss: I am writing in reply to your letter of March 23, 1972.
requesting further information with respect to individuals reporting adjusted
gross incolues of $200.000 or more for 1970 who paid no Federal income tax
for that year. As you noted, I reviewed the nature of these returns in my letter
of March 1. 1972, to Congressman Barber B. Conable, Jr., which was reprinted
in the Congressional Record on that day.

In your letter to me you asked if I could select a representative sampling of
those returns and analyze them in the way that eleven returns of high income
individuals were analyzed in the 1968 "Tax Reform Studies and Proposals"
(pp. 89-94). This would involve summarizing various items of income. deductions
and credits on the individual returns. We have given careful consideration to
your request and I have reviewed it at length with Dr. Laurence N. Woodworth,
Chief of Staff of the Joint Committee on Internal Revenue Taxation.

As I advised Mr. Verdier of your office, we have concluded that, even deleting
the names, addresses and identification numbers of those individuals, we could
not disclose the information publicly without breaching the requirements of con-
fidentiality of tax returns. Disclosure of salary or other large items of income
or deductions for the year 1970 would make it possible to identify some of the
individuals from information that is either publicly available or known to other
persons who were involved in transactions with those individuals; and once the
individul is so identified from particular items, his other income and deductions
would become known. By contrast, the cases described in the 1968 Studies by
the prior administration were taken from returns filed in various years that were
not identified.
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Dr. Woodwdrth and I concluded that the best method of giving the information
to you without breach of disclosure requirements was to set forth the aggregate
totals for the items of income and deduction you requested for all the returns
in each of the five categories referred to in my letter to Congressman Conable.
Tllose categories were selected according to the principal item of credit or
deduction that made the return nontaxable: (1) foreign tax credit; (2) taxes;
(3) contributions; (4) interest and (5) miscellaneous. In addition, data includes
the grand total for all five categories as a group. In each instance the data
includes items you requested, as follows:

Adjusted gross income:
Amended gross income:

Wages and salaries
Dividends
Interest
Capital gains (100 percent)
Other income (net)

Total deductions:
Contributions
Interest
Taxes

lMedical
Other

Taxable income?
Tax.

A schedule showing this information, prepared in a cooperative effort by the
staff of the Treasury Department and the Joint Committee on Internal Revenue
Taxation, is attached. Some minor changes have been required in the draft
schedule that was given to you by Dr. Woodworth on April 15: first. one
previously included return that had contributions as the principal deduction
has been deleted because, as noted in my letter to 'Mr. Conable. it wvas a return
for a fiscal year that began in 1969 and ended in 1970, and accordingly was
not governed by the Tax Reform Act of 1969, which in general took effect for
the first time for years beginning in 1970; and. second, three additional returns
have been located. The attached schedule. therefore, includes 106 returns instead
of the 104 returns previously included.

You asked that the schedules show not only "adjusted gross income" but also
"amended gross income." The term "amended gross income" is not used in the
tax law, but we understand that you intended it to include in addition to tIhe
above items found in adjusted gross income 100 percent instead of 50 percent
of long-term capital gains, as well as tax exempt interest on state and local
obligations, percentage depletion in excess of cost depletion and depreciation in
excess of straight-line depreciation.

As you vill notice in the schedule, we have included in the table 100 percent
of capital gains, although only 50 percent are included under the Internal Rev-
enue Code.

However. we are unable at this time to include amounts for tax exempt in-
terest on state and local bonds because those amounts are not required to be
reported on the tax returns and cannot be obtained prior to audit of the
returns.

There has been included in "amended gross income" the amount of percentage
depletion shown in the individual tax returns in excess of what is estimated
cost depletion might have been and depreciation shown in the return in excess
of estimates of straight-line depreciation.

With respect to the 12 returns in which the principal deduction was taxes paid.
aggregating $4,160,000. it may be noted that of this amount $4.046,000 represented
state and local income taxes paid. As I remarked in my letter to Congressman
Conable. it appears likely that these large deductions were due to the fact
that individual taxpayers generally file their returns on a cash basis: and these
deductions seem to represent payments in 1970 on the filing of state and local
income tax returns for 1969 in which large gains or income were reported. We
have now obtained data as to the 1969 Federal income tax returns of 11 of these 12
individuals, and find that they paid 19969 Federal income tax totaling about $18
million, an average of more than $1.6 million of tax per individual.

With respect to returns in which miscellaneous deductions were the largest
item, the aggregate of $10,371,000 in miscellaneous deductions included the
following:
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Loss of securities pledged to secure loans, loss on guarantees of
loans, and payments in settlement of litigation-------------- $5, 510, 000

Accounting, bookkeeping and professional fees, investment coun-
sel and management fees_--__----------------------------- 2, 155, 000

Theft and casualty losses------------------------------------ 658,000
Other _____________________________________________________-2,193, 000

Total _________ ____ _$10, 516, 000
I would emphasize, as I did in my letter to Congressman Conable, that this

information has been compiled from the returns as filed without audit, that most
of these returns are under audit, and that these audits may produce substantial
assessments of tax. In particular, it appears that a number of the returns will be
subjected to the minimum tax on audit, and that some of the miscellaneous de-
ductions may be disallowed or reduced, or treated as capital losses which may be
deducted only against $1,000 of income other than capital gains. To the extent
that the interest and miscellaneous deductions are allowed on audit, it appears
likely that many of them represent business and investment expenses or losses
that perhaps should be deducted in computing adjusted gross income instead of
being included among miscellaneous deductions.

You asked for a statement of the percentage which the tax paid on these re-
turns bears to amended gross income and amended taxable income. Since these
returns constitute a group in which no Federal income tax was paid, that per-
centage is necessarily rare. except to the extent that tax will prove to be due
following audit of the returns. However, with respect to the seven cases in which
the U.S. tax was effect in full by foreign tax paid, the taxpayers paid foreign
income tax aggregating about $1.5 billion. This represented an effective foreign
income tax rate of 70 percent of the U.S. taxable income and 62 percent of the
U.S. adjusted gross income and U.S. amended gross income.

You also inquired as to the effective rate of tax on persons at the poverty level.
Prior to the Tax Reform Act of 1969, Federal income tax was imposed on the
income of single persons in excess of $900 (personal exemption of $600 plus
minimum standard deduction of $300) ; and, in general, this minimum level was
increased by $700 for each additional person included in the return (additional
personal exemption of $600 plus $100 minimum standard deduction). This
resulted in taxes being imposed on persons below the poverty level.
* However, the President recommended in 1969 the institution of the Low In-

come Allowance which was incorporated in the Tax Reform Act of 1969 so as to
raise the minimum level to which the income tax could be applied to approxi-
mately the then estimated poverty levels. Under the 1969 Act the minimum level
of tax was to be adjusted to a small extent in the years 1971-1973. In the Revenue
Act of 1971, effective for the year 1972, the minimum levels for tax were increased
as follows:

Minimum Estimated
level for poverty

Family size (up to 4) tax level

I ----------------------------------------------------------------------- - $2, 050 $2, 170
2- 2, 800 2, 810
3 ------------------------------------------------------------------------- 3, 550 33 350
4 - ------------------------------------------------------------------------ 4,300 4, 290

Because of the need to have systematic increases as the size of the family in-
creases, the minimum level of tax is sometimes somewhat below and sometimes
somewhat above the estimated poverty level. For a single person in 1972 it is
possible for a person to pay tax at a tax rate of 14 percent on $120 of income below
the estimated poverty level of $2,170, or a tax of $16.80, an effective rate of less
than one percent. A married couple &ould pay tax of $1.40 if their income was
$2,800, which would be $10 below the estimated $2,810 poverty level-an effective
tax rate of 0.05%.
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Income for poverty level purposes includes so-called "transfer payments" (such
as social security benefits, unemployment insurance and welfare payments) which
are not included in income for tax purposes; and the poverty levels are based
upon the assumption that the individual occupies his own separate household,
which it has not been considered feasible to require for tax purposes. Thus
while there are some minor differences between the minimum income tax level
.and the estimated poverty level, the general plan of the law since the 1969 Act
has been to impose no Federal income tax on persons below the estimated poverty
levels.

Enclosed for your convenience is a copy of my letter of March 1, 1972, to
Congressman Conable.

I trust this provides the information which you requested.
Respectfully yours,

EDWIN S. COHEN.
Enclosures.

'MAJOR SOURCES OF INCOME AND DEDUCTIONS FOR 106 NONTAXABLE INCOME TAX RETURNS WITH ADJUSTED

GROSS INCOMES OF $200,000 OR MORE IN 1970, CLASSIFIED BY LARGEST DEDUCTION OR CREDIT'

[Dollar amounts in thousandsj

income and deductions, returns for which largest deduction or credit was-

Charitable Miscella-
Foreign tax contribu- Interest neous

credit Taxes paid tions paid deduction Total

Number of returns
'Wages and salaries
'Dividends.
Interest.
Capital gains (100 percent)
Other income-

Adjusted gross income
Amended gross income 2_____________

-Contributions deductions
Interest deductions
Tax deductions …
Medical deductions
Miscellaneous deductions

7 12 12 55 20 106
$767 $562 $372 $2, 673 $1,445 $5, 819

1, 015 1,700 7,506 11,402 6,525 28,148
701 2,467 1,009 5, 132 1,395 10,704

2 563 108 5,132 2,466 8 271
(20) (893) (424) (4,353) 533 (5, 157)

2 462 4 123 8,516 18, 470 11, 134 44, 705
2 471 4 427 8, 606 20, 166 12, 392 48, 062

39 389 4 227 2 019 1 976 8,650
89 416 1,327 17,337 1,261 20,430

111 4,160 973 1,106 1,426 7,776
(3) 29 39 74 56 198
55 417 2,380 1,533 10,516 14,901

Total deductions - 294 5,412 8,947 22, 069 15,235 51,957
Taxable income -2, 156 (3) 67 205- 2 428
Ordinary tax -1,384 (3) 21 84- 1 489
Minimum tax…
Foreign tax credit -1,384 (3) 7 84 -1, 475
Other credits - ----------- 14 (0) ------------ 14
Tax after credits -----------------------------------------------------------

I Excludes 1 fiscal-year return for which the provisions of the Tax Reform Act of 1969 were inapplicable.
' Adjusted gross income plus the excluded half of net long-term capital gains plus deductions for depletion and depre-

ciation reported on the tax returns which are estimated to be in excess of deductions allowed under cost depletion and
straight-line depreciation accounting methods.

a Less than $500.

Source: Office of the Secretary of the Treasury, Office of Tax Analysis.
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APPENDIX D

-EFFECT OF SELECTED TAX PROVISIONS

lin millions of dollars]

Calendar year 1971

Corpora-
jtions Individuals Total

Exclusion of benefits and allowances to Armed Forces personnel ----
Exempion for certain income earned abroad by U.S. citizens --------
Exsion of income earned by individual in U.S PossessionsWestern Hemisphere trade corporations --- '75 -
Exclusion of gross-up on dividends of less-developed country corporations -- 55Deferral of income of controlled foreign subsidiaries -165
Exclusion of income earned by corporations in U.S. possessions -80Farming: Expensing and capital gain treatment - -------- 50
Timber: Capital gain treatment for certain income - - 125Expensing of exploration and development costs- 260
Excess of percentage over cost depletion - - ----- 785Capital gains treatment of royalties on coal and iron ore --- --
Investment credit 1,-------------------- --- _ 1,495Depreciation on buildings (other than rental housing) in excess of straight line 320Asset depreciation range - - -600
Dividend exclusion---
Capital gains: Corporation (other than agriculture and natural resources) 380 -Bad debt reserves of financial institutions in excess of actual - - --- 400 -Exemption of credit unions - ------------- 40
Deductibility of interest on consumer credit -- - -- --
Expensing of research and development expenditures 545 -$25,000 surtax exemption -2, 300
Deferra! of tax on shipping companies - ------------------- 10
Rail freight car amortization - 45Deductibility of interest on mortgages on owner-occupied homes
Deductibility of property taxes on owner-occupied homes
Depreciation on rental housing in excess of straight line - - -300
Housing rehabilitation --- ---------------------------------- 10Disabity insurance benefits-
Provisions relating to aged, blind, and disabled:

Combined cost for additional exemption, retirement income credit, and
exclusion of OASDHI for aged --------------------------------

Additional exemption for blind
Sick pay exclusion -- - - - - - - - - - - - - - - - - -Exclusion of unemployment insurarnce benefits -----Exclusion of workmen's compensation benefits ---
Exclusion of public assistance benefits ---- ---------------------Net exclusion of pension contributions and earnings:

Plans for employees
Plans for self-employed persons ----- -Exclusion of other employee benefits:
Premiums on group term life insurance
Deductibility of accident and death benefits -- - -------
Medical insurance premiums and medical care ---------------------
Privately financed supplementary unemployment benefits ---- -----------------
Meals and lodging

.Exclusion of interest on life insurance savings ---
Deductibility of charitable contributions (other than education) -------
Deductibility of medical expenses -- --
Deductibility of child and dependent care expenses
Deductibility of casualty losses
Excess of standard deduction over minimum
Capital gains: Individuals ---- ---------------------
Pollution control amortization ------------------ 15 ---Additional personal exemption for students --- - --------------
Deductibility of contributions to educational institutions --- ------ --------
Exclusion of scholarships and fellowships --- ---------------------------------
Exclusion of certain veterans' benefits -- --- ---------------------------------Exemption of interest on State and local debt - ---- ---------- 1,800Deductibility of nonbusiness State and local taxes (other than on owner-

occupied homes) ------------------------------------

650
50
10

- -- 790
50
65

200

160
100
300

2, 400
2, 700

200
15

155

650
* 5010

75
.55

-16580
840
175

1 325
985

5
1,800

480
3700

300
4 380
5 400

40
1, 800

545
2, 300

10
6 45

2, 400
2, 700

; 500
25

155

3, 250 3,250
10 10

120 120
800 7800
320 7 320

65 65

3,650 73,650
250 250

500 500
30 30

2, 000 2, 000
5 5170 170

1, 100 1, 100
3, 200 3, 200
1, 900 1, 900

30 8 30
165 7 165
700 700

5, 600 i5,600
15

550 550
275 7 275
110 7110
700 700
800 2,600

5, 600 5,600

Considered in isolation this estimate would he $800,000,000. However, if considered in conjunction with percentagedepletion the $325,000,000 gives a more accurate picture of the revenue effect.2 Effective for only a part year is calendar year 1971. The full-year effect would be $3,300,000,0800
1Ist-year effect, 2d-year effect would be $1,700,000,000. Thereafter builds up for a period of years.I Assumes present restriction on capital losses in retained.
This will decline over time as present law becomes fully effective.
The estimate appears only because the investment credit is effective for only a part year. It will disappear when the

investment credit is f caly effective.
7 Not comparable with presixus estimates due to revised and/or new soorces of data and improved estimating methods.STh e liberalized child care deductisns which become effective is calondar year 1972 would increase the estimate ts

$175,080,000,



APPENwIX E

ESTIMATED DISTRIBUTION OF SELECTED ITEMS OF TAX PREFERENCES OF INDIVIDUALS, BY ADJUSTED GROSS INCOME CLASS, CALENDAR YEAR 1971

[I n millions of dollars]

Deprecia-
tion on

Exclusion Exemption buildings
of benefits for certain Exclusion Timber, (other than

and income of income Farming, capital Expensing rental Deducti-
allowances earned earned by expensing gains of explora- Excess of housing) Asset biliy of

to Armed abroad individuals andpcapital treatment tion and percentage inexcessof depre- interest on

Forces by U.S. in U.S. gains forcertain develop- over cost Investment straight ciation Dividend consumer

Adjusted gross income class personnel citizens possessions treatment income mentcosts depletion credit line range exclusion credit

0 to $3,000 - 15 - - -20 -- -------------- 1 3 ----------------------- 5 1

$3,000 to $5,000 -120 1 -55 2 1 2 16 3 2 13 44

$5,000 to S7,000 -175 4 1 80 2 3 8 27 5 4 17 64

$7,000 to $10,000 -180 6 1 120 2 2 6 41 11 6 29 105

$10,000 to $15,000- - - 7 2 155 4 4 12 51 18 12 55 435

$15,000 to $20,000 - 28 16 3 90 2 4 12 32 12 9 46 380

$20,000 to $50000 -13 IS 3 170 9 16 50 73 47 37 99 620

$50,000 to $100,000 -3 1 - - 55 8 14 43 33 28 23 27 59

$l00,O0 and over -I - - -45 21 21 66 29 36 7 9 12

Total -- 650 50 10 790 50 65 200 305 160 100 300 1,800



APiPENDIx E-CONTINUED
ESTIMATED DISTRIBUTION OFil SELECTED ITEMS OF TAX PREFERENCES OF INDIVIDUALS, BY ADJUSTED GROSS INCOME CLASS,

CALENDAR YEAR 1971-Conttinued

[In millions of dollars]

Provisions relating to
aged, blind, and

disabled

Combined
cost for

additionalDeducti- Deducti- Deprecia- exemption Net exclusion of pensionbility of bility of tion on retirement contributions andinterest on property rental income Exclusion of Exclusion of earningsmortgages taxes on housing in credit, and unem- workmen's Exclunionon owner- owner- excess of Housing Disability exclusion Additional "Sick ployment compensa- public P-a- PlansAdjusted gross occupied occupied straight rehabili- insurance of OASDHI exemption pay' insurance fin assistance for for self-aIncome clasa homes homes line tation benefits for aged for blind exclusion benefits benefits benefits employees employed
0 to $3,000 ----------------------.......... 35 805 1 2 65 15 25 45 .------$3,000 to $5,000- 27 4 4 40 750 2 13 110 28 20 145 7$5,000 to $7,000 -- - 81 84 6 1 25 420 2 16 110 41 15 230 10$7,000 to $10,000 ----- 276 263 14 1 20 585 2 32 185 69 5 535 13S10,000 to $15,000 - 719 642 22 2 10 245 1 19 230 83 - -995 22$15,000 to $20,000 , 543 505 15 1 5 125 1 20 65 39- -------- 685 18$20,000 to $50,000 -621 788 59 6 6 215 1 12 20 38 - -750 9$50,000 to $100,000 ------ t0 240 35 3 3 70 2--5-6-175--71$100,000 and over 32----37 245635 ---- 1--- - 907 713

Total -2,400 2,700 200 15 155 3,250 10 120 800 320 65 3,650 250



APPENnIX E-CoNT1NtUED

ESTIMATED DISTRIBUTION OF SELECTED ITEMS OF TAX PREFERENCES OF INDiVIDUALS, BY ADJUSTED GROSS INCOME CLASS,

CALENDAR YEAR 1971-Continued

[In millions of dollars]

Exclusion of other employee benefits

Privately Deducti- Dedocti-
Deducti- Medical financed Exclusion bility of bility of Excess of
bility of insurance supplemen- of interest charitable Deducti- child and Deducti- standard

Premiums on accident premiums tar ounem- on life contributions bility of dependent bility of deduction

Adjusted gross group life and death and medical pioyment Mealsand insurance (otherthan medical care Casualty over

income class insurance benefits care benefits lodging savings education) expenses expense losses minimum

0 to $3,000-
$3,000 to $5,000 ------------
$5,000 to $7,000 -

$700t 10 000 -----------

$15,000 to $20,000 .
$20,000 to $50,000
$50 000 to $100,000 .-.-
$100,000 and over ---

7otal .--- -

5---------
20 1
30 2
75 5

135 8
95 6

105 6
25 1
10 1

500 30

25 -
80 - - - - - - -

125 1
300 1
550 2
380 1
415 .
95 -..--.....
30-

2, 000

2
14
22
35
35
25
30
5
2

5
20
35
85

205
185
420
80
65

3
31
82

225
467
364
716
426
886

5
100
205
325
470
310
360
90 .......
35

5 170 1, 100 3, 200 1, 900

I ...-- 1-0 O
7 S 3 -'

12 10 IS
5 30 100
3 40 415
1 20 115
1 30 50
* 20 2

... 10 ............
. A A r30 A 165 10

30 165 7OU
-

A
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ESTI.AM'ED )IS'rRIBUTION OF SELEC'T'EI') ITEMtS 01 'TAX P'REFERENCES OF INI)IVIDUALS, BY AD)JUSTED GROSS INCOME CLASS,
CALENDAR YEAR 1971-Conitlined

[In millionss of (dollars]

Deductibility of
nonbusiness State

Deductibility of and local tunesAdditional per- contributions to Exclusion of Exclusion of Exemption of (other than on
Capital gains: sonal exemption educational scholarships and certain veterans' interest on State owner-occupiedAdjusted gross income class Individuals for students institutions fellowships benefits and local debt homes)

0 to $3,000 -30 1 6 30
$3,000 to $5,000 - 60 17 3 26 95 56
$5,000 to $7,000 --- 70 40 7 28 5 36t88$7,000 to $10,000 - -150 101 20 22 130 5 361$10,000 to $t5,000 --- 230 182 58 15 220 10 772$15,000 to $20,000 - -210 92 70 10 70 20 772$20,000 to $50,000------------------- ----------------- 960 47 90 3 41 100 1, 713$50,000 to $100,000 - -920 54 20 3 300 906$100,000 and over 2, 970 16 7 1 360 928

Total -5,600 550 275 110 700 800 5,600

Note: Presented by the Honorable Edwin S. Cohen, Under Secretary of the Treasury, i n testimony Source: Office of the Secretary of the Treasury, Office of Tax Analysis.before the Joint Economic Committee, Congress of the United States, July 21, 1972.
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APPENDIX F

DISTRIBUTION OF THE CORPORATE INCOME TAX-BURDEN I ON INDIVIDUALS

[In billions of dollars!

Full forward Y4. borne by A borne by '/ borne by
shifting to consumers, consumers, consumers, Follax
consumer Y4 borne by A borne by 54 borne by borne by

Adjusted gross income class prices stockholders stockholders stockholders stockholders

Oto $3,000 -- 2.8 2.8 2.8 2.7 2.7

3,000 to S,000 2-- -4 2.1 1. 8 1.6 1. 3

$5000 to $7,000 -- ~~~ ~ ~~~~2.9 2. 4 2.0 1. 5 1.0

$7,OO~~~~to$10,000 -- ~~~~~5.4 4.5 3.6 2.6 1.7
7.5 6.3 5.2 4.0 2. 8

$15,000 to $20,000 -- 4.0 3. 5 3.0 2.5 2.0

$20,OO0 to S50,000 -5-.- - 3.3 4.3 5.3 6.3 7.3

$50,OO0 to$S100,000 - -*- .7 1.7 2.6 3.6 4.6

$100,000 and over -- .5 1.9 3.4 4.9 6.4

Total -29.6 29.6 29.6 29.6 29.6

l Net liability at calendar year 1971 levels after all credits.

Note: Items may not add to totals due to rFounding.

Representative REUss. Thank you very much, Mr. Under Secretary.

In your presentation just now, you say that much is being said in

the heat of a political campaign year about people avoiding their

income taxes, and I quote "In the face of political rhetoric it is im-

portant that we keep a proper perspective and consider the need for

further reform of the tax structure with a calm and deliberate ap-

praisal." I want to be calm and deliberate, as you have been, so let's

look at it together.
You point out in your prepared statement that for people with

adjusted gross incomes above $200,000, which number 15,323, almost

all of the 15,211 paid an average tax of $177,161, and that "this repre-

sented an effective tax of 44.1 percent of their adjusted gross income,

and 59.5 percent of their taxable income."
Well, that sounds reassuring to somebody who doesn't know what

adjusted gross income is. But is it not a fact that adjusted gross

income is one of those lovely Treasury terms which deliberately

excludes the very loophole income we are talking about-capital

gains, oil depletion, tax exempt bonds, interest on life insurance sav-

ings, and so on? So that these people did make millions, taken together,

on which they paid no tax whatever, and this 44 percent figure merely

relates to that portion of their income, which wasn't loophole income,

isn't that so ?
Mr. COHEN. Mr. Chairman, I could not agree more that the use of

adjusted gross income as a measurement here has great defects.

First, let me say that the concept of adjusted gross income is not

one which is used by the Treasury in its discretion. The term adjusted

gross income is found in the Internal Revenue Code. And it is used

for various purposes. For example, the standard deduction, now 15

percent, is geared to adjusted gross income. The ceiling on charitable

contributions deductions and the floor under medical deductions, are

geared to what we call adjusted gross income. And it may be a defec-

tive concept for some of these purposes, but it is very difficult to

determine what concept should be used.
If we use taxable income, and we could run the computers and

publish the statistical data by taxable income classes, it would havc
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the same defect that you suggest. And it has been thought for many
years by those who preceded me that adjusted gross income is the
best measurement that we have of setting forth the data from the
returns as they are now.

But I pointed out in my prepared statement that adjusted gross
income is a concept that warrants reexamination.

Now, you are perfectly right in saying that adjusted gross income
does not include tax exempt State and local bond interest, and is cal-
culated after deduction of percentage depletion in excess of cost
depletion. Further, it includes only 50 percent of net long-term capital
gains. And all of these defects I not only agree with you on, but I
would point them out in collaboration with you.

But I would point out that you asked me to give you not only
adjusted gross income, but also what you called "amended gross in-
come." If you would turn to the table that I furnished you in my
letter to vou of April 28, 1972, which is appendix C to my prepared
statement, you will notice that we did the best that we could from
the data on the returns. These individuals in the aggregate had $44.7
million of adjusted gross income, and $48 million of "amended gross
income," which added back the excluded half of net long-term capital
gains and also the excess of percentage depletion over cost depletion, as
well as the excess of accelerated depletion over straight line deprecia-
tion. And you find that it only increased the income from $44.7 to
$48 million. That is a difference of $3.3 million out of $44.7.

There mayv be, and undoubtedly was, more than that, because one of
the difficulties we are faced with is that a lot of these deductions for
percentage depletion and accelerated depletion, and so on, occur in
partnership returns which we do not have available to match with the
returns of the partners. The difficulty is that they are filed in dif-
ferent parts of the country.

Nevertheless, my point is that this group of 112 or 106 persons is
not a group in which the defects in adjusted gross income that you
mention, so far as we know, have caused the nonpayment of tax. There
are plenty of other returns where the point you make is quite signifi-
cant. There may be people who pay tax, but at not a large enough
effective rate. But this group I don't think illustrates the point vou
make unless it is with respect to tax exempt bond interest, as to which
we have no information.

Representative REUSS. Let me suggest that I don't think the real
question which gets us tax reformers outraged is so much, as you
suggest in your prepared statement, that the rich manage to avoid
paying income taxes entirely. That gives rise to endless witty di-
versities about the 109 and what they actually did, which I am really
not particularly interested in. What does concern me is that a great
number of very well-to-do people pay a pittance in Federal income
taxes while the average working person pays much more.

For example-and I don't think this is disputed-back in March,
when you released your Internal Revenue Service publication 198-
2-72-that was the one that related to the 18,000 wealthy people who
theoretically were subject to the minimum tax, the 10 percent minimum
tax-we found that the average tax they paid on their tremendous
preference income was 4 percent.



171

Well, that is just half of what a $7,000 a year working man pays.
He pays at the rate of 8 percent. Doesn't this disturb you?

Mr. COZEN. Yes, Congressman.
Representative REuss. But there is not a word of it in your presenta-

tion. All you do is laugh off the 108 who seemingly achieved the
mission impossible, escaping without paying a dime of taxes. Well, in
many cases I would agree with you, there is good reason for that. But
put them to one side. It is just indisputable that these 18,000, that is a
lot of people, all of whom made very large incomes averaging well
over $30,000 a year, paid at the effective rate of 4 percent on their pref-
erence income, whereas a $7,000-a-year worker pays at the rate of 8
percent. I don't see how we can tell our constituents that they should
stop their taxpayer's revolt, that all is well, while that is going on.

Mr. CoymN. Congressman, I did not mean to indicate that all is
well. I specifically said that the President has said, Chairman Mills
has said, and Chairman Long has said that the time has come for a
further review next year.

With respect to the minimum tax, I shall not try to defend the
efficiency of the minimum tax. It was not the form of provision to
deal with tax preferences that the administration recommended. It
was not the one that the House of Representatives passed, after the
action of the Ways and Means Committee. We suggested a limit on
tax preferences that we thought was far more effective than the
minimum tax that was adopted in the Senate.

This provision was rewritten on the floor of the Senate. And I do
not subscribe to this rather complex provision.

Now, I think we ought to take a good hard look at it. Further,
I cited in a comment, as I went through my prepared statement, a case
that just came out of the computer late yesterday of an individual
who paid no regular income tax, but $600.000 in minimum tax. It
worked in his case. And whether it was right in his case or not is a
matter on which people could disagree. But it had quite an applica-
tion in that particular case.

I think it has some peculiar results, sometimes beingf ineffective
and sometimes being perhaps too harsh.

Representative REuss. Well, I never thought you would be capable of
arousing in my bosom sorrow for the man who paid a $600,000 mini-
mum tax. Maybe we are being too harsh with him.

But I am sure that we are being too harsh with 8 million taxpayers
who have to pay through the nose, while thousands and thousands.
at least 18,000, subject to mininmum income tax, make well over
$30,000 a year, and pay an effective rate less than half of what a
slightly over-the-poverty-level worker has to pay.

Mr. COHEN. Congressman. I don't disagree with you in your efforts
and our efforts to try to make the tax law as equitable as possible.
There are undoubtedly persons who take advantage of provisions in
the Federal tax law which are designed to induce investments of a
particular kind, or in some cases are the results of a page in history
that did not go into the law intentionally.

But let me take the case of interest on State and local bonds, an
extremely difficult problems. We recommended in 1969 that the Con-
gress allocate personal deductions for charitable contributions. State
and local taxes, interest payments, and so on, so that a person
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would be regarded as paying part of those personal deductions out of
his taxable income, and part out of his tax-exempt income, and he
would not be able to deduct the part that he is paying out of his tax-
exempt income. The House passed that provision, but it was deleted in
the Senate, and no provision was put into law with respect to tax-
exempt interest.

Now, there is plenty of argument on the other side from the stand-
point of the State and local governments, and this issue has been
debated in the Congress for 30 or 40 years. If I put on my professor's
hat that I wore, and from which I am on a leave of absence, and
view this from the standpoint of the equity of the tax system by itself,
I certainly must agree that this affects the equity of the system.

If -we were to change the rule, however, it also would seriously affect
the State and local governments, and I think we would provide some
kind of Federal subsidy for those interest payments.

If we changed the rule and made it optional with the States whether
to issue taxable or tax-exempt bonds, I anm not sure that we would
greatly improve the equity of the system, because it would then give
each issuer an option as to what to do, and they -would still be in a
position to offer tax-exempt bonds for those who wanted to reduce
their income tax and accept the lower yield, That is just an illustration.

Another illustration is the housing problem. We induce investment
in housing through the tax law. When we came in, in 1969, and re-
viewed the various income tax provisions, it was clear that many
individuals were reducing-some were eliminating entirely-the tax
liability on account of the various provisions for accelerated deprecia-
tion on housing investment. But the Congress in 1968 had just finished
passing the Housing Act of 1968, which was built around the existing
income tax provisions.

On the one hand, the Congress is trying to induce investors to par-
ticipate in the housing with tax benefits. On the other hand, such
measures affect the equity of the tax structure. It does, however, put
a lot of money into housing. We are now at a level of 2.3 million hous-
ing umits without regard to the mobile units. Thus, Von have your
choice. You can't do -both. If you are going to try to give an incentive
for investment in housing, then you are going to bave people taking
advantage of it and that is what the Congress w anted.

Now, our limit on tax preferences as we recommended it would
consider all these things together and say, this is fine, you can take
advantage of incentives, but not to such an extent that you don't bear
at least some fair or minimum share of the cost to the Federal Gov-
ernment. I still believe that that is a fundamentally sound position to
take, but the minimum tax doesn't work that way.

Representative REuss. Leaving behind for a moment your academic
mortar board, and putting on your Treasury gray homburg or what-
ever you wear-

Mr. COHEN. I might say, Mr. Chairman, that I was a little worried
when I put on my professor's hat, because as such I was an employee
of the State of Virginia. Thus, I may be in an inconsistent position in
commenting on State and local bonds.

Representative REUSS. You state in your prepared statement, Mr.
Under Secretary, that the President has stated that he will submit to
the Congress for action next year recommendations for tax reform.
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That certainly sounds good. But how do you reconcile that with the
fact that at the hearings last year on the Economic Report I asked the
Secretary of the Treasury, :Mr. Connally, what the administration s
attitude was on the nine or 10 leading loopholes-I mentioned them-
oil or gas percentage depletion, intangible drilling expense, capital
gains on property transferred at death, unified gift and estate tax,
generation. skipping trusts, capital gains holding period, stock options,
State and local bond interest-he was militantly opposed to closing
every one of those.

And then, as if that was not said from on high, just a couple of
months ago MIr. Conmally had Mr. Nixon down to his ranch, and they
had all of the leading industrial and banking and oil interest of Texas,
or at least a good share of them, at the barbecue. And at that meeting,
according to the press release issued by the White House which I
have, President Nixon said to this audience:

As far as I am concerned, I strongly favor not only the present depreciation
rate, but going even further than that, so we can get tour plants and equiplment
more effective. That is why, in terms of depletion, rather than moving in the
direction of reducing the depletion allowance, let us look at the fact that all the
evidence now shows that we are going to have a major energy crisis.. To avoid
that, we have to provide incentives rather than disincentives for people to go
out and explore for oil. That is why you have depletion, aind the people have got
to understand it.

lWell, in the light of those statements, what can I tell my constituents
in the event that Mr. Nixon is reelected? Is there going to be any help
for the average workingman taxpayer, or is he going to continue to be
confronted with the fact that even at the bottom of the working spec-
trum he has to pay an 8-percent effective rate, while the loophole en-

.joyers pay one-half of that, 4 percent? What hope caln I give him?
Mr. COH-iEN. Air. Reuss, I think you can give him the hope that the

President, as I understand it, at a press conference at which I was not
present, but which was also reported in the papers more recently than
the one you refer to, has specifically stated that he will present to the
Congress recommendations with respect to tax reform. I do not have
the statement before me. But it was made at the press conference.
within the last month.

Now, as I understand it-though again I was not present at the
Texas statement-he.took a position there with respect to incentives
for oil and gas, and with respect to investment in plant and equip-

ment, and there is nothing inconsistent in taking that position with
the position that 'he is going to recommend changes and tax reform
in the Internal Revenue Code. Those are only two items in the list of
40-some that are under investigation by this committee.

Representative REtrss. Would you consider a national sales tax like
the value added tax tax reform, would that satisfy the commitment to
recommend tax reform?

M\Ir. CO-hEN. You atre asking me about political and governmental
decisions to be made at a level above mine, Mr. Chairman, as I am sure
you realize. All I know is that I am hard at work. and our staff is hard
at work, in a review of the Federal tax structure from stem to stern,
these are my instructions from Secretary Shultz. And I understand
that we are to review the structure throughout.

Now, what decisions will be made as to what recommendations ari
forthcoming are naturally going to be the decision primarily of the

83-786-73 12
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President and Secretary Shultz. And I assume that I will participate
in those discussions, but naturally I just have my responsibilities at
my level, and I can't tell you what the decisions would be.

With respect to the value-added tax or a sales tax, or whatever form
of expenditure tax or consumption tax might be considered, the Treas-
ury has considered this problem, as I understand it, for some 30 years,
and the President has asked the Advisory Commission on Intergovern-
mental Relations to make a report to him with respect to the advis-
ability of using a value-added tax, a sales tax, or any other form of
tax in conj unction with the need to improve the property tax, particu-
larly in relation to meeting the cost of education.

You are aware of the court decisions that will require, if those cases
are sustained, some change in the property taxes in relation to educa-
tion. That matter is under study by the ACIR.

Representative REUSS. Then your answer would be that, speaking for
yourself, and just as a matter of philosophical definition, the value
added tax could be comprised under the general rubric of tax reform?

Mr. COHEN. It certainly could be an item for consideration and it is
used, as I am sure you know, to a very large extent in European na-
tions. We have problems with respect to border tax adjustments in
our exports and imports, and the difference between value added taxes
and corporate income taxes and individual income taxes, so it is not
possible to ignore that as a general subject.

But I would assure you that the staff of the Treasury is engaged
full time in a review of the tax law from stem to stern.

Representative REUSS. The Treasury has been, I would assume,
reviewing those tax laws for the last 3 years since 1969. Have you
got anything to report to us this morning, any improvements, closing
a loophole or two, any break for the average wage earner, any good
news?

Mr. COHEN. Mr. Chairman, the 1969 act was passed at the end of
1969. And one of our major concerns in the 2 years since has been
the development of regulations under that act. We published what
we estimate roughly at 8,500 pages of regulations under that act. We
are trying at full speed to get available the data showing the effect of
the 1969 act. Wie are just in the process of getting operational the
computer models of the 1969 returns and the 1970 returns, and in the
process of updating those for economic data for 1972 and 1973.

Now, we do not yet have the computer data, the statistical data from
corporation returns for 1970. So, it is not yet possible to measure the
effect of the 1969 act on corporations until we have that data. But that
data will be available within the next few weeks.

Now, we are making, as I indicated to you, this full review, and
the President will make the recommendations to the Congress, as he
said, for action next year. I think it would be inappropriate and
presumptuous of me to indicate what those recommendations are,
because at this stage I don't know, and even if I did, they should be
made by him, and not by me.

Representative REUSS. That is entirely proper. And we can expect
those Presidential recommendations, then, in the next few weeks?

Mfr. COHEN. No, that is not what the President said. The President
said that he would have his recommendations, according to my recollec-
tion of the press conference, by the end of the year.

Representative REuSS. Not before the election?
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Mr. Coiir-\. My recollection of this is that he said by the end of the
year. I would assume that that would mean in time for congressional
action next year. This may mean the latter part of December or in
his budget message or State of the Union message-assuming, of
course, his reelection.

Representative REuSs. You couldn't induce him to accelerate that
,date? I was just thinking that the average working taxpayer might
-et a better break if the Presidential recommendations came before
the election than after. Is that a thought forbidden under the rule of
calm and deliberate appraisal that you and I have adopted?

Mr. COTTEN. I would think, Mr. Chairman, that, recognizing the
tight schedule of the Congress and the matters that are pending before
the committees that require action between now and the close of the
Congress, it is pretty clear that there is no opportunity for tax legisla-
't]Ol this year.

I would think it unwise to try a complete review of the tax laws
under those circumstances at this particular juncture of the election
campaign. I think Mr. Mills and Senator Long have both so stated.
And those are, as you wvell understand, matters that will be in the
jurisdiction of the Ways and Means Committee and the Finance
Committee.

Representative REUSS. Turning to another point you made earlier,
Mr. Under Secretary, you stated that tax changes since 1969, have
by no means helped or preferred corporations as against individuals.

Let me ask you this question.
Is it not a fact that the revenues yielded by the corporate income

tax in 1969, were some 20 percent of total Federal revenues, and that
the percentage will decline to something like 16 percent in this year,
1973? In other words, that the corporate income tax has declined in
its revenue-raising proportion?

Mr. COHEN. MrI. Chairman, may I make two comments in relation
to that.

One, if you compare one year's tax with another year's tax, there
is a great difference in corporate profits in one year as compared to
corporate profits in another year. I don't at the moment know the
relationship of corporate profits in 1969, to corporate profits-did you
say in 1971?

But obviously the corporation income tax, whatever the changes,
will vary according to corporate profits. And corporate profits, as I
understand, dropped in relation to gross national product.

NTow, the second point that I would make is that social security taxes
and benefits are constantly rising, and they are assuming a larger and
larger proportion of the total budget. I take it you are using unified
budget figures. Therefore as social security taxes go up and benefits
go up, they force downward the percentage of all the other taxes in the

-total revenue.
I understand from a brief summary that Mr. and Mrs. Ott referred

to this circumstance in their testimony yesterday.
lRepresentative REuss. Wlhat you hiave said about social security

taxes, which are. of course. a relatively regressive tax. brings up an-
other question which is verv muich in the area of public discussion to-
day, the question of income shares. in which taxation is partially but
by no means wholly in\volved. Still I would like to ask you about it.
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I a-n disturbed by the comparison of the figures from the Federal
Reserve-they are the best figures we have-of the shares in the na-
tional income in 1968 and 1970-that is the most recent comparison we
have. Whereas for a generation before 1968, the income shares of the
five-fifths of the American people were getting more egalitarian, the
discrepancy between rich and poor was decreasing, something hap-
pened in 1968 and thereafter, so that in 1970, the last year for which
we have figures, according to the Federal Reserve, the percentaie
shares for the top one-fifth of American families weent up a whole
percentage point, from 40.6 percent to 41.6 percent.

The next to the top went down from 23.7 to 23.5 percent. The middle
one-fifth went down from 17.7 percent to 17.4 percent.

The next to the bottom one-fifth went down from 12.4 percent to
12 percent. And the bottom one-fifth went down from 5.7 to 5.5
percent.

In other words, what happened -was, the top fifth, the wealthiest
families, went up a whole percentage point in their shares, and the
other four-fifths of the American families went down in their shares,
with the man in the middle hurt the worst.

Until somebody demonstrates to the contrary, I think what has been
happening in this country-and I suspect it has gotten worse since
1970-is that between 1968 and 1970, unemployment almost doubled.
inflation greatly increased in its rate, and the share of total taxes paid
by the progressive Federal income tax was going down, while regres-
sive local property and State sales and social security payroll taxes
were increasing.

You put all of those together, and you have what to me is some-
thing very alarming; namely, a reversal of the beneficent trend that
we had for a generation. If we keep on this way long enough, not only
are there going to be some of the taxpayers' revolts that we are talking
about, but it could just be that we are going to run out of purchasimg
power in the economy to take the product off the market in a given
period.

And that is no way to run a free enterprise economy.
Now, this goes much beyond taxation, but fortunately, you and

your concerns do, too. So, I would like your response to those Federal
Reserve revelations.

Mr. COHEN. I am not familiar with the precise data, Mr. Chair-
man, I don't know exactly how that data is calculated. And I would
]ike to examine it.

I can say with respect to the tax side that this is one of the matters
that I have been very anxious to proceed to examine. Front our com-
puter models of the 1970 tax returns in relation to 1969 and 1968. the
preliminary indications are that the 1969 act did significantly increase
the effective ta.x rate in the upper brackets in relation to that in the
middle and lower income brackets. However, we will not know that in
detail for some weeks as yet.

But I agree with you that this is a matter that should be considered.
I don't believe that the effects that you indicate are the effect of any
changes in the tax law, because we gave a great reduction in taxes, as
I pointed out, in the low-income brackets, and it looks as though we
substantially increased the effective tax rate in the upper income
brackets. The extent to which any change mav be due to inflation and
unemployment I do not know. I kinowv that there were released this
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morning figures with respect to the GNP for the second quarter show-
ing a growth of some $30 million. And it is miy understanding- that-
thoughi I don't have the figures immediately before me-that they
showed a substantial increase in real gcrowvth; I think, of 8 percent.
Also the deflator was down significanitly, and the Consumer Price
Index for the month was up only one-tenth of 1 percent.

So, I think w'e have reason for encotiragenient. as you will see from
the release of the figures today. I don't want you to feel that any 1
month figures represent a solution to the problem.

I now have before me the figures just released. The GNP results in
the second quarter in constant dollars were up 8.9, and the deflator was
2.1 in the second quarter. And the Consumer Price Index was up 0.1
percent.

So, I think that we are making progress in that area, and in the
employment area. I am not that familiar with the Federal Reserve
figuires to be able to comment beyond this. But I don't believe that the
tax law changes in 1969, contributed to the changes reflected in the
Federal Reserve figures you cited. Indeed, if it took place, it took place
in the face of the changes in the tax law in 1969.

Representative REIuss. I would have just one more question, Mr.
Under Secretary.

Congressman Vanik in his testimony before this committee earlier
this week told us that a number of very large corporations, among
them Continental Oil, McDonnell Douglas, Gulf anld Western Indus-
try, Aluminum Company of America, Signal Co., had large amounts
of income in 1971, yet paid no Federal income taxes.

