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TAX SUBSIDIES AND TAX REFORM

WEDNESDAY, JULY 19, 1972

Coxcress oF THE UNITED STATES,
Joixt Ecoxoyic COMMITTEE,
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 R. Stark, executive director; Loughlin F. Mec-
Hugh, senior economist; John R. Karlik, Richard F. Kaufman, and
Courtenay M. Slater, economists; Lucy A. Falcone and Jerry J. Jasi-
nowski, research economists; Walter B. Laessig, minority counsel;
and Leslie J. Bander, minority economist.

OPENING STATEMENT oF CHAIRMAN PRrox»MIRrE

Chairman Proxatire. 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 truth
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 Xconomic Com-
mittee, I think it i1s 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, droppad 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 sceial 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 sarlier study done for the committee, for example, Mr.
Joseph Pechman 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 (loramissioner Johnnie Walters has recently reported that
about half 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 provisions 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 overa 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-
visions.

Prior to those hearings, the Joint Economic Committee published
several new studies evaluating about $23 billion worth of Federal in-
dividual and corporate tax subsidies. This was done as part of our
continuing review 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 coitroversial-—and in some
cases we will need additional evaluation—these studies peint the wav
to raising rdditional billions of Federal revenue while increasing the
efficiency of our Federal tax system and its fairness. Our hearines
today wil! continue to focus on developing information to assist the
Congress in the “how” of tax reform.

As our first witness this morning, we are delichted to have the dis-
tinguished Congressman, Representative Charles A. Vanik, Demo-
crat of Ohio.

Mr. Vanik, will you come forward and take your position at the
microphone here?

Mr. Vanik has vepresented the Cleveland area of Ohio since 1954
in the House of Representatives. He is a graduate of the Western
Reserve University School of Law. He has served as a member of the




3

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 Vaxtr. Mr. Chairman, I wonder if I could have with
me Mr. Vaughan, Mr. Talisman, and Mr. 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 O0HIO, ACCOMPANIED BY JAMES K. PEDLEY, WILLIAM
K. VAUGHAN, AND MARK E. TALISMAN, STAFF

Representative Vaxix. 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.

Mr. Chairman, at this point, T 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 Proxmire. 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 Vaxig. 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 have a definite inter-enterprise effect be-
tween corporations as well as individuals.

My 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 well as annual reports to shareholders.

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

It should be noted that the figures presented in the table represent
approximations rather than precise ficures. 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 Kuropean 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. IBM, the fifth largest corporation in this land, combined
their foreign and federal taxes in all public records, including their
10-K 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 (requlations 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 ineluded in the Internal Revenue Code to obtain an effective
tax rate lower than the average tax rate paid by all American corpora-
tions. Some of these corporate giants have managed to escape all Fed-
era] 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 using 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.

T 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—mnot 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 growth of monopolies, 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
within the same indnstries: and between different industries.

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
96.9 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 U.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 giants have—in some years—paid high effective tax rates.
Standard Qil 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 eiants 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 $3 billion, has failed
to place an emphasis on new capital 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 corporaticns 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 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 corperate 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 deficiency be made up?

Then it might be argued, “well, 1f 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 cvcle? 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 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 you.

(The prepared statement of Representative Vanik follows:)

PREPARED STATEMENT OF HoN. CHARLES A. VANIK

CORPORATE FEDERAL TAX PAYMENTS AND FEDERAL SUBSIDIES TO CORPORATIONS

Senator Proxmire, Members of the Committee, today’s testimony is. in a sense.
a follow-up to the presentation which I made hefore your Committee on March
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 paving 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 they paid.

A portion of that study is now completed. T bhelieve that it provides valnable
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

My study examines 145 companies selected from the 1970 Fortune 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 iax 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 caleulate 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

corporations

Year: gample
1969 S0
1970 92
19T e 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 belicve the figures in ihe charts are as
accurate as they could be made by my staff, aided by expert Ceriified Public
Accountants. 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 lower than the average tax rate paid by all
American corporations. Some of these corporate giants have managed to escape

1The SFC statements, for example, show Federal income taxes for financial reporting
purposes that freouently Aiffer from the amount actually paid. This, in turn, is due t»
differences in timing of income and expenses.

To illustrate, the SEC statements freenentlv renort depreciation expenrces on the basis
of strrisght-line denreciation over the niseful life of the asset. Flowever, for tax purposes,
elass life deoreciation (ADR) and accelerated denreciation methods are usually used where
allowable, Similarly. some companies spread investment credits over the entire life of the
asset for book purposes. Other exampnles of such differences in timinz for book purposes and
tax purnoses concern instaliment sales which are reported on a full accrual basis for hook
vurnoses and on an iunstaliment basis for tax nurnoses. Similarly. for book purposes. war-
ranty expencges are deducted on an estimated hasis in the vear the warranty is issued
whila for tax purposes. warrantv costs are not deductible until actnally ipcurred.

The pffeptlve tax rates nrecented in this study were arrived at after adinsting both the
corporate income and the Federal income taxes shown in the pwhlie statements.

Tn general, the tax hase (ie.. cornorate income) used in this stvdy was computed by
taking the net income after tax shown on the company income statemenis and adding
back the Federal income tax exnense shown in the statements. Tn some caces, adinstments
were mada—the tvne of adiustments required te make sense of the SEC filings further
described in detail in the appendix.

It is important to note. thouch, that in some cases. the tax_exnencos shown o the
commany’s statements present one aggregate fizure for comhined Federal, State and loeal
and/or foreign income taxes. Since. in these cases, it was not nossible from the pnblished
data to exclude the state and leeal. or foreien income taxes, the entire tax expense was
treated as Federal income tax expenses—except where the State and lornsl or forelzn
income taxes were helieved to 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
;)f the Fortune list who made profits but which paid no Federal corporate
axes:

1969 1970 19711
Number of corporations ___..___________..______ Joutof73_________ Soutof86_ ... ... 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 income—
but no taz paid

Continental Oil e $109, 030, 000

MeceDonnell Douglas. . __ 144, 613, 000
Gulf & Western Industries -- 51,381,000
Aluminum Co. of America_____________ o ____ 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 will 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 ____________________.___ 10outof 78 ___.____ 13outef86_________ 6 out of 45.
Amount of taxable income on which less than 10 $3, 377,000, 000_____ $3,171,000,000___._ $2, 327, 000, 060.

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 109, effective rate.

1969 1970 1971
Number of corporations _______________..__._.__ 170utof78 ________ 22 0utof86.____._... 11 out of 45,
AmouRt. .l $4, 239, 500, 000_.___ $3, 853,000, 000__.__ $2, 708, 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 will cause all Americans to consider the need for tax reform—not just
individual tax reform, but corporate tax reforms 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
$26,000,000 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 how 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 1969 was 379.
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 449. Obviously the giant corporations enjoy
greater cash and more subsidiaries—thus driving the smaller firmns 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 sample

tax rate (profitable
(percent) firms only)
26.9 78
25.8 86
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 41.19% rate in 1969—and, apparently, no tax in
1970. Out of the 17 c¢il companies studied 10 paid less than 109% 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-
ment, I have provided sections briefly describing how 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 tex rates—
they have simply taken advantage—quite effectively—of the multitude of taw
subsidies which have been enacted into the tax 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 thc top
100 was 3280.4 billion; in 1971 sales amounted to $315.2 billion—an increase of
12.5% in sales. But in these three years employment in these top 100 corporate
giants dropped by 529% or 500,000 workers. 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 fo insure the proper
logging conservation practices for which it was designed.
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4. The TForeign Tax Credit—and other foreign investment subsidies—have
exported jobs, domestic capital needed for increased American productivity,
and removed billions from the U.8. 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
hias 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 REPORTING

Corporations, through complex reporting procedures, have made it impossible—
in all too many cases—to accurately estimate, from public sources, the actual
Yederal income tax paid for any particular year- The annual reports are a “mi-
rage of ambiguous statements” 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 comparies for example (A&P, Kroger, J. C.
Penney, and Federated Department Stores), on a combined basis for 1969, 1570,
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 indusirial firms, however, pay a considerably lower effective rate.
The effective income tax rate for Union Carbide, for example, was 18.6 percent
in 1971 and 20.6 percent in 1970. Simiarly, Allied Chemical Corporation paid an
effective rate of 9.5 nercent in 1970 and 4.4 percent in 1969.

The eight largest railrcads, 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. Chemieal New York Corporation, for example, paid an effec-
tive income tax rate of 31.1 percent in 1971, 33.1 percent in 1970, and 39.4 percent
in 1869. 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 the small
manufacturers, businessmen, and shop owners out of business. We seem to have
assumed that small business is obsolete and have equated bigness with efficiency
and produectivity. 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 the 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
purposes. Often, even unsuccessful operations can be purchased and used to re-
duce the total tax liability of the larger purchasing company.

Under certain definitions in section 368 of the tax code, large corporations pur-
chase 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 368 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.”

'Fhese 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 tfuture profit streams of these small com-
panies are sold tax free, thus undermining 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-sheitered 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 or these industry giants was 26.9% in 1969, but the
overall American corporate effective tax rate was 379 in 1969. This means that
the smaller companies are paying an average rate of about 449%. Conglomerate
and “trust” growth helps the rich get richer, the big get bigger—and the small to
luse out. The tax subsidy system of the Internal Revenue Code is encouraging
this growth; it is destroying tlhie 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 149, In 1971
IT'I’s net income before federal taxes was approximately $410.000.000 and an
effective tax rate of almost 59%. As II'T grows, its tax rate shrinks. The 10-K for
ITT indicates that the Hartford Co. and I'TT 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, sone 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 1TT'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
te lower 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 bat to evaluate how these giant eorporations 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 acguisition 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 assetls from 1961 to 1968

Company : Percent
U 39
Gulf and Western_.___._________________________ 83
Ling-Temco-Vought o T
Tenneco 31
White Consolidated_._______________________ o ______ S6
Teledyne . e, 90
Occidental Petroleum...._______________________ o __________ 43
Litton — 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-
cumstance, 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 whether
the gain in earnings is illusory or real as long as it ‘“looks good” to the
stockholders.

THE ATROPHY OF SMALL 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. What 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
5.236 16. 328 28.4
9.489 23.211 40.0
15.978 33.248 48.0
16.9 31.07 54.6

MANUFACTURING CORPORATIONS, SALES

[In percent}

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

3.14 46.4

2.98 50. 25
2.75 55.07
2.26 63.74
2.10 65. 64
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 188.000 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 63.4 per cent of
all industrial sales, 75.8 per cent of all industrial profits, and 44.3 per cent of all
industrial employment.

"here are more than 11 million firms that are considered to be small busi-
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 doliars—
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
small business.

It is time for Congress to examine what effect tax poliey 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
indicate a drastie phase out of corporate contribution to the cost of government.
It corporations are to reduce their contribution to the government. how will the
deficiency be made up?

While some argue against corporate faxation on the basis that dividends pay
taxes, to what extent is this true? To what extent are American corporate
profits a closed cyele? What percentage of corporate stock is owned by other
corporations who pay little or no tax on dividend income? If three American
citizens cou'd 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.

Wo 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 he 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 2.19% 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

83-786—73 2




T.8. 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 bad a net income before taxes of $169,000,000—that
same year Bethlehem received $32,000,000 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.

THE 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 credits
or “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 deduction; 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. Thig
can be seen by a pro-oil subsidy letter which I recently received from the American
Petroleum Institute. The major petrolenm companies studied by the Institute
account for 95 percent of the direct foreign taxes paid by the total U.S, petroleum
industry— and thus obtained approximately 95 percent of the benefit of the For-
eign tax Credit. America’s 18 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 T.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 has
been pointed out that the percentage depletion allowance costs the public $1.5
billion and results in an annual expenditure of only some $150,000,030 for new
exploration and new reserve discovery. In other words, this subsidy has an
efficiency rate of about 10 percent. During the Congress’ consideration of the
1969 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 levels
to the price subsidy represented by percentage depletion, and in part to
the inefficiency of the allowance for this purpose since over 40 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” redl.xc.tion
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 ineflicient 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 149,. Treasury
studies once again indicate that the vast majority of the timber tax subsidy
goes to just a few. In 1963, corporations in the lumber and paper industry
reported $443,400,000 of long-term capitnl gains. This represented a tax savings
for the corporation of between $100,000,000 and $140,000.000. In 1965, 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 64.8 percent
of the long-term capital gains. The 63 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.

Tt would be particularly important to consider alternative forms of assistance
which would ensure better conservation of our nation's 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 payments
to the U.S. Treasury. Many of the large corporations included in this study have
utilized the Foreign Tax Credit to reduce their Federal tax liability to zero—or
to 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 for
the benefit of a very few corporations. Use of this foreign investment tax credit
is 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 abroad
amounted to $17.5 billion, or 20% of all corporate profits. The magnitude of
these 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. While
foreign governments veceive the revenue from U.S. overseas investments, U.S.
corporations credit these tax payments against their U.S. taxes. In 1970, $4
billion in foreign tax credits were claimed by U.S. corporations on their tax
statements,

Most of the earnings of U.S. corporate subsidiaries abroad are reinvested in
fixed 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 equality
in total tax burdens including foreign as well as U.S. taxes. But I believe that we
should seek to establish equal treatment in U.S. taxes, by treating foreign taxes
as a cost of deing business for which one may obtain a deduction not a credit.

This whole question is thoroughly discussed in Professor Peggy Musgrave's
study, “Tax Preference to Foreign Investment,” which was included in your Com-
mittee’s compendium of papers published on June 11, 1972. Professor Musgrave
has provided an excellent study. It is one which must be considered by all the
Committees 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 when
foreign income has been earned—adding $3.3 billion to the U.S. Treasury.

According to a recent Forbes magazine article, certain individual shipping
owners, such as billionaire Daniel Ludwig, the shipping magnate, have amassed
incredible 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 tax
shelter permitted in the U.S. tax code.

Mr. Chairman, all U.S. corporations should pay the same effective Federal
tax 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. there
are two corporations that have reduced their effective tax rate to about 3% and
49 —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 income
to $202,000,000 but its effective tax rate was only 3.39. Most individuals pay a
higher 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 losses
for tax purposes for both 1970 and 1971—while the 1971 net income reported to
shareholders 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,-
408,000—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 1970, 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 down. In 1969 American Electric had a net income before
taxes of $133,000,000 and had an effective tax rate of 239%. In 1970, this same
company’s net income declined by $2 million while their taxes were reduced
by 40%. In 1971 American Electrie’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 13.29, 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 impos-
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 com-
panies to Internal Revenue often illustrate a completely different picture that
reduces their profit figure, which in cffect, reduces their tetal 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. IBM, 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 504,15 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 SEC
concerning the failure of the Commission to enforce iis existing regulations, and
I have urged that they develop clearer reporting requirements. On July 7, 1972, I
received a letter from Chairman William Casey of the Commission, who
admitted that the various “accepted” accounting rules do vary and do create
a good deal of confusion. The Chairman also indicated that new Federal tax
requirement rules had just been issued on June 23rd. I would like to enter in the
hearing 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 the
amounts shown as “taxes paid” in corporate reports. This is an area where
differences 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 disagreemint among professional accountants as to
which treatment is proper. The Commission has taken no position on this
issue.

Both the Commission’s accounting rules and the opinions of the Account-
ing Principles Board require the disclosure of income tax expense. If income
taxes and excise taxes are combined on the face of the income statement (as
in 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 be
divided 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 (Ruie
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 to
continue this improvement and we appreciate your interest in the subject.

* % ® * % * *

Rule 3-16 (o) Income taz erpense—~Disclosure shall be made, in the
income statement or a nofe thereto, of the components of income tax
expense, including: (1) taxes 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 scparately for
cach component, unless the amounts applicable to other income tazxzes do not
exceed 5 per cent of the total for the component and a statement to that
effect is made. (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-
ment 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 Committee, 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 American 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 obtain essential facts because of laws that are not enforced
or that shroud and conceal the truth te which every citizen is entitled.
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APPENDIX

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

The data contained in the tables were obtained from anmual 10-K reports,
registration statements or prospectuses filed with the Security and Exchange
Commission (SKEC), or from annual reports to shareholders, or in some cases
from annual reports fto 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 SILC. 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 finaneial reporting to shareholders companies that could
not be 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 andit by the IRS;

(3) 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 tazres

Companies frequently consolidate for financial reporting foreign subsidiaries
and subsidiaries that are 51 percent or more owneéd—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.

“Owerstating” the provision for Federal income tazes

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 will 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 (APB) 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 financial 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 flowthrough) 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 do 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 ¥ederal income tax, an effort was made to re-
flect the tax effects of extraordinary items where appropriate. For example,
where the income statement showed separately 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.

Conclusion

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. Approximate

Net income current Net income current Net income current

before Federal Federal before Federal Federal before Federal Federal

Corporation income tax ! income tax Effective rate income tax 1 income tax  Effective rate  income tax ! income tax  Effective rate
Industrial corporation list:
General Motors_..___________.__ 3,252,100 1, 566, 275 48.2 608, 200 149, 418 2.6 ... ...
i 4 4

864, 600 360, 0! 541.6 947, 400
490, 368 192,100 39.2 448,936
4

570, 395 95, 600 16.8 480, 516

135, 300 537, 800) T(48,000) . ... 169, 200

413, 858 29, 615 18, 085 84.2 357,345

928, 689 921, 247 273,250 8.0 887, 199

478,958 489, 089 v 221, 627 45,3 472,175

628, 558 625,732 211,892 1.9 697, 643

104,516 109, 491 66,110y ....__._.__ 243, 207

______ 257,192 199, 829 51, 675 2.9 273,211 N
Standard Oil (California).. ... ..l T ey T 185, 411 29, 700 16.0 212,319 Do
Ling-Temeo-Vought ... __________ T 17Tt §39, 308) 2,942 (. ....... (59, 948) 3,133 ... 542, 216)
Standard Oil (Indiana). ... ___ T 23,1408 63, 462 15.0 417,768 56, 018 13.4 12, 658
Boeing. ... I () 9,3 0 20 95.9 (14,270)
DuPont . . T 601, 600 254, 000 42.2 587, 700 253,300 431 .
Shell Oil_____________ T () S 305,298 34,285 11.2 348, 263
ggrAeral Telephone & Electronics._ ... . EB; .............. 428,639 4176, 58(;‘ 41.2 503, 843
4

- 263, 26 164, 404 24.5 190, 229 240, 362 21.2 261,258
e e e e () S 48, 395 25, 666 1L7 .
______ 240, 005 44,709 © 188 240, 666 49, 448 2006 L. __.

...... 397,974 389, 412 171,294 44.0 342, 333

______________ 122,071 2(13.000) ... ... 169, 532

................... 681, 761 270, 600 39, 724, 285

______ 157,222 147,77 , 547 44.4 142,672

Greyhound.._._____ T TTTTTTTTTTTTtno T 64,416 12, 387 19.2 68, 500
Atlantic Richfield_____________  _TITTTTTTTTTmm 211, 845 10, 622 5.0 219,921
Continentat Ojl_____ 109, 030 189,377 24,952 5.3 173,610
International Harvester G 72,184 93, 633 24,443 26.1 76,703
Lockheed Aircraft. . ____ @) (Elg 2t (21) @)
Yenneco. .. ... ... LIt 190, 06 24,273 12.8 195, 341
North American Rockwell 125,534 122,207 455,713 45.6 ... ... ..
Litton Industrias..___ 69, 451 100, 690 229,739 29.5 114, 822
United Aireraft._...._.__._. 7T (92,572) 79,228 716, 260 205 ...




Firestone Tire & Rubber.____.__........ 230, 369
Phillips Petroleum._._... 161, 050
Occidental Petroleum. (60, 450)
General DYNAMICS. - - weeeemceammmmmem o ammoac s
Caterpitiar Tractor.. 203, 294
i 99, 887
144,613

207, 305

18§, 265

........ 185,129

Intarnational Paper__ oo comoaaiaiaen 80, 826
AMECAN CAN . eee e e eeemeececcemceccmmmmeacmc—aeeeeamaesnn
BOIGR oo o e e eeeeeemmm e eemmmcemmmmmacecesaemsesmsozoze
Rapid AMETiCaN. o o eoaeiccacacnaeameneee 61,180
Burlington 1IGUSTTIBS - - o oo o emmemmmeeenes 74, 820
Union Ol of Califorfia. oo eeeeeeeaemeecmmc e aeaama e
R. ). Reynolds TNGUSEIBS, - - v o oo oeomm e mmmmmmm oz 22 mmnm
SperTY RANU. .ieeoc e c e 116, 588
Xerox. ... e et eeemmameammm e 348, 576

Boise Cascatle .. ...
Cities Servics .. _.
Minnesota Mining % Manuldctunng ..............

Consolidated Fo0HS_ .. o oneaeee e amme e 102, 819
Gulf & Western Industries. .. .. 51, 381
TaXUON. .« oo

Coca-Cola. . ool

TRW.. i accciaaeiaaaes

Armeo Steel - ooioeo-
Beatrice Foods.. -
Raiston Purina. .. .ooceaaoaoaoo
[T
Aluminum Co. of America.
AMErican Brands. .- eeeomceecaccmammewm o menmmmmeszoosaae
BeNdiX. oo oo oo e eeeanmmnn 58,119
National Cash Reqister. ... _......