Is that true?
Mr. COHEN. Congressman, as I am sure you will recall, I am for-

bidden by law to state what any individual taxpayer or any corporate
taxpayer has paid. I may not do that. I have some information on
that, but I am not in a position to discuss the tax liabilities of par-
ticular companies. I have looked at Congressman Vanik's statement.
In general he has taken the tax paid to the United States and comn-
pared it with the worldwide income. In general, he has used the forms
10K and the annual reports of corporations filed with the SEC, and
taken the amount of the U.S. income tax paid, and related it to the
worldwide income of those companies.

Nowv, he has used in this analysis taxable income for 1971. I don't
see how he could possibly have known the taxable income for 1971,
because most large corporations don't file their tax returns until Sep-
tember 15. If they are on a calendar year basis, they generally file
brief estimated returns in Mfarch and ret a 6-month. extension of time
to file their final returns. So, we wouldn't know their taxable income,
and I don't understand how Congressman Vanik could know it. He
may have guessed at it from trying to use financial accounting state-
ments. But financial accounting and tax accounting are widely dif-
ferent concepts, for a variety of reasons which I will not trouble you
with.

But the biggest problem is that he is using the U.S. income tax in
relatiomi to worldwide income. I think if vou make a comparison, you
should either use total income taxes paidl worldwide in relation to
%worldwide income, or you should use the U.S. tax paid in relation to
the U.S. income.
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I don't think it is fair to the companies to present figures taking
the U.S. tax in relation to the worldwide income.

I am told that Chairman Proxmire pointed that out to Congress-
man Vanik when he testified here, though I was not present.

So, I cannot speak with respect to the individual companies. At least
one company I know has announced that it did pay tax. And others
have announced that the figures are inaccurate. Indeed, it seems to me
that the figures must be inaccurate, at least to some extent, because we
just couldn't know what the tax figures are for 1971, before the returns
are filed.

Representative REuSs. Mr. Brown.
Representative BROWN. Mr. Secretary, can you give me figures on

the effect of the tax law changes in 1969 and 1971, at various income
levels? In other words, what was the impact in terms of tax paid on
the average citizen making $5,000, $10,000, $15,000, and so forth?

Mr. COHEN. If you have a copy of my prepared statement I have
tried to set forth in table 2 of my prepared statement, breaking it
down bv income levels. And I show the income classes at the left. And
this is calculated in relation to 1971 levels of income. We can do this
at the moment only with respect to 1971 levels of income.

Representative BROWN. So this is not related to inflationary factors
or anything else. This is taking one income level and not saying that
it would be more by the time 1972 rolls around than it was in 1968?

Mr. COHEN. We could give that to you in the aggregate. As I under-
stand it, for the year 1972 or even the year 1973 we can estimate what
aggregate GNP and personal income would be, but when we try to
break it down by income classes and do it in a fairly accurate way, we
can do that only for the year 1971 at the present. And that is whv we
used 1971 levels of income. But using those levels of income, the second
column shows taxes that would have existed under the law prior to
1969, and the next column shows tax under 1972 law. So, the difference
is the effect of the 1969 reform act, the regulations under the asset
depreciation range system, and the Revenue Act of 1971. And you will
see that the individual tax liability has been reduced by $11 billion,
from $94 billion to $83 billion. And in the last column it shows the
percentage reductions, in the lowest level an 82 percent reduction, and
at the next level, 43 percent. You see the percentage reductions de-
crease as the income levels rise, until you get to the level of adjusted
gross income of $100,000 or more, where there is an increase of 7.4
percent.

Representative BROWN. These are individual income taxes and not
corporate income taxes?

Mir. COHEN. That is correct.
Representative BROWN. Let me ask one other question about these

statistics.
Do thev include the reduction in the excise tax or the removal of the

excise tax on automobiles?
Mr. COHEN. No.
Representative BROWN. The average citizen, I suppose, buys an

automobile once every-how many years, 5 years, 4 years?
Mr. COHEN. I don't know.
Representative BROWN. When you figure out how many automobiles

there are on the road and how many automobiles were sold last year,
I would judge it must come out to once about every 4 years.
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Mr. COHEN. I was going to say that it might be affected by whether
they join the Government or not, because they buy them less frequently
after they join the Government.

Representative BROWN. I will make that plea, but not comment on
it.

At any event, that it is not reflected in this, which would mean a
further reduction in the individual Federal taxes, I assume, is that
correct?

Mr. COHEN. If you will turn to that section of my prepared state-
ment, it there deals with the complete categories of corporate income
taxes, individual income taxes, and excise taxes. You will see that for
the 4 calendar quarters of 1972, there will be a reduction in the excise
tax on automobiles and telephones, mostly affecting individuals, of
about three and a half billion dollars. Some of that affects corporations,
but most of it is with respect to individuals.

For the current calendar year 1972 we estimate that excise tax reduc-
tion, largely due to the elimination of the excise tax on automobiles and
small trucks, was about $2.6 billion.

Representative BROWN. So, when we are talking about tax reform in
effect from these statistics, we are talking about tax reductions for darn
near everybody, with the exception of the $100,000 income and over?

Mr. COHEN. Yes.
Representative BROWN. And some corporations. And that depends

on whether the corporations make substantial investment in new plant
equipment and all that sort of thing?

Mr. COHEN. Yes; that is correct.
Representative BROWN. What I am trying to figure out is where the

crunch on the middleman then comes, because I think we have to figure
out the things that are being done for people and corporations by
Government when we consider not only who pays but who benefits.
And I would like to relate to you a conversation that I had the other
day with a constituent of mine. I spent my 10 days while the Demo-
crats were basking in the sun of Miami out in my constitutency visiting
20 different communities on the two-a-day basis, listening to people's
problems. And if I heard this complaint once, I heard it probably 10
or 12 times a day from different people. And it ran like this. I will give
you the most eloquent presentation that I had from a man who works in
a factory on the assembly line. He said, You know, Congressman, I
have worked on the line all my life, and I dreamed of the day when I
would be making $10,000 a year-and then I learned that it is now the
national average, a little over $10,000-I dreamed of the day that I
would be making $10,000 a year, so that when I was making $10,000
a year I could afford anything I really wanted. And what I wanted
most was to be able to send my youngsters to college, something that my
parents could not afford when I was young." He said, "I have been
making $10,000 a year now for almost 2 years, and I suddenly dis-
covered that I cannot afford to send my youngsters to college because
so much of my money is being taken to assist in the college education
of the youngsters of people who have not worked as long as I have, or
who are not doing as well as I am now."

And he resented that very much, because he said, "Maybe I ought
to throw in with them, and then my kids would be able to go to school,
in other words, maybe I could just go on welfare and be in some low-
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income arrangement by.not working so I could get more assistance
Ifrom the Federal Government."

So this is a double-edged sword, I guess, not only what we are doing
for people, but what we are doing to them in the way of the tax
structure.

The argument that he presents is that it is the guy in the middle who
is paying, and that that is destroying incentive, and the result of that
will either be that a lot more guys in the middle will have to fall into
the supported class rather than the class which shows incentive to try
to support others.

Now, I find that a pretty distressing situation, and a pretty dis-
tressing commentary, and a very distressing attitude, because we go
By the Judaic-Christian ethic where we are supposed to help people,
and yet there are a lot of people who feel like they were being made for
a sap in this situation by those who maybe don't care to make the effort,
and that you have now got it down to a pretty low level, where you are
making life difficult for people by taking from them.

Now. related to these figures about the tax reduction, which show
that we are reducing it for everybody, and yet Ewe are providing more
and more services-I guess I can only suggest the deficit as an example
of that-and things like the recently passed education bill, which
increased the budget by $2 billion in the House and considerably more,
I guess, in the Senate-what comment do you have to make? Are we
going to have to confiscate income above a certain level, or are we going
to have to reneg on all these tax reductions that we have made with the
administration recommendation and congressional approval, or where
are we headed on this problem?
*Mr. COHEN. Let me point out at least one matter that we have to con-
sider in relation with the individual income tax.

We reduced income taxes, as you see from that schedule before, by
some $11 billion for 1972 as compared to 1968, based upon the same
levels of income.

Now, one of the reasons for that is that we have a highly progressive
income tax structure, and as we have a better earning capacity arising
from rising standards of living and education, and as you have infla-
tion, incomes go up into higher brackets, and they are subject to
higher taxes because of the progressive rate structure.

Now, if you go back 10 years roughly and eliminate the 1964 act
which reduced tax rates, and the 1969 act, and 1971 act, you would find
that the individual income tax, the effective income tax, would have
i'isen to 14.7 percent of total 'personal income. It has never been that
high. It has fluctuated from a low of 10 percent in 1965 to a high of 11.6
percent in 1969, averaging just below 10.9.

And we now have it at about 10.6 percent. So, one of the difficulties
that we have when you project ahead is that if you don't project ahead
a reduction in tax rates or some change in the law, the individual
income tax eats u'p a higher and higher percentage of personal income.

Representative BROW-N. Let me try to point up my question just a
little more precisely.

My friend here that I was talking about was at the $10.000 level, the
average U.S. income level. And according to this his taxes have either
been reduced by-well, somewhere between 13 and 17.5 percent. But
he is feeling that though his taxes have been reduced, he is substantially



less able to do the things that lie would like to do with that money, but
that somebody whose taxes may have been reduced 27 percent. or
42 percent, who is in a lower income level, is relatively better off than
he, because of what our society will do for that kind of a person.

Nowv, what I am getting at, I guess, is that as we increase the level
at which we will do for, we seem to be hearing the level at which we
do things to incomers, and thereby we force higher and higher this
nonincentive level where people just say, well, let's chuck it and let
Uncle Sam take care of us. That is what I am trying to get at. Isn't it
necessary to relate in terms of tax reductions, and so forth. the benefits
that come from those taxes that accrue to people at this level, and
doesn't that give us some figure at which somebody is either a tax-
payer or a tax user?

We face in our society this year the issue of the $6,500 guaranteed
annual income. If that guaranteed annual income was $10,000, the sta-
tistics would be fairly simple. Leaving out the corporation, you would
just take everything that anybody makes over $10,000 and give it to
anybody that makes under $10,000 and you could assure everybody
an average $10,000 income. And then you finance the rest of the Go -
ernment operations from corporations. But what does a $6,500 annual
income do to us?

Mr. COYEN. You point out a very important factor, Mr. Congress-
man, that when you increase Government expenditures and you have
to finance them, you have got roughly three groups, a lower income
group, a middle-income group, and an upper income group. And no
matter how heavily you tax the upper income group you can only get
so much out of them, because it is just not that large a group. And
you can't tax heavily the low-income group. So as you increase expendi-
tures. and you have to develop the revenue, you develop it necessarily
from the large body of middle-income persons, because they are the
ones that are the backbone of the Nation.

I might say that there are other factors that affect your constituent's
problem. The obvious one is that the cost of college education is rising.
I might say that when my oldest boy was in college, I complained.
as a father does, about the level of his expenditures, and how hard one
had to work in order that after tax one could afford this for him. He
pointed out, "Dad, don't work that hard on my account, because if you
had nothing I could get a scholarship."

Representative BROWN. That was precisely my point.
Of course, if he wvent to your school where you taught he would

probably get a break on his tuition, most colleges do it that way.
My time is up. I am going to ask you to supply some information. I

would like to know if you could break down these same figures based
on incomes so that we could have some idea at what level we vwould
have-if we decided we were going to confiscate high incomes above a
certain figure. how much we would take in in the Federal Government?

In other words, if you wanted to confiscate all over $100,000 income.
and all over $50,000, and maybe over $10.000, I would like to know
what vou can take in, because -we are faced with a couple of proposi-
tions, or maybe faced with a couple of propositions, whereby we had
to come up with $910 billion, or a thousand dollars for everybody a
year, or the $6,500 guaranteed income.

l:S1
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I don't know what we can get out of the people who are earning
income to pay for those proposals. And I don't have the statistics. I
assume you do.

Mr. COHEN. These are readily available for 1970. According to the
preliminary statistics, the taxable income of the group with adjusted
gross incomes above a hundred thousand dollars would be $11 billion.
And they paid in taxes $5.7 billion. So, you could get about another
$5 billion out of them based upon their present taxable income if you
had 100-percent tax, and you assumed that they were all still going
to Work and invest.

But this calculation is open to the question as to whether you -want
to change the base of taxable income. This is a point that the chairman
and I were discussing. For example, this will not include State and
local bond interest, and matters of that kind.

If you assume the existing income tax structure, at least the one
applicable in 1970, you could by a 100-percent tax on the adjusted gross
income class above $100,000, raise about $5 billion.

Representative BROWN. W1'hat about above $50,000, above $20,000,
and above $10,000, the figures that you have here?

Mr. COHEN. If you take it above $50,000, even 100-percent tax on
adjusted gross income above $50,000.

Representative BROWN. That is above $50,000 or $50,000 to $100,000?
Mr. COIHIEN-. No; I am talking about all above $50,000. I could do it

the other way, buLt this is easier.
Representative BROWN. That is all right, whatever you have there.
Mr. COHEIN. They had a taxable income of about $29 billion, and

they paid an income tax of $12.4 billion. That is an effective rate of
income tax based upon taxable income of 42 percent. If you raise that
to 100 percent, and take all of their income, I think we -will get $17
billion. But obviously if you took 100 percent of their income a lot of
people would not work.

And of this income-I can't say in that category how much of the
income is salaries and wages and howv much is dividends-some of it
will continue to flow in as investment income, but a good part of it is
also salaries and wages and business and professional income.

But obviously vou can't consider a 100-percent tax.
Representative BROWN. WNe are not into my category yet. Can you

get the $20,000 and $15,000, and then I will leave you alone?
Representative REIJss. Your request is that the Under Secretary pro-

vide those for the record?
Representative BROWN. Unless he has them available here.
Mr. COHEN. Do you want to assume a 100-percent tax on everyone

above $20,000?
Representative BROWVNT. Or $15,000, either one.
Mr. COHEN. I get more and more nervous as we go down. You have

already gone below my published salary level, you realize, and below
yours.

But at $20,000 or more the taxable income is $102 billion. And the
tax paid is $30 billion. So. you could pick up, if you make the assump-
tions that all this would flow in the same way, about $72 billion by a
100-percent tax on everybody with an adjusted gross income of $20,000
or more. But I can't conceive of attempting to do that.

Representative BROWN. That would just about cover the health in-
surance proposal for next year.
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Thank you very much.
Representative REUSS. Of course your answer to Mr. Brown's ques-

tion was based again on this adjusted gross income figure, which, as
we have said, excludes capital gain, oil depletion, tax exempt bonds,
and life insurance savings. and so forth.

Representative BROWN. I just want to point out that the predicate
for my questions are that I figure that the tax exclusions that we cur-
rently have amount to about $49 billion, and that I ask the Senator-
from a list of those I picked out the largest sources of money that are
presently tax exclusions, the home mortgage, the charitable contribu-
tions, the municipal bond interest, and so forth, and found, after our
conversation, that there were $21 billion of those he would not consider
reinoving as tax exclusions, of the three that I mentioned, plus several
others.

So. we are left with $28 billion in that amount. I assume that most
of those exclusions would fall in this over $20,000 category?

MIr. COVIEN. I provided as an appendix to my prepared statement a
bereakdown of the various preferences on that list by income cate-
gories. And many of them fall in the middle-income categories. The
biggest ones in the $100,000 and over category, are capital gains, the
deductability of State and local taxes, the exemption of interest on
State and local bonds, and the deductability of charitable contribu-
tions. I don't know what can be said with respect to those. They are
the major categories. And the problem of capital gains taxation, which
is the biggest item affecting the upper income group by far, is the one
that we hlave been debating for 30 or 40 years.

And I point out in my prepared statement that when you consider
that. and vou consider the fact that most capital gains, at least half of
capital agins in round terms, are derived from stocks of corporations,
vou also have to consider the effect of the corporation tax burden, as to
Whether that is borne by consumers or borne by shareholders.

If von assume that that is borne by shareholders, then you have a
half or three-quarters or whatever assumption you want, as shown in
appendix F attached to my prepared statement. And that is a heavy
burden in the upper income levels, too. So, as you would consider capi-
tal gains taxation, vou would have to consider also the burden of the
corporation tax. and where that falls.

Representative BROwN. Thank you. My time is up.
Representative REUSs. Thank you very much, Mr. Under Secretary,

for your patience and helpfulness.
Chairman Proxmire has a number of questions, I think largely of a

statistical nature, that I will give to you shortly for inclusion in the
record as vou are able to prepare them.I

And I wvould have just one additional question, not for an answer
now, because I am sure you can't, but again for inclusion in the rec-
*ord when vou are able to do it.

Would you give us the Treasury revenue estimates for closing each
of the preferences in the Mfills-Mansfield bill? That is the one that the
Treasurv said was an interesting approach. Could you give us the esti-
mate. both on total and partial closing, whatever seems to you the
sensible way of getting at it.

1 The response of Mr. Cohen to a number of written questions posed by Chairman Prox-
-mire was not received at the time of printing the hearings.
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Mr. COHEN. Mr. Chairman, we have such estimates, but I would not
attempt at this 'stage to say which of those changes would be sensible
and which would not be. And neither has Mr. Mills, as you recognize.

Representative-REtEss. I didn't mean you should make a value judg-
ment, just base your answer on the revenue yield involved in closing
them. And if on a particular loophole you want to break that down into
a number of alternative assumptions, you are welcome to do it, that is
all I was saying.

Mr. COHEN. I can answer this in broad terms.
Representative REUSS. I think that it perhaps would be more useful

for us, and maybe a little easier for you, if you are able to provide us
vith whatever you can on that for the record.

M/r. COi-EN. Yes; I will be happy to.'
Representative BROWNr. I don't understand that. This appendix E

of your prepared statement is all tax exclusions, not those in the Mills
bill; is that right?

Mr. COHEN. There is a considerable difference between the list of
tax preferences in the study which the Joint Economic Committee
staff selected, and the list of 54 items in Mr. Mills' bill. The information
that we provided in the appendix to my prepared statement dealt with
a list selected by the Joint Economic Committee staff. Now, Mr. Mills'
list of 54 preferences is compiled in a different way. There are some
16 or 18 items that are on the committee staff list that are not on M r.
Mills' list, and a comparable number that are on Mr. Mills' list and not
on this list.

One of the things that has to be borne in mind is that Mr. Mlills
picked only those provisions or those preferences that are dependent
upon existing provisions in the Internal Revenue Code itself, for whlich
you could provide a termination date. But some other items, which
don't depend upon the code itself but have grown up just out of rulillns
or case law., can't be terminated in that way and are not on Mr. Mills'
list.

Representative BROwN-. What do appendixes D and E of your pre-
pared statement refer to?

Mr. COHEN. Appendix D refers to every item that the Joint Eco-
nomic Committee staff asked us for or included in the tax subsidv
studv. There are other items on Mr. Mills' list that I have not provided
for, but the chairman has asked me if I would provide those for the
record. And I willdo so.' X:Ve have them available. I do not prefer. since
I have given that list to Mr. Laurence Woodworth, the chief of staff
of the Joint Committee on Internal Revenue Taxation, to have him
check it to make sure that he agrees with it.

Representative REUSS. That is why I think it is more useful for you
to do that at your convenience.

Mr. Conable.
Representative CONABLE. Mr. Cohen, I got stuck in another meet-

ing, and I am sorry to have missed your testimony, because I know
what contribution you made to the Tax Reform Act of 1969, and I
know you are the leading expert in the field of tax reform in the
administration, and probably elsewhere. I would like to ask you, we

'The information to be supplied for the record by Mr. Cohen was not received at the
time of printing the hearings.
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hlave heard some allegations that we have not brought up estate and
gift tax reform during the past 3 years, as a result of Treasury
opposition. This is not so, is it? You are willing to make your rec-
omminendations available any time the Ways and Means Committee
is ready to hear them; isn't that correct?

Mr. COi]3N-. Yes, sir. The Ways and Means Committee report on the
1969 act said. as you will recall as a member of the committee, that
time did not permit consideration of estate and gift tax reform at that
time, but that the Congress would take it up in the following session.
It has not done so. We have conducted a good many Treasury studies,
and I have said repeatedly that we would be ready when the committee
is readv to take it up. I understand that that will be a part of the
legislation considered next year.

Representative CONABLE. Is it your understanding now that there
has been a commitment on the part of the Ways and Means Commit-
tee to take up tax reform as the first order of business in 1973?

Mr. CoHEN. You would know better than I but that was the tenor
of the discussion at the executive session at which I was present, and
I understand that to be so. I said in my prepared statement that
the President has stated that he will be prepared to make recommenda-
tions for legislation by the end of this year, which I take to mean the
beginning of the next session, and both Chairman Mills and Senator
Long, as I understand it, have pledged that this will be taken up as
the first order of business next year.

Representative CONABLE. Is it your feeling that something should
be done in the area. of estate and gift tax reform? Nothing has been
done in that for a long time. Do you have any general feeling about
whether or not that should be considered, regardless of what kind
of proposals that are presented? How do you feel about it?

M~r. COHEN. I think it should be considered and reviewed. We have
had very little review of the estate and gift taxes, except on an adminis-
trative matter a year or two ago. since the early 1950's. The rate struc-
ture that is in effect today, as I recall it, is the rate structure that
was put in in the Revenue Act of 1942, and it needs a thorough re-
view. The answers are not easy, and a great many lawyers and econ-
omists and others are quite divided over what the type of changes
should be, but I think it is clear that it should be reviewed.

Representative CONABLE. Is there any other area of the code be-
sides the income tax in addition to estate and gift taxes that you feel
should have the attention of the appropriate congressional conimit-
tees who are charged with the responsibility for legislation in this
area?

Mr. COHEN. The bulk of our revenues come from the income tax.
I think at the present time we estimate on the order of $93 billion
from individual income tax, and about $36 billion from the corporate
income tax. And, of course, the social security taxes, as you well know,
are very large proportion of the total.

Representative CONABLE. That is increasingly a dominant part of
the issue, too, progressivity?

Mr. CoHEN. I sat in the gallery while you so remarked on the floor
of the House on the evening of June 30. And so I well know your posi-
tion on that. This is not generally in my area of responsibility, but
more in the area of HEW's.
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But beyond that, I guess the principal source of revenue is fronr
the alcohol and tobacco taxes. There are some changes that are con-
stantly in order in those taxes, so they might well be reviewed also.

Representative CONABLE. May I ask you also, Mr. Cohen-you have
recently been promoted to the position of Under' Secretary, for which
we congratulate you. But is that going to change your duties with
respect to tax policy, or is that settled yet? I hope you will continue
to work in this field, frankly.

Air. COILEN. I understand Secretary Shultz says that I am supposed
to continue to work in this field. My former deputy, Frederick WT
Hickman, has been nominated to be Assistant Secretary for Tax
Policy. And I understand that while my duties are to be of a more
general nature, I am also to continue to work in the tax field witli
the Secretary and the Deputy Secretary and the Assistant Secretary-

Representative CONABLE. That is fine. I am glad to hear that.
Again, my apologies for being late.
Representative REuss. Thank you very much, Mr. Cohen. We appre-

ciate your help as always.
Mr. COHEN. Thank you, Mr. Chairman.
Representative REuss. We will now ask the patient Professor Erick--

son, Professor Leontief, and Professor Musgrave to step up.
We appreciate very much your patience, and we would like to have-

you now, proceed.
We will start with Mr. Erickson, if he is ready to give the substance-

of his testimonv.
I might say that we have prepared statements from all three panelists

which under the rule and without objection will be admitted in full
to the record, if you should abbreviate them.

STATEMENT OF EDWARD W. ERICKSON, ASSOCIATE PROFESSOR
OF ECONOMICS, NORTH CAROLINA STATE UNIVERSITY

Mr. EarcKsON. Thank vou. Mr. Chairman.
I have a very brief and I think very general statement that I would

like to make.
In "Taxes, Goals and Efficiency: Petroleum and Defense," Profes-

sor illsaps and I argued that there were four possible reasons:
through which percentage depletion for the oil industry might be
justified. These reasons are:

National Security; adjustment for risk; a preference for a strong
mineral industries: and tax neutrality.

WTe argued, I hope convincingly, that the only really substantively
valid reason for considering special tax provisions for oil and gas
w-as national security.

The market can adequately adjust for differential risk. I do not be-
lieve that anyone can, in good conscience. argue that the special tax
provisions enjoyed by the petroleum industry originated or were-
pernetuated as a risk offset.

The strong mineral industry argument is a blind alley. We desire all'
our industries to be strong, but do not have sufficient resources to maxi-
mize "strenath" across the. board. No useful policy prescriptions can
be derived from an unalloyed strong mineral industries argument.
We need a definition of what strength is and how much strength costs-
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The tax neutrality argument, while interesting from professional
point of view to economists is, I think, from a public point of v iew
absurd. This statement is not an attack on the work of my professional
colleague, Professor Stephen McDonald. I greatly respect Professor
McDonald and his work. But Professor AcDonald originally con-
structed an ex post facto rationalization of the depletion allowance.
If tax neutrality had been an overriding concern of Congress,
I would not be testifying today and there would be no need for the
studies which have been developed for these hearings.

That brings us to national defense. In my opinion, there is an argu-
able position that percentage depletion and the other special tax provi-
sions enjoyed by the petroleum industry make a positive contribution
to national defense. This contribution is a result of the effect of special
tax provisions to induce a larger quantity of domestic oil discoveries
and a higher domestic production/demand ratio than would otherwise
be the case. The problems involved in evaluating such a contribution
are fourfold:

1. What contribution is necessary,
2. Howv large is the contribution made by current tax subsidies.
3. How much does it cost, and
4. Are tax subsidies the least cost way of achieving the desired effect?
And at this point I suppose I ought to apologize, because one of the

areas of my professional work is to develop empirical estimates of the
various relevant responsivenesses of the oil industry. And the state-
ment I am about to make is a reflection on my own efforts to date.

The state of our empirical knowledge with regard to these important
questions is shocking. We simply do not know the answers. Assume
for the moment that there is some well defined relationship between
domestic oil reserves and national defense. If we abolish the special tax
provisions enjoyed by the petroleum industry, domestic discoveries,
reserves and production will decrease. Such a decrease may have an in-
jurious effect upon the national defense. Such an injurious effect may
be directly offset by higher domestic prices which counteract the-
elimination of depletion and other special tax provisions, or it may be
indirectly offset by other policy actions such as storage and defense
reserves. There is a price-cost-tax tradeoff which must be defined,
and against which desired policy outcomes must be evaluated. Such a
tradeoff is not now well-defined. The mode of analvsis which defines
these tradeoffs must be block-recursive-and I apologize for this jar-
gon-and the justification of means and results must be separated.
This has not been the case to date. The tradeoffs can and will be de-
fined. In the process, the special tax provisions enjoyed by the pe-
troleum industry will be substantially altered, but I urge that public
policy be made in the context of a national energy framework.

Thank you.
Representative REUSS. Thank you, Mr. Erickson.
We will hear from the entire panel before wve start our questioning.
AMr. Leontief, please proceed.

STATEMENT OF WASSILY W. LEONTIEF, PROFESSOR OF
ECONOMICS, HARVARD UNIVERSITY

Mr. LEONTIEF. Mr. Chairman. I think I can read my statement in 10
minutes. It is brief.
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Having been asked to offer general comments on the economy of
Federal subsidy programs I studied with much interest the record of
the hearings held last January 13, 14, and 17 and the reports prepared
by your staff and special studies submitted by outside experts.

I wish vou had declared the figures presented on the pages of these
most interesting documents to be "classified information." Jack Ander-
son would have leaked them in his column and the New York Times
would have reprinted a large part of the text on its pages. The average
citizen would learn that while the Federal Government spends some
$4 billion on Medicaid and Medicare and about the same amount in
support of education, its subsidies to upper income groups-that take
the form of income tax reduction on capital gains and special deple-
tion and depreciation allowances to corporations-add up to some $11
billion. His incredulous reaction to this and other figures showing who
subsidizes whom and in what amounts, I am sure, would be similar to
that of the pajamaed fellow in the recent TV ad: "How could so much
dough have been passed around without me being aware of it?"

But levity aside, the ignorance of the great majority of voters of the
remarkable fact that some $12.300 of spendable income per every fam-
ilv is being redistributed, most of it through massive subsidies not
slkown in the Federal budget, should not be tolerated any longer.

To assess the effects of a specific Government action-or as the case
may be inaction-on the material well-being of various groups of
citizens is certainly a highly technical task. So is the task of develop-
ing proposals for legislative and administrative measures that would
redirect the use of primary resources and the flowv of final goods and
services produced by our economy so as to bring about this or that
change in the conditions of various groups of the population.

Your staff and the invited experts have shown how much can be
accomplished in a few months on a modest budget. These hearings have
also aniply demonstrated that no satisfactory progress along the lines
of such technical analysis can be achieved without substantial-and I
mean substantial, not marginal-strengthening of the statistical data
base. Without such strengthening even the most sophisticated argu-
ments amount to no more than theoretical speculation. Moreover, by
now it should be clear that to find out -where we actually stand and
where we could go from here each individual situation must be assessed
in full detail; but this is not enough; we have to keep in full view the
entire picture.

And I would like to add this. To discuss each tax separately really
is not a sufficiently broad approach. W1"hat really counts to an individ-
ual is how the whole picture as a whole affects him. I think in the ques-
tioning Congressman VTanik -was undertaking to ask, how about a
reduction in the automobile excise tax? It is not an income tax, but
it obviously affects everybody's situation. It is a very interesting ques-
tion. I don't know whether it wvas General Motors or the consumer or
how it was divided. But it -was a very difficult question, and it involved
a lot of factfinding on the subject, as the last testimony showed, on the
oil depletion problem. One can argue, but you have to really form aan
informed judgment, and a very systematic view of the entire situa-
tion was impossible.

As in human organism all parts, all functions, of our national
economy are interdependent. A measure, a transfer that favors one

S3-7S6-73-13
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group of people may also benefit anotlier but impose a sacrifice on a
third. Modern techniques of economic analysis, supported-I em-
phasize again-by requisite sets of factual data, permit us to assess not
only the direct but also the more remote indirect effects of taxes, sub-
sides, and other economic measures.

If we want to see the picture as a whiole, at some stage of the dis-
ClisSion analysis we should be-and I mean we' not as specialists but as
citizens rep reseiitatives--presentuig that picture.

In this connection it is somewvlhat surprising that most of the theo-
retical arguments presented in the special reports prepared for these
hearings are developed in terms of the supply-demand approach which
is incapable of tracing the effect of anv tax or subsidy beyond the
group directly benefiting from it or penalized by it. In most instances..
this is not good enoug]h even-we have to use the techniques which
enable us to trace the things nowv a little further. In most instances,
this is not good enough even if the argument is illustrated by a graph
or described by a set of mathematical equations.

The transactions that you are examnining involve not millions but
h1undreds of millions. and billions of dollars. Nevertheless. the amount
of money appropriated by the Congress for finding out how these
transfers affect our economy in general, and the welfare of different
groups of producers and consumers in particular, is smaller than that
spent by. say, Lever Bros.. for development of a new detergent. What
is even more distressing is that the efforts devoted to and- the funds
available for helping each voter to find out ho-w these billions of dol-
lars of taxes and of subsidies affect his own and others' incomes is
much smaller than that-I come to the same comparison-appropriated
yeari in and year out by a middle-sized corporation for promoting its
products.

Taxation is too serious a matter to be left entirelv in the hands of
eiperts. An expert should be better able than an ordinary citizen, or
even, with all deference, I will say an averaed legislator, to figure out
wlhom a particular tax exemption or subsidy benefits or hurts directly
or indirectly and by how much. But who is he to decide why a par-
ticular distribution of benefits and sacrifices should be preferred to
anotheri? This is a political question. There is no reason why, in ar-
riving at an answer, the Congress should give greater weight to the
personal, opinion of a tax expert, or of any expert, than it-gives to that
of any other voter. Having ascertained and presented the relevant
facts and figures the experts should get into line and cast their ballots
With everyone else.

This is how it should be in principle. In real life it is not quite so.
In real life the battle of opposillng economic interests-it is not a world
of.harmony, but a world of hard times-spills over into what, ideally.
should be the preliminary stage of factfinding by impartial experts.
The contest of economic interests takes on the guise of a battle of
experts.

In a criminal inquiry-its subject matter being understandable to
all om dinary people who make up the jury-the adversary procedure
mav be conducive to bringing out the facts. In the case of the tech-
nical analysis of complex economic phenomena, more often than not,
the adversarv procedure tends to obfuscate rather than clarify the
understanding of a given or even hypothetical situation. Confronted
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with several contradictory and highly technical presentations which
he can't really follow, the individual citizen-and I add with all def-
erence, sometimes even a legislator-naturally tends to accept the
argument whose practical conclusions serve his own or his constituents'
special interests. The less known about a given situation, the greater
the number of perfectly respectable interpretations from which to
choose-these documents show it very clearly-and, if the stakes are
high and one's financial resources large, one can always generate still
one more interpretation. This, Mr. Chairman, is why the present in-
quiry is so very important, because you have really already assembled
very important facts. It is only a beginning.

The interests of differently situated groups in our, as in any other,
society will seldom coincide, but the political contest between them
should be. fought on a firm. clearly staked out ground of solid knowl-
edge. It may well be time to add a fourth branch to the three great
independent branches of our Government. Its sole-equally independ-
ent-function should be to level and maintain the ground of knowledge
on which these battles are being fought.

The support of this research should be at least as ample as that pro-
vided now. let's say for the development of new weapons. The more
of the factfinding work that is conducted in the form, not of special
assignments, but of a detailed, systematic description of the structure
and the functioning of our economy, the less the danger that it will
be slapped by the Congress.

Whenever you begin to study and the controversy is already there
hot, you have got simiply a conflict testimony, not necessarily the fact.

In some of the prepared statements, and even more in the course
of verbal hearinirs-I mean the January hearings-the question of
governmental interference with the operation of free private enter-
prise comes up again and again, and I would like to say something
for you on that subject, becaupse this is a subject that will be coming
up again and again.

The pursuit of private economic gains is certainly the mighty power
source that propels the American economy forward. This is our great
source of power. Under our system of free enterprise the profit motive
in particular promotes and safeguards our unequaled technical and
managerial efficiency-I mean the managerial efficiency of our econ-
omy, particularly the private economy. This is the wind that keeps the
vessel moving. This is the profit motive.

But to keep it on a chosen course we have to use a rudder. The steer-
ing gear consist of taxes, subsidies, and other measures of govern-
mental economic policies. There are, of course, those who say that we
should simply hoist the sails and let the vessel go before the wind in
whatever direction-in this case it is the profit motive-it happens to
be blowing. The great majority clearly does not trust this type of nav-
igation, it is a special type of navigation. It understands that instead
of carryin,- the passengers where they -want to go it will land the ship
on the rocks: the stronger the wind, the faster it will do so.

In some socialist countries. on the other hand, they have taken down
the sails. and thus lost the driving power of the profit motive. No won-
der the rudder has lost its steering power, too. If you don't have a
movement forward. your rudder just doesn't operate. Some of these
economies are cautiously returning to sail power; others still try to
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propel themselves by planned paddling in the hope that soon a new
kind of engine will be invented one that can drive an economy without
reliance on the tradewinds of the profit motive.

I think You will have to wait for a very long time.
Private enterprise made this country the most prosperous in the

world, and our economy will, of course, rely on it as its main driving
force for a long time to come. But to keep on the right course, we cer-
tainly have to use the rudder and, by all indications, we will have to,
lean on it more heavily in the future than up to now.

And here I am coming to the really crucial operations. The use of a-
rudder is bound to cut the speed in the economy as it does on water,.
but this does not mean, of course. that it should be abandoned, but it
is a very crucial operation. The rudder is like a little brake, which
works in one particular direction. The art, or the science if you want,-
of using the power of the wind while steering the vessel on a chosen
course different from the direction in which the wind is blowing isr
known as tacking. All administrations tack. And the last one-I think
our sails are still flapping.

I personally feel, as a citizen not as an expert, that our society has,
been moving for too long in the direction in which the forces of
unguided private profit motive are driving it. If this is true, the time
has come to correct the course by tacking.

A significant transfer of tax burdens from lower to the upper in-
come groups and of benefits from various Government subsidies in
the opposite direction might indeed reduce private savings; though
I'd still like to see a solid realistic estimate of how much. I want to
be very frank about this thing. I don't want to argue that everybody
will benefit from whatever you do. It is a sacrifice. But I would still
like to see a solid realistic estimate about how much would the sav-
ing be reduced.

As Mrs. Musgrave's most interesting study-which is already
printed, and I suppose she will present it in testimony-shows the: mi-
scinding the preferential tax treatment that encourages the massive
overflow of U.S. capital abroad could more than compensate-so far
as private domestic investment is concerned-for that loss, even if do-
mestic investment is, let us admit. possibly slightly reduced, if we re-
duce or eliminate the preferential treatment of capital gains, by just
lightly closing the door through which billions of capital flow -Iow
much is it, $40 billion.by now in Europe?-it would force it back in
the domestic economy.

Moreover, with the pressing needs for all kinds of additional public
investment, employment in any case could certainly be kept up.

Government action designed to increase the shares of the lower and,
in particular. the lowest income groups in the fruits of economic
progress may reduce its pace. But we should be prepared to pay the
price of social progress. Cowutries with low or even average levels of
productivity must struggle to maintain efficiency,. but the United
States is fortunate to have created the most efficient economic system
in the world. Is it not simple commonsense to trade some of our abun-
dant assets for others that we sorely lack?

That is my statement.
Representative REUSS. Thank you verv much, bIr. Leontief.
Mrs. Musgrave, please proceed.
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STATEMENT OF PEGGY B. MUSGRAVE, ASSOCIATE PROFESSOR OF

ECONOMICS, NORTHEASTERN UNIVERSITY

-Ars. MAuSGRAVE. MAr. Chairman, I should like to present a statemnent
on tax preferences to foreign investment which summarizes my paper
appearing in volume 2 of the committee's "Federal Stibsidy Studies."

Given the size of U.S. investments abroad and the important role
which they play, the tax treatment of foreign in-estmeent income must
be a major concern for tax policy.

The book value of privately held U.S. investments abroad is cur-
rently in excess of $120 billion of which some $80 billion is direct in-
vestment in affiliates of U.S. corporations. These foreign affiliates pro-
duce an annual output of at least $150 billion and earn before-tax
profits of $18 billion, or about 20 percent of total U.S. corporate profits.
T his direct investment abroad is very largely undertaken by the large
corporations and is more concentrated than is domestic corporate in-
vestment. It is also centered in manufaicturing industries in Canada,
Western Europe, and other industrially advanced countries and in the
petroleum industry in Canada and the AMiddle East. Additions to this
investment in the form of capital outflow and reinvested foreign earn-
ings continue at an annual rate of some $7 billion.

AMajor tax concessions are provided this investment in the forn of
the foreign tax credit, tax deferral, and tax preferences given to the
*W~estern llemisphere trade corporations, the so-called less-developed
country corporations and investment in the U.S. possessions. In con-
sequence, the U.S. corporate income tax paid on $17.5 billion of before-
tax foreign profits was only $900 million in 1970, after allowing for
foreign taxes of about $6.5 billion.

Taxes paid abroad are credited against the U.S. corporation tax
upon repatriation of profits. Such credits dlaimed in 1970 amounted
to about $4 billion, including both foreign profits taxes and withhold-
ing taxes on dividends. The case for crediting is that. provided the
foreign tax is niot shifted, it secures tax neutrality with respect to the
ehoice between domestic and foreign investment. Indeed, our crediting
provision overshoots the mark because it applies to local as well as
central taxes paid. abroad. whereas for the domestic investor business
income taxes paid to the States and localities may onlv be deducted
from taxable income.

As a matter of tax equity, as distinct from thbat of tax neutrality, the
credit may be defended by arguing that horizontal equity calls for
equal total tax burden on the same income and that this includes both
foreign and domestic taxes. But horizontal equity may also be inter-
preted to call for equal treatment in terms of U.S. taxes only with for-
eign taxes being treated as costs of doing business and therefore de-
ducted as is the case with State and local income taxes in the United
States.

Thus the choice of the credit method is not a compelling one on
equity grounds.

However this may be, neutrality and equity are not the only con-
siderations. Foreign investment performs a complex economic role
and many aspects of international, national, and sectional interests
must be weighed. From the point of view of national productivity for
instance, it could well be argued that foreign profits taxes should be
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deducted rather than. credited. By putting the foreign investient
decision. to thiis more demanding test, investments nmade abroad would
be linited to those with returns (net of foreign tax) at least as hligh as
g'ross-before taxes-returns to investment in the United States. It
might be argued thlat from the point of view of U.S. self-interest this
is tile proper solution.

Turning noov to tax deferral, this provision penlrits thle profits of
foreinl incorporated subsidiaries of U.S. corporationis to enjoy a. defer-
Ment of U.S. tax until remitted as dividends. Since most earilings re-
tained abroad are reinvested in fixed assets this virtually amounts to a
permanent exemption from U.S. tax. It is estimated tlat the average
effective rate of foreigcn taxes on profits of U.S. affiliates abroad is of the
order of 3(; percent and that foreign subsidiaries of U.S. Corporations
plaid nearly $1 billion less in foreigrn profits tuxes tihan they would 'have
paid under time U.S. corporation incomle tax. Deferal c-learly intro-
ciuces a nonlieutratl incentive to invest abroad and is difficiult to defend
on both equity and efficiency g-omlnids.

Furtherninore, tiere seems to be some logical inconsistency betw-een
deferral, which arises from the rule under which fthe United States
does not tax the foreigni income of foreign corporations-ev~en though
under U.S. ownership and control-and the indirect tax credit whiichl
allow-s the taxes paid by these same1 foreigni corporations to be credited
against the U.S. tax when such profits aire remilitted as dividends. I
would submit that the a&vailability of the indirect tax credit should be
n tade contingent upon the termi natioii of deferral.'

The effects on U.S. revenue of the deferral aid credit provisions
interact and are not easily summarized. If both provisions were to be
el iminated, that is, foreign taxes were made deductible onIv and
U.S. taxes were apl)lied whien foreign income was earned, thle U.S.
revenue gain is estimated at $3.3.-, billion. This figure miay be on tile
high side if allowance is made for the effect-s of such changes in
raising the payouit rate, thiereby increeasinr foreign withuhol ding taxes.
That is to say, if the payout rate should rise as a result of these new
tax measures, there would be an increase in foreign witliholding taxes
to credit against tile increase. in U.S. taxes.

If deferral only was to be terminated, while the credit was con-
tinued, the revenue gains may be estimated anywhere between $160
and $900 million. the precise amount again depending on the payout
response.

Western l-Temispliere trade corporations are provided a 14L percent-
arge point reduction in their U.S. tax liability, representing a tax
preference worth some $115 million. Less developed country cor-
porations were permitted to retain a variety of dubious tax p)refer-
ences whviich were elimilated for other corporations. in the 19(32
Revenue Act, preferences which account for another $50 million or
so of reveniue.

While it is believed that U.S. investment abroad has on the whole
been economically beneficial to foreignii hlost countries, its lenefits to
the U.S. economy are less obvious. Tn fact, I believe, that cJaims made
bv tlio-e who favor a more lenient tax treatment of foreign invest-
mient because foreign investment is beneficial to the U.S. economnv.
are unfounded.
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It is true that the accumulated capital outflows of the last 20 years
have generated a return flow of income which now-at $6 billion in
1970-exceeds the continuing capital outflow at $4 billion. Yet,
measured as a rate of return on the $80 billion stock of capital in
place abroad, such income flows compare unfavorably with earnings
on domestic capital in the United States. While such income inflows
have come over time to provide a helpful credit in the balance of
payments, the underlying trade effects are less obvious and more
controversial. It is possible that production by U.S. affiliates abroad,
particularly in manufacturing, displaces U.S. exports and even do-
mestic sales in the United States. This displacement effect is the more
likely since those corporations accounting for the bulk of nianufactur-
ing investment abroad are also major exporters. Moreover, sales of
manufacturing subsidiaries abroad are now two to three times the
level of U.S. exports of manufactured products. It should also be
recognized that the economic effects of maintaining a share of foreign
markets via foreign production are very different from doing so via
domestic production and export. One principal difference lies in the
effects on labor producti-ity and shares in national income. Foreign
investment may enhance the private profitability of capital. but it is
likelv to reduce the real wage to U.S. labor as well as the Go~vern-
ment's share in the profits.