American Standard_ __
Signal Co._..
Ashland Ol oo

United Brands. - oo ooomieaaamamaaae
CPC International_ . .o coooomamaaae
Standard Oil (Ohio). .
Republic Steel. . oo oo eieeiiemeiammamceesieannnn e

Sece footnotes, p. 26.
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APPROXIMATE EFFECTIVE FEDERAL INCOME TAX RATES PAID BY COMPANIES SELECTED FROM FORTUNE MAGAZINE'S LIST OF LARGE CORPORATIONS—Continued

1971

1970 1969
Approximate Approximate Approximate
Net income current Net incone current Net income current
before Federal Federal before Federal . Federal before Federal Federal
Corporation income tax income tax  Effective rate  income tax ! income tax  Effective rate  income tax ! income tax  Effective rate
47,639 29,082 19.0 107, 688 2 35, 486 33.0
88, 130 28,794 32.7 108, 699 44,936 41.3
271,048 €126, 6?‘3) 46.7 254,024 4122, 0211) 48.0
4
150, 371 51,942 34.5 47,684 33.1
37,070 213,430 36.2 223,233 41.6
Allied Chemical _ 88, 011 8,336 9.5 3,712 4.4
National Steel.._______________ 73,655 73,449 (19,825) . .. ._.._._.. 30, 900 22.1
Weyerhaeuser._____ . _____ DTttt MUY 170, 667 33, 460 19.6 35,930 19.4
U.S. Industries..______________ 129,977 115, 251 41,154 35.7 48,632 42.7
Getty Qil__._.___._________._. 138, 140 121, 462 19,725 16.2 14, 682 12.5
Teledyne___ ... _____________ 109, 312 34,192 313 () S
Colgate-Patmolive. ... [ JI I g i T (Q [
B.F. Goodrich. ... ______. 30, 561 46,090 19.9 416,575 25.1
Georgia Pacific...__.._._____ 107, 070 4, 500 4.2 21,200 17.5
Whirlpool ... It 3, 345 19, 040 20 57. 1 46, 840 49.8
Transpaertation corporation list:
(@) Airline corporations:
United Air Lines._..____._.______._.___________ (7,301) 0 0 (51,168) (22,850) . . ... 87,150
Trans World Airlines. (7,128) 0 0 (98, 823) 0 9,013
American Airlines________. 2,404 (€43 T (37, 552) 59, 878y ... 45,434
Pan American World Airway (66, 033) 0 0 (70, 005) A5 778) . (46, 450)
Eastern Airtines__________ 7,639 0 0 8,073 0 0 §3, 521)
Delts Airlines_____ 43, 550 881y .. ... 77,165 9,615 12.5 2,298 3, 562 4.9
Northwest Airlines.________________ T T T ) 44, 560 $(15,280) ... 80,973 417,100 21.1
Total for airlines......____..._._._...___... (27,139) (2,566) .. oooo.... (127,750) (54,163). .. ... 244,897 13,043y . _______.__
(b) Railroads:
Penn Central__ ()] (12) () (O] 7 () ()
Southern Pacific._ . 145, 675 124, 098 212,049 9.7 142, 485 X
Norfalk & Wester| 62, 866 63, 305 B(2,026) ... ...
Burlington Northern______________________ T T 35,663 11 451 4.1 13,670
Chesapeake & Ohio. ... ____ Tt 52, 563 3,331 6.3 56, 054
Union Pacific_ ... . Ll 114, 589 (3,835) ... ... 123, 098

(4




Santa Fe IndUSIIeS. - . oo o e e eeammeaaeen [ N 59, 607 3r ggg 1.7 88, 573 6,630 7.5

Southern Ry [ T 56,474 1.5 ieeameaan () J U
Missouri Pacific System_...__ ... ... 20,932 1,92% 9.2 23,135 15 553 2.4 23,977 2,686 11.2
Total railroads. ... . ..o ooiocaoaooo- 229,473 22,228 9.7 529,434 26,018 4.9 447,857 50, 212 11.2
(¢) Trucking companies:
Consolidated Freightways_ . ..o @ eecooiiaoaaooon [ I 13,156 16,928 52.7 26,779 411,639 43.5
Leaseway Transportation 26,129 4,793 18.3 1,483 G 105) oo 12,719 1,885 14.8
Roadway Express1e___________ R 34,572 18,931 54.8 17, 606 8,573 48,7 oo [<) R,
Yellow Freight System_ .. _ .. .. iicmiaman 24,260 410, 897 44.9 13,773 45,135 37.3 14,639 45,584 38.1
. Total trucking. ... oo ooe e iaiceinaas 84, 961 34,621 40.8 46,018 17,531 38.1 54,137 19,108 35.3
Utility corporation list:

T & T e 3,498,478 171,138,474 32.5 3,561,809 V7 1,478,656 41.5 4,014,369 1 1,848 301 46.0
Consolidated Edison. . 202, 228 16,727 3.3 110, 027 18 (17, 500). 141, 389 7,200 5.1
Pacific Gas & ElBCHIC - - - oo o e oo e e e e e e [ YN M) . e e emamaean ({0 IO,
Commonwealth EdiSOn. ..o ccaciamemorsazazao- [() 195, 940 83, 127 220,374 74,424 33.8
American Electric Power_ . 149. 876 6,722 4.5 136, 662 18, 051 138, 457 31,814 23.0
Southern California Edison 159, 824 35, 409 22.2 160, 407 35,840 139,933 34,430 24.6
Columbia Gas System. . 119, 659 28,077 23.5 129, 666 43,592 122, 254 41,352 33.8
El Paso Natural Gas_._._. 87, 854 23,908 21.2 33,034 6,644 51,337 14, 399 28.1
Texas Eastern Transmission. 101, 768 26, 362 25.9 81,424 18,991 3 60, 877 8,478 13.9
Pennzoil United. e emeeaaamaeenaaaan [ S 74,719 (12,755) . oo 65, 700 6,835 10.4 ')

Retailing corporation list: (11
Sears & Roebuck . ... . el 682, 148 289, 306 42.4 694, 394 292, 308 2.1 . [C) 3P,
Allstate and subsidiaries. . . . 90,775 5,327 5.9 82,910 L) Y P |
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, 127 275,328 48.6 140, 441 269,893 49.8 113, 347 2 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 4.2 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 41.7
Commercial banking list:
Bank America Corp..__....._...... [ I 239,758 +75, 880 3.7 249, 416 +97, 203 39.0
First National City Corp._..._.. 4 80, 486 28.6 222,175 4 43, 557 19.6 184, 782 431,174 16.9
Chase Manhattan Corp. ____.___ [ I 163, 619 442, 445 25.9 150, 065 455,131 36.7
Manufacturers Hanover Corp () 142,573 449,870 35.0 132,084 4 56, 264 42.6
J. P. Morgan.____... ®) 132, 630 + 36, 386 21.4 115, 430 435,482 30.7
Wastern Bancor. ... - (30) 70, 097 410, 856 15.5 94, 241 422,300 23.7
Chemical New York Corp. 102, 073 431,734 102. 675 433,967 33.1 99, 406 439,174 39.4
Bankers Trust New York Corp. - .o aeocnoooecccccmcamaemmmmeaoan s 83,903 428,236 33.7 52,731 411,899 22.6
Conill Corp. — o oomemaecaeaeae 100, 257 425,513 25.5 717,922 417,794 22.8 58, 685 411,473 19.6

See footnotes, p. 26.




{ The adjusted net income before Federal income tax reported to shareholders consists of the nef
income (or loss) plus all Federal income tax expense (or income) plus deductions for minority interest
taken in calculating net income and less income from an investment in another company when the
equity method of accounting has been used. In same cases, the minority interest and/or the income
reported under the equity metiiod was not separately disclosed: thus, in these cases, these ad-
justments could not be made. (These accounting problems are further explained in the appendix.)

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

3 All the data necessary to compute the result for 1969 were not available on the 1971 and/or 1970
financial statements. . .

4 Possibly overstated significantly because foreign and/or State and local income taxes are combined
with Federal income tax. Wheraver this is believed to be extremely significant, the data are omitted.
These companies have not reported separately their Federal income tax expense. As stated elsowhare,
this is an apparent violation of SEC filing requirements. .

8 The Ford Motor figures represent the effects of State and focal as wa'l as Federal incoms taxes.
Their reports combine these amounts and thus the percentagas are higher.

¢ The data for 1971 ware not available when thisinformation was being gathered.

? Including C ian and U.S. i tax.

® Even though there appears to be some tax paid, the 10-K for ITT indicates that Hartford and ITT
filed consolidated tax returns on which no tax was paid.

¢ Western Electric Co.’s income is included in the consolidated return for the Bell System; however,
thisis essenlial!g the same tax which would have been reflacted if a separate return were filed.

. 10 McDonnell Douglas Corp.’s 1971 10-K indicates a NOL carryforward from 1970 and 1971; thus,
in eftect.no Federa! incoma tax has been paid since prior to 1951, i X

1 The 1971 and 1970 data for Ashland Oil were not readily available in the SEC microfilm files.

12 The 10-K report states that Southern Pacific had no tax liability on a consolidated return for
either.1971 or 1970; the res:its for 1969 were not disclosed. The ostimated amounts for Federal
income tax ($19,551,000 for 1971 and $12,049,000 for 1970—effective tax rates of 13.4 and 9.7 per-
cent, respactively) if'actually paid may have been paid by subsidiaries less than 80 percent owned
and, thus, not efigible to be inctuded in the consolidated tax return. Some, or all, of these amounts
may represent overstatemant of Federal income tax accrud accounts in order to provide a resarve
for future tax deficiencies following audits by the IRS: to this extent they would not be paid.

3 The Analysis of Federal Income Taxes (p. 316 of their 1970 1CC annual report) showed that
Norfolk & Western saved $29,403,000 in Federal income tax due to accelerated depreciation and
to 5-year amortization. Their Federal income tax, if based on income per books of account would

have been $39,632,000. Filing a consolidated return saved an additional $16,687,000 in Federal income
taxes. Their minimum tax on preferences was $2,143,000; however, the analysis of Federal income
taxes indicated a refund of $1,624,000. The 1970 net income (after provision for Federal income tax
and alf}jert pdroviding for minority interests) was $71,259,000 for Norfoik & Western and $64,017,000
consolidated.

M The 1970 ICC annual report (p. 316, “‘Analysis of Federal Income Taxes'") showed that Burlington
Nortern saved $12,236,000 due to accslerated d%preciation. Thir taxes based on income recorded
in the accounts would have been $13,367,000. Their refund was $603,603. The net income (after
provision for Federal income tax and after reflecting minority interests) for Burlington Northern was
$33,000,000 and $34,202,000 consolidatad.

15 The 1970 Analysis of Federal Income Taxes (p. 316 of their ICC annual report) indicated that

- Missouri Pacific had a refund of $314,700. Their Federal income tax based on taxable income as re-

corded in the accounts for financial reporting would have been $6,671,000 The net income (after
provision for tax) was $18,189,000 for Missouri Pacific and $21,580,000 when consolidated. This
co;npany saved over $3,000,000 in taxes in 1970 due to accelerated depreciation and 5-year amorti-
zation,

18 The information for Roadway Express was taken from its 1971 annual report to shareholders.

17 Because the wholly owned subsidiary Western Electric Co. is accounted for by using the equity
method, the income and current Federal income tax for A.T. & T. is not included here even though a
consolidated tax return is filed.

18 Notes to the financial statemant of C lidated Edison ind net operating losses for tax
purposes for both 1970 and 1971 while the 1971 net income reported to shareholders was the highest
in any of the prior 10 years of the company's 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 3 years
(amounted to $31,188,234 and $73,436,126 for 1971 and 1970) were taxable as dividend income.

19 Due to undisclosed amounts of intraperiod tax allocation, the total Federal income tax provision
cannot be ascertained for Pacific Gas & Electric.

20 This hiﬁh effective rate for Wairlpool may have been the result of expenses being taken for book
purposes which are not deductible for tax purposes (e.g., goodwill).

2t Due to huge losses, this company has not been included,

22 This company has been eliminated due to huge losses.

Note: The study is based entirely on information from public sources, including 10-K reports,
registration stat ts, and prosp es filed with the Securities and Exchange Commission as well
as annual reports to shareholders and annuat 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 i Approximate
Net income current Net income current Net income current
before Federal Federal before Federal Federal before Federal ~ Federal )
Corporation income tax 1 income tax  Effective rate  income tax ! income tax Effective rate  income tax ! income tax Effective rate
Companies:
nited States Steel_ . . . .. eioioeiimeeoaas 104, 516 7,920 7.6 109, 491 (66,110)_ .. __._.._-... 243,207 5, 146 2.1
Bethlehem Steel. ..o ..o .eeeaeaceaccimccecaicmeemazenaae ) S, 122,071 2(13,000). oooaeiaaaae 169, 532 2(52,900) ... ...-...
ATmCo Steel . i iiciieieiaeamaneas 6,175 9.8 63,744 3, 565 5.6 oeiecaaoo (0 SN
Republic Steel_ g) ______________ 18, 264 (9,916) oo 127,487 32,389 25.4
National Steel__.. 73,655 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 shareholders consists of the net
income (or loss), plus all Federal income tax expense (or income) plus deductions for minority
interest taken in calculating net income and less income from an investment in another company
when the equity ‘method of accounting has been used. In some cases, the minority interest andfor
the income reported under the equity method was not separately disclosed; thus, in these cases,
these adjustments could not be made.

1 The deferred income tax accounts (tax effect of timing differences) may contain State and focal
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,

3 The data for 1971 were not available when this information was being gathered.

« All the data necessary to compute the result for 1969 were not available on the 1971 andfor 1970
financial statements.

Note: The study is based entirely on information from public sources, including 10—K reports
registration stat ts, and prosp filed with the Securities and Exchange Commission as well
as annual reports to shareholders and annual reports to the Interstate Commerce Commission.
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APFROXIMATE EFFECTIVE RATES OF CORPORATE FEDERAL INCOME TAX FOR OIL 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 tax 1 income tax  Effective rate  income tax ! income tax  Effective rate  income tax ! income tax  Effective rate
Standard Oil (New Jersey).. ... [ () R [ .
L ) J 570, 395 95, 600 16.8 480, 516 34, 500 7.2
Texaco_. 928, 689 30, 000 3.2 921, 247 73,250 8.0 887,199 , 250 .8
Gulf Oi 628, 558 31, 062 4.9 625, 732 11,892 1.9 697, 643 4,264 .6
Standard I [ . 185, 411 29,700 16.0 212,319 10, 900 5.1
Standard Oil (Indiana).._ 423, 140 36, 462 0 417,768 56, 018 13.4 412, 668 64, 524 15.6
Shell Oil . . G) 305, 298 34,285 11.2 348, 263 1.6
Atlantic Richfield. ______________ . _______ . Tttt [C) P 211, 845 10, 622 5.0 219, 921 963 1.8
Continental Oil___ 109, 030 @412y 189,377 9, 962 5.3 173,610
Tenneco. ... ..l () e 190, 065 24,273 12.8 195, 341
Phillips Petroleum. . 161, 050 22,984 14.3 146, 371 37,687 25.8 156, 717
Occidental Petroleum . _ (61, 490) , 553 L. 178, 059 2,457 1.4 176, 042
SunQil._..._____. 189, 265 7,445 3.9 192, 858 27, 569 14.3 203, 180
Union Oil of California___________________ . ... ® 139, 598 7, 540 5.4 169, 792 5.2
Cities Service__..__. . 159, 472 27,169 17.0 179, 633 15.2
Standard Ol (Ohio)._____ ... . T [ 2, 71,735 (589) .. 94, 523 411
Getty Oil . i 138, 144 17, 062 12.4 121, 462 19,725 16.2 117,894 12.5
Total . 2,517, 382 153, 096 6.1 4, 626, 633 467, 160 10.1 4,725, 261 274, 602 5.8

! The adjusted net income before Federal income tax reported to shareholders consists of the net
income (or f0ss), plus all Federal income tax expense (or income) plus deductions for minority interest
taken in calculating net income and less income from an investment in another company when the
equity method of accounting has been used. In some cases, the minoritg interest and/or the income
reported under the equity method was not separately disclosed; thus, in these cases, these
adjustments could not be made. X .

2 Possibly overstated significantly because foreign and/or State and local income taxes are combined

withtF:deral income tax. Wherever this is believed to be extremely significant, the data has been
omi‘ted.

* The data for 1971 were not available when this information was being gathered.
Note: The study is based entirely on information from public sources, including 10-K reports, regis-

tration staterents, and prospectuses filed with the Securities and Exchange Commission as well as
annual reports to shareholders and annual reports to the Interstate Commerce Commission.
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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 togethér 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. - S

Representative Vaxix. 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-
try. 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 6f Wisconsin—
that the main burden of corporate income taxes is on the consumer.
That 1s, as you increase the corporate income taxes, corporations pass
the tax increase on to consumers in higher prices, and.a reduction: in
taxesis-passed on in lower prices. C T e ey gt

Representative Vantk. All I want to say to thatis, T consider,the
taxpayer a person, a citizen, and as'such, he should be expected to.make
some contribution to the cost of running the country. ... ... 7. .

Chairman Proxyme. There is no question that the incidence of the
tax on consumers isn’t complete, and stockholders and employees may
share at least part of the cost. . o .

When you show a very low corporate income fax 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 investments abroad and pay very heavy
taxes abroad, and some of these corporations are making intensive
investments in improving their efficiency and productivity and in
doing so are improving their productivity, which is the purpose ot
investment credit ? :

83-786—735—3
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Representative Vayts. 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 Proxmire. 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—1I 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 additicnal 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 1t has been cut back, they have had a sharp drop.

Representative Vaxix. 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.

Chg.irma.n Proxmire. A decline in the machine tool and employ-
ment ¢

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

Chairman Proxmime. Same thing ?

Mr. Peprey. Inthe Nation as a whole.

b Ch@airman Proxyire. That is a very good point. What years do you
ave?

Representative VaANIE. We have the years 1971 and 1972, the effec-
tive years, beginning with January 1971. T had this table computed
out by the Department of Labor and it shows exactly the reverse.

Chairman Proxsure. 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

[Note: 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 stable]

Employed Unemployed Employed Unemployed
January 971 . _..... 1, 095, 000 50,000 | October 1971, ______._ ... ... 1, 046, 000 36, 000
February 1970 ____________. 1, 069, 000 73,000 | November 1971 - 1,048,030 41,000
March 1971 ____ .. ___ 1,060, 000 . 1,060,000 43,000
April 1971 .. 991, GO0 January 1972_. - 1,025,000 56, 000
May 1971 . ... 1,024, 000 49, 000 | February 1972. - 992, 0402 61,000
June 197% L ... 1,011, 000 35,000 | March 1972___ - 1,026,000 52,030
July 1971 ... 984, 000 94, 000 | April 1972 1,021, 060 41,000
August 1971 _____________.... 1,034, 000 170,000 | May 1972 1,058, 000 51,000

September 1971727777777 1, 126, 000 57,000 | June 1972 1, 055, 000 51, 000

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

Employed Unemployed Employed Unemployed
Janwary 1971 ... 2, 076, 000 156,000 } October 1971 ________________ 1,971,000 100, 600
Febreary 1971 ... ... 2,043, 000 158, 000 | Novembar 1971.. T 1,952,000 103, 000
March 1971__ .-~ 2,060,000 174,000 | December 1971__ - 1,957,000 105, 002
April 1971 _ «--- 1,959,000 164, 000.{ January 1972_. 1,973,000 103, 000
May 1971 ... 1,991,000 155, 000 | February 1972_ 1,994, 000 115,020
June 1971 ---- 1,980,000 147,000 | March 1972 , 015,000 134,000
July 1971 __ ... 1,913,000 141,000 | April 1972_. 1,935,030 93, 000
August 1971__ ... 2,003,000 108, 000 | May 1972__ .. 1,952,000 124, 000
September 1971__2222 771010 1,984, 000 79,000 [Sune 1972 ... ... ... 2,022,000 74,000

1 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 ProxMire. 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 Vanitk. 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
Veneznela, is able to take more income taxes out of an 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 Proxmire. 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 Grirrrras. Where are the sales ?

Representative Vanrg. The sales are in the United States.

Representative Grirrrras. Of course, they are in the United States.

Chairman Proxmme. 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 Vantg. 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 Vantx. 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 T 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. ' : .

Chairiman Proxmire. I think you can make a devastating case in
the oil situation where vou have royaltics 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 1t 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 shounld be
imposed as a tax credit, as taxes in this country, by the jurisdiction
of the Federal Government. : : '
. Representative Vaxik. 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 Proxmize. 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 i1s going to be very helpful. .

Asyou indicate in your 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 Vante. 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. ] o

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. T'here 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.

Chairman Proxumrire. Before I yield 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 Vanig. Thank you.

Chairman Proxmire. Mr. Reuss.

Representative Reuss. To be delivered out by November 10, 1972?

Chairman Proxmike. Oh, no, at least 3 weeks before the election.

Representative Rruss. Thank you, Mr. Chairman. I share your
gratitude to Congressman Vanik for his superb job this morning. 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 down 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—1I 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
course, to the very unfortunate Burke-Hartke bill, which would carry
In its train some consequences which I personally find very undesirable.

What about that, Mr. Vanik?

Representative Vanix. T 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 Reuss. A businessman says, well, if T open a plant
in Cleveland or Detroit or Milwaukee, I will just be able to deduct the
State tax that I pay, whereas if T 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 Vantx. I think Professor Musgrave in his report
substantiates what you have just said.

Representative Rruss. In her report.

Representative Vawig. 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 Means Committee doing right now about closing tax loopholes?

Representative Vaxtx. 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 ave trying to do everything we can to pre-
cipitate committee action. The legislative calendar is difiicult. 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 T think would be substantiated and called for by your very care-
ful analysis here.

Representative Reuss. In the Wall Street Journal this morning is 2
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 Vaxig. 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 onc of these issues can be separately resolved by way
of separate legislation.

Representative Reuss. 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 Vanig. 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 rollecall 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
connection with the taxation of American multinationzl corporations,
the deferral of Federal income tax on income not repatriated. Did you
mention deferral, too?

Representative Vaxik. 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 Vanix. Yes, sir; T 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 T had
to condense in the time allocation.

Representative Reoss. Thank you very much.

Chairman Prox»re. Mrs. Griffiths.

. l%"»epresenta,t:ive Grrrrrras. I have no questions. You did a very good
job.

Representative Vanik. Thank you, Mrs. Griffiths.

Chairman Proxmire. 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 ferward 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 Comrmis-
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 pr'mte(f 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. Mourer. 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 beginning 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 g,]}}e 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 systems 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 you 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 the 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 has
to be a major consideration in the work of this committee.

How i1s 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 T
served on the Postal Commission, 1t was very clear to me that a prin-
cipal 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
when 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 }fine. And that is part of the
reason for the increase in taxes. And 1t is something to which you will
have to address yourselves.

Now, 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 Iine 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, T 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 1n 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

robably be made if we had a tax system that was easier to admin-
ister, check, and easier to make out for the taxpayer.

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

Thank you.

(The prepared statement of Mr. Miller follows:)

PREPARED STATEMENT OF J. IRWIN MILLER

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 imr
detail and in depth how our tax system works.
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THE CAPABILITY REQUESTED FOR 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 chanpel 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 accura¢y 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,
gnd 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 me 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 pateh-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 expeet from government. We want
these today, and we and our children will want them 28 years hence, when there
will 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 sophistjcated 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 impérfect 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. 1 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 come to call Equality of Opportunity. Some nations do 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 because 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 Kquality of Opportunity more than we enjoy funding it.

Because this aspect of the American Dreamn 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 miore heavily -in relation to their ability to
pay than others, then you have sericusly 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 might 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 annuaily 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



42

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.

May 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. Qur 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 busihess 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 éxample, 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 licrative 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 inceiitives 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 produetivity 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 evidénce to believe that American investment
in long-range research and in capital programs to improve long-range produc-
tivity may bé declining in ¢omparison 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 exdmple, not impossible to contihue pro-
grams liké the Iiivestment 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
ineentive 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 significanfly 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 inforined judgnmients 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 in many instances reasonably swift response by
government is called for. We have the capacity of prompt response in respect to
meonetary 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 respoiding 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 ithe tdx yield really is. :

A serious dttempt ought to be made to reduce the complexitie§ of th¥ returns,
to structure them in a manner which would make both collection and enforce-
ment less expensive and more certain. I am ceftain that the expeit knowledge
and experience exists to accomplish this, both inside and outside the Intermal
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 thiat the Congress will take a serious and compreliensive 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 Proxarke. Thank you very much, Mr. Miller.
Mr. Harrington, please proceed.