There are sufficient doubts about the effects of foreign investment
on the U.S. economy to lead to the conclusion that the U.S. tax treat-
ment of foreign investment income should be reviewed and reeval-
uated. This applies especially to deferral, but consideration should
also be given to limiting the present credit for foreign taxes to less
than 100 percent-incidentally, a proposal which was made by the
Carter Commission in Canada a few years ago with respect to the
Canadian foreign tax credit.

Such measures, it should be emphasized. would not be incompatible
with opposition to trade restriction. I would like to stress the separa-
tion of these two issues. Indeed, as I see it, a less generous tax treat-
ment of foreign investment would be supportive of free trade policy.
Removal of nonneutral tax incentives would slow the capital outflow,
imlprove the balance of payments, and reduce the need for trade re-
strictions. Furthermore, removal of tax preferences to foreign invest-
ment and even further tightening of such tax treatment is to be pre-
ferred to selective capital controls.

In this connection, I would like to say that while I have a good
deal of sympathy for title I of the Burke-Hartke bill, I am quite out
of sympathy for the remaining part of the bill which has to do
w; tHI trade restrictions.

To conclude. I would like to add a few words suggesting that much
more information be made available on foreign investment. I believe
that the American public deserves to know more about the activities
of this important segment of its national resources. We presently
rely on the Internal Revenue Service statistics of income, and the
Department of Commerce's investment survey figures. These figures
are selective, incomplete. difficult to reconcile. and frequently only
appear after a very long timelag. Statistical data on foreign opera-
tions are inadequate compared with that available for domestic pro-
dutction. The major shortcomings in this regard are indicated in the
appendix to my paper in the compendium. Thank you, Mr. Chairman.
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Representative REUSS. Than-k you.
And on that point, if you could perhaps when you correct your

testimony indicate some specific way in which Government statistics
on the multinational and on foreign investment could be improved-
you are quite right, that they are most inadequate-and what would
be a good efficient way of getting better statistics, I think then we
would be in a position to do something about it.

Mrs. MUSGRAVE. Yes. I have got an appendix to my paper in the
compendium which lays out quite a few areas where there are
deficiencies.

Representative REnss. I am aware of that, and that is most helpful.
But in addition, if you could suggest an action program for making
good wishes come true

Mrs. MUsGRAvE. You don't want that presented orally?
Representative R.EuSs. No; when you correct your testimony, per-

haps you can add a little memorandum or note which we will then
print in the record to remind ourselves to do something about it.

(The information requested was later supplied as follows:)

INFORMATION ON FOREIGN INVESTMENT

The following recommendations are made for improving the published material
by Government departments on U.S. investment abroad:

I.-A concerted effort should be made to provide a detailed, comprehensive
and unified set of statistics of a kind to permit a more definitive analysis of
the nature and role of foreign investment and to shed light on the foreign
and domestsic taxes which apply to it.

1T.-For this purpose. an ad hoc inter-departmental committee should be estab-
lished with representatives from the Department of Commerce and the Treasury
as well as other interested agencies. There should be strong representation by
experts outside government who are familiar with this field. The committee
should report back to the Joint Economic Committee within, say, a six month
period.

III.-The Internal Revenue Service should provide improved data (as indi-
cated below) on an up-to-date basis. This data should be made available well
in time for consideration in subsequent tax revisions involving foreign invest-
ment income. Among the general areas for improvement, the following are
suggested:

1. The same degree of detail should be required on Form 2952 for the con-
trolled foreign corporation as for the domestic corporation with respect to both
the income statement and balance sheet data.

2. Certain balance sheet data should be required of foreign branches as it is for
the controlled foreign corporation. This should be possible since foreign branches
must produce such data for purposes of foreign taxes.

3. All data shown in supplementary reports on foreign income should be
classified according to the country where taxes were paid. This applies to
foreign branches, subsidiaries as well as the Western Hemisphere Trade
Corporations.

4. Information regarding the special status corporations (less-developed
country corporations, corporations operating in the U.S. possessions, etc.) should
be shown separately and in detail.

5. The nature of foreign taxes paid should be indicated-e.g. whether central
or local. profits taxes or withholding taxes. Furthermore, it should be clearly
indicated what taxes apply to which income (branch or subsidiary profits, divi-
dends. past or current income. etc.).

6. Footnotes to the published material should clearly specify and define the
magnitudes shown. Thus it should be made clear in all cases whether profits,
dividends and other income items are net of foreign taxes or whether they are
grossed up and if so by what foreign taxes and by how much.

7. Inasmuch as most foreign investment is undertaken by the very large U.S.
corporations, any classification by asset size of parent company should show
breakdowns above the $50 or even $250 million asset size.
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S. Supplementary reports to the Statistics of Income (Corporation Inconie Tax
Returns) on foreign income should be published more regularly and promptly
than heretofore. At present there appears to be a six- or seven-year time lag.

IV.-The Department of Commerce should provide much more information
regarding the business activities of foreign affiliates of U.C. corporations.
Hitherto the emphasis in the published material (Survey of Current Business)
has been on the balance of payments aspects of the investment. The following
suggestions are indicative of the improvements which should be made:

1. Statistics showing sales of foreign affiliates abroad (in the country of
investment and to third countries) and to the United States as well as their
transactions with the parent companies should be published on a more regular
basis. This information is at present only infrequently published and then after
a long time lag.

2. Careful studies of rates of return on foreign investment should be made
by the Office of Business Economics itself rather than, as at present, to show
them in graphical form as computed by the National City Bank of New York.
These rates of return estimates should be shown before and after foreign and
domestic taxes and the computations explained in detail.

3. Information should be requested and provided to permit the relationships
between (a) total sales of U.S. affiliate, (b) export sales from the U.S. parent
to the subsidiary, (c) other export sales of the U.S. parent and (d) similar
exports of IJ.S. corporations without investments abroad, to be studied over
a period of years for the same subsidiaries.

4. All the data submitted on the questionnaires which the Department of
Commerec requires of U.S. corporations with investments abroad should be proc-
essed such that computerized analyses may be made. This is of particular
importance with regard to the development of individual subsidiaries and foreign
branches over time.

5. The OBE should make a study of the rather large apparent discrepancies
between their data and that presented in the IRS statistics on foreign income.

6. Earnings figures should be shown separately for foreign subsidiaries and
branches and both before- and after-foreign taxes.

7. Periodically a more detailed industrial classification should be shown both
for the parent and the foreign subsidiary.

S. In some instances a more detailed country breakdown would be helpful.
This is so. for instance, for "other Western Hemisphere" and the Middle East.

Representative REIuSS. Mir. Brown.
Representative BRoww-. Mrs. Mlusgrave. that was very interesting

testimony, and verv impressive.
I would like to go back to Mr. Erickson's testimony and ask just one

question in connection with it.
Assuming the removal of the oil depletion allowance or the other

depletion allowvances, do you have an estimate of the cost to the con-
sumer of whiat would happen to the cost of the product of the consumer
of various domestic productsi

MAr. ERICKSONX. Well, that is a very difficult question to ansiwer,
because it is not solely determined by changes in the tax policies. That
also depends upon the action that the President takes with regard to
oil imports.

Representative Bnowix-. Let's take the control and everything else
and ask the question with r'elation to that one fact.

Mr. ERIcisboN. In other words, what you awant to do is
maintain

Representative BRzowvN. I don't want to do anything; I am just
asking a. question, and I would like to g et'ai answer.

Mr. ERICKSON. Ifi one case the cost' would be zero, if eve allowed
more imports to come in.

IIf we could maintain current oil prices and eliminate the depletion
allowance, w-c would meet a smaller fraction of our domestic needs
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d Iith domestic production under that situation. If wve try and meet
the samne fraction of domestic needs with domestic production, and
climinate the depletion allowance, my feeling is-and I apologize
here, because I don't have very good nuimbers-but my feeling is that
the price of oil would have to go up substantially, perhaps as much
as 15 or 20 percent.

Representative BROWN. And what would that do to consumer prices,
lets say gasoline, at the pump?

MIr. EnICKSON. That is again a weighted average of domestic and
foreign outlets. For the purposes of discussion let's just assume a 1.5
or 20 percent increase.

Representative BrowN-. In other words, would there be the same
percentage increase as the rise of crude?

Mr. EIICKSON. It would be less, because U.S. crude does not account
for 100 percent of U.S. needs. But it might be as high as 10 percent.

Representative BlowmNx. W1Vhat could you think would be the impact,
if we add that, and loive the tax on gasoline for the highwvay trust
fund, all the State and Federal taxes on gasoline? Are we getting the
price of gasoline up to where we have an impact upon the ,automobile
industrv and all these other things? I guess really Yrhat I am pursuing
here is the point that -Mr. Leontief raised, that it is verv difficult-and
you just confirmed it by your response, because vou said if we do that
we ouglt to change our import arrangements and so forth-that any of
these adjustments are going to have Impacts and echos dowvn through
the economic structure that are a little hard to assess. But dare we as
Members of Congress, I guess, Imake these changes without making a
thorough assessment, or recommend these changes without making a
thorough assessment of the impact of it onc down through the economic
structure?

Ar. ERICISOX. AIly feeling is. yes, you can. And in part that is
because-although I sympathize very muclha with wllat Mr. Leontief
has said, he is outlining a very ambitious task, and we ought to be
able to look at the econom. first.

Represenhtative Bnow-N. Are you suggesting that they are not sig-
nificant, or that they are significant, bu worthv of the risk, or what
are you suggestino-2 This is really what I am askiig.

Mr. EmLclsod-. I am suggesting that they are very difficult to,
assess, that it i's hcessarv to liake policy on the basis of what we k-now.
the first round effects, and then experimentally just use the rudder. as
Mr. Leontief suggests, as the record begins to develop, as to what
tlie conserfuences of the tax policies are.

Representative B]RoWN. WVould you accept that, Mr. Leontief?
Mr. LEONTIEF. Yes. We can't stop wokiing policies decisions while

-etting background information.
Representative BPOwNi--. That is hardly what I suggested, but I am

asking, whether or not we make a thuimbnail estimate of what is going
to hlappen, let's just say. in gasoline prices, and.drop it there. or should
we try to get Somewhat more precise information about the impact?

Mr. LEONTIEF. After.the preliminary estimates are made, I think
thait most likely my recommendation would be to eliminate the deple-
tion allowances.

The adjustment to make a change would be very similar to that
vlhich wve had in the case 6f taxi fares in New Yolk Citv. The taxi
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driver pays $50,000 to get a badge. They said that if you reduce the
fares, the prices of the badges will go down; and the taxi industry will
have a capital loss. No doubt about it. Whenever we have changes in
taxes some incomes are bound to change; and since net income is often
capitalized, there will be some capital losses.

This is unavoidable and in my opinion fully acceptable price of any
change in the existing income distribution.

Representative BROWN. I resist getting into the subway comparison,
that is the point I am trying to make. I think the bus system and the
subway system and the use of private automobiles relate to what you
are doing in the way of taxi fares, and I am not sure that I would be
as casual about the changes in terms of their impact on the other parts
of our economy, and even ecology.

If you have further statistics, however, Mr. Erickson, I would be
pleased to have them. And I think it would be helpful if you could
summit them. In other words, this is an interesting statement, but it
doesn't have very much in the way of substance in it in terms of figures-
And I would like to have a statement if I could that would include
some figures that include some of the impacts and the echo effect, as
was the case with Mrs. Musgrave's statement.

Mr. ERicKSON. The most specific thing I can say at the moment,
sir, is that the only previous quantitive work that I know of that deals
with the impact of the depletion allowance, and the other special tax
provisions that relate to the depletion allowance on U.S. domestic
petroleum expiration and reserve holding and production activity by
the oil industry, seriously underestimates the effect of the depletion al-
lowance, and I believe that if we remove the depletion allowance and
the other special tax provisions, we would get a much larger impact
on the industry than the work that is now available suggests. I am at
work trying very hard to do a better estimate, but it is something that
probably won't be available for some months.

Representative BROWN. If you have anything like that it might be
very helpful. I don't have any oil producers or importers or wildcat-
ters or anything else, all I have got is consumers in my area, and I am
a little reluctant-Mr. Leontief discussed the political impact-I am
reluctant as a political matter to suggest to one of my consumers that
the price of oil or natural gas or anything else at the pump, the con-
sumer level, ought arbitrarily to be raised 15 or 20 percent over what-
ever the figure is, plus the impacts that that might make on some other
things such as the use of the automobile or the switch from oil to gas
or oil from coal and so forth, without having some better reading of
what those impacts are.

I think this is a popular course in a lot of people's mind, because we
think in terms of H. L. Hunt-he doesn't know whether that is where
he makes his money or not-but whoever it is being much richer than
anybody need to be or deserves to be.in terms of our Puritan effort but
at the same time it is a little bit like the inclusion of municipal bonds.
The people that are going to pay that difference are a lot of little people
around the country who pay the taxes on municipal services, and the
people are going to pay the difference on the depletion allowance. it
seems to me, are going to be the people who pay a heck of a lot more
for gas and oil consumption. And I am just not altogether sure that
because I maybe don't throb to H. L. Hunt, that we should do that sort
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of cavalierly, and then look at the impact oln all the little folks in my
district who neither drill for oil or crack it or do anything else with it
except use it in their automobiles and their home heating.

That'is all I have, Air. Chairman.
Representative REUSS. AIr. Conafble.
Representative CONABLE. You have given us a discussion on an

empirical basis here of oil depletion. I wonder if vou would like to
relate it 'to the percentage depletion of the other 116 different minerals.
W1"hat you say here would not have the same philosophical impact on
other minerals as on oil, would it?

AIr. EmIcKsON. No. I think if you took the strict logic of what I
say, and if the principal rationale for percentage depletion is national
security with special references to energy or, say, strategic minerials,
it would be very difficult to make a national security argument for,
say, depletion on gravel, or-

Representative CONABLE. Depletion is a great symbol here when we
are talking about tax reform. I recall when we were working on the
1969 act we discovered that there were four areas of some special
preference in the oil -industry.

One had to do with the production carveouts, another had to do with
the foreign tax credit specially as it applied to the oil industry,
another depletion, 'and the fourth, intangible drilling costs. We didn't
do anything with respect to the intangible drilling costs. We did im-
pose roughly a $650 million additional tax burden on the oil industry.
I wonder if what you say 'with respect to depletion would have the
same. validity v-ith resnect to the handling of intangible 'drilling costs,
for instance. I assume it would.

Air. ERICKSON. Yes; it would.
Representative GONABLE. Because you would approach that in the

same emperical way you have approached the depletion question.
Mr. ERICKSON. Absolutely.
Representative CONABLE. YOU can make a pretty good case for

intangible drilling costs being every 'bit as important a preference
with almost tle game type of i-mpact as depletion itself.

TAir. ERICKSON. It ifs quite clear that the expensing of intang:ible
costs is a very special and unusual benefit that the oil industry enjoys.

Representative CONABLE. You will be interested to know that the
Ways and Means Committee backed off on doing something with in-
tangilble drilling costs. Apparently-I was not one of those who
favored it-but 'apparently because of concern along the lines that -Mr.
Brown was mentioning here, that they didn't really know what it was
going to do to the consumers, anrd they felt that it put that degree of
additional burden on the oiq industry, and they had just better not be
going too far if it was going to have a price raising impact as a result
of passing on these extra costs to the consumer. We tend 'to be ex-
tremely pragmatic and quite cautious here in approaching things of
this sort. The extent to which we can study the echo effects is certainly
a relevant political question anyway.

Representa;tive BROwN. W1"ould you vield iust a minute?..
I think even without the echo effec one has' to ask whethei a 50-

percent increase in the price of easoline as an example balances what-
even reduction in taxes the indiv idual consumer gets by having some-
body who is benefiting from an oil depletion allowance pay more
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taxes. You see. it isn't just the echio effect, it is that tradeorfi. AiAd it is
sort of like that ad about the bumper, vou get your insiluance, costs
reduced 15 lapecent by makinig the automiobile have a touigher bumiper
on it, 1)ut for most of us that 'toughlier bumuer is goillg to cost a lhell
of a lot more than we get rediiced in ouir insurance bill because the
car lhas a tougiler bumper.

Now, wvho is kidding wvilonihere? The risk of death, of couirse, has
an impact. Tue risk of death is significant, and -we hlave to worry about
thwat, or injury. But when we talk about costs, what is the tradeoff? '

ReplieSen1tatiVe CONABLE. I aWXree this is just a good example of the
extent to wvhicch the process of Governmenit is one of balanciigi. Of
course, it is desirable to know whlat you are balancing. And what you
say is perfectly true, that in most cises we don't liave the faintest
idea, we just liave some gluessti mates about wvhat wve are halanicini'.

And it really is not verv encouraginga for the public to know the
extent to which we are guessillnc in tilese things as we gro through tile
process of legislatiigi about tfiings having a direct impact on tile
public.

I wvould like to repeat what mv colleague heere said about Mirs. MIus-
grave's paper . I found it a. faseinating paper-. I find that I have been
altooletluer too simpllistic in my v iews of the foreign tax credit. And I
am interested in it fr om a nuliber of points of view.

I would like to.ask Mrs. Alusgrave if we can afford to ignore comi-
petitive factors here. Have vonl made any study of lhow- our handlin(r
of foreign ta.x credits compares to other countries? We hear a good
deal about the increasing failure of Ameriean competition with other
countries. And, of course. whavit we do here will liave a competitive
impact. The fact that we vould get a bigger return in our dolinestic
market. for instance. by domestic contributions. doera't necessarily
mean thliat we should put ourselves at a competitive disadvanita_-e in
the more rapidly expanidinig markets abroad. I am wondering-_ if Von
have considered this aspect carefully?

Mi-s. MUSGILAVE. I think that wve must be carefill to distinguish here
between competitiveness and profitability. Increasing somewhat over-
all taxes on foreign investment will certfailly reduce its profitability.
T'his, of course, would be the purpose of such a measinre--to male it
less profitable. and less attractive. 13ut this shlould be distingIuislied. I
think. from the effect on the price competitiveness of these operations
abroad. Profitability ean he deduced without necessarily seriously
damaging the competitiveness of these investments.

Representative CONABLE. !i'l ere is some relations!ii p between tl e
-two, obviously?

MrS. AIJTSGRAVE. There is a limited relatiolnship in thiat their capacity
to expalnd competitively. to increase thieir share of time market frolm
intenrnal fundslis affeeted. If taxes are raised this will reduce the
Sinuount of internal fuids for fur ther expansion. But again this would
he-the purpose of such a measure-to slow dolwn this rathier rapid riate
of forcign investmenit. If one talks to European businessmen, they
usually take the position that U.S. investments abroad have an unfair
competitive advantage because they have access to a more up-to-date
technology, better management know-how, a broader and cheaper
capital market. They argue thait we already have a very strong edge
over their own people.



201

Iitepreseint~tive CONABLE. I notc ill your statement that you had con-
sideralble sympathy for title I of the H[artke-B3urke bill.

W~ould you spell that out a little further? Would you accel)t it as
drawn, or howv far would you go in your support of this type of
measure?

Mrs. Musen.Avi:.. You recall, I said only title I and not the remaining
part.

Representative CON-ABLE. And you said sympathy and not support
for it.

Mrs. MuSGRaLtvE. I am in wholehearted support of the proposal to
eliminate deferral. I am more doubtful, perhca.ps, about the sub-
stitution of deduction for the full foreifgn tax credit. Mly personal
preference might be perhaps for a reduc.ed foreign tax credit raltber
than a swxitch to the deduction method. This would be a less severe
and perhiaps a compromise emasule which would not go as far as the
intro(duction of the deduction. method.

Rtepresentat;ive CONxABL. Hatve you maade any study of the probable
impact of [)ISC and the tax deferrals implicit in that?

M rs. MluSuILxVE. I felt that the DISC proposal was a very un-
fortunate piece of legislation. I think that whiat vwe needed to do
here was to tighten up on the tax treatient of foreign investment
inl order to put exports froni this country il a relatively more profitable
pOSitiOI vis-a-vis production abroad, instead of which we extended
the deferral provision f rom foreign investment to the DISC corpora-
tions. And I felt that it should have been done by tightening up on the
most serious competition to foreign exports which comes. I think,
from foreign ma-nufactirino, in vestment.

Representative CONTAiLE. But isn't it true that in some marginal
cases DISC wvould discourage the formation of foreigni subsidiaries,
and put instead some emphasis on the maintenance of domestic
production ?

Mrs. Mlusmz.-%vu.. It is quite true that it tends to even up to tax advan-
tages given to foreignl investment with the. tax treatmeht given to
export production in this country: that is quite true, becatise it extends
the deferral privilege from the foreign corporation to the domestic
export corporation. B3ut I think that the same effect could be had by
eliminating deferral for foreign inv estment. thus making it relatively
more attractive to produce in this countrv rather thanl to go abroad,
wvithout the unfortunate loss of tax equity1 which results from the
extension of deferral to the DISC corporations.

Representative CoNAwLrE. Then it wvould be your position that while
DISC mighit have some marginal impact of a favorable nature, that
the price is just too higih for that type of approach to the problem;
is that it?

MIs. A\'It SRAVxE. Yes, I think so.
Representative CONAAB.LE. Thank] you very m11Uch1, MrI. Chairman.
Representative RE-uss. That is a, very interestinlg exchange. Mrs.

Mus(rave. Avithl Representative Conable just nowv. It is so trule
throughout our tax system that wve frequently think the best wray to
cure a loophole is to create another loophole: for example, we hiave
a loophole which produces hyperthyroid foreign investment at the
expense of exports, so then we create a loophole which accentuates ex-
ports. If we keep on this wavy the foreigin investment people will be
baclk in a year or tw\o saving, 'Do more for us to repair the deficiency.."
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For example, we put in a so-called individual income marital deal in
the income tax 25 yealrs ago, and it then turned out that that was rough
on single people, unfair. io instead of getting rid of the original loop-
hole. wve are now fussing around with further loopholes to fix up single
people. We tried one, we went a little too far, and now we are trying
to patch that up. The exchange therefore seems to me a good note on
which to conclude this jolly session.

Let me ask, however, all of the witnesses an overall question. De-
fenders of the Federal tax status quo make a number of points. First,
they say the Federal income system really doesn't benefit the rich in
aiNy disproportionate way.

Second, they say that recent changes in the tax laws have not pri-
marily benefited corporations and business.

And third, they make the point that there really isn't any significant
revenue available in pursuing tax reforms.

Would any of vou like to comment on this?
Mrs. Musgrave.
~lrs. MtTSGIAITV. Yes: I would very much like to comment on that,

Mr. Chairman, because I think that in the public mind there has been
an unfortunate exaggeration as to the revenue implications of tax
ref rom. I, for one, am very enthusiastic about tax reform and I share
your strong feelings about the inequities which are in our present in-
come tax.

However. the unfortunate fact of life is that any realistic income
tax reform is not going to generate the additional tax revenue that
we are going to need, let's say. by 197.5 if we are to finance most. of the
new programs which are being talked about. I think that the public
has to be prepared for greatly expanded revenue needs.

I believe tax reform to be important in terms of achieving a more
equitable distribution of the tax burden. Furthermore' if tax equity is
improved, taxpayers will be ready to bear a heavier burden necessitated
by increased expenditure programs. Increased taxes are more palat-
able if people are comfortable about the equity of the tax. While tax
lreforin is terribly important, we mustn't exaggerate the revenue pro-
ducing potentialities of an income tax reform.

Representative REuss. If that position is right, if the gap between
needed expenditures and foreseeable revenutes even after tax reform
is such that it becomes apparent that tax reform by itself can't do it
alone-and I happen to agree with you on that-that if anything ac-
centuates the need for tax reform, does it not? Because if we are going
to need to raise tax brackets. or to put on a surcharge, there really is
goinQ' to be a taxpayers revolt when people are asked to pay a sur-
charge on an existing tax system which is full of holes.

Mrs. MU,-S(CRAVE. I fully agree. Mr. Chairmnan.
Representative Riuss. If anything doesn't it make the need for tax

reformi more imperative?
li[rs. MUsGRAVE. Yes.
Representative Riuss. *We are most grateful, Mr. Erickson, Mr.

Leontief, and Mrs. Musgrave for your contribution to our delibera-
tions.

We have now concluded our series of hearings, for the present, at
least, on tax reform, and ve stand in adjournment.

(WThereupon, at 12 :55 p.m., the committee adjourned, subject to call
of the Chair.)
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TAX REFORM RESEARCH GROuP,
Washington, D.C., September 11, 1972.

Hon. WILLIAM PROXMIRE,
Chairman, Joint Economic Committee, U.S. Congress,
Washington, D.C.

DEAR SENATOR PROXMIRE: On July 21, 1972, your Committee heard testimony
from Treasury Under Secretary Edwin S. Cohen. Unfortunately, his statement
was incomplete and possibly misleading.

MIr. Cohen told your Committee: "I mean only to stress that substantially all
those with high adjusted gross income are paying heavy amounts of taxes....
This is less than candid. As Congressmian Henry Reuss pointed out to Cohen,
"adjusted gross income is a lovely Treasury term that deliberately excludes those
very loopholes we're talking about." It was M~r. Reuss' skillful questioning which
finally forced Cohen to concede that "the use of adjusted gross income as a
measurement here has great defects."

A second serious defect in Mr. Cohen's presentation was the way he showed
the distribution of tax preference benefits by income class. (See his Appendix E).
This breakdown conveniently overlooked the number of taxpayers in each income
class. Thus, for example. Mr. Cohen's data showed that taxpayers in the $10-
15.000 income group receive $230 million in benefits from capital gains treatment
while taxpayers in the $100,000+ group receive $2.9 billion-a ratio of 10: 1,
which is inequitable enough. But the inequity is actually much worse than Cohen
would admit. The 9% of all taxpayers in the $10-15,000 group averaged only
$16.31 in benefits from the capital gains loophole, while the 1/10th of 1% of all
taxpayers in the $100,000+ group averaged over $38,000 each.

Enclosed are computations of average benefits received by individual taxpayers
in each income class from the various tax preferences listed by Mr. Cohen.
Also enclosed is a letter published in the Washington Post showing the defects
in his Adjusted Gross income statistics. Without this information, the public
and the legislators that will be considering tax reform next year may be misled
by Under Secretary Cohen's statement. Therefore we respectfully request that
this information be included in the hearing record following the Under Secre-
ta ry's presentation.

Very truly yours,
THOMAS H. STANTON, Director,

Taz, Reform Research Group.
(203)
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APPENDIX D

EFFECT OF SELECTED TAX PROVISIONS

[In millions of dollars]

Calendar year 1971

Corpo-
rations Individuals Total

Exclusion of benefits and allowances to Armed Forces personnel
Exemption for certain income earned abroad by U.S. citizens ---
Exclusion of income earned by individual in U.S. possessions.
Western Hemisphere trade corporations - -- ----- - 75
Exclusion of gross-uD en dividends of less-developed country corporations 55- -
Deferral of income of controlled foreign subsidiaries -165
Exclusion of income earned by corporations in U.S. possessions 0- s
Farming: Expensing and capital gain treatment - - -- ---- - 50
Timber: Capital gain treatment for certain income 125
Expensing of exploration and development costs --- ---- 260
Excess of percentage over cost depletion - - - - - 75
Capital gains treatment of royalties on coal and iron ore - - - - 5
I nvestment credit - ----------- 1, 495
Depreciation on buildings (other than rental housing) in excess of straight line 320
Asset depreciation range ---- - 600
Dividend exclusion ---
Capital gains: Corporation (other than agriculture and natural resources) -- 380
Bad debt reserves of financial institutions in excess of actual : 400
Exemption of credit unions - --- ----- 40
Deductibility of interest on consumer credit -- ---
Expensing of research and development expenditures -- -- - 545 -
$25,000 surtax exemption -2, 300
Deferral of tax on shipping companies - ---- - 10
Rail freight car amortization ---- 45
Deductibility of interest on mortgages on owner-occupied homes --- -

-Deductibility of property taxes on owner-occupied homes -- - ---
Depreciation on rental housing in excess of straight line - -- - 300
Housing rehabilitation - 10
Disability insurance benefits ----
Provisions relating to aged, blind, and disabled:

Combined cost for additional exemption, retirement income credit, and
exclusion of OASDHI for aged -

Additional exemption for blind ---------------
Sick pay exclusion -- --
Exclusion of unemployment insurance benefits- - - - --
Exclusion of workmen's compensation benefits -
Exclusion of public assistance benefits ----
Net exclusion of pension contributions and earnings:

Plans for employees --- ----
Plans for self-employed persons

Exclusion of other employee benefits:
Premiums on group term life insurance
Deductibility of accident and death benefits
Medical insurance premiums and medical care -- -
Privately financed supplementary unemployment benefits -- ---
Meals and lodging ----- ---

Exclusion of interest on life insurance savings.
Deductibility of charitable contributions (other than education) - - - -
Deductibility of medical expenses ----
Deductibility of child and dependent care expenses -- - ---
Deductibility of casualty losses -------
Excess of standard deduction over minimum
Capital gains: Individuals --------
Pollution control amortization ---- - 15 -
Additional personal exemption for students -- --
Deductibility of contributions to educational institutions
Exclusion of scholarships and fellowships -- ----
Exclusion of certain veterans' benefits-
Exemption of interest on State and local debt i----- - 1, 800
Deductibility of nonbusiness State and local taxes (other than on owner-

occupied aomes)

650
50
10

-790
50
65

200

160
100
300

-- --------

2, 400
2,1700

200
15

155

650
50
10
75
55

165
00
840
175

1325
985

2 1, 800
480

3 700
300

4 380
o 400

40
1, 800

545
2, 300

10
a 45

2, 400
2, 700

500
25
155

3, 250 3, 250
10 10
120 120
800 i800
320 i 320
65 65

3, 650 73,650
250 250

500 500
30 30

2, 000 2, 000
S S

170 170
1, 100 1, 100
3, 200 3,200
1, 900 1, 900

30 5 30
165 7165
700 700

5,600 45, 600
-- -- 15

550 550
275 7 275
110 7110
700 700
800 2, 600

5, 600 5, 600

I Considered in isolation this estimate would be $800,000,000. However, if considered in coajunection with percentage
depletion the $325,000,000 gives a more accurate picture of the revenue effect.

2 Effective for only a part year in calendar hear 1971. The full-year effect would be $3,300,000,000
a First-year effect, 2d-year effect would be $1,700,000,000. Thereafter builds up for a period of years.
4Assumes present restriction on capital losses is retained.
a This will decline over time as present law becomes fully effective.
6 The estimate appears only because the investment credit is effective for only a part year. It will disappear when the

in vestment credit is tally effective.
Not comparable with previous estimates due to revised and/or new sources of data and improved estimating methods.
The liberalized child care deductions which become effective in calendar year 1972 would increase the estimate to

$175,000,000.
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ESTIMATED DISTRIBUTION OF SELECTED ITEMS OF TAX PREFERENCES OF INDIVIDUALS, BY ADJUSTED GROSS INCOME CLASS, CALENDAR YEAR 1971

[In millions of dollars]

Deprecia-
tion on

Exclusion Exemption buildings
of benefits for certain Exclusion Timber. (other than

and income of income Farming, capital Expensing rental Doducti-

allowances earned earned by expensing gains of explore- Excess of housing) Asset biity of

to Armed abroad individuals andcapital treatment tion and percentage n ii excess of depre- interest on

Forces by U.S. in U.S. gains for certain develop- over cost Investment straight ciation Dividend consumer

Adjusted gross iicome class personnel citizens possessions treatment income meot costs depletion credit line range exclusion credit

0 o S 3 , 6 0 0-0. .... 1.5. 2 0 1 3 * -- 5 1

$ 3 , 0 0 0 t o $ 5 , 80 0 0B.. .1 2 0 1 ------------ 5 5 2 1 2 1 6 3 2 1 3 4 4

$5,00O to S7,8800-- -- - 175 4 1 80 2 3 8 27 5 4 17 64

S7,000 to $,000 180 6 1 120 2 2 6 41 11 6 29 165

1BI000 to $15,000 --. 11.- - -- - - 5 7 2 155 4 4 12 51 18 12 55 435
$15I608 In $ 20,00 6.28-- -- - - - -- 1 16 329 2 4 12 32 12 9 46 380

$20,080 to $50,000.13 15 3 10 16 50 73 47 37 99 620

$50,00 to $100,000.------------------ 13 1 3 55 8 14 43 33 28 23 27 59

5100,0,00sod over.I . .. 45 21 21 66 29 36 7 9 12

Total -. - - 650 50 10 790 50 65 200 305 160 100 300 1, 80

Cn

Co
;-5

ii

ii.

cif



APPENDIX E-Continued
ESTIMATED DISTRIBUTION OF SELECTED ITEMS OF TAX PREFERENCES OF INDIVIDUALS, BY ADJUSTED GROSS INCOME CLASS, CALENDAR YEAR 1971-Continued

[In millions of dollars]

Provisions relating to
aged, blind, and

disabled

Combined
cost for

additionalDeducti- Deducti- Deprecia- aeddtiona Net exclusion ofbility of bility oft I ton ono 
Ne xluiso pensioninterest on poel rntlretirement 

contributions andinterest on property rental income Exclusion of Exclusion of earningsmortgages taxes on housing is credit, and unem- workmen's Exclusoon owner- owner- excess of Housing Disability exclusion Additional Sick ployment compeoso- of public Plans PlansAdjusted gross occupied occupied straight rehabili- insurance of OASDH I exemption pay" insurance tion assistance for for sell-income class bomes bomes line tation benefits for aged for blind exclusion benefits benefits benefits employees employed
0 to $3,000 - - -. .. 35 805 1 2 65 15 25 45$3,000 to $5,000 -- 27 41 4 -- 40 750 2 13 110 28 20 145 7$5,000 Is $7,000 -t81 84 6 1 25 420 2 16 110 41 15 230 10$7,000 to $10,000 276 263 14 1 30 585 2 32 185 69 5 535 13$10,000 to$S15,000 719 642 22 2 10 245 l 19 230 83 995 22$15,000 to$S20,000 ---- - 543 505 15 1 5 125 1 20 65 39- ------- 685 18$20,000 to $50,000 621 788 59 6 6 215 1 16 30--- -7$50,000 to $100,000 101 240 35 3 3 70 '-'2 301 38 750 96$100,O00 and over 32 137 45 1 1 35 I-- - -- 90 13Total 2,400 2,700 200 15 155 3,250 10 120 800 320 65 3,650 250



APPENDIX E-Continued

ESTIMATED DISTRIBUTION OF SELECTED ITEMS OF TAX PREFERENCES OF INDIV IDUALS, BY ADJUSTED GROSS INCOME CLASS, CALENDAR YEAR 1971-Continued

[In millions of dollars]

Exclusion of other employee benefits

Privately Deducti- Deducti-
Deducti- Medical financed Exclusion bility of bility of Excessof
bility of insurance supplemen- of interest charitable Deducti- child and Deducti- standard

Premiums on accident premiums tary unem- on life contributions bility of dependent bility of deduction

Adjoxted gross group life aiid death asd medical ployment Meals and insurance (other than medical core caatyoe

income class insurance benefits care benefits lodging savings education) expenses expense losses minimum

lto $3,CO ---------- 5 -------- 25 ........ 2 5 3 5 1--------0

$3,000 to $5,000 ----- -- 20 go0-------- 14 20 31 100 7 53

$5,000 to $7,000 -- - 0 2 125 22 35 82 205 12 10 15

$7,000 to $10,000 ~~ ~~75 5 300 1 35 85 225 325 5 30 100

$10,000 to $$15,000 ------ 135 8 550 2 35 205 467 470 3 4 1

$15,000 to $20,000 ----------- 195 6 380 1 25 185 364 311 1 20 115

$20,000 to $50,000 ------- 0 6 415---------30 420 716 360 1 30 50

$50,000 to $100,000 25 1 95 5 80 426 90 - -20 2

$100,000 and over -10 1 30 -2 65 886 35-t-.

Total -500 30 2,000 5 17 1,100 3,200 1,900 30 165 700

t0



APPENDIX E-Continued
ESTIMATED DISTRIBUTION OF SELECTED ITEMS OF TAX PREFERENCES OF INDIVIDUALS, BY ADJUSTED GROSS INCOME CLASS, CALENDAR YEAR 1971-Continued

[In millions of dollars]

Dedu tibilify of
nonbusinoss SateDeductibility of and local taxesAdditional per- contributions to Exclusion o f Exclusion of, Exemption of (other than onCapital gains: sonal exemption educatinal scholarships and certain neterans' interest on State owner-occu-Adjusted gross income class Individuals for students i nstifotions fellowshi ps benefits and local debt pied homes

to$3,000 ----- ---- - ----- - 30 1 ------------- '6 30 5 4$3,000 to $5,OOI - -- - - -- - - -- - - -- - - ---- -- 60 17 3 6 95 5$5,000 to $7,000 - -- - -- - - - - - - - - - - - - - -- 70 40 7 28 110 -- 8$7,000 to $10,000--------------------- - 150 101 20 22 130 5------ 361$10,000 to $15,000 ---------------- - ----- 230 182 50 1 5 220 50 772$15,000 tn $20,000 ----------- --------- 210 92 70 10 70 20 772$20,0O 0 to $50,000 ----------- --------- 960 47 90 3 41 100 1, 713$50,000 to $100,000 -------------------- 7-- -920 54 20 3 3 300 906$100,000 and over -------------------- - 2,970 16 7--------1 360 928
Total .... -........... --...... 5, 600 550 275 110 700 800 5, 600

Note: Presented by the Honorable Edwin S. Cohen, Under Secretary of the Treasury in testimony Source: Office of the Secretary of the Treasury, Office of Tax Analysis.before the Joint Econonmic Committee, Congress of the United States, July 21, 1972.

00
0o



APPENDIX E (WHAT IT REALLY MEANS)

WHAT UNDER SECRETARY COHEN DIDN'T TELL US-TAX PREFERENCE BENEFITS PER INDIVIDUAL IN EACH ADJUSTED GROSS INCOME CLASS, CALENDAR YEAR 1971

[Dollars per return]

Exclusion of
Percent of benefits and Exemption for Exclusion of Farming

Number of returns in allowances to certain income income earned by expensing and Timber capital Expensing ol

returns per each income Armed Forces earned abroad by individuals in capital gain gain treI ment for exploration and

Adjusted gross income class income class class personnel U.S. citizens U.S. possessions treatment certain income development costs

$0 In $3,000-18,063,181 24.4 .83- - -- -20

$3,000 o $5,000 - 10,238, 897 13. 7 11.72 .10 - . .20 .
$5,000 to $7,000-~~~~~~~9,410,802 12.7 19. 60. .43 Ii1 8.50 2.3

$7,000 to $10,000 ------ ------- 12,901,228 17.4 13. 95 .47 .08 9.30 .15.1
$10,000 Ix $15,000 -- ~~~~~14, 104, 611 19.1 8.15 .50 .14 10.99 .28 .28

$15,000 to $20,000 ------ ------ 5,541,347 7. 5 5.05 2.89 .54 16.24 .36 .72

$20,000 to $50,008 ------ ------ 3,596,348 4.8 3.62 4.17i .83 47.27 2.50 44

$50,000 Io $108,000.----------- 351.669 .5 8.53 2.84 --- 156.38-22.75238.58
$103,080 and oenr ..----------- 77, 899 .10 12. 84 ------------------ - - 577. 66 269. 5826.5

KDC)s0



* APPENDIX E (WHAT IT REALLY MEANS)-Continued
WHAT UNDER SECRETARY COHEN DIDN'T TELL US-TAX PREFERENCE BENEFITS PER INDIVIDUAL IN EACH ADJUSTED GROSS INCOME CLASS, CALENDAR YEAR 1971-Continued

[Dollars per return]

Depreciation on
buildings (other Deductibility of

than rental interest onNumber of Percent of Excess of per- housing) in Deductibility of mortgages onreturns per returns in each centage over Investment excess of Asset deprecia- Dividend interest on owner-occupiedAdjusted gross income class income class income class cost depletion credit straight-line tion range exclusion consumercredit homes

$0 to $3,000- 18, 063, 181
$3,000 to $5,000 --- 10, 238, 897
$5,000 to $7,000 ---- - -- 9, 410, 802
$7,000 to $10,000 --- -- 12, 901, 228
$10,000 to $15,000 -- 14, 104, 611
$15,000 to $20,000 -- 5,541, 347
$20,000 to $50,000 -------------------- 3, 596, 348
$50,000 to $100,000. ------ - 351, 669
$100, 000 and over - - -- - -- - 77, 899

24. 4
13. 7
12. 7
17.4
19. 1
7. 5
4. 8
.5
.10

0. 06
.20
.85
.47
.85

2. 17
13.90

122.26
847. 24

0.17.
1.56 0.29 0.20
2.87 .53 .43
3.18 .85 .47
3.62 1.28 .85
5.78 2.17 1.62

20.30 13.07 10.29
93.83 79.61 65.40

372.2? 462.13 89.86

0.28
1.27
1. 81
2.25
3.90
8.30

27. 53
76. 77115. 53

0.06 .
4.30 2.64
6.80 8.61

14.34 21.39
30.84 50. 97
68.58 98.00

172.40 172.68
167.76 287.18
154.04 410.78

1s



Deductibility of Depreciation on
Number of Percent of property taxes rental housing
returns per returns in each on owner in excess of Housing

income class income class occupied homes straight-line rehabilitation

Provisions relating to aged, blind,
and disabled

Combined cost for
additional exemp-

tion retirement
Disability income credit Additional w
insurance and exclusion of e ption_

benefits OASDHI for aged for blind

0 to $3,000 -18, 063 181 24.4 - - - -1.94 44. 57 0.06
$3,000 to $5,000 -10, 238, 897 13.7 4.00 0.39 - -3.91 73. 25 .20
$5 000to$7 000 9,410,802 12.7 8.93 .64 0.11 2.66 44.63 .21
$7:000 to Sibooo-12, 901, 228 17.4 20.39 1.09 .08 2. 33 45.35 .16
$10,000 to $15,000 -14, 104, 611 19.1 45. 52 1.56 .14 .71 17.37 .07
$15,000 to $20 000 - 5,541, 347 7. 5 91.14 2.71 .18 .90 22. 56 .18
$20 000 to $50 000--------------------- 3, 596,348 4.8 219.11 16.41 1.67 1.67 59. 78 .28
$50,000 to $100,000 -351, 669 .5 682.46 99.52 8.53 8. 53 199. 03
$100,000 and over -77,899 .10 1758.66 577.66 12.84 12. 84 449. 29



APPENDIX E (WHAT IT REALLY MEANS)-Continued

WHAT UNDERSECRETARY COHEN DIDN'T TELL US-TAX PREFERENCE BENEFITS PER INDIVIDUAL IN EACH ADJUSTED GROSS INCOME CLASS, CALENDAR YEAR 1971-Continued

[Dollars per returnl

Net exclusion of pension contri-
butions and earningsPercent of returns Exclusion of Exclusion of Exclusion of

Number of returns in each income unemployment workmen's corm- public assistance Plans for em- Plans for self-
Adjusted gross income class per income class class Sick-pay exclusion insurance benefits pensation benefits benefits ployees employed

0 to $3,000 - -18, 063, 181 24. 4 0. I1 3. 60 0. 83 1. 38 2. 49 -
$3,000 to $5,000 - -10, 238, 897 13. 7 1. 27 10.74 2.73 1. 95 14. 16 0. 68
$5,000 to $7,000 - -9, 410,802 12. 7 1.70 11.69 4.36 1. 59 24.44 1. 06
$7,000 to $10,000 -- 12, 901, 228 17.4 2.48 14.34 5. 35 .39 41. 47 1. 01
$10,000 to $15000- - - 14,104, 611 19. 1 1. 35 16. 31 5. 88 70.54 1.56
$15,000 to $20,000 - - 5,541, 347 7. 5 3. 61 11. 73 7. 04 12------------ 70.5 1. 5
$20,000 to$50 - -- 3, 596, 348 4. 8 4 45 8. 34 10. 57 --- - 208. 55 26. 69
$50,000 to $100,000 - -351, 669 . 5. 69 14. 22 17.06 497. 58 201. 88
$100,000 and over - -77, 899 .10 - - -12.84 1, 155. 33 166. 88

IDollars per returnl

Exclusion of other employee benefits

Privately Deductibility of
Medical insur- financed Exclusion of charitable

Number of Percent of Premiums on Deductibility of ance premiums supplementary interest on life contributions
returns per returns in each group life accident and and medical unemployment Meals and insurance (other than

Adjusted gross income class ncome class income class insurance death benefits care benefits lodging savings education)

0 to $3,.)00 -- ----- 18,063, 181 24.4 0.28 1.38 0. 11 0.28 0. 17
$3,000 to $5,000 -10, 238, 897 13. 7 1. 95 0. 10 7. 81 - -1. 37 1. 95 3.03
$5,000 to $7,000- 9,410,802 12.7 3. 10 .21 13.28 0. I1 2.34 3.72 8.71
$7,000 to $10,000 -12, 901, 228 17.4 5. 81 .39 23.25 .08 2.71 6.59 17.44
$10,000 to $15,000 -14, 104, 611 19. 1 9.57 .57 38.99 .14 2.48 14.53 33. 11
$15,000 to $20,000- 5, 541, 347 7. 5 17.14 1.08 68. 58 .18 4. 51 33.39 65.69
$20,0t. to $50,0.0 ------------- --- 3,596,348 4.8 29.20 1.67 115.40 - - 8.34 115.79 199.09
$58,000 to $100,000--351,669 .5 71. 08 2.84 270.12 - -14.22 227.47 1,211.16
$100,000 anod over------------ 77, 899 . 10 128.37 12,84 385. 11----- ----- 25.67 734,40 11,373. 56

E\D
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[Dollars per return]

Deductibility Additional

Number of returns Percent of returns Deductibility of childt and Deductibility Excess of standard personal

per income in each income of medical dependent care of casualty deduction over Capital gains: coempion for

Adjusted grossincomeclass class class expenses expenses losses minimum Individuals students

0 to $3,000 -0, 063, 181 24. 4 0. 28 0. 06 ----------------- 1. 66 O 06

$3,000 to $5,000------------- 10, 238, 897 13. 7 9. 77 .68 0. 49 .29 5. 86 1.66

9, 410, 802 12.7 21.78 1.28 1.06 1. 59 7.44 4. 25

$7,003 toSt ,000 -12 901, 228 17.4 25.19 .39 2.33 7.75 11.63 7.83

$10.000 to $15,000 6---- - 14, 104, 611 19.1 33.32 .21 2.84 29.42 16.31 12.90

$15,093) to $20,000-.5541, 347 7.5 55.95 .18 3.61 20.75 37.90 16.60

$20,000 to 50,000- -3,596,-348 4.8 100. 10 .28 8.34 13.90 266.94 13.07

.50,000 to $100,000 -351, 669 .5 255.90 56.87 5.69 2, 616. 10 153.54

$iob,000 and over -77, 899 .10 449.29 .128.37 - -30,126.29 205.39

[Dollars per return] i;>

Deductibility
of nonbusiness

Deductibility Exclusioii Exemption of State and local

Number of Percent of of contributions Exclusion of of certain interest on taxes (other

returns per returns in each to educational scholarships veterans State and than on owner-

Adjusted gross income class income class income class institutions and fellowships benefits local debt occupied homes)

O to $3,000 -18, 063.18i 24.4 0.0 0.33 1.66 0.28 0.22

$3,00 to $5,080: - .- .. 10, 238, 897 13.7 0. 29 2.54 9.28.5.

$5,000 to $7 ,000-9,410,802 12.7 .74 2.98 11.67 .- 9.-35

$7,000 to $10,000- --- 12,901,228 17.4 1.55 1.71 10.08 .39 27.90

$10,000 to $15,000-14. 104,611 19.1 4.11 1.06 15.60 .71 54.73

$15,000 to $20,000- 5,541,347 7.5 12.63 1.80 12.63 3.61 139.33

$20,000 to $50,000- 3,596,348 4.8 25.02 .83 11.40 27.81 476.32

$20,000 to $000,000 -35, 669 .- 56.87 -- 0.53 853.00 2,576.06

$IOJ,Oa, and over -77,899 .10 89.86 .12.84 4,621.31 11,912.71
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[From the Washington Post, Aug. 1, 1972]

ANOTHER LOOK AT TAXES OF THE WEALTHY

On July 22 the Post reported: "Under Secretary of the Treasury Edwin S.Cohen told Congress yesterday that substantially all of the rich are paying hugeamounts of federal income tax despite reports to the contrary."
In support of this contention were cited Cohen's statistics that 621 individualswith "adjusted gross income" of more than $1 million in 1970 paid an average taxof "46.4 per cent on gross and 65.3 per cent of net taxable income." (Cohenconceded that three such wealthy individuals paid no federal income taxes at all.)These statistics conceal much more than they reveal. As Congressman HenryReuss (D-Wis.) pointed out to Cohen. "adjusted gross income is a lovely Treasuryterm that deliberately excludes those very loopholes we're talking about."For example, adjusted gross income does not include tax-free bond income andincome sheltered by tax devices such as capital gains. percentage depletion, andaccelerated depreciation. Mr. Cohen was saying, in effect. that the wealthy paysubstantial taxes on that part of their income not favored by loopholes.Let's look at the full cost of some of the loopholes in the law today. Percentagedepletion (for individuals and corporations) costs the government about a billiondollars a year in lost revenues. (That's close to the combined 1972 budgetedamounts for all of the activities of the Department of State and the entirelegislative branch). Accelerated depreciation for individual and corporate ma-chinery and real estate costs well over $3 billion annually (more than thecombined 1972 budgeted amounts for the Department of Justice, the Departmentof Commerce, and the entire federal court system). The individual and corporatetax exemption for state and local bonds costs about $2.3 billion annually(roughly the 1972 budgeted amount for the Environmental Protection Agency).And the individual capital gains subsidy costs about $7 billion annually, or asmuch as all of the above subsidies put together! (On tax subsidies. see the JointEconomic Committee study, "The Economics of Federal Subsidy Programs").And most of these subsidies benefit the rich. For example, capital gains is adevice which allows speculators and investors to pay much lower tax rates thanpeople who earn the same income from salaries and wages. Only one out oftwelve taxpayers reports capital gains. and 75 per cent of the benefits go to thewealthiest 9 per cent of American taxpayers.

Mr. Cohen presented the deceptive figures in an attempt to disparage as"political rhetoric" assertions that the wealthy are under-taxed. In fact, thefigures he omitted cogently make the case for tax reform: There is much revenueto be gained by closing loopholes, and many of these excessively favor the wealthy.To be sure. some of the tax subsidies might be replaced by more carefullydesigned (and less expensive) direct subsidy programs. But the Treasury Depart-ment is treading on thin ice when it bases its opposition to tax reform on mis-leading statistics such as those reported. Mr. Cohen might well heed the lessonlearned by the Defense Department. which suffered a massive credibility gapafter trying to justify policy on the basis of incomplete disclosures. The Treasuryshould think twice before allowing Vietnamization of its tax policy statistics.
TOM STANTON,
ALAN KAMIN,

Tax Reform Research Groujp.Washington.

[From the New York Times, Aug. 29, 1972]

NIXON'S TAX DATA DISPUTED IN STUDY

NADER GROUP DENIES MIDDLE CLASS BENEFITS GREATLY

(By Eileen Shanahan)

Washington, Aug. 28-A tax reform group attacked today, with detailed figures,the recent assertion by the Nixon Administration that the middle class was thegroup that benefitted most from what are commonly called "tax loopholes."What the Administration left out of its figures, according to the reform group,was any information about how many taxpayers there were In each incomegroup.
The Administration's figures showed, for example, that persons in' the $10,000to $15,000 income group realized a total of $642-million in tax savings last year
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from the section of the tax law that permits deductions of property taxes. Per-
sons in the over-$100,00

0 bracket realized only about one-fifth as much, or $137,-
million.

But there are more than 14 million individuals and families in the $10,000-
$15,000 bracket, about 20 percent of all taxpayers, while there are only about
78,000, or less than two-tenths.of one percent of the total, in the over-$100,000
category.

DISPARITY REPORTED

Thus, according to the figures released by the reform group, when the benefits
of the property-tax deduction are calculated on a per-taxpayer basis, the savings
for those in the $10,000-$15,000 bracket averaged $45.52 a year, whereas in the
over-$100.000 bracket, the savings averaged $1,758.66.

The disparity created by the special tax treatment of capital gains is even
greater. according to the reformers' figures. The middle-income taxpayers in the
$10,000-$15,000 class realized an, average saving of $16.31 a year from this tax-
law provision but those in the over-$100,000 bracket realized an average of
$381,125.80.

The study of the impact on individual taxpayers of various tax law provisions
was (lone by the Tax Reform Research Group, an organization created by Ralph
Nader.

The organization accused the Nixon Administration of "prcsenting deliber-
ately misleading statistics to the Congress and the American public in an at-
tempt to undermine the growing pressure for tax reform.

The figures criticized by the reform group were given to the Congressional
Joint Economic Committee last month by Edwin S. Cohen, Under Secretary of
the Treasury, who is the Administration's chief spokesman on tax policy matters.

The tax reform research group said that the disparity in benefits between
middle-income and high-income taxpayers could be dealt with, in part, by con-
verting many of the special tax preferences to credits rather than deductions.

A credit is subtracted from the amount of tax that the taxpayer would other-
wise owe and thus $1 of credit is worth $1 of tax savings to anyone, regardless
of income bracket.

On the other hand, a deduction is subtracted from the income on which the
tax is calculated. and $1 of deduction is worth 14 cents to a person in the bottom
tax bracket but 70 cents to a person in the top bracket.

The study by the tax reform group showed that even tax benefits that have
been kept in the law primarily out of concern for persons of average income bene-
fit the wealthy more. An example is the tax-free status of the first $100 of divi-
dends received each year by an individual.

DIFFERENcE IN SAVING

According to the reformer's, for persons in the $10,000-$15,000 income bracket,
the average tax saving created by this provision was $3.90, whereas in the over-
:$100.000 bracket, the average saving was $115.53.

The special tax treatment of an investment owned almost exclusively by the
wealthy-the tax-exempt bond issued by state or local governments-was said
by the group to yield annual tax savings averaging only 71 cents for those in
the $10.000-$15,000 bracket and $4,621.31 for those in the over-$100,000 bracket.

The group said the 22 percent depletion allowance for investors in oil and gas
wells vielded tax savings of 85 cents for the average person in the $10,000-$15,000
'class and $847.24 for the average person in the over-$100,000 class.

The tax reform research group said that its figures were calculated by using
the statistics presented by Under Secretary Cohen for 1971, plus treasury figures
on the number of taxpayers in each bracket for 1970. The latter figures are not
yet available for 1971 but would not change the calculations appreciably, the
tax group said,

TAx REFORMi REsEARcH GROUP ATTACKS TREASURY DEPARTMENT
FOR DECEPTIVE DATA

The Tax Reform Research Group charged today that the Treasury Depart-
ment was presenting deliberately misleading statistics to the Congress and the
American public in an attempt to undermine the growing pressure for tax re-
form. The statistics they attacked were presented in testimony before the Con-
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gressional Joint Economiac Committee last month by Treasury Under SecretaryEdwin S. Cohen.
The Treasury data appeared to show that the distribution of ' tax preferences"(i.e. income which is not taxed as heavily because of various exemptions, de-ductions. or credits) favored primarily the middle income taxpayers. However.with the addition by the Research Group of important omitted statistics regard-ing the number of taxpayers in each income class, it becomes clear that almostall of the tax preferences favor the highest income taxpayers mulh more than

those in midldle income brackets.
For example, the Treasury data showed that the deduction for medical ex-penses was worth $470 million to taxpayers earning $10-15.000 in 1971 andonly $35 million to those earning $100,000 or more. But Mr. Cohen's statisticsdid not mention that there were approximately 14 million taxpayers in the firstgroup and only 78,000 in the latter. This means that the medical expense de-duction was worth an average of only $33 to each taxpayer earning $10-15.000while those taxpayers earning $100,000 or more-the wealthiest 1/10 of 1%--received an average of $449 worth of benefits. Although the Treasury dtta ap-peared to show that the wealthiest taxpayers received only 7y¼% of the henefitsfrom this deduction which vent to those earning $10-15.000; in fact, the richreceived more than ten times the benefits, on a per taxpayer basis.
The more complete data presented by the Tax lleformn Resealrch Group showedthe Treasury statistics to be similarly misleading for many of the other taxpreferences. With regard to some of the preferences, the omission by Treasuryof the number of taxpayers in each income group causes the data to greatlyunderstate the disllarity in the distribution of loophole benefits.
For example. Treasury data showved that taxpayers in the $10-1-5.000 groupreteive $230 million in benefits from capital gains treatment while taxpayersin the $100,000 or more group receive $2.9 billion-a ratio of 10:1. But. in fact.the 19% of all taxpayers in the $10-15.000 group average only $16.31 in benefitsfrom capital gains treatment wo hile the 1/10 of 1% of all taxpayers i n the$100,000+ group average over $3&.000 each in benefits.
Similarly. the Treasury's figures for charitable contributionls slhmv a 2 :1ratio favoring the wealthy from this deduction-$467 million to taxpayers in the$10-145,000 group and $8S6 million to taxpayers in the $100,000+ grouip. But, onthe average a $10-15.000 income taxpayer gets only $3:3.11 in benefits wihile each$100.000+ taxpayer gets an average of $11,373.56. And the tax exemption of stateand local bond interest is worth only 710 on the average to a taxpayer earning$10-15.000 while to a $100,000+ taxpayer it is Worth atn average of $4,621.31.

;;MIIDDLE CLASS LOOPHOLES"

Even some of the tax preferences which have been traditionally thought of as"middle class loopholes" actually benefit the wealthy much more on the averagethan the middle income taxpayer. For example, Treasury data showed that thededuction for interest on mortgages on owner-occupied homes was worth $719million to those in the $10-15,000 group and only $32 million to those il the$100.000+ group. But, this averages out to only $50.97 to a taxpayer earning$10-15.000 aiind $410.78 to a $100,000+ taxpayer.
Similarly, the deduction for property taxes on owvner-occupied homes is worth$642 million to the group earning $10-15,000 and only $137 million to the$100.000+ group. But. this is an average of only $45.52 for a $10-156000 tax-payer while it averages $1,758.66 for the $100,000+ earner-a ratio of more than35:1 in favor of the rich..
"These statistics," a spokesman for the group said. "really show howv great theneed for tax reform is. If the Congress instituted a system of flat credits to re-place the various exemptions, deductions, and credits that currently exist, muchof the disparity shown here could be eliminated."
Tax reformers have long advocated credits in lieu of present tax preferences.Uinder such a system each taxpayer regardless of income level would derive thesame benefit from a tax preference which lie takes advantage of-instead of thepresent system which makes the value of most tax preferences increase as thetaxpayer's income goes up.
The Tax Reform Research Group explained that its corrected version of theTreasury tables was not accurate to the last decimal place. Since the Treasuryhas not yet released certain tax statistics for 1971. the 1970 figures had to beused to compute the number of tax returns in each income class. But this dis-crepancy was expected to have only a small impact on the accuracy of the sta-
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tistics present by the Research Group. The figures used by the Group were tulleln
from Individuai IlncoeIC Tax Rethrns: Preliminary 1970 Statistics of IncoIne,
p1 iblished lay the IRS in February 1972.

"ADJUSTED GROSS INCOME"-ANOT lIRER CWNSC.EADrC CONCEPT

The Tax Reformll Group also pointed out that the statistics Mr. Cohen presented
to the Joint Economic Committee were misleading on another count. By using
figures for "adjusted gross income" rather than those for gross income the
Treasury omits from the data the effects of many of the loopholes which tax re-
formers most vehemently attack, they said. Accelerated depreciation. oil per-
centage depletion, and the exemption of interest from state and local bonds, for
example, all act to decrease the gross income of those who benefit by them before
calculation of their "adjusted gross incomes."

Thus, in his attempt to show that the rich pay heavy taxes, AMr. Cohen com-
pletely ignores those loopholes which act to decrease the taxpayer's gross income
before calculating his AGI. "This is the kind of statistical analysis we have
come to expect from the Treasury," one researcher remarked. "They frequently
present only half of the story-the half wvhich supports their point of view."

Thomas H. Stanton, Director of the Tax Reform Research Groutp. commented:
"With its deceptive manipulation of information, the Treasury Department is
creating a serious credibility gap. It will be a sad day when the Treasury actually
does tell the truth, but nobody believes them."

[Froim the Congressional Record, 92d Cong.. 2d Sess.. Vol. 11S. No. 132. Washington,
Wednesday, August 16, 19721

TAX REFORM.-TESTIMONY OF SENATOR HATFIELD BEFORE REPUBLICAN PLATFORM
COMMITTEE

Mr. HATFIELD. MIr. President. this week I submitted testimony to the Platform
Committee of the Republican Party on the issue of tax reform. Because of the
timely interest of this subject, I ask unanimous consent that this testimony be
printed in the RECORD.

There being no objection, the testimony was ordered to be printed iui the
RECORD, as follows:

SIfPLIFORM: HoW TO SIMPLIFY AND REFORM OUR TAX SYSTEM

(By Senator 'Mark 0. Hatfield)

MAr. Chairman, I would like to preface my testimony by expressing my appre-
eiation to you and your committee members for allowing me to present my
thoughts on one aspect of federal income taxes before you today.

Mr. Chairman, wve are all familiar with two aspects of our Federal income tax
system which are wrong: it is much too complicated and it is not as fair as
it could and should be.

It is horribly complicated and confusing when:
Nearly $2 billion are spent in filling out tax forms, and even then the more

than 50,000 "tax preparers" cannot get it right most of the time. In fact, former
Treasury Secretary John Connally pointed out that a Treasury survey of such
returns found 97% inaccurate.

The income tax form has grown from IS lines to 6.3 lines, not counting the
multitude of additional schedules. And the book of instructions is so complex
that even college graduates cannot understand all of it.

A Treasury official (quoted in the Washington Evening Star News. August 4,
1972). stated that "if we don't simplify taxes, the system will fall of its own
weight . .. the seeds of decay are growing."

As a matter of fact, even the Internal Revenue Service with its 70.000 em-
ployees cannot complete the tax forms properly any more. In a test by the WVall
Street Journal (April 13. 1972) five different IRS offices came up with five dif-
ferent tax results for the same taxpayer.

When the tax system has reached this point, wve must all admit it is in a
shambles. Even acknowledged tax experts say "they are knowing less and less
about more and more." From a one paragraph amendment to the Constitution.
the income tax has emerged as a hydra-headed monster that now takes more
than a 6-foot bookshelf to contain its laws and regulations.
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We also know that the tax system is not fair: a Harris Poll last year found
that 69% of the public had joined the i"tax revolt"-up from 43% two years
earlier. The tax system is unfair when:

21,317 persons in 1969 with incomes over $20,000 paid no taxes whatsoever,
including 56 millionaires who paid no taxes at all.

People with income under $2,000 paid one-half of this in all forms of taxes
(federal, state, and local), as computed by the U.S. Census Department in its
1970 Census, at the same time that one multi-millionaire paid $500 and another
paid $4500 in federal income taxes, which is less than they make in one hour.
The rest of us end uws paying about 30% of our income in all forms of taxes
regardless of the income level despite the alleged progressive nature of the
federal income tax that should rectify all this.

The Congress and the Treasury have tried to correct these admitted deficiencies
in the tax system. It was tried in 1954, 1964, and finally in the "Tax Reform;
Act of 1969." An attempt was made to fill loopholes but more were created. It
seems as though an effort was made to achieve reform through complexity but
only more complexity resulted. The 1969 Act became so complex it was labeled
"The Lawyers and Accountants Relief Act of 1969" by the Assistant Secretary of
the Treasury for Taxation. A year after reform still 3000 people with incomes
over $30,000 paid no taxes.

We have tried reform through making the tax laws more complicated but
only succeeded in the latter. It is now high time we aim for tax reform through
simplification to achieve both.

What I am proposing today owes its genesis to many individuals. It is a sug-
gested direction in which I believe we should move and a vehicle for discussion
and perhaps improvement. I offer it in anticipation of major tax reform efforts
during the next Congress in order that we in the Congress might examine as
many of the complexities and implications of our present system as possible-and
hopefully produce a better tax system.

I call my approach the "Simpliform' system. This is how it would work.
We must move to a simple gross income tax system eliminating all deductions.

except the personal exemption. (This resembles state income tax laws in Indiana
and Pennsylvania). This would mean more than 90% of our taxpayers could'
complete their form on a small IBM1 card using only four lines: total income,
gross-tax, credit for personal exemptions, and net tax (or refund) due.

All income flows (wages, salaries, interest, dividends) would be subject to a
10% withholding at the sources. The payers of such income flows would (as now
except for interest and dividends) send copies of such withholdings to both
the IRS and the taxpayer. At the end of the year the taxpayer would simply
atach the withholding forms to his "simpliform" tax card, fill in the four lines,
and that would be it.

The mathematics are quite simple: in rough orders of magnitude, in 1972 there
is a total personal income tax base of about $914 billion (based on a Brookings.
Institution study by Drs. Okner and Pechman). A 10% withholding rate across.
the board would bring in $91 billion, roughly the current yield ($86.5 billion in
fiscal 1972). The exemptions would be in the form of a straight dollar "tax
credit" of $2-50 per adult (over 18). (Under a 10% tax rate these tax credits-
would be equivalent to a $2,500 adult deduction compared to the current $750-
deduction under present law). These personal exemptions would reduce the
revenue yield by about $2S billion. However, this amount will be more than re--
couped in the progressive surtax provisions I propose to keep in the income
tax base of our tradition of "ability-to-pay". (To raise additional revenue, a
surcharge should be made on the actual amount paid, rather than increasing the-
specific surtax).

F



It might be asked, why use "tax credits" instead of "deductions" from the
total income base? The answer is simple equity: it would give each person the
same dollar tax break. Under the present law a person in the 70% tax bracket
gets a $525 tax cut for his exemption whereas a person in the bottom 14%
bracket only benefits by a $105. My plan gives to each one equally: $250 per
adult-18 years old and above. (Children are regarded here as "choices" for pa-
rental consumption expenditures in our age of targeted "zero population growth."
There is no reason why single or married individuals without children should
have to "subsidize" other people's children, which is what the present system
does. Obviously poor families are still taken care of under welfare).

Would this "proportional" 10% tax rate system be "progressive" that is, be
based on our tradition of "ability to pay"? Yes, in fact, while the present system
is supposedly "progressive" it turns out to be "proportional because of loopholes."
My system would be "progressive" because of the use of personal credit exemp-
tions. Thus, under my system a family of four would pay no taxes below a level
of $5,000. At that point ($5,000) the tax rate would rise from zero and approach
50% at the level of $1 million under my surtax provisions. This is accomplished
by a "surtax" of 5% on income between $10,000-$15,000; 10% between $15,000-
$20,000; 15% between $20,000-$25,000; 20% between $25,000-$50,000; 25% be-
tween $50,000-$100,000; and 30% between $100,000-$500,000; 35% between $500,-
000-$1,000,000; and 40%0 on incomes over $1 million. Thus. establishing a top
bracket rate of 50% (10%o base plus 40% surtax). (At present the actual top
rate on upper incomes is not the 70%6 statutory rate, but is really an average
32%). This surtax would not complicate the system for nearly one-half of all
American families have incomes below $10,000 and would hardly be difficult
for those above the $10,000 bracket to compute-indeed, it would resemble many
state income tax systems in its simple 5% brackets. This is illustrated in the
following table:



SIMPLIFORM INCOME TAX SYSTEM

[Assume family of 4: 2 adult tax credits of $250-5500; in thousands of dollarsl

Tax bracket
(thousands of dollars) 0 to 10 10 to 15 15 to 20 20 to 25 25 to 50 50 to 100 100 to 500 500 to 1,000 1,000 plus

M3rginal tax rate (highest) - 10 percent - 15 percent ----- 20 percent -- -- 25 percent -- 30 percent ---- 35 percent - 40 percent - 45 percent - 50 percent.
Tax (before $500 2-adult credit) - do -- $,000+15 per- $1,750+20 per- $2,750+25 per- $4,000+30 $11,500+35 $20,000+40 $189,000+45 $414,000+50

cost above cent above cent abose percent percent percent percent percent
$10,000. $15,000. $20,000. abuve above abuve abase above

$25,000. $50,000. $100,000. $500,000. $1,000,000.
Ill ustrative tax (on middle of

income tax bracket):
Sample income -$7,500 - $12,503 - $17,50- $22,530 - $37,500 - $75,000 - $300,000 - $750,000 - $2,000,000.
Tax - $250------- $875 - $1,750 - $2,875 - $7,250 - $19,750 - $108,500 - $301,000 - $913,500.
Average tax rate -3.3 percent -- 7 percent - 10 percent - 12.8 percent - 19.3 percent 26.3 percent - 36.2 percent - 40.1 percent - 45.7 percent.

I No tax on 2-adult family with income $5,000 and below; $7,500 taken as middle of 1st taxable range of $5,000 to $10,000.

ED
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Another question might be raised: Would not the "middle income" American
lose by eliminating deductions for property taxes, mortgage interests, medical
expenses and charitable contributions? No, he would only be treated more fairly.
On the average those with incomes below $20,000-85% of all families-will gain
by this new system. Under the present law the "middle income" American is
really subsidizing the rich. The "middle income" American, say in the 20% tax
bracket, gets the benefit of 20 cents on the dollar for his property taxes, interest
payments, contributions, etc.-the wealthy get up to 70 cents on the dollar for the
same activities. Why should the "middle income" American pay higher taxes so
the rich can deduct $70 of a $100 ticket to a Charity Ball when he gets only
a 20 cents tax break for each dollar he puts in the church collection plate? Why
should he pick up the tab for 70% of the tax and interest payments on a $200,000
mansion? By my system the "middle income" American could get direct relief
through special grants or credits for property tax reductions. In addition, the
homeowner and rentor would be treated equally. So would those who bother to
"itemize" and those who use the standard deduction. Instead of medical deduc-
tions favoring the wealthy, he would get better medical care through expanded
health insurance programs. 'Medicare and Medicaid, and federally-funded im-
proved health care delivery systems provided by these tax savings. Let's not
complicate our tax system to give 'welfare" to the rich when we can get lower
property taxes and better health care by a more direct and cheaper method.

How would this "Simpliform" system work in practice for different income
groups? The following table may help: (based on a family of four now taking
the standard deduction). (I have included the social security "tax" on em-
ployee wages to provide a consolidated income and social security tax rate on
earned income.)

83-786 0 -73 - 15



Present system Simpliform

Average Average
rate, percent rate, percent

Social excluding Social excluding
Income security social Income security social

Family income tax tax Total Rate security tax tax Total Rate security

$2,000 0 $100 $100 5. 0 0 0 $100 $100 5. 0 0 b
$4,000 - - - - $39 200 239 6. 0 1. 0 0 200 200 5.0 0
$5,600 --- 271 280 551 9.8 4.8 60 280 340 6. 1 1. I
$8,000 --- - - - - 672 400 1, 072 13. 4 8. 4 300 400 700 8.75 3. 75
$10,000 - - - - 1, 000 450 1, 450 14. 5 10.0 500 450 950 9. 5 5.0
$12,000 - - - - 1,342 450 1,792 14.9 11.1 800 450 1,250 10.4 6.7
$15,000 --- 1, 996 450 2, 446 16. 3 13. 3 1, 250 450 1, 700 11. 3 8. 3
$20,000 - - - - 3, 210 450 3, 660 18. 3 16. 1 2, 250 450 2, 700 13. 5 11. 3
$25,000 4, 636 450 5, 086 20.3 18.5 3, 500 450 3, 950 15.8 14. 0
$50,800 - - - - - 14, 960 450 15, 410 30.8 29.9 11, 000 450 11,450 22.9 22.0
$100,000 42, 660 450 43, 110 43. 1 42.7 28, 500 450 28, 950 29.0 28. 5

Note: Present system based on 1971 income tax tables. Social security tax based on a 5-percent tax on first $9,000 income. (Actual 1972 =5.2 percent.)
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Notice that the "Simpliform" system would reduce taxes for all income groups
based on combined federal income tax (and/or social security tax payments) and
using the standard deduction; lower and middle income groups (using standard
deductions) substantially benefit, especially those below $20,000. The overall
equivalent yield of "Simpliform" at much lower tax rates is based on the elimina-
tion of "itemized deductions" plus the inclusion of all income (half of capital
gains, tax-exempt bond interest, etc.) which are now excluded from the tax base.

How would business and entrepreneurs be affected? Full capital gains would be
included in our income tax base. (This would require a separate form for the
5% of the population who receive capital gains; for those in mutual funds, cap-
ital gains would be reported the same as dividends or other ordinary income and
included on the same simple 4-line "Simpliform" requiring no other schedule).
But remember the top rate for most Americans would still be well below 25%,
which is the rate for most capital gains under the so-called alternative schedule
use by most capital gainers, so there would be no direct change. (The highest
marginal rate does not go above 25% until $25,000 in income.) (At present cap-
ital gains tax rates range between 7-35% but the predominant bulk is at 25%.)
For those earning between $50,000-$100,000 the rate would go to only 35%,
which is now the maximum rate. For those earning over $100,000, the highest
rate would still be 40% until $500,000. But this is more than compensated for by
the reduction in the top rate of 70% down to 41% on ordinary income for a mil-
lionaire. Overall incentives will be increased for business enterprise. Indeed, for
a young single executive who now faces marginal income tax bracket rates of
40% by the time he reaches $23,500, he will still be in the 25% tax bracket under
"Simpliform." Those just below $50,000 will face only a 30%o bracket under "Sim-
pliform," as contrasted to 60% under present law. Incentives thus will be in-
creased rather than diminished for rising young executives. And they will not
have to waste time worrying about converting ordinary income to long-term gains
because all wvill be called simple income under my system.

Let me now summarize some of the simple arithmetic and actual shift in tax
burdens of this proposal:

SENATOR MARK 0. HATFIELD, REPUBLICAN PLATFORM TESTIMONY-TAX REFORM

TAX BURDENS AND REVENUES UNDER SIMPLIFORM AND PRESENT SYSTEM

(Taxes in billions of dollars]

Gross income (expanded AGI)
1972 tax base under simpli-
form I Simpliform Present system 2

Number of Gross
Income class families income Average rate Average rate
(thousands) (thousands) (billions) Tax (percent) Tax (percent)

Under$3 ------------- 5,923 $8.0 0 0 0 0.5
$3 to $5- 6,874 27.6 0 0 $0.5 1.7
$Sto$10 -19,387 145.0 $4.8 2.5 7.7 5.3
S10 to $15 - 17,535 216.5 14.9 6.9 18.8 8. 7
$15 to $20 -10, 486 180.3 17.9 9. 9 19.4 10.7
$20 to $25 -4,954 109.9 14.7 13.4 13.3 12.1
$25 to $50 - - 4, 463 142.9 24.9 17.4 20. 7 14.5
$50 to $100- - 625 41.2 10.3 25.0 9. 7 23. 5
$100 to $500 - 189 31.4 11.2 35.7 9. 2 29.5
$SOOto $1,000 6 4.4 1.8 40.9 1.3 30.4
$1,000 and over 3 7.1 3.2 45.1 2.3 32.1

Total -70,445 914.3 103.8 11.4 102.9 11.3

' Based on all-inclusive personal income tax base (Okner-Pechman) including full-enclosure of capital gains.
2 Revenue Act of 1971 applied to 1972 incomes. (Fiscal 1972 yield was $86,500,000,000 initial budget estimate for fiscal

1973 was $93,900,000,000 in tax revenues.)
Note: Under Simpliform those under $20,000 income on the average would benefit compared to the present system.

This means 85 percent of families would benefit by Simpliform. (Of course, those above $20,000 who take the standard
deduction or small amounts of itemized deductions would also benefit while those families with huge itemized deductions
below $20,000 might lose a little.)

In conclusion, it is time to think anew and act anew to solve the mess of our
present tax system. It is both too complex and unfair-and attempts at making it
more fair have succeeded in making the system only more complex. WVe have tried
the route of filling loopholes and making marginal adjustments. It is time to
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"redo" the system from the bottom up. We can do it. We can make a substantial
simplification which also brings reform-for the poor, for the elderly, for the
business entrepreneur, and for the overburdened and overbothered middle class.

My "Simpliform" approach is a way of fresh "new thinking" about tax reform.
I do not know all the answers and my proposals are not yet ready to be carved in
granite. Indeed, as of 'March 1 of this year already 1,149 tax bills have been pro-
posed for consideration by the House Ways and Means Committee. I do not pro-
pose to kid you into thinking a bill based on this proposal would sail through the
Congress. Time is far too short this session to expect "instant reform" be it simple
or not.

But a dialogue should begin. I believe tax reform and simplifying reform are
the wave of the future. The President has promised us new legislation on tax
simplification and reform next year. The dialogue should begin now so that we
will see soon both a simple and fair tax system.

CONGRESS OF THE UNITED STATES,
HOUSE OF REPRESENTATIVES,

Washington, D.C., August 3, 1972.
Senator WILLIAM PROXMIRE,
Chairman, Joint Economic Committee,
Washington, D.C.

DEAR SENATOR PROXMIRE, Enclosed is a copy of a letter from one of my con-
stituents, Mr. Dan Antenen, prepared in response to Mr. I. W. Abel's comments
before your Committee. I respectfully request that this correspondence be made
a part of your hearing records.

With best wishes, I am
Sincerely,

WALTER E. POWELL,
Member of Congress.

ABEL BLASTS TAX LAWS As "FRAUD"

Washington (UPI)-The AFL-CIO said Thursday the average American fam-
ily pays nine times more tax on $10,000 if its income comes from wages than if it
comes from investments.

The labor federation-siding squarely with Democratic presidential nominee
George S. McGovern in advocating sweeping tax reform-called for an end to
what it termed the "legalized fraud" of the laws.

Its position was set forth in a statement filed with Congress Joint Economic
Committee by I. W. Abel, president of the United Steelworkers Union and chair-
man of the AFL-CIO Economic Policy Committee. Abel was unable to appear to
present his testimony.

Abel argued that the system is unfair to working people who derive their en-
tire incomes from wages.

If a family of four had an income of $10,000 from wages its federal income tax
would be $905, he said. But if the $10,000 was derived solely from investments
"the tax would be only $98."

Contentions of the AFL-CIO, as presented the Congress-Joint Economic Com-
mittee, that a family of four deriving its income from wages would pay nine
times as much tax as a family of that size deriving the same amount-$10,000-
from investments deserves some elaboration and refutation.

The term "investments" has such wide application as from houses to stocks
and bonds to savings accounts to car washes to hot dog stands. etc.. that
Mr. Abel's presentation is more imaginary than real.

Aside from an exemption from taxation for the first $100 of dividend income,
there is very little else to distinguish investment income from ordinary wage
income. To arrive at the minimal tax which the AFL-CIO suggests one would
have to place most of his savings in state or municipal bonds. This is comparable
to asking "which is farther, to Chicago or by bus'?" because the reality of a
$10.000 income person risking his marbles for the lower-than-average return
of tax-exempt investments is practically nil.

What is true, however, is that the dollar cost of almost everything marketed
today is either being pulled up by the extravagance of rags-to-riches easy credit
or by beyond-its-income spending by government, or by the cost-push of labor
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union demands. Because this cost rise eats away the purchasing power of "dol-
lars" put into investments, the dividend or interest return becomes little more
than a bit-by-bit using up of the original value. (Congress has given recognition
to this fact in the $100 dividend credit.) Ask the stockholder of any of the major
steel companies if the sum total of his after-tax dividend income plus the dollars
he could now realize from selling his shares would buy as much goods as had
it been spent a dozen years ago. Not by a long shot-and this in Mr. Abel's back
yard!

America's businesses have been realizing a diminishing return on invested
capital over these same dozen years. If the liberal establishment continues to
libel business and promote a poor regard for capital endeavor, this country
may have no future other than to shamefully repeat Great Britain's march
toward oblivion via low morale, low productivity and countless basic industry
and public service strikes.

DAN E. ANTENEN,
Hamilton, Ohio.

STATE UNIVERSITY OF NEW YORK AT ALBANY,
DEPARTMENT OF EcoNomrcs,

Albany, N.Y.. July 18. 1972.
Senator WILLIAM PROXMIRE,
Chairman, Joint Economic Committee,
U.S. Congress, Washington, D.C.

DEAR SENATOR PROXMIRE: It is my understanding that the Joint Economic
Committee is now holding hearings on the possibility of tax reform and that
you have a report on Federal tax subsidies. I would appreciate obtaining a copy
of this report and the hearings.

Am enclosing a background paper which discusses the desirability of partially
substituting an energy tax for the local property tax. Our Municipal Finance
Study Group is now undertaking some studies to develop a plan for implementing
such a tax.

I would be grateful if this background paper could be inserted into the record
of your hearings. It seems clear that ways must be found to conserve energy
in the decade ahead and that a properly designed energy tax could help to
solve a variety of social problems.

Sincerely,
EDWARD F. RENSHAW, Director,

A! unicipal Finance Study Group.

ON A PARTIAL SUsBSTITTIOx OF AN ENERGY TAX FOR THE LOCAL PROPERTY TAX

(By Edward F. Renshaw)

If gasoline and other liquid hydrocarbons were subject to a special excise
tax equal to ten cents per gallon, the United States would be able to raise
about $23 million in extra revenue at present consumption rates, to improve
public transportation, reduce the tax on local property, improve the equality
of educational opportunity and solve a variety of other social problems. A com-
parable per unit tax on all forms of energy consumption would be sufficient to
completely replace the local property tax which now yields about $45 billion
in local revenues. more than half of which is used to support public schools.

A special tax on energy consumption would seem particularly desirable from
a social point of view since it would help to reduce environmental pollution,
improve our balance of payments position, lessen traffic congestion. conserve
fossil fuels and give scientists and engineers more time to develop substitutes
for exhaustible energy. The main objection to an energy tax is that it might
tend to be regressive. This problem could be solved, however, by using the
proceeds to benefit disadvantaged groups and to partially replace the local
property tax, which also has repressive features. The need to seriously consider
alternative tax structures has been heightened in recent years by a number of
court decisions which have challenged the constitutionality of the local property
tax as a fair and equitable source of financing for elementary and secondary
education.
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THE ENERGY CRISIS

The editors of Bu8iness Week have recently pointed out that the U.S. is becom-
ing a have-not nation:

Gas shortages have already appeared in parts of the country, and production
is expected to decline in the years ahead. Oil output is leveling off. It will be
about the same in 1985 as it is today, according to industry projections. In the
same period, U.S. energy will double.

The result, inescapably, will be a rising dependence on supplies of foreign
oil. While nuclear power plants and increased coal output will fill part of the
energy gap, the National Petroleum Council figures that oil imports will jump
from 3.4 million bbl. a day in 1970 to nearly 15 million in 1985.

This shift toward dependence on foregin oil is occurring just at the time
when the international oil business has switched from a buyers' to a sellers'
market. And it will remain so, because worldwide energy demand is doubling
every decade, creating an insatiable thirst for fuels. * * *

To avert a full-fledged energy crisis at some time in the future, the U.S. needs
something it has never had: a national energy policy. * * *

The U.S. must consider for the first time how to limit its energy demands
and allocate energy to the most essential uses. It must begin to think in terms
of conserving its dwindling energy resources.'

The consumption of mineral fuels grew less rapidly than GNP between 1920
and 1965 but has since been increasing more rapidly than total output.2 The
work output of mineral fuel during the same period of time appears to have
increased more rapidly than GNP. Summers has suggested that:

One can estimate very roughly that between 1900 and 1970 the efficiency
with which fuels were consumed for all purposes increased by a factor of four.
Without this increase the U.S. economy of 1971 would already by consuming
energy at the rate projected for the year 2025 or thereabouts.'

It has become much more difficult to improve the efficiency of energy converting
devices in recent years-the limits to technical efficiency are well understood in
the case of heat engines and are rapidly being approached-and this may help to
explain why the consumption of mineral fuels has been growing more rapidly
than GNP since 1965.

In 1960 the energy staff at Resources For the Future suggested:
Viewed strictly from the standpoint of its natural resource position and

with due allowance for technological advance, the United States in 1975
or therabouts could satisfy its demand for all energy, and for each of the
energy materials of which the total is composed, from domestic sources
of supply at no significant increases in costs, except for those which might
be brought about by a rise in the general price level.'

These conclusions now seem overly optimistic. Our reserves of natural gas.
which have been supplying about a third of our energy requirement, have de-
clined for several years and wvill probably be largely exhausted by the turn of
the century.' Natural gas is a clean fuel from an environmental point of view.
As the shortage spreads across the United States and cutbacks are ordered in
large metropolitan areas ' we are likely to observe a significant increase in air
pollution.

Petroleum is another resource which could be largely exhausted before the
turn of this century if past growth rates continue. Even more disturbing in some
respects than the recent leveling off of domestic production in this country are
reports that the reserves of Kuwait' and Canada may have been exaggerated.
Rising concern about air pollution is another factor which could help to create
a shortage of liquid fuels in the near future.

'Business Week, January 29, 1972, p. so.
2 Early Cook, "The Flow of Energy in an Industrial Society," Scientific American, Septem-

ber, 1971. p. 140.
'Claude M. Summers, "The Coiiversion of Energy." ibid., p. 149.

* Sam H. Schurr, et al., Energy in the American Economy. Johns Hopkins Press, 1960, p. 4.
*John McKetta, Professor of Chemical Engineering at the University of Texas has told

the House Committee on Interior and Insular Affairs that annual discoveries of natural gas
in the United States will never again equal or exceed annual production throughout the
rest of our lives. This could imply a continued decline in our natural gas reserves. See,
Edward Cowan, "More Atom Power Is Backed by Lapp," The New York Times, April 13,
1972. p. 15.

6 Dana Admans Schmidt, "Grolving Deficit of Gas Forecast," The New York Times,
February 26, 1972, p. 46: "Natural Gas Shortage Spreads Across U.S.," Knickerbocker
News. March 10. 1972, p. 6C.

' "Kuwait's Reserves of Oil in Doubt," The New York Times, February 9, 1972, p. 51.
'Edward Cowan, "Arctic Oil Prospects Called Inflated," The New York Times Novem-

ber 26, 1971, p. 59.
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No lead gasoline is consumed less efficiently than leaded gasoline and to obtain
the same performance characteristics without lead, oil companies will have to
consume more energy in the refining process." Automobile makers are now con-
sidering the possibility of replacing reciprocating engines with a rotary-powered
Wankel engine which produces fewer nitrogen oxides. A top GM executive has
reported that early tests indicate that the Wankel is a poor starter in cold
weather and that it currently consumes as much as 25% more fuel than a piston
engine."0

While the United States is known to possess a large quantity of rock from which
a liquid called "shale oil" can be extracted, only 30-40 billion barrels are cur-
rently considered recoverable at prices approaching the posted price of crude
oil." At projected rates of consumption for 1985, these supplies could be exhausted
in less than four years.

Most of our shale oil reserves are located in arid parts of Western Colorado,
Utah and Wyoming. Its exploitation will require technology which has never been
developed beyond the pilot plant stage and substantial investments in reservoirs
and aqueducts to provide processing water.

Diversion of water for this purpose will tend to increase the salinity of the
Colorado River and impose external costs on farmers in Arizona and Mexico.
Even more disturbing, in some respects, is the huge amount of fine dust particles
that will be created as a by-product of grinding and heating the shale to
remove the oil. Since the shale is located in a windy area, this could provide the
substance for another American dust bowl and encourage environmentalists to
employ legal strategems to impede the rapid development of shale oil.