STATEMENT OF MICHAEL HARRINGTON, AUTHOR

 Mr. Harrixeron. First of all, I am particularly happy to be here
because I think thie research and the heatiiigs of this committee havé
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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 fo 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. T think it is not only compatible
with the general liberal philosophy in the United Statés: 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-
comé 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 society. 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 Government also profound-
Iy 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 working 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
T 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 working people to rich. Let
me be specific now in just a couple of the areas that T 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 we
need in the society is more planned social expenditure and less tax
expenditure. And T 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 1s 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—73———4
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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 1in 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 T think the staff study of the committee im-
plies, not simply for ethical reasons. T 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 thie 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 only 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-
-ernment 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 saying 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:)

PRFEPARED STATEMENT OF MICHAEL HAKRRINGTON

The American tax system is increasingly an instrument fof 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 afluent minority
will be put to the service of the mdjority. : .

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, like
myself, who have no pretense to special expertise in tax matters but who are
decply concerned with the direction of social policy, the Committee has provided
indispensable data. I stress my own personal debt of gratitude since I intend
to take issue with some of the basic assumptions of the Committee staff and
witnesses. T 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 a
decisive 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 system
ijs not suited to be the primary means for promoting those ends but it has an
extremely important role to play in the achievement of full, meaningful employ-
ment which could be roughly defined as exactly opposite to what is being done
today). One crucial way of asserting social priorities in the Internal Revenue
Code is to repeal all the subsidy provisions it now contains. These mainly favor
the wealthy and, as Joseph Pechman and Benjamin Okner pointed out to the
Committee, their abolition would free $77 billion of Government income which
could 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 Federal income tax as the
sole source of public funds for all purposes.

I will detail some of those ideas shortiy. But first, some general thoughts which
chalienge 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 only
as 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 a
wealth 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 the
government should channel resources to that majority whose basic, and erying,
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, éstablished by the
play 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 public
services which accrue to each category. Given this methodology, one discovers
that the American tax system is moderately progressive and requires, at most,
only an end to some of the most discriminatory features of the Revenue Code.
The gniding assumption is that the economic substratum, the free market, is
basically sound and, though it contains obvious inequities in incomnie, 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 impor-
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 can advise.” ? 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 is
important 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-
work. :

1 Hearinas. Subcommittee on Priorities In Government of the Joint Economic Committee,
January 13, 14, and 17, 1972. p. 61.

2 Hearings, op. cit. supra, p. 126.

3 “The Economics of Federal Subsidy Programs,” A Staff Study Prepared for the Joint
“Economic Committee, January 11, 1972, p. 45. .




48

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 legally
charged with the maintenance of a full employment econoemy. 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, hecame 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 Mr. Nixon’s initial
game plan—Dbudget balancing and 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 produect.
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 of
his precaricus 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, 1.69%,
$7,500 at 2.19%, $10,000 at 2.39%, $25,000 at 3.89%, $50,000 at 6.29;,, $100,000 at
8.3%, and $200,000 at 16.0%.* 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 mever 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.” ° I 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 Economie Policy in 1971 and ac-
cepted the principle of the ‘“full employment budget” (“By spending as if we
were at full employment, we will help to bring ebout full employment”), there
has been an apparent consensuy in this area.® 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 Economic
Development, Washington, .C.. 1969, D 21,

5 Report of the Council of Economic Advisors. 1967, Washington, D.C., 1967, p. 133.
Embnhasis added, L. .

S Richard M. Nixon, Jahuary 22,'1971, speech to a Joint Session of the Congress, in “A
New 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 thepries; but never a
rise of public spending.”” Thuat 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 into
ihe Internal Revenue Code. The great mass of people do not employ a small
army of accountants and lawyers to look after their interest in the course of the
legislative process. Therefore there is an institutional bias in the tax system
in favor of deficits achieved by further maldistributing the wealth of the
nation. It is correctible, but only through the most concerted and effective
political action. For that reason among others I think it infinitely preferable
that 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, tax
cuts (or increases) must be designed to favor those at the bottom of the eco-
nomic pile (and be accompanied by a “pegative” 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 neo-classic 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.® 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 a
greater economic stimulus which comes from social investment in mass con-
sumption since the majority desperately need to utilize 1009 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.” ® 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.” It does
not take into account the imputed rent of owner-occupied dwellings although it
js 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
plausible®* That sum describes a Federal budget for the rich almost equal to
the official Federal budget for the entire nation.

T will not comment at any length on the specifics of this outrage since the testi-
mony of Messrs. Philip Stern, Jogeph Pechman. Benjamin Okner and Stanley

19:‘:The E‘tz‘?;zomlcs of the Political Partles,” by Seymour E. Harris, Macmillan, New York,
962, po XX
8 Thus the staff studv remarks “Even if the distribution of income is considered right
to begin with—and many would cite ethical considerations to the contrary . . ST oWy
cite_economie and ethical considerations. Staff Study, op. cit., supra, p. 45.
- 9 Hearings, op. eit., supra, p. 2 : Staff Study, op. cit., supra, p. 4.

10 Hearings, op. cit., supra, p. 98.

1 Staff Study, op. cit., supra, p. 152, n. 2.

12 Hearings, op. cit., supra, p. 61.




50

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 oswner-occupied housing, which could account for another $4 billion in 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
programn 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. Mr. Connally,
a most enthusiastic free entrepreneuver, has made the ultra-Leftist argument that
if these various, and intolerable, subsidies were removed, the Dow average would
plumet 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).

Tt 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 according 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., supra, p. 150. X
14 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 annual income (and a guaran-
teed right to work). But my main point is, T 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, aithough 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-
litieal 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 ask the Price Commission
to allow the companies to better their position vis a vis the workers.”

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 action
as against our present system of undemocratically and anti-socially distributing
that wealth. The tax system has been, and is, an agency of anti-social priorities.
1t 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, who contend that the
tax burden 1s 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. MirLer. 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 50 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 that
we 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 T 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 T said originally, ours is a tax
system. It is the system you have to look at and the interactions and
the effects. But I think we will all have to pay more taxes.

Chairman Prox»ire. We will all have to pay more taxes ?

Mr. Mirrer. T would exclude those approaching the poverty level,

Chairman Proxuire. But all incomes significantly above the poverty
level?

Mr. Mrrrer. That is right, the middle income and above is going to
have 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. Flarrington, you have an approach—perhaps we can put these
two differing approaches together to some extent—that I think is
fascinating and has intrigued a lot of people over time. Yon 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.

Mr. HarriNGTON. 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?

Mr. Harriveron. I think you have to. As I said in the prepared
statement, Senator, I think this is an extremely complicated proposal.
T 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. Obviously, you would have to deal in a very
complex way through revenue sharing with State and local govern-
ments.

Chairman Proxuire. If you deal with revenue sharing, you may
start off with the notion that the Federal Government, although 1t
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. Harrmveron. T 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 isno simple solution.

Howover, T would add to that that I think right now one of the
great problems we have in this country is a proliferation of ueless.
Tocal jurisdictions. I think the Committee on Economic Development
estimated some years ago that there were 80,000 of them. Some ot
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 Proxyire. How about the idea that taxes can be used
effectively and wisely in the eyes of a good many people to reduce:
consumption or to require people to pay for the services that they are
getting ? No. 1, you would imply, at least, that you would abolish any
tax on liquor, on cigarettes, on gasoline so that people using the high-
ways would be encouraged to use the highways even more than they
do now, which I think is too mueh, and in many other areas where we
have a system that does seem to be responsive, at least to some easily
understandable purposes, and seems to be generally agreed.

Mr. HarriNaToN. 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.

Chairman Proxyare. I certainly agree with that, but what youw
would do by abolishing the gasoline tax and the excise tax on automo-
biles and so forth is to aggravate that even more; would you not,?

Mr. HarrrneToN. No: becavse T think there are other ways of Gov-
ernment policy to deal with transportation.
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Chairman Proxare. By regulation ?

Mr. Harrrneron. 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 Proxmire. 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 in
the 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 payoft. 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. HarrineroN. 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 Proxmire. 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. Harrineron. 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 Proxmire. The people who consume the product that
pollutes pay for it.

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

Chairman Proxyire. 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, the
overall 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
discourage the exercise of individual initiative and prompt business-
men to avoid even reasonable risks. One of the reasons Senator Me-
Govern is having so much difficulty with the stock market and the
reaction from Wall Street is that he believes in the redistribition 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. Miier. I see no incompatibility betiween reasonably effective
incentives and equitable bearing of the tax burden. If the converse
of 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 Proxyire. Mr. Miller, my trouble with you is that I just
.can’t possibly disagree with your generalizations and your conclusions.
They are very appealing. But when you get specific, does this mean
that you would abolish the oil depletion allowance—which I would
do—iloes it mean you would abolish the investment credit—syvhich
T would not do and you would not? Give me some specific examples
of how to do this.

Mr. MrLer. 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 we will be trading $25,000 Chevrolets and $10,000 television sets
and think we 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. Xor
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 ProxmIre. 1 see.

Mr. Mrrrer. That means that those firms who are aggressively engag-
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
et 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
stil] receives the same amount of taxes.
~ Chairman Proxyire. My time is up. Before I yield to Senator Javits,
T 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.

Mr. MiLLer. Yes, may I add something?

Let’s take Japan. Japan is a formidable world competitor. Why?
We customarilv think because of low wages. I do not think that
will stand up. Japanese wages are rising much faster than onurs are.
But Japanese industry virtually pays no dividends to shareholders.
They reinvest all earnings. Where an average American corporation
will be financed by debt at about 30 percent, the average Japanese
corporation has borrowed 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 competitor
even 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 percent
increase in wages and he was still as competitive around the world
as he was before.

Chairman Proxmire. My time is up.

Senator Javits.

Senator Javirs. Thank you, Mr. Chairman. I, too, found the dis-
cussion very fascinating and I congratulate Mr. Miller, who is such
a_distinguished, enlightened businessman in our country, and Mr.
Harrington, whom I know well and is always provocative and makes
a very useful and important contribution to these debates.

Mr. Harrington, I would like to ask you and Mr. Miller the same
question, because it interests me greatly as a fundamental with which
we are dealing. You spoke of the rich and the poor. How do you define
ahpergon who is rich? Who are the rich and how many of them are
there?

Mr. Harrineron. I would say just for openers, roughly $50,000 of
income 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 have
so 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 whether
he works or not. T have not, thought too much about defining the rich. 1
once tried to convince a publisher T should trv to do a participant ob-
server’s story on affluence but I couldn’t sell the idea.

The Government defines poverty optimistically as three times the
cost of an emergency meal as defined by Government scientists and as
costed out by the Bureau of Labor Statistics.

Senator Javirs. How much is that for the median family?

Mr. HarriNarew. It is now for a family of four just over $4.100. I
think 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 should
multiply that meal figure by 814 rather than by 3. I think our current
poverty figures understate the problem.

Senator Javrrs. If you did it by 814, how much would it be ?

Mr. Harrineron. T don’t know exactly. T assume it would get much
closer to $5,000 for a family of four.

Senator Javrrs. Isn’t it a fact that that is still under 20 percent of
the population ?

Mr. HarringToN. Yes.

Senator Javits. Now, how do You want to run this society, for the
80 percent and do your utmost to pull up the 20 percent, or do you
want to run it for the 20 percent ?

Mr. Harrrverox. I don’t think that is the real choice before us. I
think that if you were to make a commitment in this society to pro-
vide—to abolish poverty—to provide decent housine 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 think
President Johnson used to emphasize this point much more than I
would. 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 who are potential buyers and consumers in it do not
have money. I think if you met the needs of the poor, corporations
would benefit in this society. :

Senator Javirs. 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. MiLier. 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 statements and testimony given here. In general,
however, I am pretty much in agreement with the definitions, with
the statement Mr. Harrington 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 they have no external barriers. ’ )

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

Mr. Mmrer. Well. T think that the Government has to be the leader.
In this country, I think the role of Government has changed at least,
twice in my lifetime, When I was a small boy, Calvin Coolidge was
President and then the role of the Government was minimum. Under
Franklin Roosevelt, the Government caime to be the active doer in the
society. 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 and I think the Government, there-
fore, is about to evolve into & new role. That is the systems manager of
the society. ' - ‘ -

That is why I plead for this hew 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 by a variety of sophisti-
cated methods in order to eliminate the national problems and to pro-
mote healthy, equitable national growth. . o

Senator Javirs. Now, Mr. Miller, in view of the fact that even if you
set a $25,000 limit on the rich—quote and unquote—shich is not very
rich, but nonetheless. it is a very comfortable income—it represents
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, about 13 percent of the population.
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Now. what, in your judgment, is the best break for the 82 percent in
the middle? How 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 he proposed to deal with the 82 percent. That is what our society
1s built on.

Mr. Mrrer. 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 inequitable. I think that
you have to work your way toward a balancing of that.

I have seen what happens in Great Britain when yvou are too strict
on the top end. What 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 money 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 vour question, because I cannot give
you & fieure. But I know in the long run vour figure will be what the:
people feel is fair and T think you will feel your way toward that.
The people in this country are pretty tolerant. If thev think you are
making headway and progress, it is amazing how tolerant they are
of their Government.

Senator Javirs. Now, in the remaining time I have, do vou 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. MiLrer. Yes: Ithink you can make major progress, but I believe-
that vou cannot do it by basing actions on unsupported conclusions..
I think they have to be based on a more solid body of fact than I think-
the Congress has available to it today.

Senator Javrrs. The corollary of that question was do you belicve-
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, T’
am against—or do you think our better bet is to try to do it through
reform of the existing system ?

Mr. Mrrer. I think you are going to end up reforming the existing-
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 and T
hope we do not follow the European, pattern of concealing taxes. The-
taxpaver in Europe really doesn’t ever see his taxes. In a democracy,.
I think, for all the hassle it creates, taxes had better be out in the-
open.

pSena,tor 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
expert,i%e in the executive department. Would you have any opinion
on this?

Mr. Mier. Yes; I would favor such a body with some cautions.
The national goals and priorities in this country 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 1t could be enormously useful to the Congress.

Senator Javits. Thank you very much.

Thank you, Mr. Chairman.

Chairman Proxyigre. Congressman Reuss.

Representative Reuss. 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. Miirer. 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. MiLrer. 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
incomé 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 oft 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., Harriveron., 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 capltahsm 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—equity, democratic
values. Plus, T 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 bhetween having
roughly enouoh 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 say 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 nn]orltv 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-
sﬂermo by tfmklncr these subsidies away, you are going to beneﬁt—the
point is s not 51mp]y to benefit the poor. That should be a prime goal of
policy T think, but to benefit everybody.

Represenbmtwe Reuss. Thank you for an enlightening answer.

Let me turn now back to Mr. Miller, who in his pr ep’tred statement
ticked off some of the crrrent tax ]oopho]e 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 comprehensive approach.to
our fiscal problems, both on the spending and on the taxing side. I
think many of us on this committee sce the dichotomy in the short
term and the lonO* term as you do. However, I would not want to lose
the short term, elther, and it is this that T want to question you about.

I would hke on the long term, to'sée the President immediately, or
cert'unly next J anuary, whoever he be, dappoint a-very top level com-
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-long range problems you are
‘talking about. “7ould Uh‘lt, part of what I h‘we in mind seem to you
sensible?

Mr. Mitrer. I think it would be v ery senslble providing-that such
a commission”had 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 free to come out anywhere that it wants. And,
if it does its work well, intelligent, and perceptively, then 1t 15 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 a continued
nagging unemployment and inflation, a continued public resentment
agamst 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 will 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 1in-
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 1 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. MirLer. Absolutely.

Representative Reuss. Maybe not J oseph Pechman’s $77 billion, or
Mr. Harrington’s $77 billion, but everybody knows that there are $7
or $10 or $19 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. Mirrer. 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. Miier. 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, T am equally con-
cerned about it.

Thank you, Mr. Chairman.

Chairman Proxyire. 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 employment, or not even full employment, 4-percent
unemployment, which I think is much too high a target, we would not
have had these deficits.

Let me announce—I should have done this at the beginning.

Mr. I. W. Abel, president, United Steel Workers, was invited to
be a witness today and cannot be here. He is at a meeting most of us,

83-786—73 5
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at least, are familiar with, involving the AFL-CIO. He submitted his
prepared statement with the committee for the record.!

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 interesting
and it hadn’t occurred to me before.

Mr. Mizrer. Ididn’t know I had.

Chairman Proxmire. 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

Mr. Mitier. 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 Javrrs. 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 pay his
taxes so that he would have to pay from what is not an appropriational
property ?

Chairman Proxaire. Would you like to explain that so T could un-
derstand it ?

Mr. MiLrer. Well, T would, but T would like to hear Senator Javits’
explanation.

Senator Javirs. What 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 Javrrs. And in that way recapture all or a good deal of
what would be taxable on a net worth hasis, so you would not have
to invade a constitutional principle.

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

Mr. Miteer. I think it is a vefinement of the preserit system.

Chairman Proxae. If we go to higher taxes, you cited a situation
in England in which vou said you can get to a point with higher taxes
on hich incomes where you 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 you 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.

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

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

Mr. MiLer. But you have to be reminded that J apan supports no
defense effort like that we support.

Chairman Proxmire. I understand.

1The prepared statement of Mr. Abel may be found on p. 67.
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Mr. MiLer. That Japan is one of the most polluted countries in the
world—in its great cities.

Chairman Proxanire. Well, all T say, Mr. Miller, is there are reasons
to understand why they are able to have a lower tax rate but at the
same time, their low tax rate occurs at the same time that they have
this great productivity.

Mr. Mmcer. That 1s 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 Proxyire. 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 briefly. 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. Minier. I see the investment tax credit provided you do not
reduce the total corporate take—Iis a major encouragement to induys-
try to modernize, increase productivity, and put in effective technologi-
cal improvements, and lower costs.

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

Mr. MirLer. 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 Prox»ire. 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. Mrer. Yes.

Chairman Prox»ire. If we increase wages without increasing pro-
ductivity, you in effect just get higher prices.

Mr. MrLuer. That is right.

Chairman Proxmire. If you can increase wages and productivity at
the same time, you can produce more and sell more without increas-
ing prices. And the standard of living improves..

Mr. MmLLer. Right.

Chairman Prox»ire. Mr. Harrington, you make the provocative
statement that the Federal Government, including President Nixon,
are now in the business of redistributing wealth. When youn made that
statement, you did not indicate in what way. Some might imply you
meant that the Nixon administration redistributed it to the poor. I
am sure that was not your intention.

Mr. Harrixcrox. What I am talking about is that I think the way 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
1s that that is a profound choice. When John Kennedy had a debate
within his own administration 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
soclal priority was being badly served there. That is to say the Ken-
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. HarrixeroN. 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 which 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 available wealth and income. :

Mr. Harrrvarox. I would agree with you, but T 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 althongh the cfficial figures give you a continuing redistribu-
tion, it may well be that the ccnsumption in America is an increasing
maldistribution of income in that period.

Chairman Proxmire. One final question. You argue that tax sub-
sidies do not serve the average citizen and, therefore, we should sub-
stitute public spending programs for the tax subsidies. What 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 way, some-
times, of achieving these ends. What is your basis for concluding that
public spending programs represent an improvement, over tax expend-
itures?

Mr. Harrineron. 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 Proxmire. That was the Proxmire amendment.

Mr. Harraneron. 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 Proxmire. 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 Proxmre. 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. I'inally
they have got it. They are working on it and they are making some real
progress. T 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
%oling‘ to get an improvement in public services. It doesn’t necessarily
follow. ' :

Mr. Harringron. I agree with you, but I have one comment. 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 Proxmire. 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 hike to comment on
this. I am especially interested in your notion for providing, for ex-
ample, exemptions 1n 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 1s very hard to innovate and to respond
to a rapidly changing pattern of use.

Chairman ProxyIre. Senator Javits.

Senator Javirs. 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 Tco-
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 businessman, managing thousands of workers,
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. Mirer. 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. T 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 equitablv and
fairly. One of the big dangers today is the growing hostility and aliena-
tion that comes from a sense of inequity.

Senator Javirs. Thank you very much.

Mr. Harrington.

Mr. Harrineron. I feel, Senator. a number of things. One is that T
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 taking from a majority and giving to a
minority who were poor. I think the problem has to be defined as one
in which the maiority of people in America would benefit by the kind
of tax reforms this committee is discussing. no just the poor: that a
majority of people in America reallv do not have the kind of housing
they should have, the kind of education. the kind of health. Thercfore,
vou should design a program which will help the poor and so to speak
discriminate in their favor hecause they are the people of the greatest
need, but also help the working people and the middle class people.

Indeed, one of the things, T do not normally go around showering
the Nixon administration with compliments, but T think one area in
which he moved right was in FL.R. 1 in the poverty program, trying
1t in with the working poor, not making it simply a program to deal
with people on welfare.

So I think these programs have to be emphasized as helping every-
bedv.

Finally. in one regard, one of the things T like about the McGovern
proposals on welfare is precisely because they do that. As a socialist,
I would like to certify that those proposals are not very radical at all.
I am amazed thev get called that. As Joseph Pechman 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. Fleath is going 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. 1t 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 Javrrs. Thank you, Mr. 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 two-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
rapidly.

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, T 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 growing feeling that the
government is not responsive to the needs of the people. By restoring fairness
in the tax structure, you will 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 situdtion has been completely reversed. The tax burden has been more
and more shifted from corporations and wealthy families to those whose in-
conmes 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 $98 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 smail group of just over one-half of 19, 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 well-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 269, 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 «yalue-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 AFI~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
enrned 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-
inated.

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.

1n 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-income 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.8. 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.8. 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-
gram, 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 g0 a long way toward helping meet the budgetary
problems faced by individuals and by the states ang localities, as well.

In hardly any area of bublic concern is there so much at stake for the Nation
as 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 the
Federal tax structure. They look to their elected representatives to help restore
their faith in our democratic system.




TAX SUBSIDIES AND TAX REFORM

THURSDAY, JULY 20, 1972

Coxeress oF THE UNITED STATES,
Joixt Econoamic CoMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10 a.m., in room 1202,
New Senate Office Building, Hon. Henry S. Reuss (member of the
committee) presiding.

Present : Representatives Reuss, Griffiths, and Conable.

Also present: John R. Stark, executive director, Lioughlin F. Mc-
Hugh, senior economist; John R. Karlik and Courtenay M. 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 average citizens to understand.

Yesteri&y, Congressman 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
Vanik 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 Congressman Vanik.

Alll of our previous witnesses agreed on the need for tax reform 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 been an economist with the Joint Committee
on Internal Revenue Taxation, Bureau of the Budget, and the House
Ways and Means Committee.

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

(1)
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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 rrofessors 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 consulting staff member to the
Egvptian 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 UNIVERSITY

Mr. Brax~on. 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 mvestment incentive. The real question
is, how fast does this occur. o

The other question on which we don’t have enough information 1s,
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 1S
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 wel% 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 1n-
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 T 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 is
good to have an investment incentive in the package.