The United States does have large reserves of coal. Most of the low sulfur
coal reserves are also located in the far West, however, at great distances from
existing population centers. While coal companies are planning to convert some
of this coal into a substitute for natural gas, we really do not possess a very eco-
nomical or efficient method of converting coal into liquid hydrocarbons.

With our heretofore abundant supplies of iron ore needing only to be lifted
into the blast furnace. our large deposits of coal that have not yet been ex-
ploited, and our postwar vision of nuclear fission opening up an almost unlimited
supply of new energy, it has been easy to minimize and even neglect the social
cost of natural resource scarcity. It is increasingly clear, however, that:

The promise of atomic energy is not the creation of the affluent society, but
its preservation. Netting production costs from the retail price of electricity
would, in many instances, still leave "free" atomic energy valued at several
times the alternative cost of providing comfort heat from coal and fuel oil.12

Since the publication of the U.S. Atomic Energy Commission report to the
President on Civilian Nuclear Power in 1962 it has been recognized that a large
increase in the atomic efficiency of nuclear power stations wvill be required if
uranium and thorium are to make a significant contribution to the supply of
electric power. Inferred reserves of UO in a currently competitive price range
from $5 to $30 per pound are so small as to possibly be exhausted before the turn
of the century if atomic efficiency remains in the vicinity of one or two per cent.
Breeder reactors with a projected efficiency several times that of conventional
reactors are now in development but are not expected to free man from the
specter of severe natural resource scarcity for several decades."

Conventional reactors after several billions of dollars of research effort and
after more than 25 years of intensive development, are still a rather trivial source
of electric power. A number of respected scientists, moreover, are increasingly
concerned as to whether the emergency shutdown mechanisms that are now used
in nuclear power reactors will work well enough to prevent a major catastrophe
involving the possible deaths of thousands of persons in the event of a cooling
system rupture.

OIt has been estimated that about 5.5 per cent more crude oil must be processed to
obtain a lead free gasoline with the same performance characteristics as leaded gasoline;
the loss is largely due to the extra energy consumed in the additional refining process.
See. "The Economics of 'Manufacturing Unleaded Motor Gasoline," Report by Bonner and
Moore Associates to the American Petroleum Institute. 1967.

10 "GM Tunes Up the WMankel Engine." Busincss Week, February 26. 1972, p. 19.
"F. L. Hartley and C. S. Brinegar, "Oil and Bituminous Sand," The Scientiflc Monthly,

June. 1957. p. 279; Sam Schurr, op. cit., pp. 3S6-S9.
la Edward F. Renshaw. "The Substitution of Inanimate Energy for Animal Power,"

The Journal of Political Economy, June, 1963. p. 290.
1" J. C. Van Staveren and J. J. West, "The Development of Nuclear Energy in Relation

to the Resources of Nuclear 'Materials," United Nations Third International Conference
on Peaceful Uses of Atomic Energy, Vol. 12, pp. 21-25.
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Even if there were no danger of a core melt down or nuclear explosion, in thecase of the breeder reactors which will be necessary to overcome a scarcity offissionable uranium, there would still be some serious problems of adjusting
to an all nuclear economy. While it is quite feasible to imagine electric railroads,
large ships powered by atomic reactors, small cars with speeds up to 35 miles anhour and ranges up to 40 miles which obtain their power from electric batteries,
and even atomic powered space ships, no one has seriously proposed that atomic
reactors be designed for small boats, large automobiles, mobile trucks capable
of delivering heavy loads long distances, farm tractors. or commercial aircraft.
The danger of accidents and contamination with radioactivity is simply too
great.

The seriousness of natural resource scarcity can perhaps best be illustrated
by comparing the caloric exchange ratios for petroleum and vegetable oil. Crude
oil at $3.00 per barrel and vegetable oil at ten cents per pound have a caloric
exchange ratio of about ten to one in favor of petroleum. Petroleum is scarce,
however, and will eventually be used up. Oil production in such historically
important states as Pennsylvania, California, Illinois, Indiana, Colorado, Kansas,
Nebraska and Utah has already peaked out and is now in the process of absolutedecline. As existing and yet to be discovered supplies of liquid hydrocarbons are
used up, caloric prices will rise to equal and perhaps even exceed the price of
vegetable oil, which is more perishable and not as good as a source of materials
for plastics and some essential chemicals.

NEGATIVE SOCIAL WEALTH

Suppose we value the consumption of petroleum, not in terms of its historical
cost of production, but in terms of its probable replacement cost. As a first
approximation we shall use the price of vegetable oil, which has averaged more
than ten times as much per calorie as petroleum, as our best estimate of replace-
ment cost."'

Figures provided in the RFF compendium, Energy in the American Economy,
1850-1975, indicate that the United States produced at least 304,982 trillionBtu equivalent of crude oil prior to 1956 and that the price of crude oil relative
to the wholesale price index, though quite volatile was rather trendless from190_1955.1b

Starting with an average price per barrel of $2.77 in 1955 and assuming an
eventual ten-fold increase in the relative price of crude petroleum we obtain a
cumulative negative wealth value for crude petroleum produced in the United
States through 1955 equal of $1,457 billion. This can be compared to Goldsmith's
estimate of $1,270 for reproducible tangible wealth in 1957 and Schultz's estimate
of $848 billion for educational capital investment in the U.S. populations

While educational capital has increased more rapidly than petroleum con-
sumption since 1957, owing in large part to the postwar baby boom and the trend
toward relatively more higher education, it is rather doubtful whether repro-
ducible tangible wealth has grown as rapidly as the negative social wealth
associated with petroleum consumption." It should be emphasized that crude oil

14. In Science and Economic Development, which was first published in 1956. RichardMeter noted that "converting electricity into liquid fuels, for example, is a particularlypoor transformation," and suggested that algal culture might turn out to be the leastexpensive source of liquid fuels once fossil fuels are used up. He guessed that in somelocations liquid fuels might be produced for as little as $150 per ton which would stillbe almost ten times the 1955 price for crude oil at $2.77 per barrel. It should be empha-sized that our current consumption of liquid hydrocarbons is many times greater than ournet agricultural product and that the amount of land and water that is suitable for algalculture and can be freed from food production is likely to be small.
The most promising substitute for large scale mobile transport is liquid hydrogenwhich could be obtained from the electrolosis of water using atomic energy. Hydrogenis a bulky commodity, even in a liquid state and is also a rather inconvenient and dan-gerous material to produce, distribute and utilize in small quantities. For some thoughtson this subject see, Lawrence W. Jones, "Liquid Hydrogen as a Fuel for the Future,"

Science, October 22, 1971, np. 367-70.
14b Sam H. Schurr and Bruce C. Netschert. Energy in the American Economy. Baltimore:Johns Hoakins Press. 1960, no. 495-547.
"Theodore W. Schultz, The Economic Value of Education. New York: Columbia Uni--ersity Press. 1963, p. 51.16 Wealth estimates are not available for recent years. Our production and consumptionof crude petroleum, however, grew more rapidly between 1955-70 than gross privatedomestic investment in constant prices. Capital consumption allowances were quite smallin the early post World War II period and since 1955 have increased more rapidly thangross private domestic investment.
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has supplied considerably less than half of our energy requirements. If an allow-
ance were made for the probable future price increases for coal, natural gas, and
other scarce mineral resources, the implication would seem to be that the United
States has been growing poorer, instead of richer. Monetary incomes are, of
course, much higher than was formerly the case, but only at the expense of a rapid
deterioration of our stock of mineral wealth. In 1915 Wilford King, one of the
foremost pioneers in natural income accounting, .noted:

It is a commonplace that the United States has been endowed with great
mineral resources and that these gifts of nature have been rapidly "developed" or
"exploited." Useful minerals are the product of long ages of geologic activity
and, in the historical life of the nation, the amount of deposits formed has been
negligible. When we rapidly "develop" our mines or oil wvells, we are in the posi-
tion of the spendthrift who inherits a fortune with the provision that it is to be
paid to him in annual installments, but who, by some hook or crook, arranges to
double the size of each installment. As a result, he lives, at present, in great
affluence, but, when his estate is once squandered, he will be in poverty. Likewise,
it is true of our mining operations that every ton of coal, every barrel of oil
removed from the earth means an irremedial loss to our national estate. Each
year, our social wealth, as represented by minerals, grows less and less and the
more flourishing the condition of our mining industry, the more rapid the disap-
pearance of our mineral estate."

With respect to our consumption of petroleum King noted:
At best, this variety of our natural resources is being depleted with great

rapidity and seems destined, ere many decades. to practically disappear. Yet,
despite countless warnings, we still recklessly squander this priceless heritage for
uses in which a barrel possesses but relatively slight utility. We construct great
locomotives and ships to burn it in ever increasing quantities even though its
superiority over coal is but slight and the fraction of its total energy utilized
is but trivial; we even sprinkle it over our streets and highways, all regardless
of the fact that, in so doing, we are dissipating the material needed to light the
lamps of the poor and propel the aeroplanes of the rich only a generation or two
hence."5

While atomic energy may have lessened our dependence on oil to light the lamps
of the poor, the over-all impact of new technology seems to have been that of
making our society ever more dependent upon one of our most exhaustible
resources. In 1915 when King's words were first written, crude petroleum supplied
less than ten per cent of our total energy requirements. Production has since risen
to about a third of total energy consumption. Reverting back to an economy which
utilizes only small amounts of liquid hydrocarbons may not be a simple matter,
since much of our residential, commercial and industrial capital is now dispersed
in a manner that does not lend itself to economical electrification as far as
heating and transportation are concerned.

In view of the rapidity with which petroleum and other fossil fuels might be
exhausted if consumption continues to increase at an exponential rate,' the very
large price increases that are almost certain to accompany scarcity, and the lack
of a perfect substitute in many important uses, a case can be made to the effect
that fossil fuels are currently underpriced and ought, therefore, to be taxed 2' in
order to prevent wasteful consumption and to discourage the premature develop-
ment of submarginal mines and reservoirs.

THE CONSERVATION OF ENERGY

In this dilemma, there needs to be much more serious discussion of alterna-
tives for retarding the growth of energy demand, and even of reducing it. In gen-
eral, power and fuel prices do not reflect the costs of environmental damage. A

1 Wilford I. King, The lWealth and Income of the People of the United States. New York
The MacMillan Company. 1922. pp. 33-34.

Is Ibid., p. 38.
1D The epitome of our "use-it-up" psychology is at recent TV ad by a leading oil com-

pany suggesting that Alaska's North Slope discovery may only provide us with a three
year supply of petroleum.

2 The uise-tax method is the classical economic solution to the problem of both increas-
ing cost Industries and a divergence between social and private costs. See A. C. Pigou.
The Economics of Welfare. London: Mac~lillan Company, 1932, p. 192. See also, Edward
F. Renshaw, "The Substitution of Inanimate Energy for Animal Power," The Journal
of Political Economy, June, 1963. pp. 284-92: S. David Freeman. "Toward a Policy of
Energy Conservation," Bulletin of the Atomic Scientist8, October. 1971, pp. 8-12.
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substantial additional tax on all fuel and power could discourage frivolous energy
consumption and provide funds for environmental reconstruction.

Alternatively, the possibility has to be faced that eventually fuel and power
may have to be rationed, perhaps by setting an upper limit per person on family
electricity consumption. Or commercial and public buildings might be rationed on
air conditioning. None of these or similar steps to reduce energy demand is attrac-
tive nor is a Presidential election year the ideal time to expect politicians to
discuss such a touchy issue candidly.

But sooner or later the problem will have to be faced, and how well it is
handled will depend on the extent of earlier debate. The first limit on growth, it
is now evident, will be the energy limit; and if it is a meteorologically hot summer
this year New Yorkers and others will discover how close those limits are right
1Ow.'O

Steps have already been taken to help conserve our dwindling supplies of
natural gas and heating oil by setting new standards for insulation in federally
insured houses. The new standards applicable to single family structures require
insulation to reduce maximum permissible heat loss by about one-third for a typi-
cal home; the fuel savings each year are expected to equal the cost of the addi-
tional required insulation. The Secretary of Housing and Urban Development is
now revising standards applicable to federally insured apartments and other
multi-family structures. These standards will reduce maximum permissible heat
loss by about 40% and are expected to save enough fuel to pay for the extra
insulation over a five year period.'

The problem with these standards is that they apply only to houses and apart-
ments which are insured by the Federal government. An energy tax would en-
courage all owners of homes and heated apartments to install insulation.

While an important change in public attitude would be required, there is really
no necessity for the United States to become increasingly dependent upon foreign
oil. By reducing the average size of the American automobile from 4,000 pounds
to the one ton compact car that is common in most oil poor industrial nations and
by making sizable investments to improve public transportation, which uses less
than a third as much petroleum per passenger mile as the American automobile,
we could easily solve the current energy crisis without great inconvenience to
American consumers.

A rapid transition to smaller automobiles would have an added advantage in
enabling Detroit to satisfy the 1975 air quality standards without a large invest-
ment in engine modification and new emission devices. Emission standards for
hydrocarbons were originally expressed in terms of parts per million of the pol-
lutant in the exhaust. In recognition of the fact that it is the quantity of pol-
lutants emitted to the air rather than the concentration in the exhaust that
determines over-all pollution levels, the Federal government has switched to a
measurement of automobile pollution in grams per mile beginning with 1970
standards. Since small cars use less fuel it will be easier for them to meet the
air quality standards for 1975. The trend toward smaller cars has, of course,
been underway for more than a decade.

In a recent issue of Motor Trend it was noted that 100 percent of all car sales
in the United States could be classified as large automobiles in 1951. Only 45 per-
cent of total sales were large automobiles in 1971, 35 percent were intermediate
and 20 percent small cars. Chris Packard, the author, predicts that large cars will
no longer be produced by the year 2,000, that the market share for intermediate
sized cars will have declined to 10 percent, that small cars vill have captured
40 percent of the market and that the remainder of the market will consist of
mini and sub-mini cars.

The demise of the large car no longer in existence after 1980 boils down to
money and logistics. The intermediate can do the same job as the large car with a
lower initial price, smaller package and a smaller, more economical engine, using
fewer pounds of materials in the process. If buyers don't put the large cars out
of business through lack of interest or the manufacturers don't withdraw them
from the marketplace, the government may step in and rule them off the road
despite what Mr. Haddon and the Insurance Institute for Highway Safety say.
We can't afford the large car's consumption of energy and materials when it is
not returning utility equal to its appetite. If it doesn't get more efficient, the
same fate may face the intermediate a few years later.'

21 "Energy Crisis Ahead." The New York Times, April 10, 1972, p. 32.
2 Joint Economic Report, 1972, p. 107
23 Chris Packard, "The Future of the Automobile in America," Motor Trend, April, 1972,

pp. 86 and 90.
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Packard concludes:
There will be cars in the future, although they'll be different than the

cars most Americans are used to buying. Efficiency of packaging and small
size will be the outstanding characteristics of future cars, but this does not
mean the option list is dead nor does it mean Americans will suddenly start
spending less money for their cars. It does mean that Americans are discover-
ing, and will continue to discover, the smaller car has nearly the same usable
interior space, almost as much usable luggage space, the same legal cruising
speed, easier and cheaper maintenance, and will go further on a dollar's
worth of gas than a larger car. As Americans become increasingly inter-
ested in sailing, hiking, growing plants, riding bicycles and motorcycles, and
become less interested in impressing their neighbors with fat cars that clog
up the highways and won't fit into garages or parking spaces, they'll buy
more small cars.24

A tax on energy would not only tend to accelerate the trend toward smaller
and more efficient automobiles but would also have the advantage of encourag-
ing individuals to car pool and to utilize public transportation. Some statistics
compiled by Richard Rice suggest that buses and passenger trains are from three
to four times as efficient in moving passengers as the private automobile and
that the automobile, in turn, is about half again as efficient at moving passengers
as a large jet aircraft flying below the speed of sound."

It practically goes without saying that a comprehensive energy tax would also
encourage people to walk, ride bicycles, use less air conditioning, turn out electric
lights when not in use and in other ways strive to economize in the use of com-
modities and gadgets which consume energy.

The proportion of GNP going into the production of basic energy has averaged
a little less than three per cent in the years since 1900. If this energy were valued
at its probable replacement cost, however, and if GNP were depreciated to reflect
natural resource exhaustion and expenditures that will be necessary to offset the
deleterious side effects of pollution it is not unreasonable to suppose that real GNP
would be from one-third to one-half less than current estimates. In the words
of Paul Samuelson, " * * * most of us are poorer than we realize. Hidden costs are
accruing all the time; and because we tend to ignore them, we overstate our
incomes." 2'

More important, perhaps, than the direct impact of a tax on energy resources
is the revolution in public attitude which might result from a national effort
to encourage people to conserve exhaustible energy. Consider for a moment the
words of Henry David Thoreau:

Most of the luxuries, and many of the so-called comforts of life are not
only not indispensable, but positive hindrances to the elevation of man-
kind. * * *

Our inventions are wont to be pretty toys, which distract our attention
from serious things. They are but improved means to an unimproved end,
an end which it was already but too easy to arrive at; as railroads lead to
Boston or New York. We are in great haste to construct a magnetic tele-
graph from Maine to Texas; but Maine and Texas, it may be, have nothing
important to communicate. * * *

One says to me, "I wonder that you do not lay up money; you love to travel;
you might take the cars and go to Fitchburg today and see the country." But I
am wiser than that. I have learned that the swiftest traveler is he that goes
afoot. I say to my friend, Suppose we try who will get there first. The distance
is thirty miles; the fare ninety cents. That is almost a day's wages. * * * I
start now on foot, and get there before night. You will in the meanwhile have
earned your fare, and arrive there sometime to-morrow, or possibly this
evening, if you are lucky enough to get a job in season. Instead of going to
Fitchburg, you will be working here the greater part of the day. And so, if the
railroad reached around the world, I think that I should keep ahead of
you. * * *

24 Ibid., p. 122.
" Rice also estimates that a supersonic aircraft would require almost twice as much

fuel per passenger mile as a subsonic jet of comparable size. The propulsion efficiency
of the SST is so low as to put it in a class with superliners, helicopters, and pullman
night trains-innovations that have either ceased to be economic or have never been very
successful from an economic point of view. See Richard Rice, "System Energy as a
Factor in Considering Future Transportation." A paper presented at the ASME Winter
Meeting, November 29, 1970. New York City.

21 Newsweek, October 6, 1969.
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Such is the universal law, which no man can ever outwit, and with regard
to the railroad even we may say it is as broad as it is long. To make a railroad
round the world availab.e to all mankind is equivalent to grading the whole
surface of the planet. Men have an indistinct notion that if they keep up this
activity of joint stocks and spades long enough all wvill at length ride some-
where, in next to no time, and for nothing; but though a crowd rushes to the
depot, and the conductor shouts, "All aboard !" when the smoke is blown away
and the vapor condensed, it wiil be perceived that a few are riding, but the
rest are run over.'

INTERNATIONAL IMPLIcATIONs OF A TAX ON ENERGY

Growth is as deeply entrenched in our economic thinking as rain dancing has
been for some other societies. In each case there is faith that results will come
indirectly if a capricious and little-understood power is propitiated. Thus, instead
of concentrating directly on the goods and values we want, we emphasize growth,
exploit the environment faster, and assume that good things will follow by some
indirect mechanism.

From time to time, the correlation between rainfall and rain dancing must
have been good enough to perpetuate the tradition. Similarly, the correlations
between exploitation of the environment, growth, and progress were usually
excellent in our recent past. So great have been the successes of our economic
habits that they have become almost sacrosanct and are not to be challenged.

However, here in the United States as in most of the world, the relationships
between people and environment have changed drastically, and past experience
is no longer a reliable guide. While we rush headlong through the present with
frontier-day attitudes, our runaway growth generates noxious physical and
sociological by-products that threaten the very quality of our lives. Although
we still seem confident that technology will solve all problems as they arise, theproblems are already far ahead of us, and many are growing faster than their
solutions. 2 8

In March of 1972, the Texas Railroad Commission, for the first time since 1948,increased allowable oil production from wells in our largest producing state to
100 per cent of their "maximum efficient" rate for April, 1972. The action came
after executives from the nation's largest oil companies said that domestic
production simply could not meet more than a fourth of the 800,000 to 900,000
extra barrels a day that our nation is expected to use in 1972.?9

From 1965 to 1970 the United States enjoyed a fairly stable trade surplus of
about $9.0 billion in high technology products.j5 That surplus-which was neces-
sary to finance foreign aid, our Vietnam involvement and a growing deficit in
international travel, low technology products, and raw materials-has since
declined in a fairly dramatic manner. (Further erosion can be expected in the
future as the United States begins to lose its postwar monopoly in large, com-
mercial jet aircraft.)

A smaller surplus of high technology exports caused the United States tosuffer an over-all deficit in its international trade balance in 1971, for the first
time in more than 100 years. Assuming that there is no improvement in the months
ahead we could wind up 1972 with a total trade deficit in the vicinity of $6
billion. A significant part of this deficit is the result of increased oil imports.

If imports were allowed to reach the more than 14 million barrel a day figure
that has been projected by the National P'etroleum Council for 1985, the impact onour balance of payments could easily be in the neighborhood of from $20 to $25
billion per year-a sum so large as to not seem realistic in view of our present
and prospective balance of payments problems.

A large tax on the consumption of petroleum products would be particularly
attractive from a balance of payments point of view since most of the decline inconsumption would be at the expense of foreign imports rather than domestic
production. It has been estimated that at least 75 per cent of the oil to be found
in the 48 contiguous states and the adjacent continental shelves of the United
States has already been discovered and that higher price and new discoveries

27 Henry David Thoreau on economy from 'Walden. Reprinted in Economic Growth vs.the Environment, edited by Johnson & Hardesty. IX'adswvorth, 1971, pp. 186-87.
28.J. Alan Wagar, "Growth Versus the Quality of Life," Science, June 5.1970, p. 1180." "Texas Oil Rate at 100% for First Time Since '48," The New York Times, March 17,1972, p. 59).
3° "Maurice H. Stans Sees Technology as Likely Key to Balancing U.S. Trade," TheWeekly Bond Buyer, August 30,1971, p. 11.
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in Alaska are not likely to be sufficient to prevent a peaking out of total produc-
tion in this country in the next few years.3' With most of our own oil already
discovered we will either have to cut back the growth in consumption or increase
imports until economical and environmentally sound methods of extracting liquid
hydrocarbons from coal and shale oil have been developed.

Another advantage of a tax on petroleum products is that it would increase
the size of the small car market, lengthen assembly runs and make it more neces-
sary and economical for U.S. auto-makers to vigorously compete for this market.
One of the most encouraging aspects to our balance of payments picture in the
first half of 1972 is evidence which suggests that the production of small domestic
cars can make an inroad oil foreign car sales. If consumers were faced with
an even wider range of domestically produced small cars, U.S. auto-makers
might be able to again bring the dollar value of automobile exports into line
with imports.

A chronic deficit in our balance of payments is not the only factor that should
be considered in formulating a national energy policy. Even more worrisome in
some respects is the foreign policy implications of becoming over 50 per cent
dependent upon foreign oil as is the case with many of our closest allies. John
McLean, President of Continental Oil Company has suggested:

We should lift our concern with energy matters from the national to the
international level. We should develop programs and policies that deal not
only with the United States energy problems but also with similar problems
confronting other consuming countries.

Free World dependence on oil imports in 1985 will be highly concentrated.
Of all Free World oil reserves outside the United States and Canada, 86
per cent are situated in the 11, predominantly Arab, members of the
Organization of Petroleum Exporting Countries. Massive tax increases
exacted by these countries on oil operations in 1971 provide ample evidence
that they recognize their position and are prepared to use it aggressively."

It practically goes without saying that a slower growth in oil imports from
the middle east would strengthen our international bargaining position and
allow us to pursue a more neutral policy with regard to the touchy Arab-Israeli
conflict. Oil poor Western Europe and those underdeveloped countries without
adequate petroleum resources would also benefit from not having to compete so
vigorously with the United States for middle east oil. And while the revenues
of oil exporting nations would clearly be less in the short run, there is a pos-
sibility that the citizens of these countries might be better off in the long run
by having their most important natural resource produced and distributed over
a longer period of time.

While high rates of energy consumption may help to facilitate rapid economic
growth in the short run, they do not necessarily provide any assurance that
social wealth is increasing or that the higher levels of income and private wealth
stocks in such forms as automobiles, jet aircraft, super highways and petroleum
refineries-investments vhich have depended upon a cheap supply of liquid
hydrocarbons-can be maintained in the future.' Consider for a moment, Samuel
Ordway's theory of progress:

Premises: Levels of human living are constantly rising with mounting use
of natural resources. Despite technological progress, we are spending each
year more resource capital than is created.

Theory: If this cycle continues long enough, basic resources will come into
such short supply that rising costs will make their use in additional produc-
tion unprofitable, industrial expansion will cease, and we shall have reached
the limit of growth.

Conclusion: If this limit is reached unexpectedly, irreparable injury wvill
have been done to the social order.m

Ordway's theory of economic progress has recently been revived in a report
by the Club of Rome on Thec Limits of Growvth. While this report is still con-
troversial, there is not much doubt that the nited States has been consuming
more than its share of the world's petroleum resources and that differences in

31 M. King Hubbert, "The Energy Resources of the Earth," Scientific American, Sep-
tember, 1971, p. 65.

"Electric Vehicle News, February, 1972, p. 24.
33 It is quite clear from a glance at Fortunc's list of the 500 largest industrial com-

panies that the assets which are used to extract, refine and distribute petroleum domi-
nate our industrial wealth.

s" Samuel H. Ordway, Resources and the American Dream. Ronald Press, 1953, pp. 31-32.
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consumption levels are at least partly related to taxes. The United States, with
about 1/20th of the world's population has until recently been consuming about
1/3rd of the world's petroleum resources.

In Western Europe and many developing nations it is not uncommon to collect
an excise tax of 50 cents or more per gallon of gasoline. Federal and state
gasoline taxes averaged only 10.86 cents in 1970 and virtually all of the proceeds
were used to provide complementary highway services. When natural resource
scarcity is viewed from an international perspective, it is quite clear that the
United States has not been doing its part to conserve fossil fuels.

MAKING AN ENERGY TAX MORE PROGRESSIVE

The main objection to an energy tax is the possibility that it might prove
regressive in the short run. In a longer run context all income groups should be
better off economically by virtue of cheaper and more abundant supplies of
fossil fuel energy than would otherwise be the case. While the problem of re-
gressivity could be partly solved in the case of electricity and natural gas by
charging rates which increase with the amount of energy consumed per house-
hold, rather than decrease as consumption increases, there would still be in-
equities resulting from the fact that poor people usually cannot afford to buy
new homes and may be forced to live in older housing which was designed for
a more affluent level of energy consumption.

In the case of automobiles there would be an even more difficult problem in
developing a progressive excise tax on energy consumption since consumers are
free to purchase gasoline at many different locations. An alternative way of
making an excise tax on energy more progressive would be to levy a flat rate
but use the proceeds for public transportation and other worthwhile purposes
that provide disproportionate benefits to families and individuals with low and
moderate incomes.

Diversion of motor fuel, motor vehicle, and motor carrier taxes to non highway
purposes has, on an historical basis, been rather limited. In 1964 only 9.44% of
state highway-user tax receipts were diverted to other purposes; in 1969 the
diversion amounted to 8.82 percent, a relative decrease.> The idea that excise
taxes on motor fuels should be used to help solve other problems, such as im-
proved public transportation, does seem to be gaining political favor, however,
The Virginia State Highway Commission has -recently agreed to allocate $35
million over the next 10 years for mass transit facilities in five northern Virginia
jurisdictions. This marks the first time that the commission has earmarked
highway funds for such use.`

An expansion of the Federal Highway Trust Fund to encompass grants for
mass transit as well as new highways has been a lively political issue for quite
some time.' In 1971 the California legislature voted to extend a five per-cent
sales tax to gasoline for the primary purpose of aiding both rural highways and
urban mass transit.' It has even been reported that U.S. auto-makers are now
beginning to back the idea of a gas tax for mass transit.0 Since about 75 per cent
of our mass transit needs will be met by buses which need good roads and also
have the advantage of reducing automobile congestion, there is really more
complementarity between these two transportation modes than is sometimes
supposed.

While one would hope that the Federal Highway Trust Fund wvill eventually
be used to aid mass transit, it is questionable whether this would reduce the
growth of energy consumption significantly. Road builders and highway users
are still a powerful political force. It is doubtful whether they would agree to
divert funds from the Highway Trust Fund to public transportation without
some assurance that the amount of money spent on new highways will also be
greater than would otherwise be the case. Better roads and significantly faster
mass transit are, in the final analyses, so complemetary with increased energy
utilization as to possibly cause people to commute longer distances and consume

3 American Petroleum Institute, Petroleum Facts &f Figures: 1971 Edition, p. 490.
3 "Va. Hichway Commission Sets First Allocation for Mass Transit Facilities,' TheDaily Bond Buyler. July 11, 1972, p. 2S.
1 For an interesting review of political efforts in behalf of a General TransportationTrust Fund, see, "Ecologists Attack the Highway Trust Fund," Business Week, Decem-ber 11, 1971, p. 86.
38 The Daily Bond Buyer, August 12. 1971, p. 23 and July 6, 1972. p. 23.
39 Agis Salpukas, "Auto Makers Back Gas Tax for Transit," The New York Times,January 26, 1972, p. 61.
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more energy, rather than conserve our vanishing petroleum resources. To be
confident that an energy tax will reduce consumption, society might have to use
the proceeds for other purposes besides the provision of better transportation.

One purpose which could help to make a tax on energy-including natural gas
and heating oil-more progressive, would be to use part of the proceeds to insti-
tute a housing allowance for all families with low and moderate incomes. While
an increasing number of housing authorities have suggested that a housing
allowance, which allowed families to shop around for both new and old housing
would provide better housing for the poor at less cost to the Federal Government,"'
it is not certain whether one could muster enough political support for an energy
tax which only benefited families with low and moderate incomes.

A more intriguing purpose, from a political point of view, would be to ear-
mark most of the proceeds for elementary and secondary education in a manner
that can be expected to bring about a substantial reduction in local property
taxes. A recent survey by the Advisory Commission on Intergovernmental Rela-
tions indicate that "Americans have strong-and negative-feelings about their
local property tax, considering it the least fair of the major tax sources." "l In
its analysis of the opinon survey the ACIR noted that regardless of age, income,
area of residence, type of employment, race and other such factors each group
of taxpayers surveyed "decisively voted the property tax as being the least fair-
and generally by margins of 2-to-1." '4 The survey also indicated that the public
would prefer an increase in the sales tax if states should be forced to raise large
amounts of new tax dollars.

Colorado voters will apparently be given an opportunity to vote on a constitu-
tional amendment this November limiting the annual ad valorem tax on real
property to not more than 1.5% of its actual value. The proposed amendment
would allocate 5% of the 1.5% to the state, 20% to local school districts and
75% to counties and local government units.' 3 James 'McGrew has noted:

Today the property tax seems to have more, and more powerful, enemies
than ever before. No longer is the opposition confined to college professors,
governmental researchers and others of those who used to be called "long-
hair types." Now the property tax numbers among its enemies a short-haired
President of the United States and numerous short-, medium- and long-
haired candidates for his job. Ralph Nader has decided that the property
tax is on a par with the Corvair, the Volkswagen, artificial sweetners and
the other demons that inhabit the Inferno in which the hapless consumer
dwells.

Now, even the cartoonists are picking on the poor old property tax. In one,
a matronly type inspects get well cards and asks the salesman "What do
you suggest for someone who's just had his property reassessed?"

And in a Jim Berry cartoon, a sick looking customer asks the pharmacist:
"Do you have anything I can take for property taxes?" 4

While states and even local governments could impose special taxes on energy
for the purpose of relieving local property taxes, it would seem fairer and more
efficient to have the Federal government impose a set of excise taxes on various
energy sources and redistribute the proceeds back to states in proportion to esti-
mated energy consumption. This would help to prevent energy producing areas,
manufacturing regions, and states which serve as transportation corridors from
exploiting energy demands which originate in other states.

It would have the further advantage of discouraging motorists in border towns
from engaging in counter productive travel to neighbornig states to obtain fuel
at a lower tax. The problem of conserving energy, in the final analysis, is a

" The housing allowance alternative has been given considerable attention in an
excellent set of papers which were submitted to the Subcommittee on Housing Panels of
the Committee on Banking and Currency, House of Representatives In June. 1971, and in
Setting National Priorities: The 1972 Budget, by Charles L. Schultze and other analysts
at the Brookings Institution. It was also a focal point for discussion at a highly success-
ful conference on housing the poor sponsored by the Municipal Finance Study Group at
the State University of New York at Albany on August 6, 1971. Professor Donald Reeb
and James Kirk have been editing the various papers and taped discussions by 17 housing
economists and administrators from around the U.S. and from Canada for publication
by Prneger toward the end of 1972.

41 John Gerrity, "To End Property Tax: ACIR May Favor VAT with Rise in State Levy,"
The Daidly Bond Buyer, July 6, 1972, p. 1.

Ibid., p. 24.
" Colorado Will Vote in November on Plan to Limit Property Taxes," The Daily

Bond Buyer, July 11, 1972, p. 1.
'4 Significance of Recent School Cases on the Future of the Property Tax," The Daily

Bond Buyer, June 23, 1972, p. 16.
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national problem and not a burden that should be shouldered in a disproportion-
ate manner by persons in those states that are most in need of additional
revenue.

An allocation of a Federal energy tax to the various states in proportion to
energy consumption would also be a fairly simple way to prevent income trans-
fers from predominantly rural states, which may be forced to consume more
energy per capita, to urbanized states which may be more affluent. It practically
goes without saying that a perverse redistribution of tax revenues from low in-
come rural states to densely populated areas might seriously jeopardize the
political feasibility of implementing a national tax on energy consumption.

The objections of farmers and low-income rural residents to an energy tax
could be further reduced by earmarking the proceeds for education and by
requiring the various states to adopt aid formulas which strive to equalize local
tax burdens by adjusting for differences in personal income as well as differences
in property values. Farm real estate values have arisen much more rapidly in the
postward period than farm income. In 1945 the value of farm real estate was
only 4.4 times as great as net farm income. By 1958 the capitalization ratio for
farm real estate had risen to 8.6 and by 1971 to 13.1; the latter figure is almost
three times the capitalization ratio which existed in 1945.

The upward surge in farm real estate values in the last decade and a half is
in large measure the result of speculative forces and demands for land for rec-
reational and retirement purposes which have originated outside of agriculture.
Recognizing that these forces can create an income squeeze that may force farm-
ers off the land, reduce rural GNP, and add to welfare burdens in congested
cities, a number of state legislatures have passed agricultural districting laws
which allow farm land to be assessed for tax purposes at preferentially low rates
compared to the actual market value. A partial shift of state-aid equalization for-
mulas from a property to an income base would tend to accomplish the same ob-
jective without the stigma of assessing and taxing some kinds of property
differently.

Another way to make a tax on energy more progressive would be to require
communities to develop "circuit breakers" or establish a system of property tax
rebates for individuals and families with low and moderate incomes. The tax
credit approach to making the property tax less regressive is currently used with
some variation in at least ten states.'5 In Oregon a new law permits the deduction
of property taxes from the state personal income tax liability when the property
tax on the house or apartment reaches a certain percentage of income. A pro-
vision analogous to a negative income tax provision awards a payment to the
taxpayer when the income tax is not high enough to accommodate the property
tax."

While more research must be undertaken to determine the net impact of an
energy tax on income distributions, there doesn't appear to be any reason why
the proceeds couldn't be distributed in a manner that will improve the fairness
and equity of our tax and expenditure system as a whole. In 1857 John Stuart
Mlill noted:

It must have been seen, more or less distinctly by political economists, that
the increase in wealth is not boundless: That the end of what they term the
progressive state lies the stationary state, that all progress in wealth is but
a postponement of this, and that each step in advance is an approach to it.

Speaking before the Institute on Man and Science in 1970, Dr. Rene Dubos
gave voice to a growing number of scientists and-humanists who feel that the
times may have caught up with John Stuart Mill:

The ecological constraints upon population and technological growth will
inevitably lead to social and economic systems different from the ones in
which we live today. t * t Whether we want it or not, the phase of quanti-
tative growth which has prevailed throughout technical civilization during
the 19th and 20th centuries will soon come to an end.

Economic growth that is based upon increasing consumption of fossil fuel
energy is one dimension of economic progress that must soon come to an end.
While a peaking out and decline in the use of non renewable energy will no doubt
cause some inconvenience, it does not necessarily follow that mankind will neces-
sarily be worse off economically. For a slower growth rate for some kinds of

45 Report of the New York State Commission on Quality, Cost and Financing of Ele-
mentary and Secondary Education, January, 1972. n. 236.

10 Richard W. Lindholm, "Twenty-one Land Value Taxation Questions and Answers,"
American Journal of Economics and Sociology, April, 1972, I. 155.
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energy consumption might well open up a promising new era with more time
for self realization, social interaction, and personal fulfillment.

John Stuart Mill has noted:
I cannot * * * regard the stationary state of capital and wealth with the

unaffected aversion so generally manifested towards it by political econo-
mists of the old school. I am inclined to believe that it would be, on the
whole, a very considerable improvement on our present condition. I confess
I am not charmed with the ideal of life held out by those who think that the
normal state of human beings is that of struggling to get on; that the
trampling, crushing, elbowing, and treading on each other's heels which
forms the existing type of social life, are the most desirable lot of human
kind.

I know not why it should be a matter of congratulation that persons who
are already richer than anyone needs to be, should have doubled their means
of consuming things which give little or no pleasure except as representative
of wealth * * *. It is only in the backward countries of the world that in-
creased production is still an important object; in those most advanced,
what is economically needed is a better distribution, of which one indis-
pensable means is a stricter restraint on population * * *. If the earth must
lose that great portion of its pleasantness which it owes to things that the
unlimited increase of wealth and population would extirpate from it, for
the mere purpose of enabling it to support a larger, but not a happier or
better population, I sincerely hope, for the sake of posterity, that they will
be content to be stationary, long before necessity compels them to it.

It is scarcely necessary to remark that a stationary condition of capital
and population implies no stationary state of human improvement. There
would be as much scope as ever for all kinds of mental culture, and moral
and social progress; as much and much more likelihood of it being improved,
when minds cease to be engrossed by the art of getting on. Even the indus-
trial arts might be as earnestly and as successfully cultivated, with this sole
difference, that in serving no purpose but the increase of wealth, industrial
improvements would produce their legitimate effect, that of abridging labor.

In a recent review of Jay Forrester's World Dynamics, William Bowen, Presi-
dent of Princeton University, has expressed similar thoughts:

An end to growth in material output, moreover, would not necessarily be
incompatible with economic growth of kinds not well measured by our pres-
ent stock of indicators, notably growth in the quality of goods and services.
With a renaissance of craftsmanship, of pride in work, of willingness to
serve, a society poorer than ours by some statistical measures could enjoy
goods or greater durability and higher aesthetic quality, and services per-
formed with more courtesy, cheerfulness, and competence. And stability in
material growth, finally, would not necessarily be incompatible with indi-
vidual excellence, with devotion to one's craft, with love for one's children,
with high achievement in the arts, with eloquence, with precise thought or
careful expression, with enhanced sense of community, with deepened re-
ligious faith, or with care for the scarred yet still nurturing earth itself.4'

NATIONAL FOREIGN TRADE COUNCIL, INC.,
New York-, NT.Y., JulV 17, 1972.

Mr. JOHN R. STARK,
Executive Director, Joint Econontic Committee, New Senate Office Building,

Washington, D.C.

DEAR IMR. STARK: In connection with the forthcoming hearings of the Joint

Economic Committee on tax reform, I enclose a copy of a letter which -Mr.
Robert AM. Norris. the Council president. sent to Senator Proxmire enclosing a

copy of a recent Council study entitled "Economic Implications of Proposed
Changes in the Taxation of U.S. Investments Abroad".

I also enclose a copy of the latter for your information and use.
Yours sincerely,

nMALCOLM ANDRESEN.
Director, Tax-Legal Division.

7William Bowen, in a review of Jay Forrester's World Dynamic8, Fortune.

83-786 0- 73 - 16
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NATIONAL FOREIGN TRADE COUNCIL, INC.,
New York, N.Y., July 17, 1972.Hon. WILLIAM PROXMIBE,

Chairman, Joint Economic Committee, New Senate Office Building, Washington,
D.C.

DEAR SENATOR PROXMIRE: We are greatly interested in the hearings on taxreform that your Committee has scheduled to commence this week. We are alsodeeply interested in the paper on "Tax Preferences to Foreign Investment"by Prof. Peggy Musgrave, released by your Committee on June 11th.Through our NFTC Tax Committee we shall be analyzing thoroughly Prof.Musgrave's paper with a view to responding to the points made in thatdocument. In my view, the membership of our Council will hold that theanalysis and conclusions of Prof. Musgrave are not supportable. My beliefis based upon a document recently published by our Council entitled "EconomicImplications of Proposed Changes in talc Taxation of U.S. Investments Abroad".You have already received a copy of this document in our normal distributionof it to all members of the Congress as well as to other segments of ourgovernment.
Believing that our document is responsive to the Musgrave paper and,particularly germane to the forthcoming hearings of your Committee, I amenclosing ten copies of the study for use by the Committee with the requestthat a copy of the document be incorporated in and made part of the recordof your hearings.

Sincerely yours,
ROBERT M. NORRIS,

President.
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E R R A T A

Corrigendum - Page 21, second paragraph:

"refer to the table on page 12" (not Table A)

Corrigendum - Page 25, fourth paragraph:

"Thus, structural employment" (not structured)
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FOREWORD

This report is designed to supplement and update a previous

study by the National Foreign Trade Council, published in November, 1971,

on "The Impact of U.S. Foreign Direct Investment on U.S. Employment

and Trade."

Studies issued subsequently by a number of other business

organizations as well as by Government, academic institutions, and

individual businesses also provide important sources for the conclusions

presented herein.

In view of the continuing campaign by certain labor groups

and others against U.S. private foreign investment, and the proliferation

of proposals to restrict the international operations of U.S. business,

exemplified particularly by the proposed tax provisions of the Burke-

Hartke bill, we are giving wide circulation to this paper as a further

contribution to public understanding of a complex subject.

ROBERT M. NORRIS
President

June, 1972

ii
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INTRODUCTION

"The Foreign Trade and Investment Act of 1972.. .is
designed to put our domestic industry on an even footing
with foreign competition and make domestic investment just
as attractive as investment abroad... Profits earned by a
foreign subsidiary of an American firm are not taxed until
they are repatriated. To the extent that the firm does
pay taxes to a foreign government, these taxes count as a
dollar-for-dollar credit against any Federal tax liability.

"Profits made in Indiana are taxed when earned. And
taxes paid to the State of Indiana can only be taken as a
deduction against gross income rather than a Federal tax
credit. The Foreign Trade and Investment Act will plug
both of these gaping loopholes through which American
capital, technology and jobs have poured."

Senator Vance Hartke, February 27, 1972

In hopes of reducing domestic unemployment, the sponsors of the
Burke-Hartke bill would curb direct investment abroad through tax increases
and direct controls, prohibit or tax the international transfer of technology,
and severely cut back the level of imports by means of tight quantitative
restrictions. These changes would mark a fundamental departure from the
traditional U. S. policies of promoting the two-way expansion of trade and
furthering the free flow of capital. This paper principally examines the
proposed changes in the taxation of foreign earnings. Although it strongly
supports the objective of increasing employment, the paper concludes that
the means proposed in the Burke-Hartke bill would be self-defeating.