Now, T would like to say something briefly about the general issue
of tax reform. The first point I would like to offer to you is that I
don’t think it is very profitable to emphasize the revenue that the
Treasury would get from tax reform. I say this for several reasons.
The first one is that a most useful description of the tax reform
problem is the tax expenditure budget—hich, incidentally, this com-
mittee has done a great deal to keep alive. That budget describes tax
preferences as provisions enacted by the Congress to achieve non-
revenue objectives, just as if we had collected more money and spent
the additional money on thesec nonrevenue objectives.

The question of tax reform, if you emphasize this concept of the
preferences, is, what do you want to do about the nonrevenue objectives.
Many of us would regard special tax benefits for the aged, or for
oil well drilling, to cite only two, as inefficient and ill-advised ways to
reach their objectives, just as some of us might regard expenditure
programs like farm price supports or the soil bank as inefficient and
l-advised. In each case what is called for is an in-depth study of
the particular preferences, along with alternative ways of reaching the
objective,

On the aged provisions, for example, the briefest examination will
indicate that these help mostly rich old people, and probably the money
would be far better spent improving 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 spent
to achieve the defense objective, which Professor Erickson’s paper talks
about, 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 you
very well know from the experience in agricultural programs, this
doesn’t happen very often. So in effect I say, don’t anticipate that you
are 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 sought. Tax reform, like ex-
penditure reform, needs a continuity of effort. The idea behind this
committee’s collection of papers on tax subsidies is an excellent way
of going about asking the question whether tax preferences give us
enough of these nonrevenue objectives to be worthwhile. .

Another aspect of this tax expenditure way of looking at tax reform
is that this emphasizes that existing tax rules have been standing in-
vitations for taxpayers to do things that they would not have done
without the tax benefit. The existence of the favorable tax provisions
on oil, for example, has had: effects like increasing oil well drilling,
reducing the market pricesfor oil, and increasing the royalties on oil
property. And sudden removal of the tax preferences would cause in-
juries to people who acted in reliance on then.
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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
have 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
available 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 1s 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-
lcet conditions. But there is some evidence that this tax effect itself is
discouraged realizations.

This 1s 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 Reuss. Thank you very much, Mr. Brannon.

Mr, Harriss, please proceed.

STATEMENT OF C. LOWELL HARRISS, PROFESSOR OF ECONOMICS,
COLUMBIA UNIVERSITY

Mr. Harriss. Mr. Chdirman, may 1 thenk 5?011 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
T 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, are
very approximate.

I bring this up because much of the tax discussion now involves in-
creasing revenues, and raising taxes creates problems. When Federal
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 svstem 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 our
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 may be reasonably adequate 1n
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 allowing for the
increase in replacement costs for tax purposes, and also for book
accounting purposes, is greatly needed.

I agree with Mr. Brannon that estate and tax gift revision—the
capital appreciation aspect 1s one important element—certainly war-
rants extensive discussion by Congress. This 1s 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-
sumption that it is desirable, as against other kinds of investment, to
speed the realization of technological progress. The cost-reduction,
quality—improving productivity—increasing effects of new capital
equipment, may very well be a nonneutrality in the revenue system
which is worthy of encouraging.

Another point relates to capital but is not limited to it. And that is
the role of the attitnde 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
would try to reduce, very substantially, the reliance on the corporation
income tax. In the context of 1972, reduction of the corporation income
tax seems unlikelv. But anything pronosed for getting @ 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
laree. 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 for
a reexamination of our thinking about what is an appropriate use of
changes in capital values for distributing tax burdens in a society with
inflation.

Moreover, a considerable amount of some capital gains represents
the reinvestment of corporate earnings. The corporate income has been
taxed. We do not know for sure who really bears the taxes on corpo-
rate profits. But over time, if a substantial portion of the corporate
tax 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 gain
that 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 spending on streets, schools, and so on. The justification for
taxation seems to me much stronger. I raise those two points merely
to illustrate that the term “capital gains and losses” includes s wide
range 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 the
role of property tax in the system. Supplements to my prepared state-
ment include a few statements about the property tax which may be
of some usefulness.

Thank you.

(The prepared statement and supplements of Mr. Harriss follow :)
PREPARED STATEMENT oF €. LOWELL HArriss

TAX REVISION

Continuation of efforts to improve the Federal tax system will come as a source
of hope—but today with g touch of dread. Some of us have been more or less
close to the seemingly uninterrupted work of the Committees on Ways and Means
and Finance for decades. (My personal “involvement” as an interested graduate
student 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 much
more than a rear without active consideration by the revenue committees. And
for more than a quarter of a century vour Committee has challenged us, and
contributed to our understanding of the broader economic aspects of Federal
finances. Accomplishments to date have not achieved our reasonable objectives.
And conditions change. 8o efforts should continue.

Yet some of the current bressure troubles me—not because the sponsors lack
good intentions but because of possible gaps in their understanding of the full
range of revelant considerations.

Does experience, really, give reasonable assurance that revision on the seale
now being proposed can be done, done well, within, say, 3 years of 365 days
(we'll not have a leap vear) of 24— or 48—hours each? Not as I interpret the
lessons of experience. Somehow, we must choose what to select for consideration
first—priorities. Equally or more important will be the analysis of principles.

My comments appear in two groups. First, I touch upon specific topics of major
importance. Then I discuss certain concepts. Kach group inecludes some com-
mentary upon underlying principles. Except for the opening section, the focus
will be on longer-run considerations rather more than on aspects of immediate but
perhaps temporary concern.

MORE REVENUE?

Tax revision debates will not be limited to issues of tax structure when budget
‘deficits are -large. Revenue-raising changes, however, will involve the structure.
.. Thus two different kinds of issues are involved. ' : C
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Non-inflationary borrowing

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 can 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.®

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
whom ? Borrowing seems to be easier than taxes—but 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 be 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 tazes

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 abhout, the facts? Scarcely a handful, I susnect. Families and
businesses do not mortgage their futures unknowingly. Yet in Federal finance
is not this almost what we are doing?

The processes of spending growth wiil he 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 nnt the situation today—and hope-
fully for a long futurc. The good things sought from Federal spending would
require real resources which would otherwise be used for private consumption
and capital formation.

1 Matters are not quite so simple as may_seem on the surface. “Other conditions’ will
not. remain the same under the various implied sitnations and assumptions.

2 Financial intermediation can make it seem that (big) banks, insurance companies.
and savings and loan asseciations are getting much of the interest. They do—bnut to what
extent do they keep it? “High” interest vates even at their worst (or best). are not neces-

© sarily an element which those responsible for national economic policies should consider
as determining. The alternatives need to be compared—higher taxes, pressurc for intiation,
and less Federal snending.

3 Price-level stabilitv-——avolding 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 impleation 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
totel 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 tazes would create more problems.

CAPITAL NEEDS

Ewxpectations 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
3% a year or so, must call for large capital additions. The everage 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.* 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 wonld
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 fallure 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 the
rates apparently more “normal,” T 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.” Data of the kind indicated are
at best subject to a wide margin of error. My own efforts to estimate capital
“needs” and availabilities of new savings have been crude and far from what
Congress and the public oughl to have. Something better could certainly be
obtuined, given sufficient demand upon the part of Congresst An undertaking of
this sort might logically constitute a valuable contribution of your Comiuittee
to the work of the Congress.

Capital and job creation: Is 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 pos-
sible in terms of machine capacity, energy, transportation, comununication, etc.,
ete.), (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 ito support a $9,000 or a $12,600 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 eapital per person.

Depression conditions led economists to emphasize the vital role of demand
as a2 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-human 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
power bodes ill for ourselves and cur 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.’
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-will 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 denth tax rates were then defended as helping to offset potentially dangerous
oversaving.

6 ‘iConsumerism” 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.




82

we have heard that corporation and personal income tax changes ought somehow
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 presum-
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
improve the productive system. Occasionally one hears of more than flirting with
the possibility of halting economie growth. Somehow, to avoid the unpleasant-
nesses associated with economic change, someone seems wiiling 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, wiil 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 worthy non-profit organizations from
whom we get moving appeals daily, and so on.

The role of business.—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 groups of people seek-
ing to. benefit themselves by serving others. 1t is this service, whether in pro-
ducing and distributing things or in rendering services directly, which the public
wants.

The process of meeting the desires of consumers can be more or less efficient
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 we find, not only the source of more of the old, but
also most of the venturesomeness which leads to the innovations that contribute
miuch to rising living standards.”

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.

Tazes as impediments—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 which 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 gnides 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 husiness: (1) To turn ount products or services which
are wanted more than something else, as reflected in freely made consumer decisions
expressed in the market, or through government agencies. Part of this task of business
is to anticipate, identifying wants which can be 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 cost.—A business must have equity capital (ownership as contrasted
w1t!1 debt). Supplying it costs something. The stockholder sacrifices the oppor-
tunity to use his wealth in some other way—Ilending or buying assets such as
real.e'state. Such sacrifice is an economic cost. Although income tax law and
tm(}xtmnal accounting do not recognize this cost as a deductible expense of doing
business, consumers of the output of corporations will not get equity capital to
work for them—and employees will not get equity capital to work with—unless
the benefits which will equal those obtainable elsewhere.

A “normal” after-tax return on equity capital is an essential cconomic cost.

The net after-tax yield which a supplier of equity capital will insist upon, in
expectation, 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 economie
growth) as he could obtain from any alternative use of his funds.
) The corporation will not sueceed in selling new stock unless the prices which
it expects from its customers will bring an adequate after-tax vield. The
expansion of output (in a growing economy) will lag until prices are high
enough 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 be
paid by consumers. The indirectness of the process conceals most of it; but the
result does include a tax on consumption. Some tax, however, will fall on share-
holders whose expectations have been disappointed perceptibly. The tax falls
capriciously, unevenly, and not in line with any concept of fairness familiar
to me. Corporations producing products for which the demand is not growing
may never be able to shift an increase in a tax rate.

What to do—for the near and the longer term

First, as shown by three special studies in the Compendium, Part 3—those
on “ .. Petroleum and Defense.” “. . . The Timber Industry.” and “. . . Real
Estate Investment,” if any showing were needed, “business” includes widely
diverse activities. The diversity throughout the economy. and the effects of
present tax provisions, probably exceed anything which the human mind can
understand. To me it seems worse than hopeless to attempt to make wise policy
of business taxation for the economy as a whole by tailoring the tax system
as it applies to different types of industries and firms—Ilarge or small. manufac-
turing or extractive, finance or commerce, rural or international, housing or
regulated utility. In principle, I endorse broad action applying generally.

Our goal as the years pass, it seems to me, should be a gradual reduction in
the 269, surtax. Eventually we could settle on a rate around the present 229,
of the normal tax. This level would be not far from that applying to much
personal income. Space does not permit me to develop my reasons for these
numbers.

The increase in business earnings as the economy grows would maintain
revenue to “finance” gradual rate reduction.? Whatever the possibilities of signif-
icant corporate rate reduction. and at the moment they seem dim, decisions for
the immediate future must be made. Some reform is needed—and, I hope,
possible.

Deprceciation provisions of 1971 (ADR) and job development credit

Criticisms of the depreciation and investment credit provisions enacted in
1971, yon know. have become part of the current political campaign. You have
in the Compendium a study of the investment credit. An extensive literature
deals with depreciation. I cannot claim expertise to draw upon in helping you
to evaluate this evidence and analysis. T do, however, urge three points, in addi-
tion to the one respecting capital needs.

1. A bias in favor of new equipment and machinery reflecting the most modern
scientific developments will be speeded. The utilization “earlier” of more and
befter 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 if
not followed by action, proposals to reverse some of the changes would, to some
extent, hurt the processes of business decision-making and new capital invest-

8 For larger 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 were
kant at 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?®

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. We still compel the use of historical cost.

Inflation and depreciation allowances 0

Housewives and union members. “liberal inte'lectuals” 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-inflation 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 1960 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 Zo capital. The tax law then
takes 489, (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 vears 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-
herenftly 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

® Perhaps we might dream—for a moment—of a time in which, with good justification,
the business wotli could feel that government was really on its side. Imagine conditions
in_which the open, announced, and sincerely felt attitudes of government—Ilawmakers,
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 come
frue. But at least we can urge one constructive action—to avoid creating new difficulties.

10 §ee George Terborgh, Essays on Inflation (Washington: Machinery and Allied Prod-
ucts Institute, 1971), especially Ch. 2, 3, and 4.

11 Assume that the best alternative would produce 100 of which 60 would go in tax,
leaving 40 for the taxpayer. The second best would produce S0 of which tax would be 31,
leaving the taxpayer with 49. Society loses 20, and the Treasury gets 19 less; but the
taxplatyer 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
broaden the base—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) prodnctive capacity
closer to the forms indicated by the underlying forces of economic anad 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 advertised 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 doi-
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 he 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.

9. Some taxpayers wonld 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, dn have merit, persnasive 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 chanze 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 public. 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 overa generation.

12The 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 case
today—almost exclusively in public references. The arguments against ‘“‘tax
subsidies” and ‘“‘tax preferences,” for “closing loopholes,” are now mustered in
support of increasing revenues.

The growth of spending becomes the result of base broadening. The quality of
benefits from such spending may present quite different evaluation problems from
those of tax rate reduction. If more revenue is to be raised, perhaps emphasis
should be put upon means that will get relatively large amounts from persons
who have by some standards been undertaxed. In principle, the appeal to reach
Some presently untaxed receipts carries weight. The specific elements must them
be examined.

The Compendium has papers on three, state-local bond interest, realized capital
gains, 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 Social
Security 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 well
know 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 than
modest 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 wife
and two children. Should there not be concern over the difference between taxes
on working people and those retired?

CAPITAL GAINS AND LOSSES

Whatever anyone—the newcomer to the study of taxation or the veteran of
decades of debates—may say about reform of the tax treatment of capital gains
and losses, issues are inherently difficult. They do not lend themselves to simple
and 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 taxation
requires a certain amount of force majeur. Let me touch 4 points.

1. Our thinking about the taxation of capital gains and losses should examine
carefully 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 eapital loss on an asset owned for
a decade or more may grossly understate the decline in real economic position
due 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 focus
on relative economic position (persons with and those without capital gains and
losses). A new look now should take account of the price-level changes of recent
years and the possibilities ahead.

2. If tax rates were reduced materially, the reasons for distinguishing between
changes 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,
Dpotentially great merit.

¥ When the original administrative decision to exclude Social Security benefits was
made. the amounts that might have heen taxable were negligible. No one counld nossibly
have foreseen the vast changes of the Iast 35 vears. If, as may well be the case, much of the
tax paid by the employer is shifted to the employee (as worker or consumer), how would
our conclusions about appropriate taxation of benefits be affected? This is one of the
questions 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-taz 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 heen
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 offen 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 meanings

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 recogniticn that equity is not the only valid
consideration. Often there is doubt about what *“equity” is, e.¢., 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 which people rest conclusions. The terms have several aspects.

Enforcement of tazx law.—First, an aspeet 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 ciass.” Fairness requires that there be no
prejudice, whether by accident or design, in the application or administration

14 Annual property taxes may have gone to pay for community services and facilities
which make the location more valuable. The property taxes paid will have been deducted
for income 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. N

Graduates in differcntiation of taxz burdcn.—A general principle distinguish-
"ing the equitable from the unfair is associated with continuity and gradualness.
Big changes, 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-

.tinuitie's of course, may be a reasonable price to pay for ease in administration
or some other desirable objective. In generfll however, slight differences in con-
ditions ought not to lead to big differences in compulsorv payments for govern-
ment. Some of the conditions may be under deliberate control.

The tax system contain$ scores—or hundreds—of provisions under which
much tax can hinge upon a .slight difference in circumstances®® Tegal drafts-
manship, for example, can override.economic and human substance. One reason
for cutting tax rates and broademn" the tax base is to reduce the opportunities
and dangers of such inequities.

Benefit. from government spending. ———Equlty 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 henefits of humanitarianism,
better productivity, social harmony, a different kind of farm economy, and so
on. Reward according to contribution, desert related to merit—justice 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—rhori-
zontal equity. “Equals shall be treated equally.” Everyone on the same income
level, or consuming about the same things, or owning about the same amonnt of
real estate in the locality, and otherwise in essentinlly 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-
ment—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 wvertical equity.
People whose circumstances differ in ways that are relevant for sharing the costs
of government must pay different taxes. How mwuclh of what 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, hases.
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 on.
Sinee many of these and other elements always appear, how must each be
weighted ? For example, do we achieve vertical equity in taxing more heavily the

15 'or examples, see “Sources of Injustice In Estate Taxation.” reprinted in C. Lowell
Harriss, Innovations in Taz 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 equityf—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 tacation—Many Americans are still poor. Hu-
manitarian 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 mark’ of 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.’® 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
co. 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 flat 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.”” 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? .

16 An opposite consideration may be noted. Will persons expecting to be free from
(more) taxes 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 frem (much) requirement to bear the cost.

17 Fquity, 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__________________________________ 3.7
2d quintile 4
3d quintile

Total — - _— —— - _— -- 100.0

Top 5 pereent___________________________ 24. 8

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 the
top 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 rvet evident. As the cam-
paign ‘proceeds, however, there will apparently be 2 kinds of arguments from at
least 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 of
interest. 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 most
publicity.

High rates and large differences in rates are related to some (or much?) of
what 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
be the broadening of brackets, perhaps to restore the purchasing power of World
War II, or pre-Korea, or even pre-Vietnam. Vertical discrimination would then
get 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 tazation

Almost without question Americans seem to accept that “income” (as some-
how defined) serves as a better basis—presumably on equity as well as other
grounds—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—Dbecause 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 IT, 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 as
usually 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 receives
income) and takes out S0 (consumption) wihle B puts 100 in (income) and
takes 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

! Dr. Norman Ture's testimony before this Committee on value added does deal with
some issues which 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 believe
that these taxes are little more than a farce. Yet this fiscal year (1973) they will
bring an estimated $4.3 billion, down somewhat from last year when a payment
speed-up added to receipts. With state death and gift taxes, $35.5 billion or so in
transfer taxes on owners of wealth will go to pay for government expenditures.

In spite of methods of avoidance which are presumably no secret from persons
of property and their advisors, governments are collecting more than twice as
much as a few years ago. Per 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 the
inequalities 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 that
ought to support major national policy.

Be that as it may, these taxes also affect the country’s capital base. Private
savings which would be available to finance new capital projects are used to buy
the 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 yet
been 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. are
likely to be ‘resolved.” Casual impressions and off-the-cuff conclusions will not
necessarily provide the considered conclusions that truly represent the best

‘thought, and then policies, of which we are capable. Whether anything like public

discussion can be conceived seems to me doubtful.®

In the spring of 1950, as I reeall, Congress began perhaps 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, but 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, time
which 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 to
call them all “reforms” which are worthy of accomplishment does not establish
that the features of merit {or deficiency) appropriate to a few aitach to others.

1% The volume by Prof. Carl Shoup received a hearing within a small group. Federal
Estate and Gift Taxes (Washington : The Brookings Institution, 1966). Treasury studies,
work of the American Law Institute, and a few articles have appeared dealing with one
or 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
ingtrument. 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.

Alisconceptions

People, not things, bear the burdens of tazation.—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 aftér 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, howerver, 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 5% % on hig payroll or 489 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 eall for further comment.

What does “taz expenditure” or “taz subsidy” mean? 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.
“Qubsidy” 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 excrescences 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 209, 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 109 treatment. But
if the person subject to 709 on some of his income has other receipts taxed at
35%, why designate the 359 as “tax subsidy” rather than calling the 70% “‘tax
overburden” ?

Divisiveness

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-
ieal 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.

88-786—73—7
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SCcHOOLS, 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” cen 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. Suifs trying to estab-
lish the same principle have been filed in state after state. While the full signifi-.

*C. Lowell Harriss. Professor of Lconomics at Columbia TUniversity, and Economic
Consultant. Tax Foundation, Inc.. discusses the challenges we face from rising education
needs and the strains on property taxation. (The views expressed are the author's and
not necessarily those of any organization with which he 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 uncommltted 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 policy. The second involves the role of property taxation.

EQUAL OR BETTER?

Much 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 importani goaul?
Leaders should press for better education—for all. More quantity and higher
gquality—for all-——scem to me 2 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—Dby 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 down school quality
in some communities. The focus, 1 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, wise, and just?

Would it be politically feasible to “cut down” where school spending is high-
est? Those voters who now 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 schoo!l 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
benefit 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 welifare 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 desireto be generous.

A “foundation” level of school spending guaranteed by state finances will elicit
strong support. But it will not do as much as some people wish and are able to
pay for. If free to do so0, some communities will 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
Dbenefit.

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.

Civie 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 valunation 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——anfl
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 mniore
revenue, buildings for less

A more fundamental reform would build upon a basic economie 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
well-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, substanttally, 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
indesirable 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 and 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 nof 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 manmade, The quantity and aquality 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 eapacity, society must pay. Moreover, at-
tempts of society to take back threugh 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 Jand 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, ete.), 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 rates), 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 reduction 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 produdtive resources by going out
of existence. Tax Iand 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 attractive. 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 creaited.

Private ownership of land

Does the ethos which ties equity (economic justice) to rewards which are
based on accomplishment lead to justification 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 recipient has done; his accomplishments as
valued by consumers in the market do provide a rationale for what he can 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 be obtained as an owner of land, especially
jinerements. 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 potenitial 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 sprawl 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 exira 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 ito 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 underutilized 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 with
what it would be from ithe 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 a 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 may 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 structures creates an incentive against upgrading of
quality, especially in those parts of older cities with urgent needs but also with
high tax rafes.

Would not wise public policy encourage, not discourage better structures?
The present tax discriminates in favor of buildings which produce bad neighbor-
hood effedts. The owner of a dilapidated Structure will be freer from economic
pressure to replace it with something better if his assessment goes down Dbe-
cause the building gets worse. Any individual or business wishing ito shift to
use of a higher quality structure must also pay more, often much more, toward
the costs of governmenit—and not for more (or higher quality) services.

Cities that urgently need to replace obsolete and decayed buildings rely
Ieavily on a tax which creates a [substantial] bias against replacement.

The quality of building space available for work and living will depend
greatly upon the maintenance of the stock of older buildings. Undermainitenance’
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 neighborhood. Good maintenance, however, can be combined witth 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 pufting 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
which 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.

Unquestionably, however, in some localities this tax makes for higher cost
of housing. In using the building, whether for business or private residential
purposes, a substantial cost-of-government element must be included. In this
way the tax will reduce the amount denmyanded. One result is a hidden, or what
economists call an “excess,” burden. For example, within considerable limits,
the cost per cubie 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, ebe.,, 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 n'o dollars.

The fax en land, however, makes for a lower price (beyond the effects of
inducing owners to reduce speculative withholding and putting more on the
market). If fax 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 €ach 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 portion of a price rise due to social change.

Other effects of high tazes 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 commerecial
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 cirele 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) regressivity

‘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 probably
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 schonl costs.

In any case, however, reform of property taxation should have a high place
on the agenda for public action.

EstaTE TAx REFORM PROPOSALS: EcovoMIic EFFECTS OF DEATH,
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-
nomies, Columbia University : Economic Consultant. Tax Foundation. Ine. Views are the
author’s and not necessarily those of any organization with which he is associated.

1 Kurtz and Surrey, “Reform of Death and Gift Taxes: The 1969 Treasury Proposals,
the Criticisms, and a Rebuttal,” 70. Columbia Law Review 1365-1401 (1970). For the
proposals see U.S. Treasury Department, Taz Reform Studies and Proposalg, 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 Supt. of Documents, U.S. Government Printing
Office, 1969. The Committee on Ways and Means, Hearings on Taxz Reform . . . 1969

include 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 7%
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 ? 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.®’ 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
vears, death taxes do affect both the amount of wealth and the way it is
invested.®

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
$100,0060 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.

SEARCH 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 Tazes (1966). This volume presents, among
other things, analyses of special and detafled tabulations of data from estate tax returns
filed in 1957 and 1959. 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).

+ The present estate and gift tax laws certainly cannot lay claim to any such detailed
prior study of possible alternatives. See C. Lowell Harriss, Gift Tazation 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.

5 The last year for which detailed statistics have been published covered estate tax
returns filed in 1966. They showed gross estates of $21 billlon. Since revenues have
increased greatly in subsequent years, one can be certain that the gross amount of property,
‘ilS Wg}il as that taxable, has risen considerably. The figure in the text is probably on the
ow 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 be 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 Tuz Folicy for
Economic Growth and Stability (1955), pp. 855-864 at pp. 860-862.

7Q. Lowell Harriss, “Sources of Injustice in Death Taxation,” National Taz Journal,
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
pift taxes as they mow exist fall short of reasonable standards of justice and fairness.
%%rd;ens are sometimes too great relative to others. But in which cases? By how much?

v ?

“The fact that the major features of the system have existed for a long time does not

mean that they are the best possible. Estaie planners who have gained familiarity with
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The proposais 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, the-

proposals 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? Ambigunities 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.®

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 ecan
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 and
Jjustice 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 alter
the total tax paid by decedents (heirs) asa 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. Perhans somewhat unconsciously, they may believe
that it is about the one which “ought’” to continue. A careful survev, however. would leave
no doubt that many imperfections remain, not the least, perhapns. being the height of’
taxes in some cases.” C. Lowell Harriss, “Estate Taxatlon and Needs for Capital,” 110
Trusts and Fstates 538, For brief examination of issues involving the concepts of equity
see C. Lowell Harriss, “Tax Equity : A 1968 Look,” Proccedings . . . National Taz Associa-
tion. 1968, pp. 168-181.

8 The pronosals were prepared in the U.S. Treasury while Professor Surrey was Assistant
Seeretary for Tax Policy. They were not forwarded to Congress until after Treasury
leadership shifted with the transfer of the Presidency in January, 1969. The new Admin-
Istration neither endorsed nor disavowed the plan, in general or as regards the particular
elements.

9 See Shoup, op. cit., Ch. T and VIII. i A

10 The total “package” includes a new treatment of capital sains and losses unrealized
before death. Only anprecintion after NMecember 21, 1969, would he subject to the new tax
features proposed. Such treatment would be muech less sweeping than some advanced on
other occasions.
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“should” govern or determine how much difference in burden—and 1why? This
aspect of equity emphasizes inequality. The issues necessarily involved are end-
lessly baffiing. )

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. Always, 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, in 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
will 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. The 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 ALTERATION 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 Mreasury proposals would not appreciably alter the total revenue. But
issues of revenue change would certainly be raised. Advoeates 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. (More 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
appreciation.” 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?*® .

Whatever may seem persuasive on grounds of fairmess, other aspects should
also command attention. Equity, by any definition which is likely to be accepted,

1 Ip 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.
Cifing “ability to pay,”” he may feel that he has an answer. Yet that concept turns ount to be
surprisingly difficult to define in terms that are operational, i.e., as a practical guide to
actual decisions, or that are intellectually satisfying as a matter of principle. See Walter J.
Blum and Harry Kalven, Jr., The Uncasy Case for Progressive Taxation (1953). The bulk
of the volume deals with taxation of income rather more than with estate, inheritance, and
gift taxation. But the analysis of issues has general relevance to any tax policy involving
differences in tax rates.

12 The Nixon Administration has not endorsed the views of it3 predecessors on this issue,
For some statistical data see Kul B. Bhatia, “Accrued Capital Gains, Personal Income and
§§§12581n the United States, 1948-1964." 16th Review of Income and Wealth (1970), pvp.
obo—o o,

13 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 in'tuitively, 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 doilars of constant pur-
<hasing power (1970 dollars) for nondefense purposes—note (1), per person;
(2) the allowance for price inflation; and (8) the exclusion of defense—rose
from $660 in 1960 to $1,180 in 1970 (almost 809% ). Flow much of society is better

s 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-
tivity 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 mizht 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 efiects 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 CAPITAL

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. 4.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
eapital 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

3¢ See The National Urban Coalition, Counterbudget (1971}, p. 21R. As part of the
agenda for raising large additional revenues: “3. Recoun more of the wealth passed
between renerations by setting a lifetime exemption limit of $50.000 on recipients of
estate and gift taxes [eic.. Presumably the authors advocate an accessions type of tax.
Aunthor.] and by taxing all appreciation of assets, realized or not, upon transfer.” This
chanter is not signed. The volume shows Robert S. Benson and Harold Wolman as editors
with a foreword by 8ol M. Linowitz. The index to the volume shows no references to
“‘capital” or “investment.”
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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 ean 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.® 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 difiiculty 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.

(8) 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 eapital 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 time as it is produced.

Each year’s growth of capital eonsists of production which exceeds consumption
(machines, generators, planes, houses, etc., that are created and continue to
exist). A society may make rather smalil 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 consump-

Ch“}§§{e W. J. Shultz and C. Lowell Harriss, American Public Finance, 8th ed. (1965),
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tion to capital expansion is so taken for granted that we give it no attention.18
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 ‘“technologcal 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

16 In 1961 and 1962 the Treasury pressed for an investment tax ecredit as an aid to
expansion and modernization of the economy’s stock of machinery and equipment. During
the debates little or nething was said explicitly to the effect that net additions to the
economy’s stock of capital would require saving. An 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 capacity 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 will tend to be
inflationary.

17 Some government spending does go for expansion which by any reagonable definition
qualifies 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. Mellon 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. ’ )

18 Feags 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., 1968, especially Ch. 39, See Simon Kuznets, Capital in 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 advance.”

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 gkills 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
law 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
women on their own 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.

Fortune’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.® 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 met 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 faet of life rules out any easy and automatic “solution.” Few young
people can themselves supply the capital which they implicity expect to have
available for their jobs. How many parents, having perhaps financed children

1 Depreciation funds can finance some technologieal advance in replacing old with new.
At best, unfortunately, this result is slow. 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
g0 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 a result is achieved, product prices can be kept from going up by
enough seriously to reduce the quantity sold to consumers, .

2 Figures such as those cited here are approximate. Interpretation presents more
problems than can be discussed. The general orders of magnitude are sufficiently revealing
to make the central peoint. Good jobs typically require substantial amounts of capital in
plice 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.™ 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—bhy 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 will 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 addi-
tional 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 ezpectations 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.?

Companies improve their nonhuman productive capacity by adding more
facilities and better ones. They install types which embody advances in science
and technology.® 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,

2 Does the term “capitalist” earry overtones which. on balance, are more favorable than
unfavorable? It is not only the hand-out ‘“literature” found occasfonally around college
campuses that refers disparagingly to ‘“capitalists” and “capitalism.”

22 Customary references to manhour productivity fail to point out that some, perhaps
most, of the improvement recorded comes from better capital facilities rather more than
from better work by the person on the job. Separation of the results attributable to labor
from those due to capital cannot be fully satisfactory with even the best of measurement
methods available. What is important for the analysis in the text is the fact that, in
general, more and better equipment is ordinarily essential for productivity increase on
apy seale of significance.

23 Advance of technology accounts for a considerable portion of the total increase in
output 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 to
a large margin of error, this estimate accounts for well over half of the total sources of
increase in output per unit of input. Reducing by 1.6 years the average lag between the
average practice and the bhest known would contribute 0.1 points a year to the growth
rate. “In the world’s most advanced, efficient, and diversified economy, this would seem
to me te be a very large change.” T. F. Denison, Why Growth Rates Differ: Postwar
Experience 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 in
puts. (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 in
capital was almost 3 times as important—0.60 percentage point per year. Advancing
knowledge 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 earnings of a mongovernmental 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 fali short.

One reason that aspirations have not been met more fully—one reason that
manhbour 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 “yalidate” 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 cver
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-LOCAT.,, 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 will 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.

SUPPY 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 69 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 1972, the figure gets
over 7%. Sometimes, as from 1961 and mid-1960’s it was less than 6%. An average
of 69 would now (1972) yield around $50 billion a year.

©% 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—173 ]
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A savings rate of somewhat more than 69 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,” will 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.® 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 understated ;
and both profit and taxes are overstefed. 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
-capitel recovery as if it were earnings, i.c., returns fo 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 expectations.” 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
.amounts 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 past.
What can be done in one or a few years fo increase the total stock will, at the
‘most, enlarge the aggregate only slightly. X

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 would be required for the total to be altered sub-
stantially. Thus, actions to raise or lower the death tax absorption of capital

2 The $3 billion is almost five times the average of the 1960’s. “Cash flow” fignres are
uged frequently but are apt to be misleading. Depreciation funds de help to pay for re-
placement ; and it is a part of gross investment., But replacements do not provide for
net expansion of productive capacity except as improvements in technology are included
without @ 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 Terborgh, Iissays on Inflation (191); and Tax Foundation Inec., Depreciation
Allowances: Federal Tax Policy and Some Hconomic Aspects (1970).

* Obviously, the statement in the text suffers from imprecision. The author’s own judg-
ment of the expectations of others may be wide of the mark. The competitive “promises”
of political campaigns, and 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 agpirations.

% Measurement ‘is exceptionally difficult. Estimates for 1967 show national wealth as
$2.838 bilion. Structures, including housing and governmental, accounted for 519 ; 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 United States, 1970, p. 334. Housing and business combined to 589 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
~capital stock, as inclu@ed.above, was about 34 times the year's net addition.
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would have only moderate effect on the total after one year. The powerful cumula-
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 ANXD THE GROWTH OF SAVING

The steep graduation of personal income tax rates—from 19% on marginal in-
come over $4,000 (married couple) to 25% just over $12,000 and 369 over
$24,000—must hamper the growth of saving. (State tax rates are in addition.)
Tor a single person, Federal and state taxes can take over half of each dollar
ahove $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
related to savings have gone up in the last 20 years.®

FEDERAL AND STATE DEATH AND GIFT TAXES

{As percentage of]

. Personal savings
Personal  plus undistributed

Year savings corporation profits
9.21 4.18
7.15 4.23
13.16 7.03
11.68 6.89

TAX BIAS 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 489, (229 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 49, dividend credit, there is no longer any
adjustment (execept 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
pusinesses, 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 Calenlations supplied by Tax Foundation, Inc.
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€conomic prospects would justify. In slightly different words, taxes hamper firms:
in which the productivity of labor and capital would amply Jjustify more invest-

ment. Small companies and new ones—as well as older and larger firms—feel

stresses and strains which appear as shortages of capital.

Are there tax features which favor (owners of) capital? The one most likely”
to 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 death. For successful investors, considerable enhancement of
personal wealth cau come about without the payment of g 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.” The yields of assets in pension funds are quite
generally not subject to tax until received in benefits (but in fact may then be
nontaxable because of the double personal exemption for persons over age 65) ; as
the year’s investment income adds to the corpus, no tax is payable. Therefore,
retirement funds can ‘grow more rapidly than if the vield were taxed currently.
The value of an owner's occupancy of his house—income which in an economic
sense is imputable to his investment of capital in the residence—ig not subject
to personal income tax; but property tax often rests heavily on this form of.
consumption.

CONCLUDING COMAMENT

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 growth
of productive capacity.® “Needs” for capital will be higher than the probable -
supply will meet.

Society today has a problem which few Americans have faced consciously
and deliberately. It involves, among other things, taxes at death and on gifts..
These revenue sources fall heavily (per dollar of rield) on the potentials for
growth of capital facilities. A conflict exists, but it is generally ignored, a con-
flict between a desire to put costs of government upon one group and a desire for
a life which requires more capital goods. )

Influential groups have concepts of equity in sharing the costs of government
which often involve relatively heavy burdens on savers and on the owners of
capital. 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 or-
less 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 of-
these taxes for modification could be used to get more revenue. This ‘possibility
ought not to stand against effort for reform. But precautions are called for.®

2 The progressive performance of the economy in the guarter century since World War I1
despite high corporate and personal tax rates, may quite possibly be explained in part by
the fact that the tax rates have not actuvally applied in full. The special treatment of -
capital gains has in fact moderated the combined foree of taxes.

* The text discussion, admittedly, fails to give adequate weight to inflation and to the .
special forces which influence land prices. The conclusion stated does need some qualifica- .
tion. but the central point stands.

31 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 other
investment projects, the “conservative,” “old-fashioned” (but not always obsolete),
conclusion remains valid: The government’s use reduces the availability to the private

the 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 conditions
which would necessitate some $15 to $20 billion more savings a year than are likely to be
forthcoming. C. Lowell Harriss, “Revising Estate Taxation,” Tax Foundation, , Inc., XXXII
Tax Review, at p. 16. A more recent run-through of the estimates indicates that as of, say.
1972 the shortfall would be more than slightly greater. No immediate, short-term forecast
should be implied; changes over a few months can significantly affect the totals for a
g’ear or so. The present exercise, however, seeks to understand the operation of longer-run
orces. .

33 One part of the death tax problem, the payment of tax on interests in closely owned
businesses, would be aided by elements of the Treasury proposals. From the time the -
author 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
stempting 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 now favor the taxpayer 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
«doing so, the effects on capital formation deserve explicit attention. Society’s
:ability to meet rising expectations will depend upon capital formation—calling
for larger amounts than will be forthcoming under foreseeable conditions. The
finance of governinent 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 Reuss. Thank you very much, Mr. Harriss. We will
now hear from Mr. and Mrs. Ott.

'‘STATEMENT OF ATTIAT F. OTT AND DAVID J. OTT, PROFESSORS OF
ECONOMICS, CLARK UNIVERSITY

Mr. Orr. Thank you very much, Mr. Chairman.

"We too would llike to join our colleagues 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.

1 would apologize for Mrs. Ott. She is suffering from the “neighbor-
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 the 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 paper presented in the compendium—very briefly T 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 how much study is given State and
Jocal tax exempt securilies relative to the revenue implications of this

ithat 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-
ments 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 our paper we first sought to make once again, hopefully with
some improvement in technique, the point that, as it now stands, the
exemption of interest on State and local government securities, which
ig 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 resullts, 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 “slopover,”
if T 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 have 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 government 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. Perhaps 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 would be. And
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 we
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 and 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 carefnl 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 “mini-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 think the State and lecal 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 1s 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 inefliciency 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 somse
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 some 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 1s 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. Cur
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: What does each eneration
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
knew the answer to this question at this point.

But most important, we feel that it 1s 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-
-ance 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 want 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 mflation 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 way 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 much 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 resonrce 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.
We 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 1 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 yeu very much.

I apologize if T 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 3]

PREPARED STATEMENT OF ATTIAT F. OTT AND Davip J. O1T*

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 issucs
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 AEIL
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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?

fThe answers to these questions are essential in setting priorities for tax
reform.

What taxes should be included in a reform proposal?

Most of the recent discussions of tax reform have dealt with the individual
‘income tax. There have been discussions of provisions of the corporation income
‘tax (such as the investment tax credit), discussion of the burden of payroll taxes
used to finance OASDHI, and discussion of separate reform of Federal estate
and gift taxes. However, relatively little attention has been paid to the question :
‘What role should these taxes play in the Federal revenue system? Certainly we
‘are remiss in any discussion of tax reform if this issue is not settled first. We
‘are 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 system
-and their place in tax reforms.

THE CORPORATION INCOME TAX

In our view, the highest priority in any tax reform proposal should be the
elimination of the corporation income tax and the raising of the lost revenue
‘under 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 efforts
to 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 the
‘informed find it difficult to ascertain which people do, in faect, bear the tax.

Taxes can be eollected from organizations such as corporations, but people
‘ultimately bear the burden of the tax. There has been widespread disagreement
among tax experts over which group of people bear the burden of corporation
‘income taxes. Some argue that the corporation’s stockholders and their recipients
-of 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 subsecribe to, the important fact
is that the burden of this tawx is obscured, and it is thus difficult to ‘assess the
equity of the Federal tax system when the burden of a very important tax in
‘this system is in dispute. It seems totally unacceptable to us to continue using
@ scurce of revenuc when tar experts are unable to agree on who is paying it.

The majority view now is probably that the corporation income tax falls on
‘income from all capital.! There are studies which show that, under this as-
-sumption, the corporate tax reduces investment in the corporate sector over the
long run.® In the face of the additional taxation of income from capital in this
sector, the stock of capital has to be reduced to keep before-tax rates of return
high enough to make after-tax rates of return competitive with non-corporate
‘sectors. We estimate that, as of 1969, approximately $222 billion, or 24 percent
of 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 distorted
the nse of resources.

Therefore, we strongly favor the complete abolition of the corporate income
‘tax. The income generated by corporations should be taxed as it accrues to
people 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

! Pechman, Joseph A., “Distribntion of Federal and State Income Taxes by Income
‘Classes,” Journal of Finance, XXVII May, 1972), p. 186.

2 See for example, Arnold C. Harberger, ‘“Efficlency Effects of Taxes on Income from
‘Capital” in Effects of Corporation Income Taw, M. Krzyzanlak (ed.) Wayne State Uni-
versity Press (1966). pp. 107-117; and “The Incidence of the Corporation Income Tax”,
Journal of Political Economy (June. 1962). np. 215-240.

3 David J. Ott and Attiat F. Ott, “The Effect of Non-Neutral Taxation on the Allocation
-of Capital by Sector,” Journal of Political Economy (forthcoming).
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1972 (assuming 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 percent
for those families in the $50,000-$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 OWNERS OF CORPORATE CAPITAL AND HALF BY OWNERS
‘OF CAPITAL GENERALLY, BY ADJUSTED FAMILY INCOME CLASSES,! 1966

[in percentages]

Effective rates

Individual Corporation
Adjusted family income class! (thousands) income taxes  income faxes? Total
‘All families: 3

010 854 i 2.7 2.3 5.0
$5t0810.._... 6.2 1.6 7.8
$10 10 $15__. 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 10 850 . e ciei e 11.5 5.7 17.2
$50 10 3100, i cmemmmeeaaeae 16.7 19.4 35.8
"$100 to $500 16.4 19.4 35.8
$500 to $1,000. e 14.7 27.0 41.7
$1,000 and OVer oo iiiiaecceeemoimmemeaaen 12.7 29.4 42.1

Ot - i emme e s 9.0 4.0 13.0

1 Adjusted family income includes corporation income tax for the purpose of calculating effective rates, and for the
ipurpose 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 property income
in adjusted family income R

3 Inciudes unattached individuals.

¢ 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 gros
jhcome as defined in the Internal Revenue Code.

S

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, ete. 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 c¢ars, it does not seem to us to have any
application to the corporate form of organizing business activity. Even if it diq,
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 earnings is received by non-profit and t&l_x-gxen}pt
organizations. If stockholders bear the burden of the corporate tax, then its elimination
will 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 by the non-profit sector that would raise the approximately $6 billion of corporate
fax in 1972 (or 23 percent of the total) currently borne by the non-profit sector.

s Pechman, Joseph A., op. cit., D. 188.
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Thus we argue that eliminating the separate tax on corporate income is of
the highest priority. We would then know who pays the tax, we would remove
Derhaps the single most important cause of inefficiency in the use of resources
in the tax system and, as a welcome by-product, greatly simplify the tax system
by ending government concern over properly defining the base—there need be
no more dispute over appropriate depreciation rules, the investment tax credit,
and the like.

However, integrating corporation and individual income taxes would require
adjustment of the individual income tax rate schedules. Spreading the burden of
corporate taxes over all forms of income, rather than just income from capital,
would require a more steeply progressive rate structure to maintain the present
pattern of average effective tax rates.

PAYROLL TAXES

It is a widely held view that payroll taxes are regressive, they reduce the
overall progressivity of the Federal tax system and are therefore an inferior
source of revenue to finance the social security system. Several proposals have
been made to eliminate or partially reduce payroll tax as a means to finance
social security benefits.®

The fundamental issue which must first be resolved is: What is the rationale
for social security? The existing social security system serves two goals: (a) A
welfare goal—it guarantees minimum income support for those aged, disabled
and dependent survivors covered under the system, and (b) an insurance goal—
it replaces or moderates the decline in living standards of qualified workers
when earnings cease because of retirement, disability or death, whether or not
they have adequate income from other sources, The insurance goal can perhaps be
rationalized 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-
Iy rayroll taxes are inequitable in failing to spread the tax burden accordng to
ability and in alloeating it to only wage earners.

On the other hand, if one views the system as a compulsory social insurance
system where benefits are closely related to contributions, then the apparent
regressivity of payroll taxes may be misleading. If taxes were computed net of
benefits over the life time of each household, present social insurance taxes nmay
be proportional or even progressive,”

Because the existing social security system performs the dual, “welfare” as
well as the “income-replacement” functions, a high-priority reform is the separa-
tion of these two goals. The “welfare” function or the income support functionr
should be transferred to a negative income tax system, a demogrant or to a com-
prehensively reformed system of public assistance financed under the income
tax system. With a comprehensive income maintenance program, attention ean
then be turned to appropriate changes in the social security system to minimize
the inequities that have been caused by the compulsory nature of the system
connled with the attempt to mix welfare benefits with social insurance henefits.

Suppose that the welfare features of social security are stripped away and the
system is designed as a baseline insurance system. What changes would this
entail? To take advantage of the efficiency argument for social insurance, bene-
fits would be determined by relating them to contributions compounded at the
rate of growth of wages. The payroll tax base would be set at some percentage
of median wages, and payroll tax rates would then be fixed to yield just enough
revenues to cover current benefit payments. Under this system, each participant
would earn the same rate of return on his “investment” in social security, and
the system wonld 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 based
on taxable earnings in the best fourteen out of the past nineteen years. However,
the relation between benefits and average covered earnings i< not the same for all
beneficiaries. The present formula has three features which cause wide differ-

¢ Pechman. Aaron, and Taussig. Social Security: Perspectives for Reform. Washington,
D.C. : Tke Brookings Institution (1968). See particularly chapter 4. . .