The paper makes a comparison of international tax burdens in eight
countries where U. S. direct investments loom large. Further, it analyzes
the tax principles underlying existing U.S. treatment of foreign subsidiary
income. Even though tax differentials have seldom, if ever, been a significant
reason for foreign direct investment in the past, it is emphasized that tax
increases could force the liquidation of foreign direct investments and the
forfeiture of foreign markets both in the country of investment and in third
countries and put an end to investment abroad in the future. Accordingly, the

I
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paper examines the domestic employment record of multinational companies
and analyzes the question whether less investment abroad would mean more
jobs at home. It discusses the likely impact of the Burkc-Hartkc bill on the
American economy and - finding that it would be adverse - concludes with
the outline of a positive economic program to accomplish what Burke-Hartke
would fail to do - increase the level of employment and raise the general
prosperity of the U.S. economy.

Z
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SUMMARY

The tax provisions of the Burke-Hartke bill are founded on the
mistaken premise that foreign direct investment is largely made because
of tax advantages abroad. This is not borne out by the facts as evidenced
by the comparison herein of U. S. income tax burdens with the comparable
burdens borne by U. S. subsidiaries incorporated in eight major foreign
countries. In addition to the levying of income taxes at national and local
levels abroad, the subsidiaries' earnings are subject to withholding tax
when they are paid out as dividends to the U. S. parent and, in turn, such
dividends may also be subject to U. S. income taxes. The comparisons
show that foreign direct investment entails no tax advantages relative to
U.S. investment, in a number of major countries such as Canada, where
the burden is 56. 2%, compared with 50. 9% (federal and average state taxes)
in the United States. Where there is an advantage abroad, it is not great.
For example, the effective rate is 45. 8% in Germany. The weighted burden
for the eight countries studied was 51. 1%, which is slightly higher than in
the United States. Thus, taxes have generally not been the motivation for
the establishment of foreign operations or for their local incorporation.
Rather, there are other and fundamental reasons which govern the rationale
for making foreign direct investments. ( See N FT C study. ) 1

The United States uses the nationality principle of taxation, namely,
that U. S. residents are liable for the same U. S. income tax whether their
income originates at home or abroad. This principle further tends to
eliminate taxes as a factor in the determination of investment locations. A
problem of double taxation arises, however, because other countries impose
a tax on the income of U. S. residents originating within their borders. To
mitigate this problem and to recognize the prior claim to taxation by the
nation in which the income arises, the industrial nations of the world have
adopted one of two systems. One is to allow a credit for foreign taxes paid,
the other is to exempt foreign income from home country taxes. The United
States uses the former system as do Canada, Germany, Japan, Mexico and
the United Kingdom. The credit is limited to the U.S. income tax liability
associated with foreign source income, assuring that the tax burden will be
the higher of the U.S. or the foreign tax on such income.

- 3 -

'"The Impact of U.S. Foreign Direct Investment on U.S. Employment and Trade - An
Assessment of Critical Claims and Legislative Proposals," National Foreign Trade
Council, Inc., November, 1971.
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The provisions of the Burke-Hartke bill pose the question of why

foreign income taxes should be allowed as a tax credit rather than as a

deduction from income as are state income taxes. We would agree as a

matter of tax neutrality that a credit should be granted for state income taxes

to eliminate their role as determinants of investment location; however,

the crediting of state income taxes without strict limitations would tend to

eliminate pressure on the states to control expenditures and taxes. The

credit for foreign taxes does not have this tendency because tax increases

by foreign governments are borne mostly by their own nationals and this

operates as an effective restraint on escalation.

The deductibility for foreign taxes that would result under the

Burke-Hartke bill would enormously increase the tax burden on the earnings

of foreign subsidiaries (from about 50% to 75%) and would render U.S.

investments abroad uncompetitive.

In addition to eliminating the foreign tax credit, the Burke-Hartke

bill would compel a U. S. parent corporation to report as taxable income

not only the foreign subsidiary's earnings it actually receives as dividends

but also the earnings which are not distributed but are reinvested abroad.

This would be a breach of the fundamental U.S. tax principle of treating

a corporation as a separate entity from its shareholders. There would be

no justification for the corporate tax if shareholders were taxed on

undistributed corporate earnings, since such treatment would amount to

defining shareholders themselves as the corporate entity, paralleling the

the treatment of partnerships. If U.S. shareholders were required to pay

taxes on the reinvested as well as the distributed earnings of their foreign

corporations, they would be discriminated against in comparison with

shareholders in domestic corporations, whose taxes on corporate earnings

apply only to the portion of those earnings actually distributed as dividends.

Today no country taxes the undistributed earnings of a foreign operating

subsidiary.

The domestic economic performance of multinational corporations

belies the underlying assumption of the Burke-Hartke bill that foreign direct

investment results in the export of jobs. Survey studies clearly indicate that

multinational manufacturing enterprises expanded their U.S. employment

faster than U.S. manufacturing employment as a whole during the decade of

the sixties. The same holds for their domestic output, investment and exports.

The charge that they invested abroad in order to supply the U.S. market is

inconsistent with the facts. Not only are U.S. imports from foreign affiliates

small - lees than 8% of their total sales - but U.S. foreign investments

have been relatively small in most product areas such as steel, textiles and

footwear where import competition has been particularly intense.

Notwithstanding these facts, would multinational corporations have

expanded their domestic employment even faster had foreign investment been

- 4 -
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precluded? For employment to have been higher in the absence of foreign
investment, exports or domestic investment would have had to have been
greater. But there is compelling evidence that neither exports nor invest-
ment at home were reduced by reason of foreign investment. American-made
products are often not competitive abroad - whether because of free market
factors or government restrictions - so that foreign direct investment is
essential if the United States is to have a hand in serving such markets. And
if U.S. investors were precluded from capitalizing on investment opportunities
abroad, those opportunities would be seized by the investors of other countries.
The realistic question is not whether foreign investment is to occur, because
it will in any event, but whether its advantages will accrue to the United States
or to other countries.

The Burke-Hartke bill would not achieve job expansion and domestic
economic growth. On the contrary, the provisions of the bill are so burden-
some that they would not simply restrain U.S. foreign direct investment but
would seriously disrupt American investments abroad - old as well as new -
and in the process both undermine the health of the domestic economy and
reduce its job-creating potential.

The bill would raise the tax burden on foreign earnings in the eight
countries compared from the present range of 45. 0% - 56. 2% to a range of
71. 4% - 77. 2%. At these tax levels, U. S. foreign affiliates would no longer
be able to compete with foreign-owned firms. The alternatives for their
parent companies in the United States would be grim. To survive, some
might be compelled to liquidate or sell their foreign affiliates. Others would
lose their competitive positions as higher remittances from abroad to pay the
new taxes would reduce funds available for modernization and expansion
abroad, possibly even to the extent of interfering with the amortization of
outstanding loans.

Enactment of the regressive provisions of the Burke-Hartke bill
could trigger reprisals against U.S. investments abroad by countries already
resentful over the extraterritorial application of certain U.S. laws. The
bill would impair the significant contributions that foreign direct investments
make to our balance of payments. Direct investment outflows would be
replaced by foreign borrowings in the United States, to permit foreigners to
seize upon opportunities denied to American companies through the traditional
foreign direct investment process. Moreover, U.S. purchases of foreign equities
would probably rise as individual American investors endeavored to partici-
pate in growth opportunities abroad that would be closed to U.S. multinational
companie s.

The Burke-Hartke bill does not address itself to the fundamental
causes of unemployment. These are mainly the economy's cyclical downturn,
the loss of international competitiveness through inflation, the shift in national
priorities away from defense-oriented activities, and the changed composition

- 5
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of the labor force. A positive economic program for increasing employment
must be responsive to these basic causes, which do not include investment
abroad.

Fundamentally, expansive monetary and fiscal policies are called
for - and are being implemented - to remedy cyclical unemployment and
bring the economy back to the full utilization of its human and industrial
resources. Structural unemployment should be eased through effective
programs to improve the functioning of labor markets and provide adjust-
ment assistance. The already negotiated currency realignment should be
instrumental in paving the way for a restoration of the U.S. international
competitive position. These policies should be supplemented, as appropriate,
by programs to moderate inflationary expectations and excessive wage and
price increases.

It can be argued that transitional import restrictions, imposed as
a result of escape clause determinations, can play a role in easing the bur-

dens of adjustment to changing international competitive forces. So-called
"orderly marketing" quotas or other restrictive measures, however, could
threaten the whole climate, both here and abroad, for maintaining sound
international trade and investment policies. These should be carefully
appraised not only in terms of their effect upon the particular industry con-
cerned but also in terms of their effect on our national security and on our
economy as a whole. The true national interest lies in an open, multilateral
trading and investment system and not in adopting policies of defeatism and

isolationism.

- 6 -
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I. "GAPING LOOPHOLES"? -THE FACTS

The issue of "gaping tax loopholes" raises a question of fact. The basic relevant

question is whether U.S. corporations invest abroad because of the prospect of paying

lower taxes than would be required at home. The answer to this question requires an inter-

national comparison of total income tax burdens on investment. Such a comparison, using

current statutory tax rates for nine leading countries, is provided in TABLE A. The table

does not attempt to quantify the impact on tax burdens of differences in tax accounting

rules among the various countries because of the practical difficulty of securing reliable

data for relating such rules to representative business transactions and investments.

The aggregate taxes shown in the table consist of the income and dividend with-

holding taxes of the subsidiary's country of operation and incorporation plus the income tax

levied by the parent company's country on dividends received. In the second line of the

table, for example, the Canadian subsidiary of a U.S. corporation is compared first with a

Canadian-owned corporation operating in Canada, and with the Canadian subsidiaries of

parent companies in each of the other eight nations.

The comparisons in the table refute the notion that foreign investment is moti-

voted by the desire to avoid high domestic taxes. U.S. direct investments in most of the

countries shown bear roughly the same tax burden as do domestic investments. Significantly,

the heaviest burden of all - 56.2% vs. 50.9% in the U.S. - results from investments in

Canada, where the book value of U.S. manufacturing investments is more than twice as

high as in the next ranking foreign center for such investments. The average of total tax

burdens on U.S.-owned foreign subsidiaries in the eight countries compared, weighted by

the book value of U.S. manufacturing investments in 1970, is 51 .1%, which is slightly

higher than the U.S. burden of 50.9% counting both federal and average state income

taxes. Even where the tax burden is lower - as fcr example in Germany (45.8%),

Britain (45.0%), and Japan (47.8%) - the differences relative to the U.S. rote are

too small to constitute significant incentives for foreign investment. (See TABLE A. )

These modest differences moreover are offset by the general propensity of other

countries to apply higher indirect taxes than prevail in the United States. This is an element

of tax burden not included in the data shown on TABLE A. Tabulated below are the percent-

ages of tax revenues derived by the U.S. and foreign governments from indirect taxation

which emphasize the dimensions of this burden.

United States 30.4%
Canada 48.4
France 42.9
Germany 39.4
Italy 41.3
Japan 39.6
Mexico N.A.
Netherlands 29.6
United Kingdom 47.2

8 -
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TABLE A

A COMPARISON OF THE CURRENT EFFECTIVE TAX RATES ON INCOME EARNED BY
WHOLLY-OWNED MANUFACTURING SUBSIDIARIES OPERATING IN SELECTED

COUNTRIES WITH SUBSTANTIAL U.S. INVESTMENT
(All Amounts Expressed in Percentages)

Parent Company's Country of Operation and Incorporation

United
States

50.9

56.2

51.2

45.8

53 .9

47.8

48.5

48.6

45 .0

Can-
ada

Ger-
France many

Uni-
ted Net In-

Mex- Nether- King- come Dis-
Italy Japan ico lands dom tributed

53.0 56.2 56.2 56.2 56.2 56.2 56.2

56.2 50.0 50.0 53.7 53.7 56.2 50.0

45.8 43.6 39.1 45.8 50.3 50.3 50.3

56.2 45.8

51.2 49. 1

50.3 73.2

57.0 57.0 61.8 52.3 61.8 61.8 52.3 52.3 66.2

48.7 48.7 47.8 49.6 46.0 49.6 49.6 47.8 32.9

48.5 48.5 48.5 48.5 48.5 42.0 48.5

47.5 47.5 49.7 47.5 53.0 53.0 47.5

45.0 41.7 45.0 40.0 43.3 52.8 41.7

48.5 55.7

48.6 41.9

40.0 55.0

The 50.9% rate for a U.S. corporation operating domestically takes into
account the Federal income tax of 48% and average state income taxes of 5.6% as
reduced by the federal income tax deduction. Likewise, the rates shown for other
countries include local income tax effects.

Because withholding and home country taxes depend on amounts remitted,
it was necessary to consider the percentages of after-tax earnings distributed to
the parent companies (payout ratios). To make the table as realistic as possible,
the payout ratio underlying the calculations for each country is the arithmetic
average of actual payout percentages of U.S.-owned manufacturing subsidiaries in-
corporated in that country in the period 1960-1970, as shown in the last column
(source: unpublished Commerce Department data). For the sake of comparability,
the same payout ratios were applied to all companies operating in the same country.
In Germany, when subsidiaries simultaneously pay out earnings and increase their
debt or equity capital, an added 10% withholding tax is applicable to any portion
of distributed earnings that is deemed to be reinvested. Typically the German au-
thorities apply this added 10% tax when the percentage of net income distributed
Is as high as the 73.2% shown in the table. If 23.2 percentage points of this
payout is deemed to be reinvested (implying a 50% net payout ratio), the effec-
tive tax rate is 47.2%.

Differences in the rates paid by the various nationalities reflect
variations in tax-treaty dividend withholding rates between countries.

It has been assumed that the total income of the wholly-owned subsidiary
was earned within the taxing jurisdiction in which it operates.

- 9 -

Subsidiary 's
Country of
Operation
and Incor-
poration

United States

Canada

France

Germany

Italy

Japan

Mexico

Netherlands

United Kingdom

Notes:
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Of the countries shown above and, indeed, of 43 countries ranked according
to the percentage of tax revenues from indirect taxes, only the Netherlands has a lower
percentage than the United States.2 These facts and the earlier comparisons of income tax
rates scarcely support the notion that American investments abroad can be explained in terms
of attractive foreign taxes. Many of the countries where U.S. investments loom large levy
taxes higher than those at home. Thus, the contention that U.S. companies go abroad to
avoid U.S. taxes is implausible on its face. In fact, numerous foreign subsidiaries were es-
tablished long before the advent of the U.S. income tax.

Fundamental business considerations typically dictate foreign direct investment
as the only way of gaining access to foreign markets that would otherwise be closed to the
United States. As explained more fully in Section IV, where the job effects of overseas
investment are discussed, there may be no alternative to manufacturing abroad in the face
of large differences between domestic and foreign production costs, high transportation costs,
currency controls, foreign trade barriers made more effective by the creation of common
markets and free trade areas, local content requirements, perishable products, discriminatory
government procurement practices and on-site inspection requirements.

The proponents of the Burke-Hartke bill are mistaken in contending that, when
U.S. companies venture abroad, they choose to incorporate their foreign operations so that
foreign earnings "are not taxed until they are repatriated." There are compelling legal
reasons for choosing the corporate form of doing business abroad. An increasing number of
countries require local incorporation by all foreign investors as a prerequisite for doing
business. Those who do not go so for may require local incorporation as a condition for
operating in such areas as mining, petroleum, real estate, pipelines, transportation, public
utilities, shipping, banking and insurance. Operational reasons for incorporating abroad
include such basic considerations as gaining favorable access to local money and capital
markets; identifying with the local markets for goodwill purposes; qualifying for financial
advantages available only to local corporations; conducting operations not permitted to
other than local corporations; gaining such exchange preferences as may be available to
local companies; lessening adverse criticism directed at foreign companies; and accommo-
dating the preferences of host governments, employees, and customers, all of whose atti-
tudes and actions can determine the success or failure of the enterprise.

2"Fiscal Figures", by David Perry, Canadian Tax Jour'naZ, July-August 1971.
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11. "GAPING LOOPHOLES"? - THE PRINCIPLES INVOLVED

A. Tax Credits

One of the underlying principles of the U.S. tax system is that residents are taxed
on their incomes regardless of whether the source is domestic or foreign. The objectives
are broadly twofold, namely, to achieve equity by applying equal income taxes to U.S.
taxpayers having the same amount of income irrespective of the country in which that
income is derived, and to minimize the role of taxes as determinants of industrial location
by striving for tax neutrality as between investments at home or abroad.

The application of this U.S. principle to the foreign source income of U.S. citizens
is complicated by the exercise of the primary tax jurisdiction over such income by host
countries. As does the United States, other countries exercise their fundamental and prior
right to tax all income generated within their borders regardless of owner nationality. Thus,
when the United States asserts tax jurisdiction over foreign-generated income, international
accommodation among countries is required to prevent the pyramiding of different layers of
taxation on the same income base. This problem, commonly known as double taxation, would
tend to destroy the neutrality of our tax system by raising the combined tax rates on U.S.
foreign source income above the domestic rates. To avoid this problem of double taxation
and to recognize that the notion where the income arises has a prior claim to tax income,
industrial nations of the world have adopted either one of two systems. One method, em-
ployed by the United States, as well as Canada, Germany, Japan, Mexico and the United
Kingdom, is to apply generally the same tax structure to the worldwide income of its citizens
but to allow a credit for foreign income taxes paid on income earned abroad to the extent of
the home country tax on such foreign income. The use of the credit system by the United
States, in effect, assures that a U.S. resident will pay the higher of the U.S. or the foreign
tax on his income from abroad and is consistent with our goal of tax neutrality. The system
used by some other countries is to exempt from home country tax all foreign source income
realized by their nationals. This approach is generally employed by France, Italy, and the
Netherlands, for example.

The Burke-Hartke bill raises the question of why foreign income taxes should not be
treated in the same way by the federal authorities as are state income taxes, namely, as
deductions from taxable income rather than as credits against tax liabilities.

As a matter of tax equity, state income taxes should be treated in the some way by the
federal authorities as are foreign income taxes. But in principle the equality of treatment
should be achieved by making state income taxes a credit rather than by making foreign in-
come taxes a deduction. The existing system of the United States amounts to double taxation
of the same corporate income. And it has led the states to use their corporate tax rates as
instruments of competition in attracting corporations to their territories. As a result, taxes
in the United States are not neutral with regard to location, a fact which militates against
optimal efficiency in resource allocation. The system has been tolerable only because state
income taxes are relatively low - five states have none, and rates range from 2% to 12% in
the other 46 jurisdictions among which the District of Columbia is included.

- 11 -
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However, there is a practical difficulty in shifting from the present system of
deduction to allowing a tax credit for state income taxes. If not accompanied by strict
limitations, it would tend to eliminate pressure on the states to control expenditures and
taxes and they could and undoubtedly would force the federal government into uncontrolled
revenue sharing by raising their taxes without, at the same time, risking taxpayers' revolts.
On the other hand, experience shows that the credit for foreign taxes does not have this
tendency because tax increases by foreign governments are borne mostly by their own nationals
and this operates as an effective restraint on escalation.

The case for keeping the foreign tax credit is compelling. Foreign income tax rates,
unlike state income tax rates, are generally as high as the U.S. rates. If these income
taxes were treated as a deduction rather than a credit, American companies would no longer
be able to compete in operations abroad. Through no fault of their own, companies who, in
good faith, based their prior decisions on long-standing, generally accepted tax principles
would suffer an impairment of earning power and a destruction of capitol value. To illustrate
this point, the following tabulation (based on the same payout ratios used in TABLE A) shows
the total effective tax rate of a U.S. parent company operating a wholly-owned foreign
subsidiary in each of the eight foreign countries.

Effective Tax Rate
Local

Tax Jurisdiction Under Burke- Under
Of Subsidiary Hartke Bill Present Laws Percentage Increase

Canada 77.2 56.2 37.3
France 74.6 51.2 45.7
Germany 71.8 45.8 56.8
Italy 76.0 53.9 41.0
Japan 72.9 47.8 52.5
Mexico 73.2 48.5 50.9
Netherlands 73.3 48.6 50.8
United Kingdom 71.4 45.0 58.0

The result would be to eliminate American business ventures in foreign countries.
This is recognized by both sides of the aisle in Congress. For example, the then Assistant
Secretary of the Treasury for Tax Policy, Stanley S. Surrey, in testimony in the late
1960's at hearings before the Senate Foreign Relations Committee with respect to the
proposed United States-Brozil income tax treaty, reiterated a fundamental and accepted
premise:

"American investment would not proceed at all without the foreign tax
credit because then, as the Chairman pointed out, two taxes would
be imposed and the over-all burden of two taxes would be so great
that international investment would practically cease."

12 -
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B. U.S. Taxation of Controlled Foreign Subsidiaries

Is the U.S. principle of taxing income regardless of source breached, as the
Burke-Hartke proponents contend, by taxing U.S. shareholders on the income of their
foreign subsidiaries when distributed to such shareholders rather than when earned by
the subsidiary?

In our view the answer to this question is no, for what is at issue here is not whether
foreign source income should be taxed, but whether such taxation should occur before the
income to which it applies is actually realized. The earnings in question are the earnings
of foreign corporations owned by American corporate shareholders. The United States does
not now tax these earnings and the Burke-Hartke bill does not propose to do so. It is
therefore not meaningful to speak of "deferred" taxes in this context. Moreover, there is
no tax deferral when the foreign subsidiaries pay dividends to their U.S. parent companies,
because then U.S. income taxes apply fully. In seeking to tax a U.S. parent company's
share in the earnings of its foreign subsidiary before dividends are received, the Burke-Hartke
bill would actually accelerate the payment of U.S. income taxes, not eliminate any deferral
of taxes. The Burke-Hartke proposal is really an attempt to tax indirectly undistributed
earnings of operating subsidiaries abroad which the United States cannot tax directly
because they are foreign corporations.

Today there is no country which taxes undistributed earnings of a foreign operating
subsidiary. In fact, more than 25 countries never tax earnings of foreign subsidiaries
regardless of whether such earnings are distributed or not.

In seeking to tax undistributed earnings of foreign subsidiaries, the Burke-Hartke
bill would discriminate against U.S. shareholders in foreign corporations as against share-
holders in domestic companies. The latter would continue to be taxed only on their
dividend income, not on the undistributed earnings of the corporations in which they have
an equity. This is consistent with sound tax principles. A corporation is, and should be,
treated as an entity separate from its shareholders. There would be no justification for
the corporate tax if shareholders were taxed on undistributed corporate earnings, since such
treatment would amount to defining shareholders, themselves, as the corporate entity,
paralleling the treatment of partnerships. This reasoning applies to individual and corporate
shareholders alike.

Nor can it be reasonably urged that the proposal for taxing undistributed earnings
is needed to prevent tax abuse. Existing sections of the Internal Revenue Code dealing with
foreign personal holding companies, tax haven situations and allocation of income and
expense items are in fact preventing abuses. Moreover, as pointed out earlier, when foreign
tax rates are considered in the areas where U .S. foreign investments are concentrated,
there is on balance no tax advantage. Thus, there is no justification for departing from the
well-established principle of taxation and the universal practice of other countries that a
parent company should not be taxed on the undistributed earnings of its foreign subsidiaries.

Not only would the Burke-Hartke bill violate the principle that income should be
taxed only when received, but also it would violate the principle that income should be
taxed equally whether domestic or foreign. The bill would not allow foreign subsidiary
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income in one year to be adjusted for events in a subsequent year, such as operating losses,
devaluations, expropriations, and exchange controls. These could reduce the number of
dollars ultimately remaining for payout below the amount actually required to pay the U.S.
tax. In contrast, adjustments to domestic income ore permitted to recognize such devel-
opments. One example is the operating loss provisions which permit business losses in one
year to offset taxable income in other years.

The principle of equal taxation of income regardless of source would also be violated
by the Burke-Hartke bill which would deny accelerated depreciation on property located
outside the United States, while such depreciation would continue to be permitted on
property at home.

Finally, the same principle of equal taxation would be at stake in the proposal to
tax the gain on the transfer of patents, inventories, etc., to o foreign subsidiary in an
otherwise tax-free reorganization whereas a similar transfer to a domestic subsidiary is and
would remain tax free.

- 14 -
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Ill. HAVE JOBS BEEN EXPORTED?

The attacks on investment abroad for allegedly exporting jobs, which began a
number of years ago, have resulted in proposals to change the taxation of U.S. foreign
direct investment, such as those in the Burke-Hartke bill. Effective refutations of
such attacks have been developed by our Government, academic groups, various trade
organizations, and individual businesses.

Recent studies have revealed that, far from exporting jobs, American companies
actively expanding their foreign investments actually increased jobs at home at above
average rates- a result of their pacesetting growth in domestic output, both for home
consumption and export, and of their rapid increase in home investment. This finding
stems from the fact that in today's integrated world economy opportunities for expansion
abroad go hand in hand with similar opportunities at home. The ability of the same
companies to expand simultaneously at home and abroad is largely explained by this
synchronized development of opportunities, together with dynamic, aggressive manage-
ments able to capitalize on such opportunities and positive linkages between overseas
investment and U.S. exports.

A recent survey by the Emergency Committee for American Trade (ECAT)5 shows
that 74 leading multinational corporations in manufacturing expanded their United States
employment by 36.5% between 1960 and 1970, not counting increases through acquis-
itions, nearly two and a half times as rapidly as the 15.3% increase for all manufacturing
industries over the same period.

Domestic sales by the ECAT respondents rose 99% from 1960 to 1970, whereas
the total value of shipments of manufactured products in the United States grew by only
71%. Only one of the ten ECAT industry groups failed to expand its domestic sales
as rapidly as the average for all U.S. manufacturing. And this failure may be only
apparent, not real, for the survey covered only 5% of the industry concerned - primary
and fabricated metal products - too small a sample to yield reliable results.

This survey also shows that these companies increased their investments in the
United States more rapidly than did all manufacturing industries. Cumulative expendi-
tures for plant and equipment, not counting acquisitions by the 74, grew 93% between
1961-65 and 1966-70, compared with 71% for the U.S. industry total . One-third of
the respondents stated that foreign investments hod been a cause of greater investment
at home by stimulating exports. Only 5 of the 74 firms stated that foreign investment
had resulted in lower domestic investment by reducing potential export growth.

The ECAT survey further shows that the 74 multinationals increased their exports
of manufactured products by 181% between 1960 and 1970 - substantially faster than
the 124% growth of total U.S. manufactured expo;-s in the same period. Between 1965
and 1970, their exports grew 85%, compared with 64% for the country as a whole.

3 "The Role of the Multinational Corporation in the United States and World
Economies," Emergency Committee for American Trade, Washington, D. C.,
February 24, 1972.
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A detailed industry analysis by Professor Robert G. Hawkins4 both confirms and
further emphasizes the positive relationship between investment abroad and domestic
expansion that has been noted in other surveys. An examination of comprehensive
Commerce Department data for 19 manufacturing industries led to the conclusion that
the industries with the highest rate of expanding investment abroad tended to have the
most rapid growth in domestic output and employment. Conversely, the industries with
the slowest investment growth abroad tended to experience the least expansion in home
output and employment. Analysis of 39 sub-industries containing the largest foreign
investments in manufacturing generally supported the results of the more aggregated
comparisons. In Professor Hawkins's words, "It appears that MNC operations abroad
are more a product of the relative dynamism of the industry and the firms involved
- both domestically and overseas - than of the switching of the locus of production of
a fixed level of output among countries."

Finally, as demonstrated in the N FTC survey, supra, and corroborated by other
studies, there is no support in the facts for the contention that to a significant degree
U.S. companies have shifted plants or high-level technology abroad for the purpose of
supplying the U.S. market with the output of low-wage foreign labor.

The ECAT survey, supra , discloses that only 2.5% of the total sales of American-
owned manufacturing subsidiaries abroad were made to the U.S. in 1970, excluding
increased motor vehicle trade, mainly under the 1965 Canadian-American auto pact
which aimed at expanded two-way trade in autos and parts. Inclusion of the auto trade
would raise that figure to 8.9%. These survey results are generally confirmed by more
comprehensive data collected by the Commerce Department. in 1968, the latest year
available, soles to the U.S. by foreign manufacturing affiliates of domestic firms were
5.9% of their total sales, excluding autos from Canada, and 7.9% including those autos.
These low percentages effectively refute the notion that foreign investment is a vehicle
for transferring from the hands of Americans to foreigners the work of supplying the
home market.

Moreover, the sectors where the inroads of imports into the domestic market have
been most rapid and extensive ore not generally sectors where U.S. direct investments
abroad loom large.

Evidence from the N F TC survey indicates that foreign investments giving rise to
imports back to the United States are concentrated in a few industrial sectors and a few
components or simple products, and not ones incorporating high technology. This was
confirmed in a recent publication by the Commerce Department which noted that:

"...the rapid growth of U.S. imports in recent years has not been
due solely, or even mainly, to the multinational corporation.
Most of the increase has come from sources other than the foreign
affiliates of U.S. firms. German, Japanese, and other exports
of automobiles, steel, textiles, footwear, and electronic goods

4 "U.S. Multinational Investment in Manufacturing and Domestic Economic Performance,"
Occasional Paper No. 1, Center for Multinational Studies, Washington, D. C.,
February 1972.
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have very successfully entered the American market without the
benefit of ties with U.S. corporations." 5

In a current report, moreover, the U.S. Tariff Commission states:

"...industries characterized by heavy overseas investment in
productive facilities appear also to be those which not only
contribute most heavily to U.S. exports but also have had
the least impact on the upsurge of U.S. imports--with exactly
the reverse results appearing for those industries in which
strong foreign investment activity is not characteristic. "6

Additional evidence challenging the labor viewpoint that the operations of multi-
national corporations adversely affect the growth of employment can be found in a
1970 detailed study by the Tariff Commission7

concerning tariff items 807 and 806.30.
These items, which permit certain duty-free exemptions for U.S.-origin goods re-
entering the United States have been under sharp attack by organized labor groups,
which have advocated repeal of the duty-free exemptions. In its study, the Tariff
Commission reported that the repeal of these two tariff items:

"...would not markedly reduce the volume of imports of the
articles that now enter the United States under these
provisions. Rather, the products would continue to be
supplied from abroad by the same concerns but in many cases
with fewer or no U.S. components, or by other concerns
producing like articles without the use of U.S. materials.
... Repeal would probably result in only a modest number of
jobs returned to the U.S., which likely would be more than
offset by the loss of jobs among workers now producing
components for exports and those who further process the
imported products."

5 "The Multinational Corporation - Studies in U.S. Foreign Direct Investment,"
U.S. Department of Commerce, Volume I, March 1972.

6 "Competitiveness of U.S. Industries," Report to the President, U.S. Tariff
Commission, Publication 473, Washington, D. C., April 1972.

7 "Economic Factors Affecting the Use of Items 807.00 and 806.30 of the Tariff
Schedule of the United States," Tariff Commission Publication #339,
September 1970.
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IV. WOULD THE BURKE-HARTKE BILL LEAD TO MORE JOBS AT HOME?

In further considering the basis for the proposed tax measures, one must analyze the
critics' claims that, even if foreign investment is not a cause of domestic unemployment,
curbing such investment can lead to job expansion at home. In their view, the demon-

strable expansion of domestic employment by firms investing abroad illustrates merely that
the firms concerned are enjoying rising demand for their products in several areas of the

world and not that their foreign investment is a direct cause of higher employment at

home. Reasoning further that production abroad is a substitute for exports as a means of

supplying foreign markets, these critics conclude that, no matter how rapidly U.S.

foreign investors expanded their exports from the United States, their export performance
would be better still if foreign investment were discouraged. Larger exports would, of
course, mean greater domestic production and this, in turn, would mean more jobs.

But would lower foreign investment really mean more jobs? It is easy enough to
see, on balance, that foreign investors did not cut U.S. employment. That is a simple
matter of fact easily verified by the empirical evidence. There is no comparable way,
however, of settling the question at hand, which deals with what might be if things
were different from the way they actually are. The only effective way of resolving such
a question is to make detailed, in-depth studies of individual investment situations and
attempt to trace through the job implications of alternative courses of action.

Studies that have been made establish that curbing foreign investment would not
increase jobs at home, mainly because foreign markets could not be supplied on com-
petitive terms through exports. These studies demonstrate that foreign investment is
necessary to enter markets that would otherwise be impregnable because of competition

from other foreign investors enjoying the benefit of lower production costs and, in
addition, is essential to overcome obstacles such as trade barriers, transportation costs,
perishability of products, local content requirements, on-site inspection requirements
and government procurement practices. (See NFTC study supra.)

Professor Raymond Vernon of Harvard University has developed a product-cycle
theory to explain shifting patterns of exports and overseas production. He notes that,

over the years, technical innovation has provided U.S. manufacturers with new distinc-
tive products which early in their life cycles permit foreign markets to be developed
through exports despite relatively high wage rates and sometimes raw material costs at

home. As these overseas markets grow and as the products concerned begin to age, a

foreign manufacturing base becomes necessary to prevent sales from being preempted by
local imitators who can capitalize on lower labor costs and other local advantages. A

decline of U.S. exports of the products concerned is therefore unavoidable, even in the
absence of U.S. overseas investment, but such investment con at least maintain an

American presence in foreign markets and give the United States the benefit of profit
remittances.
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The critics may yet argue on other grounds that stemming the outflow of capital
would raise domestic employment. Some contend that, to a significant degree, domestic
and foreign investments are mutually exclusive and that foreign investment materially
reduces the amount of domestic investment that would occur in its absence. This, like
many of the issues raised by the Burke-Hartke legislation, is basically a question of fact.
Does foreign investment preempt domestic investment? The surveys conducted by N F TC
and E C A T inquired into this matter. Findings of the N F TC survey indicate that
foreign direct investment tends to expand U.S. exports and thereby stimulate both domestic
investment and employment in the United States, even though this may involve some
shifts in the structure of employment in this country. Likewise, the majority of ECAT
respondents emphasized that foreign investment leads to higher domestic investment
because of export stimulation; few referred to the point emphasized by the critics, namely,
the alleged negative impact of foreign investments on the availability of funds for domestic
projects. Of those responding to this question, all but one stated that their foreign programs
were independent of their domestic programs, and therefore had no adverse impact on do-
mestic investment expenditure. Basic to this exercise of independence is the availability
of foreign funds to finance investments abroad.

On this score, the latest comprehensive statement of sources of funds for U.S.-owned
foreign affiliates9 shows that, in manufacturing, capital from the United States accounted,
on overage, for only 12.6% of total investment abroad in the most recent five years for
which consistent data are available - 1963-65 and 1967-68. To be sure, this low per-
centage of U.S. source funds partly reflects capital contributions by foreigners with whom,
in many cases, American parent companies share ownership. And in the 1965-68 period,
reliance on U.S. source funds was probably subnormal, because the government's balance
of payments programs placed great stress on the overseas financing of foreign direct in-
vestment. Still, the average percentage of U.S. source funds in 1963-64, before these
balance of payments programs were instituted, was 11 .0%, lower even than the five-year
overage. Despite these qualifications, it remains a striking fact that only $1 from the
United States was associated with each $8 of actual investment abroad by U.S.-controlled
foreign affiliates during the period covered.

At most, therefore, only a small fraction of each dollar actually invested abroad
could be lost to the home economy. And even this fraction would be lost only if the U.S.
portion of the overseas investment dollar came at the expense of domestic investment.
But there are good reasons for believing that little, if any, does. To be sure, at the level
of the individual company, fund limitations could require a marginal choice between in-
vesting at home or abroad. This raises the possibility that preventing a firm from investing
elsewhere might induce it to expand at home into projects that would not otherwise be
profitable enough to warrant approval. But even at the individual company level, the
result of restricting foreign investment might simply be lower total investment and not
expanded investment at home. In any event, what is true for a company need not be
true for the economy. Indeed, capital outflows tend to be offset by government pol-
icies aimed at maintaining domestic stability. These policies help to maintain a high
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level of investment at home, except during periods of monetary and fiscal stringency
imposed to counter inflation. By their very nature, these compensatory policies tend to
prevent foreign investment from displacing domestic.

Because foreign investments tend to supplement rather than supplant domestic in-
ventment, their effect on the domestic economy is positive in the long run by actually
increasing the amount of funds available for both investment and consumption at home.
This positive effect is a consequence of the return flow of funds from U.S. foreign
investments. Over the years, remittances of dividends, interest, branch earnings, fees
and royalties hove risen more rapidly than capital outflows from the United States, with
the result that, since 1967, U.S. investments abroad have returned annually around
$2 of purchasing power for every American dollar currently sent out for foreign expansion.
This return flow would be jeopardized by the provisions of the Burke-Hartke bill . Unless
U.S. investments abroad are permitted to continue, the rising trend of remittances would
be reversed.

The critics might even shift their focus from the effect of foreign direct investment
on income flows to its effect on domestic credit availability and terms. They, in fact,
argue that foreign direct investment reduces the liquidity of U.S. financial markets and
drives up interest rates - two tendencies that reinforce each other in depressing domestic
investment. In this line of thought, however, they do not adequately consider the off-
setting effects of the domestic stabilization policies to which earlier reference has been
made. Monetary policy, in particular, tends to become more expansive when capital
outflows rise to prevent the adverse effects on the domestic economy feared by the critics.

Moreover, the critics may not appreciate the underlying linkages between direct
investment abroad and foreign borrowing in the United States. Among the reasons for
making foreign direct investments is the prospect of higher rates of return than could be
realized at home because productivity of capital abroad is at a higher level than in the
United States. However, this also tends to raise the level of interest rates abroad above
the U.S. level . If the critics were to have their way by restricting foreign direct in-
ventment, any tendency of interest rates to fall at home might simply stimulate foreigners
to shift their borrowing from local credit markets to the United States. American loans
abroad would then be substituted for U.S. foreign direct investment, but the effect on
domestic liquidity would be comparable for money would flow from the country in either
event and higher foreign demands for credit would tend to sustain the level of U.S. interest
rates. This further underscores the conclusion reached earlier that restricting foreign
direct investment is not a realistic means of increasing domestic investment.
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V. OTHER ECONOMIC CONSEQUENCES

On general considerations, curbing foreign direct investment would not appear to
be a promising means of promoting domestic employment and growth. And the Burke-Hartke
bill, in particular, would fail to achieve these goals. The provisions of this bill are so
burdensome that they would not simply restrain U.S. foreign direct investments; they would
seriously disrupt American investments abroad - old investments as well as new - and in
the process undermine the health of the domestic economy and reduce its job-creating
potential .

Let us examine the pressures that Burke-Hartke legislation would apply to U.S.
foreign investments. It is necessary only to refer to TABLE A on page 9 which shows the
additional tax burden on U.S. foreign direct investments if the Burke-Hartke bill were
enacted. The table shows that the tax burden for U.S. subsidiaries abroad would rise in
the eight countries from the present range of 45.0% - 56.2% to a range of 71.4% - 77.2%.
The tax burden on the subsidiaries of other countries, however, would remain at present
levels or generally 20 to 30 percentage points lower than the rates of taxation that would
apply to U.S. subsidiaries operating abroad if the Burke-Hartke bill were enacted.

The proposed tax treatment is so onerous that American parent companies might be
forced to sell or spin off their foreign investments. Such actions could disrupt foreign
capital markets which, lacking the depth, breadth and resiliency of American securities
markets, would be hard pressed to absorb any significant portion of the $78 billion book
value, in 1970, of U.S. direct investments abroad. Moreover, attempts to repatriate
the proceeds of any such soles could result in balance of payments disruptions and would
tend to create friction between the United States and foreign governments. Needless to
say, distress sales of foreign assets would harm the interests of U.S. shareholders and the
American economy generally. The liquidation of investments abroad would deprive the
domestic economy of the continuing expansionary thrust of dividends, royalties, service
fees, and interest payments that flow from these investments, thereby frustrating the ob-
jective of promoting more jobs and growth at home. Liquidations would reduce the scope
of American research and development efforts, weakening the U.S. competitive advantage
in advanced technology. And such liquidations would undermine U.S. exports by breaking
the link between domestic manufacturing and foreign assembly and distribution, the strength
of which depends on the parent-subsidiary relationship.

Parent companies able to avoid the liquidation of their foreign subsidiaries would
face a painful dilemma. If the Burke-Hartke bill were enacted, the only way they could
minimize their increased tax burden would be to encourage their foreign subsidiaries to
reduce dividends. Remittances would only increase the total tax burden on foreign earnings
if foreign source profits were taxed whether remitted or not and if the foreign tax credit
were eliminated, for remittances are subject to foreign withholding taxes while reinvested
earnings are not. But a reduced flow of dividends from abroad, coupled with higher
taxes on the parent company, could squeeze corporate liquidity at home to the detriment
of domestic output and employment.

On the other hand, U.S. parent companies could jeopardize the viability of their
foreign subsidiaries if they were compelled to increase dividend remittances from abroad to
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obtain the means for paying higher taxes. This would reduce retained earnings for devel-
opment and expansion abroad needed to remain competitive, and could force borrowings
in the open market at higher costs. It could be decisive in a company's ability to continue
in business in the face of foreign competition for the same market. Furthermore, such
repatriation could prevent a company from meeting its contractual obligations on repay-
ments of loans where earnings are so committed.

In connection with the economic consequences of the Burke-Hartke legislation, it
becomes important to consider the reactions of certain foreign governments. In the past
we have witnessed varying adverse reactions to U.S. policy decisions, for example, the
application of our anti-trust laws and export controls to U.S. foreign subsidiaries and
affiliates as well as the pressures since the middle 1960's, both under the voluntary pro-
gram and the mandatory controls over foreign direct investments, on international companies
to increase their repatriations of earnings.

The foreign direct investment program emphasized that we were faced with an
emergency and that the program would be temporary in nature. Neither of these qualif-
ications, however, would apply to the changes proposed under the Burke-Hartke bill
which would be permanent. These changes could also create conflicts with other share-
holders in foreign subsidiaries which are not wholly-owned and in some instances the
other shareholders are agencies of the government of the countries in which the subsi-
diaries are located. Consequently, an even stronger foreign reaction could be anticipated
if the Burke-Hartke bill should be enacted. It would be only realistic to anticipate
countermeasures which could range from restrictions on remittances to the imposition of
special discriminatory taxes against subsidiaries of U.S. corporations.

The Burke-Hartke bill would seriously weaken the U.S. balance of payments position.
Discouraging U.S. investments abroad would not cause American exports to rise, as has
already been explained, but would provide profitable opportunities for our foreign compet-
itors. As these opportunities would be seized upon, some portion of the capital needed
for their expansion could be expected to be obtained in the U.S. capital market. Outflows
of dollars resulting from the sale of debt and equity securities in the United States would
be substituted for capital exports formerly associated with American direct investment
abroad. In due course, remittances of subsidiary profits would accordingly dwindle and,
since direct investments generally earn higher returns than portfolio investments, the

United States would lose one of the most dynamic contributors to balance of payments
receipts of recent years. Moreover, the higher taxes that the Burke-Hartke bill would levy
on U.S. corporations would discourage foreigners from investing in U.S. firms with overseas
operations. (As recently as 1968, foreign purchases of U.S. equities totalled $2.3 billion.)
At the same time, capital outflows would be stimulated as individual American investors
endeavored, by acquiring foreign equities, to seize the opportunities for participating in
growth abroad which the Burke-Hartke bill would deny to U.S. multinational companies.

The U.S. balance of payments would also suffer from the elimination of the ex-
clusion from U.S. taxes on earned income of U.S. citizens working abroad. This would
likely reduce the number of Americans who are both equipped with the necessary technical
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skill and know-how and are willing to work abroad. This reduction, in turn, would result
in the lessening of American exports and business abroad and ultimately in lower taxable
revenues for the U.S. government. Should industry attempt to compensate for the elim-
ination of the exclusion by raising the pay of those Americans affected, then U.S. business
interests would be burdened with a competitive disadvantage at a time when its foreign
competitors ore formidable giants.

The U.S. balance of payments and domestic employment would both be impaired as
innovation and productivity slackened in response to a diminished market for American
technology. If the Burke-Hartke bill prohibited or taxed the exploitation abroad of
research results, including patent rights, U.S. industry would be deterred from carrying out
in the United States research projects whose ultimate profitability depended on greater
breadth of application than would be possible in the United States alone. At the same time,
the Burke-Hartke bill would provide strong encouragement for a shift of such research
abroad. Not only would research done by U.S. foreign subsidiaries be free from the tech-
nology transfer restrictions of the bill, but the bill's general tax provisions would supply
powerful incentives for a shift of corporate functions, including research and development,
from the United States to the subsidiaries. By raising the effective tax rate on foreign
subsidiary earnings from about 50% to approximately 75%, the bill would make the
after-tax cost of a dollar of foreign expense around 25 cents compared with roughly
50 cents in the United States. Thus, it would be cheaper to perform research abroad than
at home.