7 For arguments to the contrary, see M. Friedman in Social Security: Universal or
Selective?, 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 AME 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 forinula 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. I'hat is, the existing
.8ystem gives higher benefits relative to average monthly earnings (AME) for
those with 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 wost 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
8214 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 conftributions 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
Jbe corrected. Restoring the relation between benefits and contributions would
remove 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 bebhalf 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-
.gramined. 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

TABLE 2.—Total transfers in OASI, annual rates, December 1968

[In millions of dollars]

Item
Transfers: , : : Amount
High to low earners. 2, 834
Minimum benefits 1,464
Benefit formula 1, 370
Retired workers. 760
Excess widows’ benefits. 580

‘Transfers:
Earners to nonearners 2,354
Wives’' benefit 1, 864
Excess widows’ benefits 670
Total ‘ 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 nnder
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 would_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 and
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 allow--
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 taz system-
18 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 Ao, where A, defines the initial position of each in-
dividual before government activities. Now suppose that A, is not the desired'
distribution of income position, but instead, it is A.. 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 Z
A, (original income position). _ .. ..o oo 30,000 5,000 0
To (distribution taxes or transfers dollars). . —3,000 —500 0
A (desired income position). . ... oeo e aaeean 27,000 4,600 3,400
Assumption: (a), (b): (a) Proportionai:?
Ta (allocation taxes) —2,700 —460 —340
G (government services)_ _ <2, 700 +460 4340
Nt PoSIiOn . .. .. . e 27,000 4,600 3,400
(b) Progressive
Taceo-- —2,970 —360 —170
G.. 41, 350 +460 +1,690
Net position ______________________________________________________ 25,380 4,700 4,920

1 To=G=10 percent.
2 Tax=11percent, Tay= 7 8 percent, and Taz =5 percent. G=5 percent, Gy = 10 percent, and Gz =50 percent.

To prov1de for 00vernment services, a tax, Ta, is now to be imposed on X, Y
and Z's income as defined by Ai If we assume that the amount of govenm\ent
expenditure decided upon for this function is $3,500, the next problem is how to
ailocale this tax bill between X, XY, Z, and how to measure the benefits of gov-
ernment services received by these three individuals. Since the bulk of govern-
ment serviceg are of the “social good” type it is very difficult to ascertain, with
any allocation of taxes for the provision of government services ('I's), whether
or not the final position of individuals corresponds to the “desired” (hstubutlon
of income pOS1t10n Ai.

Note that in our example the final position of individuals under the propor-
tionality assumption is the same as A, due to the assumption that allocation
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, A,, but also no quantitative measure of the welfare position
of individuals can be estimiated.

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 aims 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.®

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 change 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 A,
plus transfers.

8 A study by one of our students shows that when the benefits of government expendi-
tures on education are considered along with taxes paid to finance them. the net distri-
butional pattern is probably progressive. G. Garrison, Taz-Expenditure Analysis of Pub-
lic Education, unpublished Dissertation, Clark Umver51ty 1972,
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TABLE 4.—ALTERNATIVE DEFINITION OF THE TAX BASES AND IMPLICATION FOR DISTRIBUTION OF iNCOME

X Y z
Ao plus transfer payments (tax base)... ... . . ... 30, 000 5,100 3,400
Tax rate, 10 percent. . ... ..o ~3,000 --510 —340
New income position. ... ... 27,000 4,580 3,000
Change in POSIIONS . - - oo oo oo e e 0 -10 —340
Required change in tax rate (percent).. ... .. o o eoeeo.__. 0 —.02 —.10

As Table 4 shows, tax rates on the new base (A,4+Trp) would have to be ad-
justed if A, 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 A,. Y and Z are now worse off than before. Assuming
Ay 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.

?The most useful volume in this respect is probably the Brookings volume on Taza-
tion of the Income from_ Capital, Arnold Harberger and Martin Bailey (eds.), Washing-
ton, D.C. : The Brookings Institution (1970).
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CONCLUSIONS

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 non-
contributions-related benetits 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
programs. 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 THE OLD-AGE SURVIVORS
SYSTEM (OQASI); TRANSFERS FROM HIGH- 10 Low-INCOME WORKERS; TRANS-
FERS FROM KEARNERS TO NONEARNERS

THE 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 billion, as shown in Table 1.

TABLE 1.—NUMBER OF OAl BENEFICIARIES BY TYPE OF FAMILY AND BENEFIT BEING RECEIVED

Number of Number of Average  Total benefits

families  beneficiaries monthly annual rate

Type of family (thousands)  (thousands) benefit (millions)
Retired WOTKer_ .. o eieiana 12,427 15, 585 $111.40 $16, 604
Worker ony . e iieaecaa- 9, 641 9,641 95.00 10, 990
Worker an - 2,432 4, 862 166. 30 4,853
Other. e eieaeen 354 1,082 (O T
Widows and widowers 2, 860 2,860 86.70 2,976
Total . o eeeeeeee 15, 287 18,445 . ... ... 19, 580

1 No data.
Source: Social Security Bulletin, Annual Statistical Supplement, 1968, p. 107.

TRANSFERS FROM 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.

The Minimuwm Benefit

Under present law, a worker can qualify for the minimum benefit by working
as little as six consecutive quarters under OASI-covered employment. The mini-
mum 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 aflluent retirees (particularly former em-
ployees of the Federal Government) who are in no sense in “need”. Recent esti-
mates 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 HEW standards.

The minimum benefit is virtually totaily unearned, since most recipients have
contributed miniscule 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 minimum benefits in current payment status
(annual rate, end of 1968). The total of $1.5 billion was derived by looking at

_1Total OASI benefits in current payvment status at the end of 1968 were over $22.8
billion (Social Security, Bulletin, Annual Statistical Supplement, 1968, p. 45). The major
category omitted here is dependent children ($2.6 billion).

83-786—~—73——9
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the breakdown of workers by size of benefits as presented in the Social Security
Bulletin, Annual Statistical Supplement (1968, p. 94). Our estimate is roughly in
line with the OMB figure of $1.6 billion for Fisecal 1970. (Budget of the United
States, F'Y 1972, Special Analysis I, p. 184).

TaBLE 2.— Number of retired workers’ families receiving benefits based on manmum
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 ! (millions): T
Benefits not reduced - .- ____.._.. 726
Reduced benefits . _ o 638
Total - e 1, 464

1 Obtained by multiplying the average monthly benefit by 12 and then by the number of benefits in cur-
rent gayment status. Forreduced benefits, the average was assumed to be $48, or 88 percent of the unreduced
benefit, the average percentage of 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 AME) 4-.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 $550 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, ete.) and AME is shown in
Figure 1 (for 1968).

* FIGURE 1
Average
Monthly
Benefit i
//’
107 g e
A//
////5/= .489
epe v ene et —— N”E

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 amount of transfer of benefits resulting
from the computation formula was to assume that the averagce replacement ratio
for all retirees (without actunarially reduced benefits) measures, the “earned”
Lenefit. '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 benecfit amount we estimated the amount that they
would have received with 49 percent replacement ratio comparced to what they
did receive under 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)
M @) (&)
Less than $55. .. i meieeemcacceccceeacaaaaas 0
_________ . 1946 ... . . _._.
$55.10t0 878 ... 938 $228

to $89.._. 546 1
$90 to $100.. 554 79
$100 to $110. 562 23
10010 S120. oo eian
| I 439

1 Mini beneficiaries (already ted).

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)® 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)

(O] ' @ 3
Under $55 11,068 ... ..
55 21 0
$7

216

n

57

0

1]

351

1 Mini b iaries (already ted).

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 871 percent of the com-
bined worker-wife benefit, she receives an excess benefit whenever her husband’s
benefit (upon which her benefit 1s based) had an excess benefit component. Apply-

2 The high replaced ratio .for those with reduced benefits may reflect a reduction which
is not, in fact actuarial. Regarldess of whether this is the case, it clearly reflects the
fact that low earners are more likely to choose early retirement especially when they are
“secondary earners.” . i . . .
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ing the same procedure used in the previous cases, we estimate the excess benefit
received 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 nnearned—and what we call the “excess widow’s benefit” (this is over
and 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 Sceurity 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 8714 percent of the
combined worker-wife benefit in effect before the death of the husband. Thus, if
the husband and wife together had a combined monthly benefit of $150, then the
widow receives 8715 percent of that, or about $132. If the family is viewed as
the proper unit of benefit she would be entitled to receive only $100 (which would
have been the combined benefit based on husband contribution assuming the wife
never worked). Thus, out of total widow’s benefits of $2,990 million, about $670
wmillion 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. Branwon. About 3 years.

Representative Reuss. You retired within the last few weeks?

My, Bravxon. Yes, sir.

Representative Reuss. Were you Chief of the tax analysis division
in December 19687

Mr. Brax~on. Yes. ,

Representative Ruuss. As chief of that division, did you participate
in the trailblazing study of the Treasury entitled “Tax Reform Studies
and Proposals,” December 1968% - T

Mr. Brax~on. Yes, sir. '

Representative Rruss. You had there in that series of .proposals
what I thought was a very good, sensible, and well worked out pro-
posal on taxing capital gains at death or at gift, with some safeguards,
particularly with reference to small businesscs, and so on. T take it
you still support what you said in 1968. And indeed that is about

- what you said this morning, is that not so ?

Mr. Bran~oxn. 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?

Mr. Brax~xon. Let me make two clarifications. . :

It you recall the 1968 proposal, one 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. iuch'.of the gain would not be taxed.at death, and the suggestion
-1n the 1968 proposal.was that we ought to say -that bygenes are by-
gones and only tax appreciation that occurs after 1968.. . . .
+ .~ Representative Reuss.- On the ‘theory that the family cat:had prob-
" ably: eaten the.records .when grandpa gave thé stock.in 1913.. =
Mzr. Branwon. That is one aspect of 1t ; yes. AL
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That itself means that the revenue gain on this will grow 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 have
been taxed at income rates during life, and not hard enough on this
appreciation on which 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, reccommended the enactment of the
loopholes-plugging reform snggested in that December 1968 Treasury
proposal?

My, Braxwox. 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 them,
and the committee has not gotten to the estate and gift tax revision.

Representative Revss. When I was anestioning your former boss,
Secretary Connally, in Febiuary of 1971, before this committee, T
asked him very specifically about the capital gains at death loophole.
In the record of the hearings he denied that it was a loophole, but
after we got over that semantie difficulty I asked him.

You do not agree with the proposal of the Treasury Department of December
1968, entitled “Tax Reform Studies and Proposal” in which it was suggested
that this method of tax avoidance be done away with?

Secretary CoxNaLLY. No; I would not say that I would agree with it. T do
not think that was a Treasury proposal, I think it was a staff proposal which
was never adopted by the Treasury Department nor by the Treasury.

Representative Reuss. And you do not agree with it?

Secretary Cox~ALLY. No, sir.

That probably accounts for the fact that nothing more has beenr
heard of the December 1968 recommendation, does it not?

Mr. Branxow. T think so.

Representative Reuss. Mr. Ott, in the prepared statement you have
an interesting discussion about the $1,000 demogrant idea which is
very much discussed nowadays. I will have to confess that I don’t un-
derstand it, so I would like some enlightenment from you. What diffi-
culties do you see with the proposition advocated by, among others,
Prof. James Tobin of Yale—I think he 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, by a
check from the Government the sum of a thousand dollars. What are
vour difficulties with it ?

My, Orr. I think the difficulty we have focused on here is that to an
economist & payment such as this, where you arve 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?




130

Mr. Orr. 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. Orr. 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. Orr. 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. Orr. 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 Reuss. Having established yourself as not being
hard-hearted about a negative income tax, what bugs you about the
thousand dollar demogrant ? :

Mzr. Orr. 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 1s an attempt, a laudatory attempt to get that tax rates down, that
is to say—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 T understand the most recent proposal from
the press, they would be faced with something like 30-percent tax rates
should 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 mncentive 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 reason I think the program has been structured the way it
has been, to try to get around this tax rate problem. .

The problem T see with it, though, is this—in completely integrating
this with the personal income tax system, it means—and this has
always been mentioned in the press—it means that over time, as you
want to raise the basic benefit—suppose we decide to do with this pro-
gram as we havé 'done with social security and put in an-escalator o
take care of inflation—every time you have an escalator effect, or every
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time you adjust the basic benefit from 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 writing 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
iMr. Rockefeller, Mr. Howard Hughes, and so on? This seems to bother
some people. Can that be done?

Mr. Orr. 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
he is talking essentially, as I read it, about taxing virtually all personal
income except the imputed items and a few others when he 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 Joopholes 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 1s 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 perscnal income—you are going to run into problems of equity be-
tween homeowners and nonhomeowners 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 Reuss. Thank you.

Mzr. Conable.

- Representative Coxapre. Thank you very much, Mr. 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 reforms?

Mr. Branxox. Yes.

Representative Coxapre, Do not most tax reforms give back in tax
relief what you pick in added collections? )

Mr. Bran~ox. Yes; that is what I say in my statement, that is
characteristic of tax reform.

Representative Coxapre. This is not an argument against tax reform.

Mr. Braxvon. I think you should say that it has important benefits
in the long run. And I think the Congress should legislate for the long
run.

Representative Coxapre. I quite agree with you. I think that taxa-
tion of capital gains on death is a very important reform that cught
to be addressed. And you are quite corvect in stating that the Ways and
Means Committee has not requested the Treasury studies on this. that
we have had it as a high priorvity item now for about 5 years. and it is
probably going to be a high priority item for a couple of more vears.
The reason, I don't know. But I personally can’t accept Mr. Reuss’
position that we are helpless in the face of his exchange with Secretary
Connally, and that we must, therefore, sit back and do nothing for the
foreseeable future.

What would be the effect if we were to tax capital gains at death
and not make any adjustment of estate taxes? Do you have any study
as to what the impact would be on the total taxation of let’s say, a
£400,000 estate, without marital deduction?

Mr. Braxxox. I could only offer some very general, you might sav,
cuesses here, not having the specific rate tables in front of me. I would
guess that the estate tax now on a $400.000 estate would be somewhere
in the neighborhood of $60,000. without a marital deduction.

Representative Conapre. If that were largely appreciated assets,
then what?

Mr. Braxyox. 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 was that this should be treated
as though the property had been sold just prior 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
neighborhood of $30,000.

Representative CoxaprLe. 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. Braxxox. Some do and some don’t. But we do get a lot of
money from the tax rolls.
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Representative CoxapLe. I am wondering if the major impact of
such a proposal wouldn’t be generally on the middle class like most
other tax proposals.

Mr. Braxxox. You might keep in mind that only about 4 ord
percent of decedents in the United States have an estate tax return
filed for them.

Representative ConapLE. Because of the $60,000 exemption?

Mr. Braxvyox. That is right. And a smaller proportion of those
pay tax, because of the exemption and the marital deduction. So that
when 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 want to call it a “middle class estate.”

Representative CoxaBLe. I don’t think of a $400,000 estate as be-
longing to a very wealthy person.

Mr. Braxxox. Very few people hit that.

Representative Coxapre. 1 realize that. But certainly that much
accumulation doesn’t change the standard of life very much.

Now, let me ask you thus. 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 ?

Mr. Braxxox. The 1968 proposal avoided that. It suggested tha
the estate tax credit come out about the way it does now. This credit
does seem to me efficient in the long run, if you think of the estate
business as part of the total proposition of Federal-State relationships,
for example. We are talking now 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 1s pretty compli-
cated. There might be other ways to give money to States than to
protect this very complex State tax.

Representative Coxaere. The whole area is pretty complicated
generally, is it not, and does require some study ?

Mr. Bran~ox. Yes,sir.

Representative Coxasre. I wish we could get at it. The thing I
think we have got to keep in mind is the necessity of freeing up capital
so that we 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 we are probably
not going to be generating large amounts of money, but it will have
a good 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 we 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 on the economy as a whole. Certainly there are many
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
on the basis of a comparatively regressive tax.

T 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,
spme:,a 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 Conasre. And the others feel that way also, do they ?

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 ConaBLr. 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 foolish politically even to ask
about it. T do not favor it but I suspect some of those pushing for
increased benefits do. '

Mr. Braxvox. 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
was phased out. I think some of the difficulty was simply with lack
of understanding, that a lot of mail started coming in along the lines,
you mean you are going to tax my social security ¢ People didn’t realize
that for mest of the aged the situation would be ¢onsiderably better.

Since then the maximum social security has gone up quite a bit. And
it will certainly go up in the future as wages go 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 ve. 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. . L L

Could I go back briefly to something you said earlier, when you
commented about social security, and relate this to what Professor

Ott said, that it is thé’case that our social security systein is partly a

welfare system and partly an instirance 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 secuuty law we have what is
called a bend formula for computing benefits. The ratio of the pri-
mary benefit to the average wage is higher for something like the first
hundred dollars of average monthly wage, and lower thereafter. Now,
to the extent of these two things, the minimum benefit, and the bend
formula, it is quite conspxcuous 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 1dea. Poor old people are hard put to make ends meet. But in
effect the system says that this generosity to poor cld 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 bcneﬁts, such as the additional cost of the mimimum, 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
fov poor people, and it would make sense to impose the burden on all
income.

Reptesenmtn'e CoxaeLe. I wish to point out that people who are
getting small social security payments aren’t necessarily poor people.

Mr. Branvox. 1 agree.

Representative Coxasre. That is, the minimum benefits, in some
cases, o wealthy person, because that person has had scant relation
to the employment situation.

Representative Reuss. Mrs. Griffiths.

Representative Groryrrirs. Fifty-two percent of those getting the
minimum 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 demogrant. 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 $1,800 in
social security. Because they are drawing $1, 800 they are entltled 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 2lso 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 cover age on part B. They
lose the medicaid, which could amount to $60 a. month And they lose
the $174 of commodities. Tf some w ay 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 p‘Wments

Now, that is what I call a really complicated system, You have to
‘lmend everything to correct it. So that to amend the tax law would be
or\mpmatlvely snnp]e And then vou could also put in a lot of other
little luscious things that people.like in.the tax law svhen-you amend
it. which is what we reaily do. So that it isn’t really.any more com-
plicated, do you think, than amending those other things?
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Mr. Orr. Madam Congresswoman, T would say that the proposal
sich as those we have been secing could result in great simplicity, I
think that is their great virtue.

Representative Grirerras. It is practically the simplest way.

Mr. Orr. I agree, it is the simplest way. And my only point 1s, the
nwmbers that people have been talking about, assuming that we can
do all these things in leophole closing that we have been talking about
doing—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 with your point. I think that implicitly we can try to make
the point another way. We should not just look at what the tax system
is doing 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 the distribution of income. And the way we structure so many
of them, as you point out, they are horribly tied together.

Representative Grrerrrus. Ridiculous.

Mr. Orr. So that a dollar of increased benefits can mean a thousand
dollar reduction.

Representative Grrrrrrus. Sure. Just $1 of welfare can mean 2 thou-
sand dollars. or the lack of $1 and vou lose a thousand dollars. Tt seems
to me that the negative income tax would operate just—it might have
somne real inequities in it too.

For instance, during the last tax reform one of the persons that
bothered me much that he used over and over was Mrs. Dodge in
Detroit, who was getting some $2 million, it now appears, tax free
cach year. She would have been entitled to anything you were going
to pay out under a negative income, so you might as well pass 1t out
to everybody in the first place, because it would have created such
inequities. And this would have been true of a lot of people who are
beating the income tax. All of that 124 would be cntitled to get some-
thing from the negative income tax. If you are going to do it that
way you might as well give it to everybody and make it as fair as
possible to start with.

I wonld like to ask yon, what, if vou recall, does income tax bring
to the Treasury each year, Mr, Brannon?

Mr. Braxxox. Just working from memory, 1 think the number is
about $6 or $7 billion.

Reprezentative Grirrrris. It is surprising to me that most of these
reformers have never been willing to mention that.

Mr. Braxyon. Well, one way to think about that $6 or $7 billion
is that in the upper brackets most income is on joint returns. So that
in a practical sense when yvou sav, eliminate income splitting, you are
saving that you want a higher smtax schedule to apply to most tax-
pavers. So effectively, it 1s a considerable rate increase. You could
think of getting to somewhat the same result by just outright increas-
ing the rates and providing more relief for single taxpayers.

Representative Grarrrrirs, But the last time the Kerns committee
and I wasn't present—what they really did when they tried to provide
relief for single income taxpayers were couples, both of whom were
working. And T am not for that either. What we are saying is that
the tax laws and welfare laws of this country are such that it 1s better
if you are single. You may be lving together, but don’t get married.
That is really what we are sayving to everybody.
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Mr. Brax~zox. And another part of that problem is the difficulty of
community property, and just what we can do in those commumty
property States.

Representative Grarrrrns. I don't think the Federal Government
has ever had any trouble overriding the Stute faw.

Mr. Bianxox. There ave court decisions that go the other way in
this.

Representative Grirrrrirs. Maybe you could get a stronger court
sometimes.

I would like to ask you, Mr. Harriss, a question to which we haven’t
addressed much attention. Yesterday we had a lot of discussion on
the number of corporations in this country who made very good returns
and paid nothing. Now, part of the worry, I think, of everybody is that
those cor pomtmns o abroad, and they sell the goods that they make
back here, but they don’t pay taxes to any extent on those sales abroad,
for all pm('t ical purposes, at least. The only thing that bothers me
about that is: If you don’t let them go abroad, America is goiing to be
out of business, it scems to me.

What do vou think we could do to make a more equitable situation?

Mr. Harriss. I am not sure about the most appropriate taxation of
international business. However, it secems to me that American busi-
nesses operating in the world are going to have to compete with com-
panies oper ‘Ltln"‘ under widely different conditions. The tax credit, I
have always telt. is a reasonably effective way of achieving 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 on it as
mdividunals. T do not see why there should be another corporate income
tax on income which i1s somewhere taxed up to onr 48-percent rate, or
whatever the rate is. If the tax credit creates an incentive which is
undesirable for capital to move out of this country abroad—and I do
not see how it would—then maybe the solution is a lower tax rate in
this country. But I recognize that that is an unrealistic response at
the moment.

I wish I had a clearer answer to what is an important question. 1
have not studied it. Mrs. Musgrave will testify tomorrow. She has
studied this problem. To me it seems that the tax credit system, so far
as this problem is concerned, yields a better result than any alternative
I can see.

Representative Grirriris. Do you support her theory of just letting
the tax they pay be treated as a business expense and deduct it or not?

Mr. Harriss. Noj I think the credit 1s better. The analogy with State
taxcs in this country is not appropriate. The State tax is a deduction.
But for international business the conditions are different.

Representative Grirrrris. I think that there is going to be increasing
concern about this problem, and increasing pressure. But I don’t see
how we can run in America under our situation and compete against
foreign-made goods where the government pays for all the property

and you operate at one-tenth the labor cost or one-third the labor cost,
and the government pays for the housing, and so forth and so on. So Y
think we have to do something to help our own, or we are going to be
out of business.

Mr. Harriss. This is a suggestion 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 Grrerrras. 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 rates for large corporations
surprise you?

2. 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 %

5. 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
revelation ? ‘

Mr. Bran~ow. 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
Tixchange Commission. 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-
holders 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 notax.