Here, as elsewhere, the consequences of the Burke-Hartke bill would be exactly
the opposite of what its proponents intend. A significant number of jobs would be ex-
ported. The total research efforts of American multinational companies would probably
decline. U.S. leadership in technology advances would be undermined as the United
States became increasingly dependent on technology and patents developed abroad. And
the balance of payments would be further weakened by increased outflows of royalties to
foreign countries.

Some companies, wishing to maintain freedom of action in exploiting their tech-
nologies, might choose to maintain patentable inventions in the form of trade secrets rather
than obtain U.S. and foreign patents. This too could weaken the U.S. technological and
balance of payments positions, since it would lead foreign competitors to develop similar
technologies, patent them, and then restrict their use by the originating U.S. companies.

Many developing countries might view the Burke-Hartke bill to be particularly
severe on the developing world. These countries could view the bill as a further requirement
of American corporations to repatriate more of their profits at a time when many of them
maintain that such repatriation is already excessive.

There is more at stake for the United States here than the financial interests of private
investors. For example, American investments in the developing world are heavily concen-
trated in the extractive industries producing materials essential to the national security of
the United States. To be sure, ownership has not been a prerequisite to availability of
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supplies in the past. But scarcity is rapidly replacing abundance and, in the future,
American investments abroad may be necessary to assure that the vital interest of the
United States does not easily fall victim to the preemption or diversion of essential
materials by competing foreign investors - state-owned corporations, perhaps - domi-
nated by ideological or political considerations inimical to U.S. interests.

More generally, the adverse effect of the Burke-Hortke bill on foreign direct
investment, on which the developing countries continue significantly to rely for their
growth, could frustrate development plans, increase political instability and support
the goals of those who espouse economic nationalism. Our vital interests dictate en-
couragement and not discouragement of the substantial contribution that private foreign
investment can make toward economic growth, stability and prosperity in host countries.
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VI. TOWARD A POSITIVE ECONOMIC PROGRAM

The Burke-Hartke bill is an attempt to deal with the problem of high and persistent
domestic unemployment. There is no disagreement among thoughtful and responsible
Americans that economic policies should be pursued to provide a job for everyone seeking
work within a general framework of reasonable price stability. The ends are not in question.
What is in dispute is the means. As this discussion of the Burke-Hartke bill has illustrated,
not all policies intended to create jobs con have that effect. The Burke-Hartke bill would
fail because it does not meet a key requirement of a successful policy. It is not responsive
to the fundamental causes of the problem. It thus becomes necessary to identify the causes
and explore what should be done about them.

There are four basic reasons why the United States suffers from a serious unemployment
problem today. None of them involves foreign direct investment. The first and foremost
reason is that the U.S. economy has undergone a recession from which its recovery is still
incomplete. This recession resulted principally from Government efforts to end the rampant
inflation of recent years. The Government's strategy was to end demand-pull inflation by
eliminating excessive purchasing power and to choke off cost-push inflation by increasing
employer resistance to high wage claims as product markets softened. Unfortunately, in-
flationary pressures were so intractable, even in the face of the Government's determined
efforts, that the economy was caught in the proverbial squeeze between an immovable
object and an irresistible force. The result was a recession and the serious problem of high
unemployment.

The second reason is a corollary of the first, namely, a loss of international compet-
itiveness because of inflation and low productivity as well as a resulting loss of markets
at home and abroad to foreign competitors. This need not have contributed to unemployment
if the U.S. dollar could have been devalued in time to prevent serious overvaluation.
But its role as an international reserve currency delayed such a devaluation until American
competitiveness was already impaired. The U.S. problem was exacerbated by the tendency
of other countries on balance to devalue their currencies against the dollar in the post-wor
period, thus intensifying the eroding effects of inflation on the U.S. trade balance.

The third reason is the decision to generally reduce military expenditures and cut
back on aerospace programs. An expanding economy could have facilitated the absorption
of employees whose jobs were eliminated in aerospace and other defense-oriented indus-
tries or who were released from the armed forces. But such an absorption was not possible
in a recession economy. Thus, structured unemployment was added to unemployment from
cyclical causes.

Finally, unemployment rose even as the number of jobs grew, because the labor force
was significantly increased by large numbers of youngsters reaching working age and by
women, many of them married, seeking employment for the first time. Such unemployment,
while undoubtedly less critical than the actual loss of jobs by heads of families, nevertheless
calls for action to assure that the growth of job opportunities keeps pace with the increasing
number of job seekers.
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A positive economic program for increasing employment must be responsive to these
basic causes, which it is again pointed out do not include investment abroad. Funda-
mentally, expansive monetary and fiscal policies are called for to remedy cyclical
unemployment and bring the economy back to the full utilization of its human and indus-
trial resources. Such policies are now being implemented. These policies should be
supplemented, as appropriate, by programs to moderate inflationary expectations and
excessive wage and price increases.

Recent currency realignments should be instnumental in paving the way for a restor-
ation of the international competitive position of the United States. Together with

further success in the fight against inflation and effective policies to increase productivity,
the dollar's new exchange rate should in time help to restore a U.S. trade surplus. In
the interim, the United States should assume leadership in negotiating an improved inter-
notional monetary system with other countries. The problems of joblessness in defense
industries and among teenagers and women point to the need for structural programs,
including the development of a nation-wide system of bringing job seekers and prospective
employers together, retraining programs for workers and managers in declining industries,
and comprehensive efforts to guide the vocational thrust of U.S. education in directions
that promote a matching of skills with future opportunities.

All of these are measures consistent with expanding both the level and quality of
employment. They deal with causes not merely with symptoms. And significantly, they
do not include measures to curb investment abroad or to restrict imports.

Import restrictions, also called for by the Burke-Hartke bill, would be no more
successful than curbs on overseas investment in increasing domestic jobs, and could provoke
foreign reprisals not only against U.S. exports but against foreign investment. Under the

General Agreement on Tariffs and Trade, if a country increases trade barriers on some products,
its trading partners are entitled to receive offsetting, equivalent reductions in the barriers on
other products. And if these are not forthcoming, they are allowed to increase their own
import barriers against the offending country's exports to restore the pre-existing balance in
trading relations. Under none of these alternatives con the intitating country achieve an
improved trade balance.

Above all, trade restrictions are not necessary to increase jobs for a nation that keeps
itself competitive in world trade through effective domestic and external policies. Such a
nation con have both full employment and the benefits of international specialization.
Trade then serves to raise the quality of employment by shifting jobs into the relatively
efficient high-wage industries and away from the relatively less efficient, low-paying
sectors of the economy.

The outward looking policies suggested here imply continuing shifts in the structure of
output and employment in response to changing competitive forces. From time to time, the
pace of change may outstrip the ability of particular domestic firms and industries to adjust
without serious hardship or injury. If the threat of injury results from predatory foreign
practices as, for example, dumping or subsidies, forceful and prompt action to apply coun-
tervailing duties is called for. In general where injury or the threat of injury is established,
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adjustment assistance should be provided to the workers and firms concerned. If such
assistance alone would fail to meet the need, consideration should then be given to tem-
porary increases in trade barriers. Added import restrictions, however, should not be
across the board protecting healthy and afflicted sectors alike. They should be limited
to those imports responsible for the domestic injury. Moreover, increases in trade barriers
imposed as a result of escape clause determinations should remain in effect only for a
transition period-while the efficiency of existing operations is improved or resources are
shifted into fields with better prospects. So-called "orderly marketing" quotas or other
restrictive measures, however, could threaten the whole climate, both here and abroad,
for maintaining sound international trade and investment policies. These should be care-
fully appraised not only in terms of their effect upon the particular industry concerned
but also in terms of their effect on our national security and on our economy as a whole.
Trade barriers should not be permitted as indefinite shelter against the force of change
- save only where such barriers are essential to safeguard the national security. Change
and adaptation are the keys to economic progress for other countries as well as for the
United States. U.S. policies should aggressively seek to expand export opportunities
and actions should be taken to rectify the unfair trade practices of others. Moreover, the
United States should spearhead a new multilateral attack on trade barriers. Our notion's
interests lie in an open, multilateral trading and investment system that propels economies
to the outer limits of their productive potential and not in adopting policies of defeatism
and isolationism.
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COMMENT ON THE ERICKSON-]HILLSAPS PAPER PUBLISHED BY THE JOINT
ECONOMIC COMMITTEE, JULY 15, 1972

(By the American Petroleum Institute Division of Taxation)

The Joint Economic Committee, Congress of the United States, published
a compendium of papers on July 15, 1972, pertaining to so-called tax subsidies
which included a paper "Taxes, Goals, and Efficiency: Petroleum and Defense"
by Professors Edward W. Erickson and Stephen W. Millsaps.' The paper was the
basis for oral testimony by Professor Erickson before the Joint Economic
Committee on July 21, 1972. The following comment on the Erickson-Millsaps
paper has been prepared by the Division of Taxation, American Petroleum
Institute.

The Erickson-Millsaps paper appropriately recognizes the significance of
national security-especially the risk of "political boycotts by oil producing
states"-as a primary consideration in evaluating petroleum taxation. Beyond
this, the paper's principal conclusions are highly doubtful. They are, indeed,
often in conflict with the analysis in the paper-or its primary sources. This
is particularly evident in the analysis of neutrality, risk, and the CONSAD
report. Other important considerations, such as the total tax burden of the
industry, are disregarded in their paper. This critique is concerned with the
specific issues raised by Professors Erickson and Millsap.

NEUTRALITY OF RESOURCE ALLOcATION

The paper concludes-quoting Professor McDonald-that the Federal petro-
leum tax provisions have had an un-neutral effect by inducing "an uneconomical
allocation of resources to petroleum." That is, even though "the corporate
income tax as we know it is definitely not neutral" 2 (Professor Harberger),
the petroleum tax provisions over-correct for the mal-allocation of resources
which would occur against oil if there were no distinctive tax provisions. Pro-
fessor McDonald actually said that "it is not now possible to say conclusively"
whether the petroleum tax provisions do over-correct.3 He conjectured that the
majority of professional economists would believe that there is an over-correc-
tion, provided that one ignores other taxes. Immediately after saying (p. 299)
"there are important mis-allocative effects" (the end of the Erickson-Millsaps
quotation), he said:

The analysis and conclusions, however, abstract from taxes other than
income taxes. In the context of the entire national tax system, it is
possible that distinctive tax treatment of income from oil and gas is more
nearly consistent with the ideal of neutrality.4

It is very possible that distinctive tax treatment is consistent with neutrality,
since the over-all domestic tax burden of the oil industry is a higher percentage
of gross revenue than is the case for all industry-5.8% (exclusive of refined
product excise taxes) vs. 4.7% .

Furthermore, the Erickson-Millsaps paper itself points out that the over-
correction in favor of oil (if any) may be smaller than the discrimination
which would occur against oil with a uniform corporate income tax. In that event,
they admit (p. 299) that they would have to conclude that "the existence of
special tax provisions is more desirable than their absence." No one knows with
any certainty whether percentage depletion over-corrects; but in an industry as
vital to national security and economic growth as is petroleum, it is surely
better to err, if err one must, on the side of over-allocation rather than under-
allocation of resources.

I Joint Economic Committee, Congress of the United States, The Economics of Federal
SubsidY Programs, Part S-Tax Subsidies, pn. 286-304.

2 Arnold C. Harberger, "The Corporation income Tax: An Empirical Appraisal," in U.S.
House of Representatives. Committee on Ways and Means, Tax Revision Compendium,
(Washington, 1959), p. 232.

3 Stephen L. McDonald. "Distinctive Tax Treatment of Income from Oil and Gas Pro-
duictlon," In University of New Mexico School of Law, Natural Resources Journal, Janu-
ary, 1970, p. 110.

;Ibid., p. 112.
Petroleum Industry Research Foundation, Inc., "The Tax Burden on the Domestic Ol

and Gas Industry, 1967-1970." (New York, 1972.). p. 11.
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RISK AND UNCERTAINTY

The Erickson-Millsaps paper asserts that petroleum exploration is not particu-
larly risky. Furthermore, it concludes (p. 295) that the risks are, in effect,
insurable by engaging in large exploration programs:

If a firm were to drill 99 wells, it could expect about 11 successes, al-
though it would not know in advance which of the wells would be the
successful ones.

This computation is based on an extension of industry results to the individual
operator. It is inappropriate.

In the first place, the "remarkably stable" ratio to which they refer has, in
recent years, been closer to 1 in 10 than 1 in 9. This ratio has changed since the
early 1960's and it may change again. The Erickson-Millsaps position is (p. 295)
that a changing ratio does not effect their conclusions. However, this is only
true if the change in the ratio is known with certainty beforehand-and this is
by no means the case in petroleum exploration.

Moreover, the argument confuses new field wildcat wells initially reported
as productive of oil or gas with "success". All such wells are by no means
successful. Consider the following results for 1965 as evaluated after 6 years
of experience:

Percentage
Number of of total

wildcats wildcats

Total wildcat wells drilled -6,182 100.0

Originally reported discoveries- - - 638 10.3
Originally reported discoveries which were extensions of old fields - 38 .6

Revised discoveries 600 9. 7
Discoveries abandoned since 1965 - - 93 1.5

Discoveries still productive in 1971 -.- 507 8. 2

Of which-
Fields averaging 500,000 barrelsI -X- 410 6.6
Fields averaging 5,000,000 barrels I 73 1.2
Fields over 10,000,000 barrels I -'-- 24 .4

Or equivalent gas at 6,000 cubic feet=1 barrel.
Source: Computed from AAPG data in Oil and Gas Journal, May 29, 1972, p. 83.

This tabulation shows clearly that the bulk of the 1-in-10 "success" ratio is
atributable to very small fields averaging only half a million barrels of oil
(or an equivalent amount of gas). As a rule of thumb fields with only half a
million barrels of oil will not yield a profit. In terms of fields of 10 million
barrels of oil or more (or an equivalent amount of gas) which generally are
profitable, the ratio is more like 1-in-250 than 1-in-10.

Professors Erickson and Millsaps draw an analogy to roulette which is
hardly "apt"-particularly the analogy to red versus black and odd versus even.
One can confidently say that the probability of red or even in roulette is about
1-in-2. But the probability for commercially successful oil and gas exploration
is actually even worse than the 1-in-36 probability for an individual number at
roulette.

The percentage of total wildcats finding a 10-million barrel field, or better,
averaged 0.3% during 1959-1968 (the last ten years for which data are available),
with an annual range of 0.2 to 0.4%. But, even if the chances of success were
precisely 0.3%, the laws of probability state that a 100-well wildcat program
would find no such fields three times out of four. A 100-well wildcat program is a
big program for even the large conuspanies. Furthermore, with the 0.2-0.4 spread in
the industry results, it is clear that the wildcatting results of individual drillers
must vary even more widely. The concept of saftey in numbers simply does not
stand up under scrutiny. Even very large firms show wide variations in average
results per dollar of exploration and drilling effort, both from year to year and
compared to each other.
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Furthermore, the large-number approach is not conceptually appropriate for
petroleum exploration in any event since the oil and gas explorer exploits
individual prospects. He does not drill the whole United States, or the whole
world, or even a whole state on a probabilistic basis. He evaluates individual
structures.

In view of the wide range in the percentage of significant hits and in the
average size of fields found by wildcat producers, it is apparent that the
degree of success for the industry is generally unpredictable. It is definitely
unpredictable for any one test or any 10 or 11 tests or nine tests, since new
ventures are evaluated individually on the basis of the geological character-
istics of each prospect. Exploratory tests are never drilled on the basis of
national wildcat producer ratios.6

Petroleum exploration is not analogous to even the most risky part of roulette.
In fact, petroleum exploration is characterized by a high degree of uncertainty
(in the Knightian sense), not by insurable risk.' Industries of this type are
particularly susceptible to the un-neutrality of the uniform corporate income tax.

CONSAD
The Erickson-Millsaps paper relies heavily on the 1969 CONSAD study even

though the authors recognize (p. 301) that when CONSAD "estimated the
change in the desired level of reserves for elimination of percentage depletion,
elimination of expensing intangibles, and both . . . they assumed production
was held constant."

As described by CONSAD:
The CONSAD study was aimed at determining the effectiveness of the

special tax provisions in increasing reserves above those levels needed solely
to support productions

CONSAD was merely trying to determine the percentage reduction in reserves
which would be desired for a given level of production in the event of a price
reduction equivalent to the value of the Federal petroleum tax provisions. This
question is of little or no interest in evaluating the national security significance
of the petroleum tax provisions, since it ignores the possibility that an increase
in taxes could lead to a decrease in production.

It was hardly to be expected that CONSAD would come up with a large
percentage answer to its question. If production does not change, the desired
level of reserves will also not change to any noticeable degree, since the optimum
reserve/production ratio is largely technologically fixed-as CONSAD, itself,
observed:

There is a definite technological relationship . . . between the stocks
held and the level of production. This limits the amount that can be
produced from a given level of stocks, and requires a producer to maintain
certain levels of stock to meet certain levels of production.9

CONSAD knew that when production does not change, the desired level of re-
serves does not change. Yet CONSAD still went through an elaborate statistical
exercise to find out how much reserves would change if production did not
change.

Furthermore, the Erickson-Millsaps paper concluded (p. 287) that there was
a "defect in the basic model" used by CONSAD, such that CONSAD even under-
stated the answer to its own question. Professors Erickson and Millsaps were
concerned because the CON SAD model erroneously assumed that the industry
was in long-run equilibrium. (In fact, there was excess capacity throughout the
CONSAD base period.) There are a number of other conceptual problems with the
CONSAD study (see the attached summary analysis of it), not the least of which
is the ability of a model of the type chosen to answer the question asked.
Professor Griliches has said, in regard to miodels of this type, that

One cannot answer the question of what happens to the rate of invest-
ment . . . if a change occurs in depreciation rules."0

Testimony of Jack H. Abernathy, U.S. House of Representatives, Committee on Ways
and Means, Hearings on the Subject of Tax Reform, (Washington, 1969). Part 9 of 15, p.

7 Frank H. Knight, Risk, Uncertainty, and Profit, (New York, 1964), pp. 197-232.
CONSAD comments on industry rebuttal of the CONSAD study.

D CONSAD, 'The Economic Factors Affecting the Level of Domestic Petroleum Reserves,"
(Washington, 1969), p. 7.3.

'° Z. Griliches, "Comment on Crockett-Friend and Jorgenson," in Robert Ferber, ed.,
Determinants of Investment Behavior, (N.Y.: NBER, 1967), p. 161.
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But it is just such a shift in tax policy, which CONSAD attempted to appraise
since depletion is evaluated in the model as depreciation would be. Even if
CONSAD had asked the question which is important for national security pur-
poses, one should not accept the Erickson-Millsaps contention (p. 302) that the
"only" available study (CONSAD) must be used for public policy evaluation
when they admit that the study is, in fact, basically defective. Thus, the CON SAD
study simply cannot support the conclusions which Professors Erickson and
Millsaps drew from it.

NATIONAL SECURITY

The important question for national security is the effect of the tax pro-
visions on the over-all level of domestic production and reserves. This, as
CONSAD has observed, is a very different matter from its subject:

The question studied by CONSAD was that of the effectiveness of the
tax incentives in inducing petroleum producers to hold reserves larger than
those necessary to support production. This is a different question (and would
be expected to have a substantially different answer) from the question of
the effects of the tax incentives on the total level of reserves.u

The Erickson-Millsaps paper notes (p. 295) that the primary national security
danger today is "political boycotts by oil producing states." In order to deter-
mine how the United States would fare in the event of a boycott, the relevant
question is the degree of dependence on insecure overseas sources. What part
of the nation's requirements can be satisfied from secure sources? What is
the over-all level of domestic productive capacity (and reserves required to sup-
port that capacity) ? And how would these be affected if the Federal petroleum
tax provisions were abolished?

Based on historical data, Professor Erickson has, himself, estimated econo-
metrically that a 10% decrease in price would ultimately mean about a 10%
decrease in reserves.' Based on an evaluation of domestic geological prospects
remaining for future exploitation, Humble Oil & Refining Company has esti-
mated that a 10% decrease in price would ultimately mean about a 17% decrease
in reserves and production. '" (Other oil companies and the Department of the
Interior foresee even larger reduction.)' 4 Depending on a company's individual
situation, percentage depletion is today equivalent to 15% to 20% of the value
of oil and gas produced [22% statutory rate less the effects of (1) the limita-
tion to 50% of net income and (2) the minimum tax on tax preferences.].
If one assumes that the depletion allowance is equivalent to 17%, on average, the
Erickson and Humble studies would indicate that elimination of percentage
depletion would ultimately reduce U.S. production by 17% and 28%, respectively,
with an accompanying increase in dependence on overseas supplies. (The only
significant uncommitted reserves are the Middle East.) If the tax increase
were passed on to consumers, production could be maintained. However, Pro-
fessor Erickson estimated in oral testimony that domestic crude oil would then
cost 15 to 20% more. Loss of the intangible expensing provision would cause
a further decrease in production, unless offset by price increases.

What would be the national security significance of such decreases in the
activity of the domestic industry? The 1970 report of the Cabinet Task Force on
Oil Import Control found that the national security requires that Eastern
Hemisphere imports be "an absolute maximum" of only 10% of domestic re-
qulrements.' The United States is, today, producing oil at capacity in the lower
48 states; and domestic production accounts for about 75% of total requirements.
Eastern Hemisphere imports are rising and are between 5 and 10% of total re-

"Robert F. Byrne and Wilbur A. Steger (CONSAD), "Assessment of the Effectiveness
of Federal Tax Incentives for Natural Resources," in Tax Institute of America, Tax In-
centives. (Lexington. Massachusetts, 1971), p. 100.

12Originally In Edrvard Erickson, Economic Incentives, Industrial Structure and the
Supply of Crude Oil Discoveries in the United States, 1946-58, 1959, Unpublished Ph.D.
Dissertation. Vanderbilt University. 1968: updated in Charles River Associates, An
Analysis of the United States Oil Import Quota, (Lexington, Massachusetts, 1970), pp.
220 227.

13 See Testimony of MLA. Wright, U.S. House of Representatives, Committee on Ways
and Means, June 3, 1970. A price reduction from $3 to $2 was expected to lead to a 55%
decrease in discoveries.

3-2=33%; 55% . 33%=1%; 1%X17%=28%.

3
"See Testimony of Robert C. Dunlop, U.S. Senate, Committee on Finance, Hearings on

H.R. 13270 to Reform the Income Tax Laws, (Washington, 1969), Part 5 of 7. p. 4464.
1"Cabinet Task Force on Oil Import Control, The Oil Import Question, (Washington

1970), p. 98.
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quirements. If the domestic industry were now 17% smaller (the Erickson-type
estimate for percentage depletion alone), another 13% of United States require-
ments would be coming from the Eastern Hemisphere [13%=17% of 75%].

CONCLUSION

In his oral remarks, Professor Erickson described the neutrality debate as
"absurd" and as an cx post facto attempt to rationalize percentage depletion. But
if neutrality is not a valid criterion for tax policy, why (for at least 20 years)
have certain academic economists continually criticized percentage depletion
for bringing an uneconomically large amount of resources into oil? That criticism
has not been justified. Indeed, the neutrality debate among academic econ-
omists has shown that some speciality of tax treatment is needed merely to re-
establish neutrality toward this vital industry, which is capital intensive and
differentially risky.

However, Professors Erickson and Mlillsaps are correct in concluding that
national security is a vital consideration (even though they are incorrect in
disregarding other valid considerations). In a period when the nation is rapidly
approaching 10% dependence on Eastern Hemipshere oil-with higher dependence
imminent-some air of unreality does surround relatively esoteric professional
economic arguments about whether the nation has over-committed resources to
the search for domestic petroleum reserves. Elimination of percentage depletion
without a compensating price increase would mean significantly less domestic
production and a corresponding increase in the nation's dependence on insecure
overseas oil sources.

Attachment

THE CONSAD REPORT ON THE INFLUENCE OF U.S. PETROLEUM TAXATION ON THE
LEVEL OF RESERVES, 'MID-CONTINENT OIL AND GAS ASSOCIATION, WASHINGTON,
D.C.

SUMMARY

The conclusions of the CONSAD report can be given no credence because:
I. The mathematical formula (an "economic model") from which the con-

clusions are drawn is conceptually inappropriate for the purpose.
II. CONSAD, itself, issues repeated warnings about the pitfalls of its

model-building. The combined impact of these cautions is a clear signal
that CONSAD should have rejected this model, as it did two other models-
and as it did thuis one for natural gas.

III. The quality of the data used in the formula is questionable, as is the
method of manipulation.

IV. There are factual errors in the report.
V. The study proceeds from a number of doubtful premises about the

economics of the petroleum industry.

I. INAPPROPRIATENESS OF THE CONSAD FORMULA

The CONSAD study employed mathematical methods to predict the change
in petroleum reserves that would result from elimination of percentage deple-
tion. A fundamental error was made by using a formula that cannot answer this
question. It was assumed that production would not change in the event of an in-
crease in petroleum taxation, and the formula was designed to determine the
level of reserves that would be required to accommodate the assumed fixed level
of production.

Once it made the assumption that output is fixed regardless of profitability,
it w-as inevitable that CONSAD would find that there would be little change in
the desired level of reserves. since the required level of reserves is technologically
determined by the level of production. It is indisputable, owing to the nature of
petroleum deposits, that any given level of production requires a supporting
amount of reserves which is a multiple of production-as CONSAD acknowl-
edges on page 7.3 of the report. (To produce one barrel of oil annually, there
must be about ten barrels of supporting reserves in the ground.)

CONSAD actually ignored the real problem, which is how the long-run level
of output would change in reaction to a decrease in profitability resulting from
increased taxation. Instead, CONSAD indefensibly assumed that the desired
level of production is independent of the level of profitability of the industry.
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Indeed, the CONSAD model makes no provision for unprofitability (except at
a zero price of crude oil). The mathematical model is so formulated that it tells
us that the industry would find and develop reserves even if price were less than
cost. Any model which states that businessmen desire to invest when price is less
than cost is indefensible because no firm desires to invest at a loss.

II. CONSAD CAUTIONS

CONSAD raised such an extended and serious list of objections to its own
procedures that the reader should be convinced of the mathematical formula's
lack of merit without further independent inquiry.

The formula was developed for use in describing the behavior of individual
firms in manufacturing. CONSAD questioned whether the formula would be
reliable if extended to the petroleum Industry-see page 6.31.

CONSAD also questioned whether the historical data employed can be used
to predict the future--see pages 6.12 and 6.13. In the report, it was said that "If
the quantity of reserves necessary to support a certain level of output has
changed during the period of the study, it will cause errors" in the estimates-
page 6.13. (In fact, the ratio of proved reserves to production actually has de-
clined steadily since 1960.)

CONSAD warns that reliable economic models require reliable data. In addi-
tion to the problem of finding reliable figures, it was recognized that there are
massive problems in using the data. Perhaps the best example is finding costs,
'the most ambiguous area in the data in this study"-page 6.16. Computing in-
dustry finding costs involves multiple difficulties, e.g., (a) the impossibility of
determining from industry data when the exploration dollars for a given year's
discoveries were actually spent; (b) the difficulty of estimating how much has
been found until a number of years after discovery; and (c) the random variabil-
ity of the amount spent per barrel found from year to year.

III. STATISTICAL PROBLEM

The CONSAD report points out that there are "many missing links" in the
quantitative data available for making a reliable economic study-page B.1. It
nevertheless proceeded with the study on the basis of estimated data and often
relied on doubtful stand-in data to estimate the effects of important items for
which it could not obtain direct information. Moreover, the data were used to
predict the effect of a change in industry taxation for which there is no historical
precedent. Such an extrapolation beyond the range of historical experience
violates fundamental statistical principles.

IV. INCORRECT INFORMATION

The report contains factually incorrect statements. Some involve data-even
matters as basic as the current level of U.S. crude oil production. Others refer to
petroleum tax provisions which do not exist.

If a research company is so unfamiliar with the petroleum industry as to err
on basic data and tax provisions, it is unlikely to have sufficient knowledge of the
industry to be able to develop accurate complex mathematical models for
analyzing industry behavior.

V. DOUBTFUL PETROLEUM ECONOMICS

Some of the premises of the CONSAD study are, in our opinion, based on un-
reliable assumptions about the economics of the industry. A notable example of
these propositions asserts that Canadian crude reserves can "substitute" for
United .States reserves. However, the amount of crude oil imports from Canada
is limited by agreement between the two governments. Since crude oil imports
from Canada are controlled, Canadian reserves-like overseas reserves-are not
substitutes for U.S. reserves. Thus, CONSAD should not have aggregated
Canadian and U.S. reserves in its economic model. And drawing conclusions from
this model entailed the error of assuming that changes in the U.S. tax law would
have the same effect on Canadian reserves as on domestic reserves.
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CONCLUSION

No useful conclusions can be drawn from the CONSAD study because the mathe-
matical model and the data are defective and because some of the basic premises
are not appropriate. Indeed, it was predestined that CONSAD's exercise would be
futile because CONSAD assumed that production would not change in the event
of an increase in petroleum taxation.

Furthermore, we firmly believe that no aggregative mathematical model of the
oil industry-no matter how sophisticated-can be used as a guide to estimating
the effects of eliminating percentage depletion. Two of the most important reasons
for this are:

(1) Part of the period upon which such a model must be based (the 1950's
and 1960's) was one of the industry readjustment to excess capacity, a read-
justment now well on the way to completion.

Sound statistical theory holds that projection of a past period assumes
that any changes that occurred in the base period will be repeated in the
future. Since further significant adjustment to excess capacity is not likely,
the 1950's and 1960's cannot be used as a base period for forecasting the
future.

(2) The largest year-to-year crude oil price change since 1950 was +30¢
per barrel (1956 to 1957). Elimination of percentage depletion would be
equivalent to a price reduction of about 750 per barrel. Thus, any prediction
of the results of such a tax change based on a model reflecting the 1950's
and 1960's would require extrapolation far beyond the limits of the base
period data.

Sound statistical theory holds that such extrapolation is invalid because
there is simply no historical basis for evaluating how firms would react to
changes so far beyond the range of experience.

CONSAD admitted the existence of these problems, but it proceeded undeterred.
Our criticism is not so much that CONSAD's exercise predictably proved futile.

as that CONSAD drew serious public policy conclusions from its mathematical
model despite the obvious and admitted statistical problems involved in con-
structing any such model. The model used is especially subject to critcism
because it is based on the improper assumption that industry exploration and
development expenditures are not dependent on an adequate rate of return.

Note: For the complete Mid-Continent analysis and comment with respect to
the CONSAD report, see Part 5, pp. 4627-47 of the printed record of the public
bearings by the Senate Committee on Finance on the Tax Reform Act of 1969,
H.R. 13270, 91st Congress.

AMERICAN PETROLEUM INSTITUTE,
Washington, D.C. June 24, 1972.

Hon. LLOYD M. BENTSEN,
Old Senate Office Building,
lhashington, D.C.

DEAR SENATOR BENTSEN: A considerable amount of misleading information
has been circulated-frequently in anonymous materials directed to Members of
Congress-to the effect that the petroleum industry does not bear its fair share
of taxes.

Two separate factual studies of the petroleum industry's tax burden have
recently been completed-one by Price Waterhouse & Company and the other
by the Petroleum Industry Research Foundation, Inc. (PIRINC).

The study by Price Waterhouse & Company is a compilation of actual data for
the year 1970 submitted to that accounting firm on a confidential basis by 18
major U.S. petroleum companies. Among the study's important findings are the
following:

1. Total worldwide taxes of these 18 companies amounted to $21.9 billion. A
projection of this figure indicates that the entire American oil industry had a
tax liability in 1970 of approximately $27 billion.

2. Direct U.S. taxes borne by the 18 companies totaled $2.5 billion. This total
consisted of $1 billion in U.S. Federal income taxes, $1.2 billion in state and local
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direct taxes, and $300 million in Federal payroll and miscellaneous taxes. Inaddition, indirect U.S. taxes (mainly motor fuel and excise taxes) amountedto x7.2 billion. The total direct and indirect U.S. burden for the 18 companieswas $9.7 billion.
3. Projecting these data to cover the petroleum industry as a whole resultsin a total U.S. tax burden of $14.0 billion-$3.5 billion in direct taxes and $10.5in indirect levies.
4. Foreign taxes borne by the 18 companies totaled $12.2 billion. This figureincludes $3.4 billion in income taxes, $ti.0 billion in import duties and miscel-laneous taxes, and $2.8 billion in indirect taxes. An industry-wide projection oftotal foreign taxes paid by U.S. oil companies is in excess of $12.8 billion.
5. For the 18 companies, the direct U.S. tax burden as a percentage of domesticgross revenues was about 6 percent. This percentage is higher than the averagefor U.S. corporations as a whole. If indirect taxes are included, the 18 companies'tax burden was 20 percent of domestic gross revenues-about three times ashigh as the average for all U.S. corporations.
The PIRINC study covers the four-year period 1967-1970 and confirms thedata and conclusions derived from the Price Waterhouse survey. Among otherthings, the PIRNIC study establishes that for the year 1970 the domestic pe-troleum industry had a direct tax burden of 6.0 cents per dollar of sales and forthe three-year period 1967-1969 the comparable figure was 5.8 cents per dollarof sales. These petroleum industry tax burden ratios exceed the tax burdenratio for the Internal Revenue Service classification "All U.S. Business Cor-porations" which was about 4.7 cents per dollar of revenue for the 1967-1969

period.
These two studies by Price Waterhouse and PIRINC factually refute themisleading distortions that have been asserted to the effect that the petroleumindustry does not bear its fair share of taxes. An example of these distortionsis the oft-repeated allegation that a selected group of oil companies (conformingalmost exactly to the group in the Price Waterhouse study) had an effectiveFederal income tax rate of 8.7 percent of 1970 before-tax net income. This allega-tion is based on data which appeared on pages S 16896-8 of the Congressional

Record of October 27, 1971. This alleged effective tax rate gives a totally mis-leading picture, for the following reasons:
1. It attempts to relate domestic Federal income taxes to total worldwideincome. This ignores the substantial foreign taxes paid to host countries on in-come earned within their borders and the operation of the foreign tax creditwhich is designed to avoid the imposition of international double taxation onAmerican taxpayers. Either domestic taxes should be compared to domestic in-come or worldwide taxes should be compared to worldwide income.
2. The Price Waterhouse study shows the effective U.S. income tax rate of the18 companies to have been more than 2y2 times the effective rate asserted in theerroneous data included in the Congressional Record insert.
3. Even this effective tax rate figure should be viewed in the light of theuniquely heavy direct tax burden imposed on the petroleum industry by stateand local governments. In this regard the PIRINC study concludes that thepetroleum industry's somewhat "lower effective income tax rate ... is morethan offset by its relatively higher burden of other direct taxes."
This is more than an academic dispute over numbers. Congress and the pub-lic are entitled to have accurate and factual information on which to makeinformed judgments. This is particularly true in light of the acute energy sup-ply problem facing the country at this time.
U.S. energy requirements are projected to double 'by 1985 and the bulk ofthese requirements will have to be met by oil and gas. Nuclear and other formsof energy will play an increasingly important role in the long-term future buttheir impact will be largely felt after 1990. Meanwhile, we must rely on con-ventional energy sources-and particularly on oil and natural gas.
Our proved reserves of both crude oil and natural gas have dropped alarminglyin recent years. Simply stated, we are using more oil and gas than we arefinding. The Chase Manhattan Bank has estimated that, if the U.S. is to maintaineven a 75 percent self-sufficiency in petroleum supply, the domestic industry mustinvest $130 billion in the 1970's for exploration and development. This com-pares to total expenditures of $50 billion for these purposes in the 1960's.To justify the commitment of investment capital on this scale to the high-risk and costly search for oil and gas, the economic environment must 'be such asto attract the needed funds. The tax outlook is a vital factor in determining that

economic environment.
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I sincerely hope that these two studies will contribute to an informed discus-
sion of this question which is important to the petroleum industry but is also of
vital importance to the nation and to the American consumer. If you would
like copies of the Priee Waterhouse and PIRINC studies, I will be most pleased to
furnish them to you.

Sincerely,
FRANK N. IKARD.

EDISON ELECTRIC INSTITUTE,
New York, N.Y., July 26, 1972.

Hon. WILLIAM PROXMIRE,
Chairmnan, Joint Economic Conmmittee,
New Senate Office Building,
Washington, D.C.

DEAR SENATOR PROXMIRE: In your opening statement at the Joint Economic
Committee tax reform hearings on July 19 you noted that "These hearings will
endeavor to provide careful analysis and debate on the Federal individual and
corporate income tax systems."

The Edison Electric Institute, the principal national organization of the elec-
tric light and power companies in this country, is vitally interested in this
subject because many of our member companies are in direct competition with
electric power agencies that received Federal subsidies. The enclosed statement
presents details on such subsidies and how they adversely affect Federal tax
revenues. We ask that the statement be made a part of the hearing record.

We appreciate the opportunity to submit this statement.
Respectfully submitted.

W. DONHAM CRAWFORD,
President.

STATEMENT OF EDISON ELECTRIC INSTITUTE

The Edison Electric Institute submits this statement for inclusion in the
record of the Joint Economic Committee's studies on tax subsidies and tax re-
form. The Institute is the principal national trade association of the investor-
owned electric utility companies whose 184 members directly serve over 77 percent
of the ultimate customers for electric service in the United States.

TAXES

The existence of disparate tax burdens on similar businesses calls for tax re-
form as a matter of equity and justice. Moreover, the correction of this type of
inequity can generate substantial additional tax revenues.

In testimony before the House Ways and Means Committee of the 91st Con-
gress ir. Mortimer Caplin emphasized these points:

The tax immunity of exempt organization businesses produces substan-
tial losses of federal revenues. Even more serious, however, is the funda-
mental problem of unfair competition. The businesses with which the exempt
organization competes must pay taxes on their earnings. The exempt or-
ganization, on the other hand, can make a variety of effective uses of the
additional funds which it derives from its exemption. It may cut its prices
below those which are economically feasible for its competitors. It may re-
invest 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 MHeans, 91st Cong., 1st Sess., pp. 968-9.)

In the broad field of tax inequity between similar businesses one of the most
flagrant instances of unequal treatment is in the electric power business.

The electric utility industry in the United States is composed of the investor-
owned electric systems, which serve about 78 percent of all customers, and the
government-owned and government-financed systems, which serve the other 22
percent

The investor-owned electric systems pay federal income taxes. and state and
local taxes. In 1970 these taxes amount to $3.4 billion, of which 35 percent ($1.2
billion) was federal income tax. The total of these taxes represented 17 perment
of operating revenue.
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In contrast, government-owned and government-financed electric systems payno federal income tax, and as a broad class relatively little State taxes, localtaxes, or payments in lieu of taxes. In 1970 their taxes and tax equivalentsamounted to $193 million, which represented about 3.5 percent of their operating
revenues.

The following table shows the 1970 operating revenues and tax payments of theseveral ownership categories of the electric utility industry.

Operating Tax and tax Percent ofOwnership 
revenues equivalents revenue

Investor-owned electric systems 5- - $19, 791, 066, 000 $3, 426, 641, 000 17.3Government-owned electric systems:Federal power agencies -- -- 826, 600, 000 19, 154, 000 2. 3Municipally-owned electric systems ---- -- - 2,389,676,000 86, 904, 000 3.6State-district power agencies -- - 786,178,000 29,596,000 3.8Government-financed electric systems: Rural electriccooperatives ----- -- -- - 1,.475,751,000 57, 656, 000 3. 9
Total Government-owned and Government-financedsystems -- --- 5,478,205,000 193, 310, 000 3. 5

The above figures show that the government-owned and government-financedelectric systems accounted for 22 percent of total operating revenues I of theentire industry, but paid only 5 percent of the taxes. Attachment A shows thecomparatively low payments made by each category of government-owned andgovernment-financed electric systems for taxes other than income taxes.Since taxes on utility companies are an operating expense, which must beincluded in their rates and charges to customers, the effect of this inequity inour tax structure is to discriminate against the customers of the investor-ownedelectric utilities and in favor of the customers of the government-owned andgovernment-financed power systems.
It is most unfair for 78 percent of the electric consumers in the country to haveto pay in their electric bills 5 times the amount of taxes that the other 22 percentpay. And it is indeed anomalous that in a private-enterprise society customersof investor-owned enterprises arc penalized by having to pay in the cost of theirelectric service substantially higher taxes than the customers of government-owned or government-financed electric systems.
One of the unfortunate aspects of this inequity is that if it is permitted to con-tinue, the magnitude of the lost taxes will continue to increase, year after year-as both operating revenues and the tax component thereof continue to rise. As canbe seen from Attachment B, the estimated annual taxes not paid by the govern-ment systems over the last 15 years grew from $365 million in 1954 to over $900million in 1 9 7 0-amounting to a total of $11 billion for the period. As the gov-ernment-owned and government-financed systems continue to expand, they willbe doing so at the expense of all the country's taxpayers. including those whoare paying more than their fair share of taxes in their utility bills. Where twogroups of America's electric customers, distinguishable only by the source ofelectricity, bear highly unequal tax burdens. tax inequality exists which rightlydeserves the attention of this Committee.
There is no constitutional prohibition against equalization of the federal taxburden on consumers of electric energy. State and local governmental agenciesengaged in business enterprises are not protected by the constitution againstnondiscriminatory federal taxes. Ohio vs. Hclvering (1934) 292 U.S. 360: ANewoYore vs. Uanited Statcs (1946). 326 U.S. 572; TVilnmette Park District vs. Camp-

bell (1949) 338 U.S. 411.
The rationale of these cases, as stated by the Supreme Court in Ohio vs. Helver-

ing (p. 368), is simply that:
Whenever a state engages in a business of a private nature it exercisesnon-governmental functions, and the business, though conducted by thestate, is not imm une from the exercise of the power of taxations which theConstitution vests in Congress.

1 In this same year, 1970. government-owned and government-financed power systemsowned 23 percent of installed generating capacity of the electric utility industry.



281

COST OF MONEY

Because of the constantly increasing demand for electric energy the electric
utility industry has been steadily expanding. This has created a constant require-
ment for new capital because funds generated internally have not been sufficient
to cover the cost of new construction. Here again we find the same inequity
that prevails with taxes-the government-owned and government-finalnced elec-
tric systems receive favored treatment with resultant discrimination against the
customers of the investor-owned electric companies.

Investor-owned electric companies, the large municipally-owvned systems, State
and District power agencies and the Tenaessee Valley Authority (since 1960)
generally obtain funds by selling their bonds in the open market-in competition
with each other and with other business enterprises.

Interest on securities issued by municipally-owned electric systems and state
and district power agencies is exempt from Federal income tax and usually from
state income taxes. Investors, especially those in the higher tax brackets, are
understandably willing to accept lower interest rates on these securities than on
securities which are not tax exempt.

The impact of these tax exemptions on the cost of money to investor-owned
systems as compared with the cost of money to municipal systems is shown in
the following table.

AVERAGE YIELDS ON CORPORATE AND MUNICIPAL BONDS1

New corporate New municipal
bonds, Aa bonds, Aa

Year (July average) rating (percent) rating (percent)

1961 4.81 3.43
1962 ---- - -4.41 3. 20
1963 --- - - - - - - - - - - - - --- - - - - - - - - - - - - - - - - - --- 4. 34 3.08
1964 4.44 3.101
1965 - 4.57 3.20
1966 5.81 3.80
1967 -- - - -- - - -- - - -- - - --- - - - -- - - - - -- - - - - -- - - - - 6.06 3.90
1968--- 6.91 4.45
1969.- - - - - - - - - - - - - - - - - -- - - - - - - - - - - - - - - - - - 8.06 5. 60
1970 -- - - -- - 9.09 6.22

1 Treasury Bulletin. April 1972. U.S. Treasury Department.

Some small municipally-owned electric utilities obtain their funds on an
interest-free or low-interest basis direct from their respective municipal treas-
uries. The power agencies in the Department of the Interior follow a similar
procedure, securing their funds from the U.S. Treasury through Congressional
appropriations. Alost rural electric cooperatives finance their money require-
ments through loans from the U.S. Treasury at the subsidized interest rate of
2 percent.