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-
tive 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 1s as high as the U.S. tax, and if there is no profit on the U.S.
business, the %.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. Mr. Vanik’s figures were conspicuously
lower for large companies. But it is really very hard to know just
how toevaluate things.

Representative Reuss. Mr. Harriss,

Mr. Harrrss. 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 properily. I
am inclined to think that in some cases if there 1s a defect, it is the
overstatement “true” earnings for stockholder purposes, for financial
reporting. As I say in my paper, in view 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 amounts of municipal bond interest
and the 85-percent exclusion of dividends. The amount of loss carry-
overs would malke 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
vesterday 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. Orr. Mr. 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 1s,
“Look, we really haven’t been evading our income tax, we have been
just kidding our stockholders,” and it would be hard to say that inan
edifying manner. But I will bet they can do it.

Mur. Conable.

Representative Coxasre. Thank you

T think this whole discussion points up why tax reform is such ¢
lovely political issue. It means different things to different people.
One of the great problems we have is that we are dealing with two
goals 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 doesn’t 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 system is not fair.

Novw, this raises the question, in dealing with tax reform, whether
we shouldn’t put increasing emphasis on simplicity, with the economy
we have got nowadays, and the historical growth of the Internal Reve-
nue Code, our system is inevitably a terribly complicated thing. And I
heard one figure the other day that something like $500 million was
paid last year for the preparation of tax veturns. That 1s a hidden
tax of some dimension. It reflects, I think, on the credibility of the
system to have it so complicated.

So in vour view as experts, where can we simplify most easily
without damaging equity? And thus how can we improve the credi-
bility of the system without creating problems of equity ? Would yonr
answer be doing away with the long-term capital gains rate? Roughly
90 percent of the work done by lawyers and tax accountants is to try
to convert ordinary income into long-term capital gains. Would it be
the elimination 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? Which
sorts of things do you think would make the most sense dealing with
a tax system that has to be equitable in a political climate? Would all
of you address that question?

Mr. Brax~on. The simplicity is certainly one of the most difficult
goals to talk about in tax policy. If I could go back to the notion that
[ 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 want to
use the tax simply to encourage mining, you are going to have to have
a lot of rules dealing with what is e%igible for this encouragement,
and you would find that you wonld have similar complications if you
introduced any other program to encourage mining, 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 in the tax law
is the normal kind of administrative overhead which is associated with
achieving a nonrevenue objective. If you are willing to give up non-
revenue objective, if we were willing to say that we will tax mining
income the same way as we tax any other income, a lot of these
problems disappear.

Representative Coxanre. That is a lovely thought, sir. But if 1 may
interrupt, the very people 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. Braxxox. So that is going to make the system more complex.
But as 1 say, it is a difficult tradeofl between these other objectives and
simplification. And it does seem, it one looks at the history of tax de-
bates, that people talk a lot about simplicity in the tax laws, but they
don’t veally believe it, they would rather do these other things. I re-
gret that thisis the way we feel about it.

Representative CoNaABLE. Your answer, then, is to throw up yow
hands?

Mr. Braxxox. You keep struggling. To the extent that you can cut
out some of these nonrevenue objectives, you can improve, but it is
going to be a very tough job.

Mr. Harriss. So far as the personal income tax is concerned. the in-
crease in the standard deduction moves a great 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 hang on taxes. Perhaps the most feasible way to re-
cuce big differences in applicable tax rates would be to widen the tax
brackets. Merely to undo the effects of inflation in narrowing the pur-
chasing 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-
poration tax. But this is not a realistic alternative today. When you
come to the estate and gift tax, thisis 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.

We just cannot expect to undo the effects of a full generation of ris-
ing tax rates, of rising burdens, and of attempts for various reasons to
create special situations.

Representative CoxabLe. 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?

Mr. Harriss. Yes; it certainly does.

And may I add one point. Representative Vanik was suggesting that

he difference betiween 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-

83-786—75——10
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advantage of relatively small enterprises—in some cases, but perhaps
not all.

Representative Conaere. Mr. Ott.

Mr. Orr. I think we have made a major point. I think we can see as
a major hope for simplification the whole corporate income tax avea.
And what I would suggest is that as a separate tax it be eliminated,
that the tax revenue raised thereby be raised through the individual
Income tax, where it is raised anyway—we just don’t see where it is
coming from, that is the problem. And if you stop and think about
the implications of their

Representative CoxasrLe. What you are saying there is that you
never really tax a corporation, all you do is increase its cost of doing
business, and therefore the ones who deal with corporations are the
ones who ultimately pay the taxes corporations pay.

Mr. Orr. I think there has been a great dispute in the profession
about who pays the corporation income tax. And one of the great
arguments 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 suggesting
1s that if you did not have a corporate income tax, if you did not have
all the complicated administrative paraphernalia and apparatus that
2o with it to try to determine what corporate income tax is, and you
didn’t have thousands of accountants and tax lawyers trying to go
through this operation, and if you taxed corporate income as it ac-
crued to people in the form of dividends and acerued gains on their
corporate stock, which is an accurate indication of what the corporate
income 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, you
mentioned subchapter S as a possible alternative. And I have had
problems with that, because I think you essentially don’t achieve a
great deal there, because you still face the problem of defining what
15 the income of the subchapter S corporation, even though the income
is taxed to the stockholders, you still have to define what it is. And as
long as you have got that problem, you are going to have the problem
of a massive complication of the tax system, and massive resources
being devoted to trying to define it in such a way to get the best deal
for the corporation.

So I am saying, the simple thing to do is simply eliminate that as
a separate tax, and tax that income, tax corporate income when it
appears in the accounts of individuals, as they receive it, dividends
when they receive dividends they have received corporate income, and
when their corporate stock rises in value, whether they realize it or
not, they are implicitly receiving corporate income.

So T see that as a very simple way of taxing corporate income.

Representative Conaprr. That certainly would have, however, an
adverse effect on the accumulation of capital, wouldn’t it ?

Mr. Orr. T can’t see why. I think the effect would be the opposite,
as far the allocation of résources. 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 reallocation
of 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 cquity 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
preference to a form of income, if you are talking about equity be-
tween people. So why should a person with income from corporate
capital pay a higher tax than other persons with the same income
from noncapital sources? So there is an equity argument as well as
a very major resource allocation argument for elimination of the
corporate income. And I can see that as providing a major simplifi-
cation.

T will 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
Dy provision, you do run into many cases in which the two are com-
patible. I think equity and simplification are compatible in the area
of State and local bond interest, for example. I think in other areas,
however, trying to he 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. However, I repeat, I think there are a number
of provisions where we can accomplish the same thing in a simpler
way.

Representative Coxaprr. Obviously, we have not historically put in
the code complications, exemptions, and exceptions for'the purpose
of being less equitable.

Mr. Hargriss. May I add a point? -

The more that I think about the problems of depreciation, the more
T realize that this country is going to be around a long time, then 1
vear as against another may not make so much difference as used to
scem 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 busincsses 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 CoxastLe. 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
carry a greater burden of the cyclical pattern of tight money than
other investments. T 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 cur 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 wisdom on the sub ject—
that they use State and local bonds as marginal investments. First
they take care of their prime loan customers, the business firms. And
when money gets tight they cut off their lending in the State and local
bond market, 1n order to maintain their good relations with their prime
borrowers. So it is marginal from the point of view of the most im-
portant sector investing in State and local American bonds, commer-
cial banks.

Representative Coxasre. You will be interested to know that when
we were working with this in the Tax Reform Act of 1969, we wanted
to 1mpose in the Ways and Means Committee a minimum tax. And
while we were considering this, as I recall, the bottom fell out of the
muncipal bond market, because businessmen, bankers in particular,
can live with almost any ruling you can make as long as it is a fairly
reasonable rule, but they won’t move during times of uncertainty, and
the result was, nobody was buying municipal 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 income taxes went down substan-
tially during that particular year as a result of our having considered
imposing a minimum tax on municipal bonds.

It is an interesting sidelight on the discussion of the tax reforms.

Mr. Orr. May I say one other thing?

As a sidelight to Congresswoman Griffiths’ example—and now again
we are referring to poor old Mrs. Dodge—my understanding is that
last year she passed away. 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 CoxaBre. She is one of the symbols we deal with
here.

Mr. Orr. Yes; we lost a symbol.

My. Braxxox. 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 problem. If you really
wanted to change the treatment of exempt interest in a meaningful
way and applied new rules to future issues, that kind of great uncer-
tainty that we ran into would not arise.

And if T 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. 1f you think of a school system going through a caveful piece
of cost-benefit analysis as to what is the best way to improve this
school, to add some new rooms, or to get better teachers, they could
come out to a point where these alternatives were really quite com-
parable in real payoff. But it turns out that the Federal Government
reduces the cost of adding the rooms through exempt intevest. But it
doesn’t do this on other kinds of current outlays you make. So that
basically there is a lot of distortion arising from this interest on which.
the Otts have given the committee some useful analysis.
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epresentative Reuss. You members of the panel have been most
helpful, and we appreciate it. Thank you Mr. Brannon, Mr. Harriss,
and Mr. and Mrs. Ott.

We will now stand recessed until 10 o’clock tomorrow morning in this
room.

(Whereupon, at 12:20 p.m., the committee was recessed until 10 a.m.,
Friday, July 21, 1972.)




TAX SUBSIDIES AND TAX REFORM

FRIDAY, JULY 21, 1972

Concress oF THE UNITED STATES,
Joint Econonrc CoMMITTEE,
Washington, D.C.

The committee met, pursuant to recess, at 10:10 a.m., in room 1202,
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 M. Slater,
economists; Lucy A. Falcone and Jerry J. Jasinowski, research econ-
omists; Walter B. Laessig, minority counsel; and Leslie J. Bander,
minority economist.

OrENING 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 there 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 Mirs. 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 prépared 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. . . I o
RERNTEN (147).
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STATEMENT OF HON. EDWIN S. COHEN, UNDER SECRETARY OF
THE TREASURY

Mr. Conex. Thank you, Mr. Chairman. T 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 will submit to the Congress for
action next year recommendations for further tax reform. Chairman
Mills of the Committee on Ways and Mecans 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 adininistration and the
Congress collaborated throughout almost the entire year 1969, was a
landmark in the long history of tax legislation. Together with the
Revenue Act of 1971, it vepresented a major achievement in improv-
ing 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 which 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 changes 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 vear to indicate that the rich somehow manage
to avord paying income taxes. In the face of political rhetoric, it 1s
important that we keep a proper perspective and consider the need for
further reform of the tax structure with a calm and deliberate
appraisal,

It 1s true that a small number of taxpayers with high “adjusted
gross income” showed 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
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 will notice
two of the five lIines that T have commented on. When three persons out
of a group of 624 with adjusted gross income above $1 million pay no
tax, 1t is pertinent to inquire why this might occur. But in making the
nquiry, one should not lose sight of the fact that 621 of this group
patd 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 pald an average tax of $177,161, for a total of $2.7 billion. This
represented an effective tax of 44.1 pevcent 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.

T might add, Mr. Chairman, that late vesterday 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 minimum
tax, which some persons have said has been largely ineffective bhut
which appears to have been quite effective in some cases. The computer
jun reflected the case of one individual who paid no regular income
tax but a minimum tax of over $600,000. At Jeast for that individual
the minimum tax enacted in 1969 had a substantial impact.

1t 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 Tnternal Revenue Service. A review of many of
the returns indicates that on audit taxes may be found to be due.

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 you, Congressman Reuss, concerning our
analysis of the returns, together with a brief discussion of them in a
speech that T gave on April 29, 1972,

I shall not read the comments about these cases that I have in my
prepared statement, in the interest of time. But as I pointed out in my
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 toavoid double taxation;

Some of them paid very high 1U.S. taxes for 1969 and paid their State income
faxes in 1970 on their high 1969 income. On the cash basis of accounting used by
most individuals, the high 1969 State income taxes paid in 1970 exceeded their

1970 incomes and eliminated their 1970 Federal tax liability. This is merely a
vesult of the cash basis of accounting and is not a recurring circumstance; 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 19@9 aect will have the effect, starting January 1, 1972, of disallowing interest
gleductlons.that substantially exceed investment income. To the extent that the
mteres.t paid offsets investment income, we should consider revising the definition
of :‘admsted gross ineeme” to require that the jnterest be deducted in computing
adjusted gross income rather than being treated as a personal deduction.

And T make a similar point with respect to certain miscel-
laneous deductions claimed as business bad debts, business litigation
payments; and the expenses of deriving income.

I think we may find that we need to revise the definition of ad-
justed gross income to take those amounts into account in the
determination of adjusted, gross 1ncome.

In table 2 of my prepared statement are shown the results of the
changes that have been made since January 1969 in the tax laws and
regulations. As the table shows, the income tax burden has been re-
duced in the zero to §3,000 income class by 82 percent, and has been
reduced in gradnally 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 heen 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
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with respect to the four calendar years 1969-72, the current calendar
Year 1972, and an estimate of the 12-year span from 1969 through
1980. I think it is fair to infer from this that the changes that have
been made since the beginning of January 1969 have not preferred
corporations as against individuals. Substantially all the reductions
have gone to individuals. I think we should bear those circumstances
In mind as we prepare for another thorough review of the income
tax and entire Federal tax structure.

Now, Mr. Chairman, 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 pri-
marily from a letter dated May 11, 1971, from former Assistant éec-
retary Weidenbaum 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 the
staff of the Joint Economic Committee. The lettor 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 a
schedule showing similar estimates for these same items for the cal-
endar year 1971, which would correspond to the fiscal year 1972. (The
figures for fiscal years 1970 and 1971 in Mr. Weidenbaum’s letter rep-
resented estimates for calendar years 1969 and 1970.) There are also
included estimates as to several additional items which the committee
stafl included in the list that appears in the committee staff study at
page 31.

In addition, as you requested, T am attaching as appendix E to my
prepared statement our preliminary figures as to the breakdown of
these estimates to indicate their effect on individual 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 cstimates are difficult to prepare and involve
substantial uncertainties because of lack of information concerning
them on tax returns.

In my prepared statement, Mr. Chairman. I illustrate this, and I
point out that 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 under 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 Commit-
tee 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 con-
ceptual controversy as to what is and what is not a tax subsidy.” The
Treasury is pleased to furnish to the congressional committees esti-
mates 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 arc all matters on which there is exten-
sive division of 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. 1f 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
Jesult 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-
emptions 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
reforence to State and local bond interest, and the provisions relating
to housing.

TFourth, 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
offective 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
yesterday.

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 T list several illustrations. Tor example:

Tho list includes the additional tax that would be due if capital
gains were 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
Josses 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 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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ment 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 assumed to be shifted forward, it is in essence
an excise tax on consumers and bears heavily on low- and middle-
mcome-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 significant effect upon the distribution of the tax
burden.

The income tax rate structure itself can be said to involve a “pen-
alty” to one group or another depending upon their points of view:
for it affects differently single persons. married couples, heads of
houssholds and surviving spouses, as well as aftecting differently low-
income, middle-income, or high-income groups.

These ave merely illustrations of dificulties involved in considering
the effects of the provisions which the committee staff has selected
as “tax subsidies.” Again let me sav that I think it highly desirable
that these matters be publicly reviéwed 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 issne of tax policy is encased in a long history. with plentiful
arguments on either side. Many of them are not included in the com-
mittee staff’s list. All of them are deserving of a thorough review in
the Congress in 1972, 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 e constantly strive to improve
it, we must proceed with calm analysis and thoughtful judgment of
the complex issues.

Thank you, Mr. Reuss.

(The prepared statement, with appendixes, of Mr. Cohen follows :)

PREPARED STATEMENT oF Hox. Epwix S. CoHEX

Mr. Chairman and members of the committee: I am pleased to have the oppor-
tunity to appear Lefore you today to participate in your consideration of the
federal tax structure.

The President has stated that he will submit to the Congress for action next
Year recommendations for further tax reform. Chairman Mills of the Committee
on Ways and Means and Chairman Long of the Committee on Finance, as well as
nunerous members of both committees, 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 Administration and the Congress
collaborated throughout almost the entire year 1969, was a landmark in the long
history of tax legisiation. Together with the Revenne Act of 1971, it represented
a major achievement in improving the equity and efficiency of the tax structure.

The President’s recommendition for the Low Income Allowance. adopted by the
Congress in 1969 and updated in 1971, has removed from the federai income tax
rolls substantially all citizens whose incomes are below the poverty level. For
single persons the minimum income level at which the tax applies has been raised
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Trom $900 in 1989 to $2,050 in 1972, For a family of four it has been raised from
$3.000 in 1869 to $4,300 in 1972, These changes mark a major advance in the
equity of the income tax structure.

At the other end of the income seale, much has been said in the heat of a politi-
cal campaign year to indicate that the rich somehow manage to avoid paying
ingome taxes. In the face of potitical rhetorie, it is important that we keep a
proper perspective and consider the need for further reform of the tax structure
with a calm and deliberate appraisal.

It is true that a small number of taxpayers with high “adjusted gross income”
showed 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 high adjusted gross incomes
are paying heavy federal income taxes. The Preliminary Statistics of Income for
1970 show the following:

TABLE 1
Total Number Number

number of showing showing Average

Adjusted gross income class returns no tax tax due tax paid

Over $1,000,000. ... iiiieeiiiean 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 3% 77,505 73,678
Over $50,000. . ..o 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
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 repre-
sented 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 produces by
voluntary assessment these huge amounts of tax on high adjusted gross income
gronps merely because a fraction of one percent of the cases report no tax due.

1t is important also to note that this 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 due.

The Treasury Department and the Joint Committee 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 statement let-
ters that 1 have written to Congressmen Conable and Reuss concerning our
analysis of the returns, together with a brief discussion of them in a speech that
I gave on April 29, 1972 (Appendices A, B and C). From these analyses it will be
seen that— .

Some of these paid high income taxes abroad which are credited against
T.S. tax to aveoid double taxation.

Some of them paid very high TU.S. taxes for 1969 and paid their state
income taxes in 1970 on their high 1969, income. On the cash basis of
accounting used by most individuals, the high 1989 state income taxes paid
in 1970 exceeded their 1970 incomes and eliminated their 1970 federal tax
liability. 'This is merely a result of the cash basis of accounting and is not a
recurring circumstance.

Alany 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 the
returns. Moreover, the 1969 Act will have the effect, starting January 1,
1972, of disallowing interest deductions that substantially exceed invest-
" ment income. To the extent that the interest paid offsets inve'sgment income,

1 As explained in my letters to Congressmen Conable and Reuss, attached as Appendices B
and C hereto. examination of the returns later showed. that there were 106 nontaxable
returns involved that were governed by the Tax Reform Act of 1969. . .
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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 miltions]

Change under 1972 law
from 1968 law

Tax under Tax under

Adjusted gross income class 1968 faw 1 1972 law Amount Percent
0t083,000. . . . ... $1. 469 $265 —$1, 204 -82.0
$3,000 to $5,000. .. R 3,488 1,995 —1,493 —42.8
$5,000 to $7,000. _ 5,543 4,025 —1,518 —21.4
$7,000 to $10,000. 12,263 10, 112 —2,151 —-17.5
$10,000 to $15,000 22, 065 19, 202 —2,863 ~13.0
$15,000 to $20,000 15, 687 13,891 —5, 396 -9.1
$20,000 to $50,000._ . 19, 375 18,377 —998 5.2
$50.000 to $100,000.___ . 7,344 7,217 —-127 -7
$100,000 and over___ ... ... ... . . .. ____._.._ 7,131 7,658 4527 +7.4

Total e iaaas 93, 965 82,743 -11,222 -1.9

1 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 sinee the-
beginning of 1969 have favored corporations as against individuals. This is not
so0. 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 1969-1972 they will have: increased cor-
porate income taxes by an aggregate of $4.9 billion; decreased individual
income taxes by an aggregate of $18.9 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 bil--
lion ; and decreased excise taxes by $2.6 billion.

For the 12-year span from 1969 through 1980, assuming economie 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 sfudy 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 Proxmire giving revenue cost estimates for
the fiscal vears ended June 30, 1970 and 1971, prepared by the ‘Preasury 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 {tems in the
list these estimates are difficult to prepare and involve substantial uncertaintics
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

2 See, e.g., the eriticism in Bittker, Accounting for Federal “Taz Subsidies” in the
National Budget, XXII National Tax Journal 244 and the reply in Surrey and Hellmuth,

g’hle52TSaz Ezpenditure Budget-Response to Professor Bitiker, XXII National Tax Jour-
a N
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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 or the so-called “first level”
effects, without any offset for the “feedback” increases in revenue that now fow
from the increased investment and economic activity tirat 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 commitments 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.

6. 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 were
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 $38 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
inconie 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-income 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 <ystem has been the most efficient revenun
device in the history of the world. As we constantly strive to improve it, we must
ploceed W1th calm analysis and thouvhtful Judgmeut of the complex msues
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APPENDIX A .
Exceapr FrRoM REMARKS oF Epwix S. CoHEN

PERSONS WITH HIGH ADJUSTED GROSS INCOME

Much 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 ig 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 were in
1968 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 down from 360 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 1970 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
$18 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 $8.5 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
for interest, taxes, medical expense, ete., will exceed the other half of adjusted
gross ineome and result in nontaxability.

Tn 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

83-786—73——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 paid
should 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 his
business, 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 a
personal deduction along with taxes, charitable contributions, casualty losses,
alimony, ete. Possibly we should change the definition of “adjusted gross income”
s0 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 may
be disallowed as a deduction under the 1969 Tax Reform Act.

The final category consists of 20 cases in which the principal deduction was
miscellaneous 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 in
settlement 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 expenses
of earning business or investment income and may indicate that we should
change the definition of “adjusted gross income” to drop these people out of the
high ineome category.

To illustrate, consider one of the returns that reported as the only income more
than $400,000 of gambling gains and reported an equal amount as gambling losses
under miscellaneous deductions, fer 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 is
not 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 little
guidance 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,
DEPARTMENT OF THE TREASURY,
Washington, D.C., MarcH 1, 1972.

Hon. BARBER B. CONABLE,
Housc of Representatives, Washington, D.C.

DEAR MR. CONABLE: In response to your request, I am writing to set forth the
information that we have developed to date with respect to individuals with
adjusted gross incomes above $200,000 for the yvear 1970 who showed no income
tax 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 the
approximately 75,000,000 individual income tax returns. The sample includes all
returns 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 income
tax shown on the return to be payable. It is thus a routine matter, as a part of
other 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.)

(¢) The total adjusted gross income on nontaxable returns with adjusted
gross income above $200.000 dropped from $279 million to $46 million, less
than 179% 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 8 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__ e 1
POtal o e 8

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 98 returns, the principal deduction against adjusted gross
income resulting in no tax was as follows :

State income tax_ .. e 12

Review of the returns before aundit 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 files 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 taxpayer’s 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 deduc-
-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 contribyutions_ . _ e 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 o mm— e 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 ta\able 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 taxpayer’s 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-
Jjected 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

Theft casualties______ . -2

Sundry (bad debts; payments in settlement of litigation, etec.) —____ 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,
Epwixn S. COHEN.
AprrPENDIX C
AprIL 28, 1972,
Hon., HEXRY S. REUSS,
House of Representatives, Washington, D.C.