Previous to 1959, the Tennessee Valley Authority obtained its financing on
an interest-free basis direct form the U.S. Treasury. Its investment by that time
was over $1 billion. In 1959 the Congress required the Tennessee Valley Authority
to finance its power program through the sale of long term bonds to the public
and short term notes to the Treasury and the public. Federal income taxes apply
to the interest on TVA's securities, but state and local taxes do not.

The Congress has never established an interest rate for treasury funds used
by the Interior Department power agencies or by the U.S. Corps of Engineers.
but did set a rate for funds used by the Bureau of Reclamation. This was done
in 1939, and the rate was set at not less than 3 percent.

Until 1964 Interior power agencies (Bonneville Power Administration, South-
western and Southeastern Power Administrations) were scheduling repayments
to the U.S. Treasury at a nominal interest rate of 21/2 _percent. Since then, through
Administration decree, the rate has risen slowly until in 1970 the rate reached
a high of 47/8 percent.

Under these various arrangements, the interest rate that Interior power
agencies and the Corps of Engineers have been required to use for repayment of
funds to the U.S. Treasury has generally been below the yield rate on long-term
Treasury bonds. The result, of course, is a direct subsidy by taxpayers. Note the
following comparison:
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ln percentl

Federal Power Average yield 3
Agencies I repay- rate on long-term

Year ment rate 2 treasury securities

1952 - 2.50 2.68
1955 -2.50 2. 84
1960 -2.50 4. 02
1965----------------------------------- 3. 125 4. 21
1970 -- 4. 875 6. 58

' Except TVA and the Bureau of Reclamation. Reclamation's interest repayment rate has not been below 3 percent
since 1939.

2 Various Water Resources Council publications.
3 Statistical appendix to Annual Report of the Secretary of the Treasury, 1971.

Some idea of the size of the federal subsidy can be gleaned from the fact
that Federal agencies had about $9.5 billion invested in power facilities as of
1970.

An even larger federal subsidy exists for customers of the rural electric coop-
eratives. Through 1970 practically all the funds invested by cooperatives in
powver facilities were received from the Federal Government through loans
made by the Rural Electrification Administration at the nominal interest rate
of only 2%, a rate well beneath even the nominal rates charged to Federal agen-
cies for use of Federal funds. Loans at 2% interest by REA to cooperatives,
public power districts and other public bodies totalled almost $7.5 billion through
1970.

It is questionable whether the original intent of Congress to subsidize power
service to rural areas in need of such assistance is being implemented in an
efficient and properly selective manner by the REA's interest subsidies to power
agencies serving entire areas of the country-towns, suburban areas, and rural
areas. They serve all classes of customers-residential, farm, commercial, indus-
trial, and manufacturing. Aid intended for a particular category or class of
people cannot be effectively achieved because the subsidy is spread among so
many people and businesses-whether needed or not needed. Direct aid to such
occupational or income classes as Congress determines are in need of aid would
be a perferable and more economical system.

CONCLUSION

The Edison Electric Institute urges the following action by the Congress:
1. 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.

2. Amendment of Section 103 of the Internal Revenue Code to except from
interest exemptions all bonds issued to acquire facilities used in the business
of furnishing electric energy or in any other comparable business functions.

3. Authorization of State and local taxing authorities to impose on Federal
power systems, on a nondiscriminatory basis, the same State and local taxes
as are levied on comparable investor-owned systems.

4. Termination of subsidized interest rates on federal loans and repayment
obligations related to power facilities.
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ATTACHMENT A

TAXES OTHER THAN INCOME TAXES AS PERCENT OF ELECTRIC PLANT
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TREND IN ESTIMATED TAXES NOT PAID BY GOVERNMENT-OWNED AND
GOVERNMENT-FINANCED ELECTRIC UTILITIES

Total Taxes Not Paid During 15 Year Period,
1956-1970=$11,053,000,000
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STATEMENT OF DR. N. R. DANIELIAN, PRESIDENT, INTERNATIONAL ECONOMIC POLICY
ASSOCIATION

INTRODUCTION

Tax treatment of foreign-source income has sometimes been placed in the
category of "preferences," "subsidies," or "loopholes." This is an unfortunate
mislabeling. The dictionary defines a "loophole" as a means of evading the in-
tent of a statute. The current tax treatment of foreign-source income was spe-
cifically intended by the present laws for reasons of national policy, namely, to
enable the United States to compete effectively in the world and encourage inter-
national trade and investment. It was reviewed extensively during the Kennedy
Administration in 1961-62 and reaffirmed in its major aspects. Those who seek
to change it have the burden of proof of showing that a different set of national
policies should now apply, and that the gains to the national interest from change
will outweigh the losses.

THE KEY ISSUES

This paper will address itself to two principal issues: l the tax credit now
given for foreign taxes, and the so-called "deferral" of U.S. taxes until income
is remitted from foreign affiliates to the parent.

The foreign tax credit has been in effect since 1918 and the United States has
entered into some thirty treaties with other countries to prevent double taxation
by, among other things, mutual application of credits. (See Appendix A.) The
principle of tax neutrality has thus been applied internationally, as opposed to
the relationship between domestic and international investment in a given coun-
try; it is no accident that other major industrial countries either grant credits for
foreign taxes or do not tax the foreign-source income of their corporations at all.

Proposals to tax earnings currently would subject parent companies to taxes on
income they have not, in fact, received or earned. As the proposed taxes would
apply to a U.S. company which may have'as little as 10-percent interest in a "con-
trolled foreign corporation," the tax could be levied on earned income which may
not, in fact, be available to or within reach of the American taxpayer. Such pro-
posals would treat the income of some foreign companies in the same way as in-
come of branches, which are legally a part of the parent, thereby, in effect,
treating the separate corporate identity of foreign affiliates as a fiction, contrary
to the legal systems of most advanced countries. The present code properly taxes
foreign-source income only when received by the U.S. taxpayer."

EFFECTS ON BUSINESS

The effects of eliminating the tax credit are shown in Table 1.

TABLE 1.-CALCULATION OF INCOME WITH AND WITHOUT TAX CREDIT

Foreign
Pretax income

income of and'with- Total tax (percent- Net return after
subsidiary holding tax U.S. income tax computation age of tax rate) taxes

Present law $100 $45 48 percent of $100=$48 - $45+$3=$48 - $100-$48=$52.
$48-$45=$3.

Burke/Hartke 100 45 $100-$45=$55 -$45+$26=$71- $100-$71=$29.
48 percent of $55=$26.

Where the foreign corporate income tax rate is 45 percent, the net return
after taxes of each $100 earned would drop from $52 under the present law, to
$29 if the tax credit is eliminated-an increase in the tax rate of almost 50
percent.

1 Several subsidiary issues have also bee raised: the depreciation allowance for foreign
operations, tax treatment of patents and technology, and the exclusion of earned Income
for U.S. citizens abroad. These are not treated in this paper because of their lesser signifi-
cance, nor are such special incentive features as DISC, the Western Hemisphere Trade
Corporations, etc.

2 The 1962 amendments to the Internal Revenue Code do impose taxes on undistributed
earnings where there is a certain percentage of U.S. ownership to the extent that such earn-
ings are considered tax-haven income ("Subpart F" income). The Hlartke-Burke proposal
would extend Subpart F treatment so as to tax U.S. corporations owning 10 percent or more
of a "controlled" foreign corporation on their pro rata share of all the "controlled" corpo-
ration's current earnings.
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Table 2 shows the competitive effects which the elimination of the tax credit
for a U.S. subsidiary operating in the U.K. would have. The U.S. parent would
have a net return after taxes of $28 compared to a range of $54-6 for German.
Japanese, and British parents, respectively, from their investments in the
United Kingdom.

If the effects of eliminating the tax credit are combined with current taxa-
tion of "affiliate" income which the parent has not received. the adverse effect
on corporate operations would be greater. Dependinog on the degree to whliih
additional income was thereby taxed which would not otherwise have been
distributed and taxed, the taxes could be increased by from $160 million to
$900 million from the elimination of deferral alone. Abolition of the foreign tax
credit in addition, would push this figure to $3.3 billion.

American multinational companies are virtually unanaious in their view
that their international operations would suffer greatly.

It is. of course, difficult even for an individual company to calculate the pre-
eise courses of action which they would follow in the event that the tax credit
was eliminated and/or taxation of affiliate income was imposed when earned
rather than when distributed. For each company concerned would have to re-
vise its overall investment, marketing, and growth strategy to take account
of such drastic changes in the tax laws. Given the wide variety of situations
which each company would face for particular products and particular foreign
markets, it is difficult to make hypothetical judgments.

TABLE 2.-COMPARISON OF AFTER TAX EARNINGS FROM COMPANY OPERATIONS IN THE
UNITED KINGDOM

U.S. parent company

With German Japanese United
Hartke- parent parent Kingdom

Present Burke company company company

United Kingdom earnings before tax 100 100 100 100 100United Kingdom corporate income tax 40 40 40 40 40
Net after United Kingdom corporate tax----- 60 60 60 60 60Distribution (70 percent) I-42 42 . 42 42 ---United Kingdom withholding on dividend- 6 6 6 4 (a)
Total United Kingdom tax -46 46 46 44 40

Home country tax on parent company ---- 26 - - () (3)

Total tax 46 72 46 44 40

Net after tax- 54 28 54 56 60

A 70 percent distribution percentage was assumed.
2 United States and German withholding based on 15-percent rate; Japanese on 10-percent rate pursuant to United

Kingdom-Japanese bilateral agreement.
a Not available.
' An average corporate tax rate of 45 percent was assumed.

Table 2 shows the after-tax earnings of a U.S. corporate shareholder on the
profits derived from the operations of a subsidiary in the U.K. and the effect
the enactment of the Hartke-Burke tax provisions would have on those earn-
ings. A comparison is also made with German and Japanese corporate share-
holders having subsidiary companies in the U.K. as well as with a local U.K.
company.

NATIONAL INTEREST

The effects of such tax changes on particular companies are, of course. a
matter of great importance to them, to their employees and stockholders, and
to their communities-which gives the question a political as well as an economic
significance. But it can be argued that the harm caused to individual companies is
not necessarily the ultimate criterion-any more than are the criteria of "equity"
or "neutrality" which are featured in the arguments of tax reformers. Rather
the governing criterion must be the effects on the United States' economy as a
whole and the competitiveness of American business in the world economy. And,
as noted earlier, the burden of proof must on those seeking to make drastic
changes in a well-established taxation system to show that the national economy
will be benefited more than it is harmed.

83-786-73--19
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Estimating the aggregate effects of tax changes multiplies many times the

difficulty of forecasting what an individual company would choose to do under

certain conditions 2 to 5 years away. Nevertheless, I believe that Congress

should insist that such answers and estimates as are obtainable be prepared

and thoroughly studied before legislative changes of such magnitude are

considered.

UJNANSNWERED QUESTIONs ABOUT THE EFFECTS OF CHANGE

Some of the major questions requiring answers are enumerated below.

1. What are the likely net effects on U.S. Treasury revenues?

Both the Commerce Department and one of the witnesses before this Com-

mittee, a longstanding critic of the present system, are in apparent agreement

that the cost to corporation in additional taxes or the U.S. revenue "gain,"

other things being equal. would be on the order of $3.3 billion if the tax credit

were applied to foreign income when earned and the tax credit were replaced

by an expense deduction. The corporate loss (or revenue gain) would be much

smaller (in the range of $160 million to $900 million) if the tax credit were

retained but income were taxed when earned.
These estimates, however, assume that the corporations affected would con-

tinue their present business pattern in all of their overseas operations un-

changed, notwithstanding the substantial reduction in after-tax earnings. This

would clearly not be the case, and a more accurate estimate must take account

of the likely effect on business decisions. Therefore, the assumption that the

Treasury would gain $3.3 billion in new revenues with these two tax revisions

is not sustainable.
2. What would be the effect on new direct foreign investment by American

companies?
Here one would have to assume that there would be very little new or additive

foreign direct investment, since an investment which earned 10 percent on its

book value in. let us say, the nitedi Kingdom which amounts ovow to 5.4 per-

cent after tax, would be reduced to 2.8 percent by the elimination of the tax

credit, as shown in Table 2. Given the risks and uncertainties of foreign opera-

tions, few companies would hazard additional capital at a rate of return far

below what they could achieve in the tax-exempt securities market at home.

There would be some exceptions. of course. where an investment was critical

in maintaining access to a foreign market, a competitive position for certain

exports, or access to vital raw material or fuel resources. Reinvestment of

earnings, borrowing in foreign capital markets. or transfers of capital from

the United States for such small returns would not be at all attractive. To the

extent that this is the primary motivation of the proponents of such punitive

taxation, they would probably succeed. Whether this would be to the advantage

of the United States as a nation is another question which must be answered.

S. What would be the disposition of present U.S. investments abroad?

These had a 1971 book value of $120 billion of which $80 billion was direct

investment. Companies would face a variety of options; some would retain their

investment for market or raw material access reasons or because of lack of alter-

native opportunities. Many. however, would undoubtedly seek to reduce their in-

vestments over a period of time, with the liquidation necessarily taking place

in a "buyer's market." A few might enter into joint ventures and seek to supply

management and technical services to the former 'affiliate. Still other com-

panies might succumb to the temptation of transfering as much as possible of

their present foreign investment-perhaps some of their domestic investments

as well-entirely outside the tax jurisdiction of the United States. This would

mean establishing their corporate headquarters, for example, in Switzerland, and

treating the firm's American operations as a foreign subsidiary. How success-

ful such efforts would be, given the probable attempts to impose transfer taxes

and other impediments. can only be speculated. It does seem inevitable, however,

that there would be a substantial reduction in the present taxable foreign Invest-

ment base and income outside the United States.
4. What uses would companies repatriating their foreign investments make of

the capital?
This is of course a critical question; some organized labor spokesmen and tax

reformers appear to believe that much, if not all, of such repatriated capital

,tMrs. Peggy L. Musgrave, Associate Professor of Economics, Northeastern University,

Statement of July 21, 1972 to JEC.
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would be put to work in the United States in productive enterprises thereby in-
creasing U.S. employment and exports. This assumption is open to serious
doubts.

In the first place, the primary motivation leading to the upsurge in foreign
investment was a lack of comparable investment and market opportunities in the
United States rather than a shortage of capital. The U.S. economy has been
operating at well under full capacity and I know of no data suggesting that
greater availability of investment capital would significantly increase UI.S.
production.

Some companies, of course, could increase their domestic production in some
lines for both foreign and U.S. consumption; others would invest in entirely
new projects; while others would seek domestic acquisitions in order to diversify.
(This, of course, would increase the number of vertical and horizontal integra-
tions and concentrations of industries, with some significant side effects. The
anti-conglomerate and anti-bigness campaign in some quarters, for instance, is in
conflict with the proposition that the multinational companies, if prevented from
investing their funds abroad, would invest them at home, thereby becoming
bigger!)

Other companies would invest their capital in securities would would not,
directly at least, increase domestic employment. The after-tax rate of return
would almost certainly be below present levels. Still other firms might choose
to retire preferred stock or corporate debts, thereby reducing their debt-to-equity
ratio and their debt service obligations.'

It is almost impossible to estimate the aggregate net effects of hundreds of
such corporate decisions. What does seem virtually certain, even though no
numerical values can be assigned, is that the total earnings of America's best
international competitors, which are its multinational firms, would be substan-
tially reduced. This would make the expected $3 billion-plus revenue gain to
the Treasury illusory. Over a period of time, it is not inconceivable that the in-
direct effects; e.g.. reductions in revenlues from individual income and capital
gains taxes, would more than offset any revenue gain from increased corporate
taxes. This must remain speculation in the absence of quantifiable assumptions.

5. What would be the effect on the U.S. balance of paqrnzentsf
One figure which is indisputable is that earnings from direct foreign invest-

ments, including royalties and fees, have been growing from $2.9 billion in 1960
to $9.3 billion in 1970. This return, which is the only large breadwinner in the
current balance of payments, substantially exceeds the capital outflows. It
created a net surplus in this account of $4.7 billion in 1971. There is every prospect
that these earnings can grow substantially so as to reduce the U.S. balance of
payments deficit if we can resist the masochistic compulsion to kill the goose
(foreign investment) which lays the golden eggs (iinvestment income).

Foreign direct investments in the United States also continue to grow, al-
though from a much smaller base, and we must pay increasingly large amounts
to foreigners on their investments in the United States. If by unwise actions
the U.S. Government causes a substantial diminution in U.S. earnings abroad
so that outflows -to foreign investors might, in time, catch up to the income we
receive from foreign investments, then we will have lost this one sure source of
net income in our international accounts.

There is a remote possibility that some truly multinational corporations may
choose the option of incorporating abroad. The U.S. Government would then lose
all right to tax them on their foreign earnings. In addition, earnings from Amer-
iean operations would be repatriated to a new foreign headquarters, thus gen-
erating a further outflow of funds from the United States, aggravating our bal-
ance of payments deficits.

6. What would be the effect on the U.S. balance of trade and related em.-
Ployment f

This is one of the most critical questions and the one on which the advocates
of eliminating the foreign tax credit have the least evidence to support their
case. It is a fact that exports to American affiliates abroad now account for about
one-quarter of all U.S. exports. The critical question is what percentage of these

' Many companies have borrowed abroad to invest there, rather than use the limited
amount of capital which the Office of Foreign Direct Investment (OFDI) controls allow
to be transferred overseas. Few investors would maintain debt structures abroad in order
to invest in the United States: and most firms would probably pay off their overseas
debts with the receipts from liquidations.
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exports is dependent upon the affiliation, or might. take place if the affiliation
were severed as the foreign subsidiaries' operations became only marginally
profitable after taxes. Professor Peggy B. Musgrave 6 states that "empirical evi-
dence, although not conclusive, suggests that any positive effects on net exports
arising from foreign Investments are not large." Casuality is, of course, difficult to
prove in any case; but a recent study by Professor Robert G. Hawkins 6 of New
York University has estimated on the basis of rough assumptions that nearly half
of the exports to affiliates might be dependent on the affiliation. Many business
organizations would argue that most if not all of the exports to affiliates are
"tied," and that even some exports to nonaffiliates are due to market access and
product identification established through foreign investment. The point is, how-
ever, that no hard empirical facts are available. One would have to make an
industry-by-industry and company-by-company study of markets, costs, and prices
to find out how much of the exports are induced 'by company affiliation and inter-
national integration and standardization of production machinery, production
process, and product. But even if half of the exports related to overseas affiliates
might be jeopardized by disinvestment. there would be a- potential loss of U.S.
exports amounting to $5 billion or more annually.

It is also sometimes alleged that the American multinational corporations pro-
duce abroad in low-wage and low-tax areas and then import into the U.S. market.
While this may be true in a very limited number of cases, aggregate statistics
simply do not bear out this allegation. Of the roughly $60 billion in overseas pro-
duction by American manufacturing affiliates in 1968 (the last year for which
figures are available) only 8 percent was imported back to the United States, with
the remainder going to the country of production or third countries; and if
Canada is eliminated (as a special case due to the U.S.-Canadian automotive
agreement) less than $1 billion was imported into the United States in that year
from other countries! Even this small amount of re-exports to the United States
may not be stopped by disinvestment of U.S. overseas affiliates, since their share
of the U.S. market would, in most cases, be picked up by foreign competitors.
Thus, there would seem to be little, if any, reduction in imports attributable to
revising the tax system.

With regard to the question of displacement of potential U.S. exports by for-
eign manufacturing affiliates, there are relatively few actual cases of such dis-
placement. Studies by many business organizations and detailed case studies by
the Harvard Business School 7 show that decisions to invest abroad were neces-
sitated by such factors as foreign tariff and nontariff barriers, market considera-
tions, including local consumer preferences, local sourcing requirements. trans-
portation and perislhability factors, as well as lower costs of production. The im-
plication is that little, if any, of the foreign production could have been carried
out on economically viable terms in the United States.

On balance, therefore. it seems likely that the overall effects on the trade bal-
ance would be negative, although it is not currently possible to give a precise
estimate of the amounts, excent on the basis of case studies.'

7. What would be the effects on the business sector of the economy and the
stock market?

If one takes the figure of $3.3 billion in potential additional taxation and
revels'se to the U.S. Treasury, and'applies it to the foreign-source earnings of
American corporations. the reductions in the earnings of America's largest
corporations would be significant.9 This reduction in adtual earnings and future

Joint Economic Committee compendium on "The Economics of Federal Subsidy Pro-
grams," Part II-International Subsidies, June 1972. page 213

6 See Robert G. Hnwkins, Job Displacement and the Mfultinational Firm: A 3rethodo-
logical Review. Center for Multinational Studies, Occasional Paper No. 3, June 1972.

7 Robert Stobaugh and Associates, "U.S. Multinational Enterprises and the U.S. Econ-
omy," Harvard Business School, 1971.

8 The Akron, Ohio Chamber of Commerce recently surveyed 17 multinational com-
panies operating in its area and concluded that enactment of the Hartke-Burke bill
In its entirety would eliminate 10 percent of their combined work force or 6,500 jobs In
the Akron area. The study Indicated that the resulting loss of manufacturing payrolls
in the community would eventually cause a further reduction of an additional 6,500 jobs
in the nonmanufacturing and service sectors. See the Akron Beacon Jovrnal of June 4,
1972.

9There is no currrent and comprehensive breakdown available of the proportion of
foreign operations in the total sales of U.S. Industry. One 1968 study, based on 1965
data, found that of the Fortuac 500, one-quarter had 25 to 50 percent and two-fifths
had 10 to 24 percent (Bruck and Lees, "Foreign Investment Capital Controls and the Bal-
anep of Pnyme'ts. " New York University Institute of Finance Bulletin, No. 4S-49, April
196S, Table II.) These proportions have undoubtedly increased since 1965. Applying 1971
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earnings potential might enuse a drop in the stock market. Obviously this effect

is difficult to estimate quantitatively owing to the numerous fadtors determining

market values at any given time, as well as the varying degrees of impact on

coinparies with diffcrent proportions of aggregate income received from abroad.

While one can say with certainty, however, that if a Company that received 50

percent of its net income from foreign operations has itls taxes raised by 50

percent, it will suffer a 25 percent reduction in its after-tax income. Such drastic

surgery cannot but have adverse effects on equity values, no matter what the

prevailing earnings/price ratio. Consequences to collateral loans, and to mutual

fund.s and pension funds holding that security would -be drastic. The equity

value of each company's stock would be affected proportionately to the im-

portance of the foreign earnings to the total. While one cannot estimate the

magnitude of the "ripole" effects. the consequences would appear to be serious

enough to warant the most careful inquiry before- Congress is asked to take

fundamental decisions about the tax structure.
8. 7ie t welhld be thc effects on the tonn-term competitiveness of the American

economy.
During the past decade both 'the U.S. and the world economies have been

growing; and in some cases foreign markets have been expanding faster thlan

those at home. Production by American firms both at home and abroad has ex-

panded to fill these markets; but 'there is no evidence that the industries with the

heaviest foreign direct investment have suffered in their domestic output or

growth as 'a result. Indeed, the relative comparisons suggest the 'reverse.
1 0 If,

however, the imposition of double taxation should lead many companies to

withdraw from foreign markets, their place would soon be 'taken by competitors.

It is also important to recall Ithat American industry increasingly depends on

foreign sources for vital raw materials and that the economy as a- whole con-

sumes more energy resources and minerals than can be produced domestically.

A recenit report of the Secretary of the Interior suggests that by 2000 this short-

fall may be in the magnitude of $64 billion " annually which if procured abroad

would place a potential burden on 'the U7S. balance of payments which must 'be

offset by foreign-gource earnings. Moreover; some of the foreign affiliates which

would 'le affected by the tax changes play 'an important role in securing access

to energy and raw material resources at lower costs than might otherwise be

the case.12

The important point is that we cannot "keep American industry at home."

The United :States cannot live in an isolated, autarchic, me.t antil'ist system of

economic organization. We need to import many products. We cannot find ways

of paying for them. Exports are one means of payments, but not enough. We

must rely to an increasing degree on investment income. This we must en-

courage, father than discourage.

CONCLUSIONS

It is being suggested by some members of Congress as well 'as witnesses before

its committees tha~t the entire basis of multinational taxation be changed. The

r umifications are far-reaching-more so, in certain respects, than proposals to

revise and restructure domestic taxation. In a search for equity and tax "neu-

trality" at home, it is proposed 'that decades of effort devoted to developing

treaties, conventions. and national tax systems which will be equitable inter-

wationatlJy and thus promote international trade and investment should now be

reversed. Some 'thirty treaties are involved. The United States is by no means

alone in having a national tax policy which gives a special status to foreign-

source income. Most major industrial countries grant tax credits to avoid double

tai'ation-and some do not tax it at all, in order to maintain their competitive

sales to 1965's top ten multinationals (over :i0 percent of sales from foreign operations),
these ten companies alone would lose nearly half a billion dollars, or roughly one-fourth
of their after-tax earnings if the foreign tax credit were removed. There would presumably
be commensurate reductions in the values of their stocks.

IO Robert G. Hawkins, U.S. Multinational Isvestment in Manufacturing and Domesti'

Economic Perfor'nance, Center for Multinational Studies, Occasional Paper No. 1, February
1972.

"1 "First Annual Report of the Secretary of the Interior under the Mining and Minerals
Policy Act of 1970 (P.L. 91-621)."

12 YThe "branch" form of foreign investment is used principally by the banking and extrac-

tive industries, due to legal requirements. Their overseas income is already tamed when
earned, since it Is legally income of the U.S. taxpayer. But branches in the extractive Indus-
tries would be adversely affected by the elimination of the tax credit.



position in the world. The poin.t is that establishing "equality" or 'neutrality"
between U.S. d'omestic and U.S. foreign investmefft income automatically estab-
lishes inequality for U.S. firms 'as 'against foreign competitors! To avoid this
result would require complete revisions, and indeed reverse ls, of the whole sys-
tem of internatibnal tax conventions!

The proposal to tax foreign-.source income when earned would extend the
U.S. tax jurisdiction to the income from certain foreign investments made by
U.S. 'taxpayers who might lack control over 'the disposition of that inrome and
to which they might have no claim! At a time when the U.S. Government and a
large 'body of Congressional opinion is straining to convince the world that we
stand for non-interference in the internal affairs of 'other countries, we should
be doubly cautions That we do not extend the extra-territorial authority of our
tax laws under the guise of tax reforim.

Such drastic changes would seem to require that a very clear case be estab-
lished that the national interest would be helped more than it would be harmed.
Yet there are at least eight questions, enumerated in my statement, about the
effects of such proposals to which clear answers are lacking. Such data as there
are. applied to reasonable assumptions about the actions which might have to
be taken by U.S. corporations with substantial overseas activities, suggest
that the benefits might well prove illusory in the long run, while the negative
impact could be substantial. There is scant evidence to justify such far-reaching
changes in the taxation of foreign-source income.

One last philosophical note. It is common currency in political rhetoric that
the world now possesses the technical knowledge to solve the problems of pov-
erty, health, education, housing, and environmental protection. If so, it cannot
be denied that the world also needs capital, human resources, and efficient organi-
zation to tackle this monumental job.

There are three major forms of organizations around the world vying for
sul)remacy. each promising that it can do the job better than the others: Statism
(national socialism or communism), nation-state enterprises (private or mixed),
and multinational companies, mostly private. The first sacrifices individual
freedom and has proved inefficient. The second is ill-adapted to the proper
exploitation of modern technology, and in the past has led to many wars.
The multinational corporation under appropriate regulation, is a new and the
most promising vehicle to organize capital, management and technology to
undertake this gigantic task of production and distribution. It is to the twen-
tieth and twenty-first century world economy what the limited liability corpora-
tion was to the economy of the eighteenth and nineteenth century nation states.
One need not admire everything that is done in the name of private enterprise
to perceive that here is a most useful instrumentality which is efficient in the
use of resources; it commands technical knowhow, it is mobile across national
boundaries; and above all, it is most consistent with the preservation of per-
sonal choice and individual freedom.

Those who are making a profession of attacking the multinational corpora-
tion, aiming to dismember it, through taxation and other means, have the burden
of proof that statism or national enterprises of the nineteenth century variety are
better qualified to rise to the challenge of human aspirations. For if the critics
of the MINC's succeed, the most likely successors will be one of the other less
attractive alternatives in the organization of the national and international
economy.

APPENDIx A

U.S. DOUBLE TAXATION TREATIES ON INCOME TAXES IN FORCE JANUARY 1. 1972
1. Australia, 1953 12. Japan, 1953
2. Austria, 1957 13. Luxembourg, 1946
3. Belgium, 1953 14. Netherlands, 1948
4. Canada. 1942 15. New Zealand, 1951
5. Denmark. 1948 16. Norway, 19i51
6. Finland, 1952 17. Pakistan. 1957
7. France. 1949 18. South Africa, 1952
8. Federal Republic of Germany, 1954 19. Sweden. 1939
9. Greece, 1953 20. Switzerland. 1951

10. Ireland, 1951 21. Trinidad & Tobago, 1970
11. Italy. 1956 22. United Kingdom. 1946
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The following treaties are in force through extension of the operation of the
treaties indicated to newly independent countries:

U.S.-U.K. Trcaty, 1946: UI.R.-Belgium Treaty. 1953:
23. Barbados 30. Burundi (formerly Urundi)
24. Gambia 31. Rwanda (formerly Ruanda)
25. Jamaica 32. Zaire (formerly Belgian Congo)
26. Malawi (formerly Nyasaland)
27. Nigeria
28. Sierra Leone
29. Zambia (formerly Northern Rho-

desia

NATIONAL ASSOCIATION OF MANUFACTURERS,
GOVERNMENT FINANCE buitARTMENT,

July 24, 1972.
Hon. WILLIAM PROXMIRE,
Chairman, Joint Economic Committee,
\Ve?? Senate Office Building, Washington, D.C.

DEAR MR. CHAIRMAN: The NAM shares your concern over the lack of careful
analysis in the current tax reform debate. The country has been bombarded
with demands for massive changes in the Code with scant, if any, attention
to the actual tax policy record to date.

Even more important, before we start tearing the Code apart, we should have
a much better idea of what objectives this will serve. Much of this year's
'debate" has been couched in terms of income distribution, tax equity, raising
large amounts of additional revenue, and granting relief from existing taxes.
To say the least, pursuing these purposes simultaneously could hardly provide
a consistent framework for reform considerations.

The NAM believes that some changes in federal taxation would be highly
desirable. We intend to make detailed legislative proposals when the tax-writing
committees take up the issues next year. For the purpose of the current Joint
Economic Committee hearings, we would like to make a background recommenda-
tion and offer some comments on the studies that your Committee has published
and is undertaking. We would appreciate it if you would make this letter part
of the record of these hearings.

Ba.Sic Approach to Tax Reform.-Our view of tax reform is to provide a better
climate for productive enterprise of all income groups. We believe that both
tax equity and economic progress can best be served when tax rates are mod-
erate at all points.

In this country we have high rates of income taxation, both individual and
corporate, although these rates have been reduced somewhat over the past decade.
Most of the so-called tax "preferences" now under attack were designed spe-
cifically to relieve the burden of high marginal rates on some activity which Con-
gress deemed particularly worthy of encouraging. Obviously, the lower the rate
structure, the less need for these special provisions.

In the 1964 Tax Reduction Act, Congress made a commitment to encourage the
real growth and vitality of the private sector and to hold down government ab-
sorption of resources through the progressive income tax structure. We think
this was a wise decision, in light of the subsequent record. Although budget con-
siderations appear to rule out a general income tax reduction in the early 1970's,
it still would serve a very useful purpose to renew the commitment to modera-
tion in the rate structure-even to set a schedule of future across-the-board tax
reductions.

In our view, a program of across-the-board tax reductions can only be made ef-
fective through much better control of government spending, an ambitious but
essential task which we believe the Joint Economic Committee fully recognizes.
We doubt very much that the leeway for any significant rate reduction could be
provided by plugging loopholes, equity considerations aside.

In the meantime, the need remains for many provisions in the Code to relieve
the burden of high marginal rates on the critical areas. particularly those per-
taining to capital formation and productive investment. This, of course, is the
reason for the investment credit. ADR, the DISC tax regime, lower rates of cap-
ital gains taxation. We believe tax policy should encourage job-creating, private
sector investment, and indeed, should go further in such encouragement. How
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else are we going to continue to pay wage scales so far above everyone else in
the industrialized world?

One of the specific measures we will present to Congress next year is to expand
the ADR program to make it a more authentic and more liberal cost allowance
system. This serves the same basic economic objective as the investment credit-
to stimulate job creation and real per capita income gains through productivity
advance. It should be noted that even with the tax changes under the Revenue
Act of 1971, we are still behind most of our industrialized foreign competitors in
the tax treatment of capital recovery.

Joint Economic Committee Studies.-In announcing the current hearings, you
indicated a focus on some issues on which Congress needs better information.
specifically:

Income classes primarily benefitting from the special provisions now in the
tax law.

The extent to which these special provisions achieve specific goals that are
valuable'to the general society.

The extent to which reform should focus on corporate vs. individual in-
come taxes.

Aggregate estimates of the revenue that can be saved through tax reform.
Whether tax reform is a good -way to redistribute income.
The economic effects of any major income redistributions by reason of tax

reform.
This is a good working list of questions that we hope the Joint Economic Com-

mittee will delve into in depth over the coming months. We believe that the best
answers will not be found in the heat of the Presidential campaign, but through
painstaking analysis that is the hallmark of your Committee's deliberations.

In your consideration of these questions, we urge you to:
1. Consider the extent to which income classes benefit from government transfer

payment programs as well as special tax provisions. Census studies have indi-
cated a much more progressive overall tax structure when the impact of govern-
ment spending is included in the calculation. This should be even more pro-
nounced with the recent changes in Social Security legislation.

2. Consider an objective analysis of what has been done with regard to cor-
porate vs. individual income taxation. From recent politically-oriented statements
it would appear that the corporate sector is getting off virtually scot-free. Treas-
ury data, on the other hand, show that over the last four years the effect of major
legislative changes has been to increase corporate tax burdens, while individual
income taxes have been significantly reduced, particularly for lower-income
groups.

3. If new aggregate estimates are to be made of additional revenue that could
be gained through eliminating tax preferences, some more realistic methods of
dealing with "feedback" effects should be employed. As you know. simply adding
up the numbers has spread a picture of huge potential tax savings which is quite
illusory. Attention should be paid to the adverse revenue effect from a slower
general economy if some invesfmie'nt incentives were eliminated, the cost of gov-
ernment subsidies where they would be likely to be substituted for tax provisions.
and the necessity to phase in very gradually eliminations of, or restrictions on.
provisions that had applied over a period of years, where values had been cap-
italized long beforehand.

eWe -trongly suspect tha t the result of such a calculation, difficult as it may
be to derive, would be a substantial deflation of potential tax "savings."

4. We urge you to give particular attention to the social and economic impli-
cations of any forced large-scale income or wealth redistribution through the tax
system. W'e have the feeling that many tax reformers look at wealth as a static
distribution rather than as a dynamic process of production. We believe the latter
constitutes the real wealth of any country, and it behooves us to assess very care-
fully what would happen to incentives to work, produce and invest if some of the
income redistribution proposals were taken seriously. We should make this
thorough assessment well before embarking on any attempt to overturn the tax
code.

Very truly yours,
MELVIN C. HOLMT.,

Chairmian. Taxation Comimittec.
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FOREST INDUSTRIES COMMITTEE ON T-IBF VALUATION AND TAXATION, -I
Wa8hington, D.C., Augu8t 8, 1972.

Ron. WnrTTAAm PROXMIBE,
Chairman, Joint Economic Committee,
New Senate Office Building, Waahington, D.C.

DEAR SENATOR PROXMIRE: Among the papers released by you in connection with
the Committee's recent hearings on tax reform was a paper authored by Emil M.
Sunley, Jr.," entitled "The Federal Tax Subsidy of the Timber Industry".

In view of the recommendations contained in Mr. Sunley's paper, the Forest
Industrie8 Committee on Timber Valuation and Taxation requests that the fol-
lowing comments appear in the record so that readers will receive a more bal-
anced picture of the application and effect of the Internal Revenue Code
provisions relating to the taxation of timber proceeds.

Submission of these comments is in pursuance of the objective of the Forest
* Industries Committee of attempting to secure the widest understanding of the
tax rules applicable to timber. The Committee includes among its correspond-
ents on timber tax matters over 40,000 timber owners and is supported through
voluntary contributions of both large and small tax payers from virtually every
state in the Union who are part of the forest economy and thus affected by tim-
ber capital gains taxation.

In 1943, Congress enacted a provision in the Revenue Code which was designed
to encourage and permit private timber owners to manage their lands for con-
tinuous production of timber in order to meet the nation's ever-increasing needs
for wood and fiber.

Congress has periodically reviewed the progress of private forestry since enact-
ment of the 1943 tax provision, and in each instance has reaffirmed this important
incentive to timber investment and conservation.

In 1963 and 1969, the House Ways and Means Committee received over 1,700
pages of testimony from forest economists, public officials, small and large timber
owners, professional foresters and others fully analyzing the economic considera-
tions underlying the tax rules applicable to timber, and overwhelmingly support-
ing their continuation.

In view of its size, no attempt will be made here to summarize the record of
the 1963 and 1969 Hearings. However, since the recommendations contained In
Mr. Sunley's paper are based on what he contends is the lack of evidence that
the 1943 tax provision has been an effective incentive, we are attaching some
excerpts from the record dealing with that matter. It should be noted that two
of these excerpts contain statements of the U.S. Forest Service indicating the
beneficial effect the 1943 tax provision has had on forestry investments and timber
supply.

It is further argued by Mr. Sunley that "direct" subsidies could be substituted
for timber capital gains taxation as a means of meeting the nation's forest con-
servation and timber supply goals, and it is implied that such subsidies would be
less costly to the government-although no specific proposals are suggested. In
the past, several direct subsidy proposals have been put forth by forest economists
which would supplement the beneficial effects of timber capital gains taxation on
conservation and timber supply. Without expressing any judgment on the need
for such programs, it is relevant in the context of Mr. Sunley's paper to point out
that these proposals have generally been costly in terms of revenue; and often
have cost more than the timber capital gains provisions here proposed to be
repealed.

We urge members of the Joint Economic Committee, other public officials, and
private citizens concerned about the nation's forests and our burgeoning timber
supply requirements to read the attached excerpts and other relevant testimony
in the record of the 1963 and 1969 Hearings. We are certain that after having
done so, they will better understand both the economics of timber investment and
why alteration of the present tax rules applicable to timber would seriously
affect the ability of private timber owners to meet the rising demand for wood
products and depress the economies of the thousands of communities dependent
oa a healthy t'mber iindusti ;.

Sincerely,
WILLIAM K. CONDRELL,

General Counsel.

' Economist, Office of Tax Analysis. U.S. Treasury Denartment. The author points out
that the views expressed are his alone and are not those of the Treasury Department.



EXCERPTS FRom TESTIMONY BEFORE H1O1USE WAYS AND MEANS COMMITTEE IN 1963
AND 1969 RELATING TO EFFECTIVENESS OF INCENTIVE PROVIDED BY PRESENT TAX
RULES APPLICABLE TO TIMBER REvENUEs

1963 HEARINGS

Testimony of Mr. Paul M. Dunn, President, Society of American Foresters:
"Classifications established in the Revenue Act of 1943, in essence, permitted

capital gains treatment of revenues resulting from long-term increases in timber
growth and value, regardless of the method used in disposing of timber. This
action removed a major tax barrier to investment in forestry. . . . It was of
fundamental importance in releasing the flow of investment into private forestry
which has occurred during the postwar period. The major improvement in the
Nation's timber supplies, the large-scale investment in wood-processing facilities
with related permanent employment in many rural areas, and the watershed and
recreational benefits derived from forest management which have been achieved
on private lands during the last 20 years are directly traceable to this classifica-
tion of timber revenues." (Tr. 3344).

Testimony of Senator Len B. Jordan of Idaho:
"As late as 1958, the U.S. Forest Service, in its report No. 14, entitled, 'Timber

Resources for America's Future', pointed out the importance of the 1944 timber
capital gains tax to good forestry practices. .They said: 'Financial factors are
also playing a part in the development of industrial forestry. Capital gains . . .
(effective in 1944) of the Internal Revenue Code have made timber growing more
attractive and have provided incentive for more aggressive forestry programs."'
(Tr. 2932).

Testimony of Dr. Wilson Compton, American Forestry Association of Wash-
ington, D.C.:

"[T]he American Forestry Association as an organization is simply a citizens'
organization of persons who are conservation minded.... The (following) res-
olution was the action of the board of directors . . . by unanimous vote: 'The
inclusion of gains in timber growth and value as eligible to taxation as long-term
capital gains has been the largest single factor responsible for the vast nation-
wide progress, during the past quarter century, in timber and water conservation,
in sustained-yield management of privately owned forests, in the development of
recreational facilities, and in the maintenance of permanent sources of employ-
ment in forest-dependent communities.'"

Testimony of Representative Arnold Olsen of Montana:
"Many of the firms in the lumber industry of my district and State could not

afford to continue to manage their acres of forest lands if the incentives provided
for in section 631 are removed. . . . Repealing of section 631, as proposed, would
force the industry to return to the wasteful forestry methods used 20 or 30 years
ago." (Tr. 2942).

Interim Report of Stanford Research Institute:
"Had the Revenue Act of 1944 not broadened the availability of capital gains

treatment of timber, the forest liquidation climate would have extended into
the future and would have continued to severely affect local economic stability.
the productivity of the nation's forests, and the level of new investment and em-
ployment in the nation's forest product industries. The growth in forest protec-
tion and management on the nation's industrial forests that has occurred since
1944 would not have been as great." (Tr. 3093).
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1969 HEARINGS

Testimony of Mr. I. H. Collet, President of Olinkraft, Inc.:
"In the 10 year period through 1968, forest industry owners planted and seeded

an average of 502,000 acres annually, increasing from 417,000 acres in 1959 to
604,000 acres in 196S.... These accomplishments are compelling evidence of
the effectiveness of the incentives for reforestation provided by Section 631. The
contribution of Section 631 to this remarkable performance by the forest industry
has been recognized by the Forest Service. *Beyond the influence of any income
tax upon timber management are the specific effects of the Federal tax, with its
provisions regarding the treatment of long-term capital gains. One of these effects.
is to encourage the forest owner to incur silvicultural expenses that may be-
charged against his ordinary income. Another is to stimulate forestry investments.
in general because of the favorable treatment their revenues from timber will
receive. The result is to favor an increase in the timber output of private forest.
owners, particularly in the long run. . . . It is assumed for purposes of this
analysis that the features of the Internal Revenue Code will be retained.' (Tim-
ber Trends in Western Oregon and Western Washington, U.S.F.S. Research
Paper PNW 5,1963, p. 46." (Tr. 2827-28).

Final Report of Stanford Research Institute:
'The e'rreint federal tax policy with respect to timber has made a substantial

contribution to extending the nation's timber supplies. It has accomplished this
by permitting the owners of large private forests to justify financially better
protection and management practices on their forests and to manage them for
continuous production of timber." (Tr. 2916).

"The existing tax policy with respect to timber has also served to extend the
nation's timber supplies by inducing a more orderly cutting of the old-growth
forests in the West. It helped bring the public and some private overmature
forests in the West into production at an earlier date. It moderated the tendency
for inefficient small sawmills to liquidate fast growing young trees along with
overmature timber. There have been great strides taken over the post-World
War II period in fuller utilization of the timber removed from the nation's forests.
The existing tax policy with respect to timber has played an important role in this
development." (Tr. 2917).
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