DeEArR Mz Reuss: I am writing in reply to your letter of March 23, 1972.
requesting further information with respect to individuals reporting adjusted
gross incomes 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
individuvals 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
2ot identified.
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Dr. Woodworth 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.
Those 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
Medical
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 was 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 vears 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 the
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 will 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 loeal 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 pa id.
aggregating $4,160,000, it may be noted that of this amount $4.046,000 represented
state and loeal 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 1969 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, 1oss on guarantees of

~ loans, and payments in settlement of htigation______________ $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 wother than capital gains. To the extent
that the interest and miscellaneous deductions are ailowed 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
$2,050 $2,170

, 800 2,810

3,550 3,350

, 300 4,290

Because of the need to have systematic increases as the size of the family in-
creases, the minimum level of tax i's 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 could 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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Tncome 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
Tevels.

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,
EpwiN 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 thousands]

tncome 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_ . _...__...__..... 7 12 12 55 20 106
"Wages and salaries..__.._____. . $767 $562 $372 $2,673 $1, 445 $5, 819
‘Dividends. ... _.._.__ 1,015 1,700 7,506 11,402 6,525 28,148
Interest.....____.._._.... 701 2,467 1,009 5,132 1,395 10,704
‘Capital gains (100 percent). 2 563 108 5,132 2,4 8,271
-Other income________.___.____._.... 0) (893) (424) (4,353) 533 (5,157)
Adjusted gross income._._____ 2,462 4,123 8,516 18,470 11,134 44,705
Amended gross income 2. ______._.__. 2,471 4,427 8, 606 20, 166 12,392 48, 06!
Contributions deductions__.__._______ 39 389 4,221 2,019 1,976 8, 650
Interest deductions..__ 89 416 1,327 17,337 1,261 20,430
Tax deductions._.. .. 111 4,160 973 1,106 1,426 7,776
Medical deductions..._ ®) 39 74 198
Miscellaneous deductions__._..._____ 55 a7 2,380 1,533 10,516 14,901
Total deductions._.._.__._._.. 294 5,412 8,947 22,069 15,235 51,957
‘Taxable income_____ @ 6 205 2,428
Ordinary tax__ 1 1,489
MEIMUM 88X - o oo oo ceeac e e — s eeemmcm—-esc—m—meec—-i-mmemmamemzses-s-a-ea---—-cecmemsa=zem
‘Foreign tax credit_ 1,475
Other credits.____ 14

Tax after Credits . oo eeemm e cmecceeccccammcatesceesmemmemmmmemeemmea-sseemmeame—mecmo—oasnoas

1 Excludes 1 fiscal-year return for which the provisions of the Tax Reform Act of 1969 were inapplicable.

.3 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.

3 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

[1n millions of dollars]

E Calendar year 1971

Corpora-

Mtions  Iadividuals Total
Exclusion of benefits and allowances to Armed Forces personnel. ... _______ 650
Exemption for certain income earned abroad by U.S. citizens. _ _ . 50
Exclusion of income earned by individual in U.S. possessions. 10
Western Hemisphere trade corporations___.._________________ . . 77 75
Exclusion of gross-up on dividends of less-developed country corporations. 55
Deferral of income of controlled foreign subsidiaries.._......___...__. ... 165
Exclusion of income earned by corporations in U.S. 80
Farming: Expensing and capital gain treatment. . _____.. 840
Timber: Capital gain treatment for certain income 175
Expensing of exploration and development costs. . 1325
Excess of percentage over cost depletion___._________ 985
Capital gains treatment of royalties on coal and iron ore. - 5
Investment credit______ = T T TUTTTTmememommen 1,495 305 21,800
Depreciation on buildings (other than rental housing) in excess of straight line. 320 160 480
Asset depreciationrange_.__________________ " oE"T 3700
Dividend exclusion_______ "7 TTTTTTTTTtTThT el 300

Capital gains: Corporation (other than agriculture and natural resources)_
Bad debt reserves of financial institutions in excess of actual._. ... ... 5400
Exemption of credit unions

40
Deductibility of interest on consumer eredit. .. .- ... ... ... . 1,800
Expensing of research and development expenditures. . ... .- ...~ ... 54 545
$25,000 surtax exemption_______.__._____________ T TTTTTTTmmTeees 2,300
Deferral of tax on shipping companies_ ... .. _ITTTTTTTToT 10 10
Rail freight car amortization______. .- 1777 7TTTTT s 845
Deductibility of interest on mortgages on owner-occupied homes. - o oo oo oo oo oo 2,400
Deductibility of property taxes on owner-occupied homes. . . . .- oo oo oo 2,700
Depreciation on rental housing in excess of straight line___._._____..___..... 200 7 500
Housing rehabilitation. . ____. B 25
Disability insurance benefits. 155

Provisions relating to aged, bllnd,_éﬁd disabled: )
Combined cost for additional exemption, retirement income credit, and
exclusion of OASDHI for aged.____ . ________________C .. 3,250 3,25;3

Additienal exemption for blind.______ . TN 10
Sick pay exclusion . ,I_J _____________________ 120 120
Exclusion of unemployment insurance benefits.. . 800 7800
Exclusion of workmen's compensation benefits. . 320 320
Exclusion of public assistance benefits.__________ . . _ 17T TTTTTTTT 65 65
Net exclusion of pension contributions and earnings:
Plans for employees..______.________. . .. 3,650 73,650
Plans for self-employed persons______ . T TTTTTTmTmTTmmm TN 250 250
Exclusion of other employee benefits: .
Premiums on group term life insurance___________________ ... .. 500
Deductibility of accident and death benefits_________ - " __ 717 17TT0T 30
Medical insurance premiums and medical care.__________T217T7TTTT 2,000
Privately financed supplementary unemployment benefits_.__........... 5 5
Meals and lodging.. ... .. . ooTtTommemett 170
.Exclusion of interest on life insurance savings___ ... . . 1" 1,100
Deductibility of charitable contributions (other than education). 3,200
Deductibility of medical expenses.____.._.._._ ... __ . 1,900
Deductibility of child and dependent care expenses. ... ........_.. ... &30
Deductibility of casualty losses..._______________ . TTTTTTTTTTTeT 7165
Excess of standard deduction over minimum___________ TTTTTTTTTTTTTT 700
Capital gains: Individuals._______________ O TTTToTTTTmmTeemmmmmmeT 45,600

Pallution control amertization____ - - __ - T TTTTTTTotTtTTmmmm 15

Additional personal exemption for students... .. ..... 550
Deductibility of contributions to educational institutions. . 7275
Exclusion of scholarships and fellowships....__._____ 7110
Exclusion of certain veterans' benefits_ . ... ___ 7 700
Exemption of interest on State and local debt.____ -~~~ " TTTTTTTTTmTC 2,600
Deductibility of nonbusiness State and local taxes (other than on owner-

occupied homes) . 5, 600

! Considered in isolation this estimate would be $800,000,000. However, if considered in conjunction 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 i/ear 1971. The full-year effect would be $3,300,000,000

3 1st-year effect, 2d-year effect would be $ ,700,000,000. Thereafter builds up for a period of years.

4 Assumes present restriction on capital losses is retained. .

$ This will decline over time as present law becomes fully effective. o

8 The estimate appears only hecause the investment credit is effective for only a part year, It will disappear when the
investment credit is fully effective. i R L

T 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.



ArpExNDIX E
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 Deducti-
allowances earned earned by expensin gains of explora-  Excess of housing) Asset . bility of
to Armed . abroad individuals andcapital  treatment tionand percentage inexcess of depre- . intereston
X . Forces by U.S. inU.S. gains forcertain  develop- ~ overcost [nvestment straight ciation  Dividend consumer ¢
Adjusted gross income class personnel citizens possessions  treatmant income mentcosts  depletion credit line range  exclusion credit Ut
........................... 15 e 20 i 1 K I 5 1
$3,000t0$5,000. .. .. ...eoooo- 120 | S 55 2 1 2 16 3 2 13 44
$5,000t0 $7,000. .. ... .. ... 175 4 1 £0 2 3 8 27 5 4 17 64
$7,000 0 $10,000_. .. ... .- 180 6 1 120 2 2 6 41 11 6 29 185
$10,000 to $15 115 7 2 155 4 4 12 51 18 12 55 435
$15,000 to $20,000 28 18 3 90 2 4 12 32 12 9 46 380
$20,000 to $50,000 - 13 15 3 170 9 16 50 73 47 37 99 620
$50,000 to $100,000. 3 1 o 55 8 14 43 33 28 23 2 59
$100,600 and over...... R, 45 21 21 66 29 36 7 9 12
Total 650 50 10 790 50 65 200 305 160 100 300 1, 800




ArrENDIX E—CONTINUED

LESTIMATED DISTRIBUTION OF SELECTED ITEMS OF TAX PREFERENCES OF INDIVIDUALS, BY ADJUSTED GROSS INCOME CLASS,
CALENDAR YEAR 1971—Continued
[Tn millions of dollars]

Provisions relating to
aged, blind, and

disabled
Combined
cost for
additional
Deducti- Deducti-  Deprecia- exemption Net exclusion of pension
bility of bility of tion on retirement contributions and
interest on roperty rental income Exclusion of Exclusion of earnings
mortgages axes on  housing in . credit, and unem- workmen's  Exclusi
on owner- owner-  excess of Housing  Disability  exclusion  Additional “Sick  ployment compensa- public Plans Plans
Adjusted gross occupied occupied straight rehabili-  insurance of OASDHI  exemption pay’ insurance tion  assistance for for self-
income class homes homes line tation benefits for aged for blind  exclusion benefits benefits benefits  employees employed
35 805 1 2 65 45 .
40 750 2 13 110 145 7
25 420 2 16 110 230 10
20 585 2 32 185 535 13
10 245 1 19 230 995 22
5 125 1 20 65 685 18
215 1 15 20 750 96
3 70 L 2 5 175 1
1 3 e 90 13
155 3,250 10 120 800 3,650 250

991




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]

Exclusion of other employee benefits

Privately Deducti- Deducti-
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 tarr unem- onlife contributions bility of dependent bility of deduction
Adjusted gross group life and death  and medical ployment Meals and insurance  (other than medical care casualty over
income class insurance benefits care benefits {odging savings education) expenses expense losses minimum
0t0$3,000. __..ooooeeeonan |- SRR 5 3 ) R, 10
$3,000 to $5,000__._ 20 1 14 20 31 100 7 3
$5,000 to $7,000.... 30 2 22 35 82 205 12 10 15
$7,000 to $10,000__. 75 5 35 85 225 325 5 30 100
$10,000 to $$15,000. 135 8 35 205 467 470 3 40 415
$15,000 to $20,000_ 95 6 25 185 364 3i0 1 20 115
$20,000 to $50,000. . 105 6 30 420 716 360 1 30 50
$50,000 to $100,000. 25 1 5 80 426 90 e 20 2
$100,000 and over_._........ 0 1 2 65 886 35 eiceiees 10 e
Totalocoeee e 500 30 170 1,100 3,200 1,900 30 165 700

291




ArpEXDIX E—CONTINUED

. ESTIMATED DISTRIBUTION OF SELECTED ITEMS OF TAX PREFERENCES OF INDIVIDUALS,

BY ADJUSTED GROSS INCOMLE CLASS,
CALENDAR YEAR 1971—Continued

[In millions of dollars]

Deductibility of

nonbusiness State

Deductibility of and local taxes

Additional per- contributions to Exclusion of Exclusion of Exemption of (other than on

Capital gains:  sonal exemption - educational scholarshipsand  certain veterans’  interest on State owner-occupied

Adjusted gross income class individuals for students institutions fellowships benefits and local debt homes)
01t083,000. . .. 30 ) 6 30 5 4
$3,000 to $5,000.. 60 17 3 26 95 .. 56
$5,000 to $7,000. . 70 40 7 28 )3 (R 88
$7,000 to $10,000_ 150 101 20 22 130 5 361
$10,000 to $15,000. . 230 182 58 15 220 10 172
$15,000 to $20,000. . 210 92 70 10 70 20 172
$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 U 1 360 928
Total oo e 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 Economic Committee, Congress of the United States, July 21, 1972.

891
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APPENDIX F
DISTRIBUTION OF THE CORPORATE {NCOME TAX-BURDEN ! ON {NDIVIDUALS

{1n billions of dollars]

Full forward 34 borne by 1% borne by 14 borne by

ol pOwWOoORNOWN

shifting to S, S, s, Full tax

. consumer Y4 borne by 1% borne by 34 borne by borne by

Adjusted gross income class prices  stockholders stockholders  stockholders stockholders
01093,000. . coocecmeieoonoennees 2.8 2.8 2.8 2.7 2.
$3,000 to $5,000. ... ... - 2.4 2.1 1.8 1.6 1.
$5,000 to $7,000 ... .. - 2.9 2.4 2.0 1.5 1.
$7,000 to $10,000. - 5.4 4.5 3.6 2.6 1.
$10,000 to $15,000___ 7.5 6.3 5.2 4.0 2.
$15,000 to $20,000.__ 4.0 3.5 3.0 2.5 2.
$20,000 to $50,000 3.3 4.3 5.3 6.3 7.
$50,000 to $100,00 7 1.7 2.6 3.6 4,
$100,000 and over .5 1.9 3.4 49 6.
Total. oo 23.6 29.6 29.6 29.6 29.

1 Net liability at calendar year 1971 levels after all credits.
Note: Items may not add to totais due io rounding.

Representative REuUss. 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 1m-
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 mmsurance 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 thatso? ,

Mr. Comex. Mr. Chairman, I could not agree more that the use of
adjusted gross income as & measurement here has great defects.

First, let me say that the concept of adjusted gross income 1s 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.

1f we use taxable income, and we could run the computers and
publish the statistical data by taxable income classes, it would have
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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 you 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 may 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 you
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 T 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.

’
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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. CorEN. 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. Comex. Congressman, I did not mean to indicate that all is
well. T 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,
T 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 being 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. CorEex. 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 Jocal 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 mcome, 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 T 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 am 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
lability 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 2.8 million hous-
ing units without regard to the mobile units. Thus, you 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 have people taking
advantage of it and that is what the Congress wanted.

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. Conex. 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 Mr. Connally 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 our plants and equipment
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, and the people have got

to understand it.

'Well, 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 can I give him?

Mr. Come~. Mr. 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 o1l 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 Reuss. Would you consider a national sales tax like
the value added tax tax reform, would that satisfy the commitment to
recommend tax reform ¢

Mr. Comen. You are asking me about political and governmental
decisions to be made at a level above mine, Mr. Chairman, as I am sure
you realize. All T 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 are
forthcoming are naturally going to be the decision primarily of the
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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 conjunction 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. CorEex. 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. ComExn. 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. We 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 Rruss. That is entirely proper. And we can expect
those Presidential recommendations, then, in the next few weeks?

Mr. ConEx. 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. Conrx. 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
«ate? I was just thinking that the average working taxpayer might
get 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 appratsal that you and I have adopted ?

Mr. Conexn. 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-
tion 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 well understand, matters that will be in the
jurisdiction of the Ways and Means Committee and the Finance
‘Committee.

Representative Retss. Tmmna 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. Conex. Mr. Chair man, 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
coxpomte profits in another year. I don’t at the moment know the
relationship of corporate profits in 1969, to corporate profits—did you
say n 1971°%

But obv lously 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.

Now, the second point that T would make is that social security taxes
and benefits are constantly rising, and they are assuming a larger and
larger proportion of the total budO'et I take it you are using unified
budget figures. Therefore as social security taxes go up and benefits
go up, they force downwar d 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.

Representative Rrvss. What you have said about social security
taxes, which are. of course, a relatively regressive tax, brings up an-
other question which is very much in the area of pubhc discussion to-
day, the question of income shares, in which taxation is partially but
by no means wholly involved. Still T would like to ask you about it.
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I am 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 percentage
shares for the top one-fifth of American families went up a whole
percentage point, from 40.6 percent to 41.6 percent.

The next to the top went down from 28.7 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 purchasing
powe(li 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. Conen. I am not familiar with the precise data, Mr. Chair-
man, I don’t know exactly how that data is calculated. And I would
like 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. From 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 tax 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 may be due to inflation and
unemployment I do not know. I know that there were released this
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morning figures with respect to the GNP for the second quarter show-
ing a trlowth of some $30 million. And it is my understanding that—
thourrh I don’t have the figures immediately before me—that they
showed a substantial increase in real growth; I think, of 8 percent.
Also the deflator was down swnlhcant]y, and the Consumer Price
Index for the month was up only one-tenth of 1 percent.

So, I think we have reason for encouragement, as you will see from
the rclease 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 Fedoral Reserve
figures 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 clnncres in the tax law in 1969.

Representative Rreuss. I would have just one more quest,lon, Mr.
Under Secretary.

Congressman Vanik in his testimony before this committee earlier
this weelk told us that a number of very large corporations, among
them Continental Oil, McDonnell Douglas, Gulf and 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. Conen. Congressman, as I am sure you will recall, T 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 com-
par ed it with the worldwide income, In general, he has used the forms
10K and the annual reports of corpomtiohs filed with the SEC, and
taken the amount of the U.S. income tax pald, and related it to the
worldwide income of those companies.

Now, 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 March and get a 6-month extension of time
to file their final returns. So, we wouldn’t know their taxable i 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 Wldely dif-
ferent concepts, for a variety of reasons which I will not trouble you
with.

But the biggest problem is that he is usincr the U.S. income tax in
relation to worldwide income. I think if you "make a _comparison, you
should either use total income taxes paid worldwide in relation to
worldwide income, or you should use the U.S. tax pfud 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 Browx. 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. Comen. 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 by 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 Brow~. 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. Conen. 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 why 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 Brow~. These are individual income taxes and not
corporate income taxes? :

Mr. Corex. That is correct.

Representative Browx. Let me ask one other question about these
statistics.

Do they include the reduction in the excise tax or the removal of the
excise tax on automobiles?

Mr. Cosen. No.

Representative Browx. The average citizen, I suppose, buys an
automobile once every—how many years, 5 years, 4 years?

Mr. Coren. I don’t know.

Representative Brow~. 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. ConEn. 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. Comex. 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 Brow~. 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. Conex. 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. Conen. Yes; that is correct.

Representative Brow~. 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 T 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 T 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
from 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
1s 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 we 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. Conen. 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
Tisen to 14.7 percent of total personal income. It has never been that
high. It has fluctnated 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 up a higher and higher percentage of personal income.

Representative Browx. 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—iell, somewhere between 13 and 17.5 percent. But
he is feeling that though his taxes have been reduced, he is substantially
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less able to do the things that he 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 oft than
he, because of what our society will do for that kind of a person.

Now, 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 T am trying to get at. Isn’t 1t
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 Gov-
ernment operations from corporations. But what does a $6,500 annual
income dotous?

Mr. Conex. 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 1s 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 T could get a scholarship.”

Representative Browx. That was precisely my point.

Of course, if he went 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 would
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 you 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 $210 billion, or a thousand dollars for everybody a
year, or the $6,500 guaranteed income. ‘
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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. Couen. 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 Brow~. What about above $50,000, above $20,000,
and above $10,000, the figures that you have here?

Mr. Couen. If you take it above $50,000, even 100-percent tax on
adjusted gross income above $50,000.

Representative Browx. That 1s above $50,000 or $50,000 to $100,000 ¢

Mr. Conex. No; I am talking about all above $50,000. I could do it
the other way, but this is easier.

Representative Brown. That is all right, whatever you-have there.

Mr. Conex. 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 how 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 you can’t consider a 100-percent tax.

Representative Brown. We are not into my category yet. Can you
get the $20,000 and $15,000, and then I will leave you alone?

Representative Reuss. Your request is that the Under Secretary pro-
vide those for the record ?

Representative Browx. Unless he has them available here.

Mr. Conex. Do you want to assume a 100-percent tax on everyone
above $20,0001

Representative Brown. Or $15,000, either one.

Mr. Conen. I get more and more nervous as we go down. You have
already gone below my published salary level, you realize, and below

ours. :

y 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
Ppresently 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
removing 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 ?

Mr. Courx. I provided as an appendix to my prepared statement a
breakdown 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 have 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 vou 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 Browx. Thank you. My time is up.

Representative Reuss. Thank you very much, Mr. Under Secretary,
for vour 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 you are able to prepare them.!

And T would have just one additional question, not for an answer
now, because I am sure vou can’t, but again for inclusion in the rec-
ord when you are able to do it.

Would vou give us the Treasury revenue estimates for closing each
of the preferences in the Mills-Mansfield bill 2 That is the one that the
Treasury 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.

1The 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. Conexn. 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-Reuss. 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
with whatever you can on that for the record.

Mr. CoHEN. Yes; I will be happy to.

Representative Browx. 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. Conexn. There is a considerable difference between the list of
tax preferences in the study which the Joint Economic Committee
stafl 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 Mr.
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. Mills
picked only those provisions or those preferences that are dependent
upon existing provisions in the Internal Revenue Code itself, for which
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 rulings
or case law, can’t be terminated in that way and are not on Mr. Mills’
list.

Representative Browx. What do appendixes D and E of your pre-
pared statement refer to? :

Mr. Corex. Appendix D refers to every item that the Joint Eco- -
nomic Committee staff asked us for or included in the tax subsidy
study. 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 will do so.* We 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 yon
to do that at your convenience.

Mr. Conable.

Representative CoxaBre. Mr. Cohen, I got stuck in another meet-
ing, and I am sorry to have missed your testimony, because 1 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

1 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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have 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 1t? You are willing to make your rec-
ommendations available any time the Ways and Means Committee
is ready to hear them ; isn’t that correct ?

Mr. ConEN. 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 ready to take it up. I understand that that will be a part of the
legislation considered next year.

Representative Coxasri. 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 19737

Mr. Comex. 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 wiil be taken up as
the first order of business next year.

Representative ConasrLe. 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?

Mr. ComEex. 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 CoxaBrLE. 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 commit-
tees ;vho are charged with the responsibility for legislation in this
area ?

Mr. Comen. The bulk of our revenues come from the income tax.
T 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. Comen. 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 frone
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 ConasrLe. 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.

Mr. Congx. I understand Secretary Shultz says that T am supposed
to continue to work in this field. My former deputy, Frederick W.
Hickman, has been nominated to be Assistant Secretary for Tax
Policy. And T understand that while my duties are to be of a more
general nature, I am also to continue to work in the tax field with
the Secretary and the Deputy Secretary and the Assistant Secretary.

Representative ConasrE. That is fine. T am glad to hear that.

A gain, my apologies for being late.

Representative Reuss. Thank you very much, Mr. Cohen. We appre-
ciate your help as always.

Mr. Cormexn. Thank you, Mr. Chairman.

Representative REuss. We will now ask the patient Professor Erick--
son, Professor I.eontief, 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 testimony. .

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. Errckson. Thank you. 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 Millsaps 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.

We argued, I hope convincingly, that the only really substantively
valid reason for considering special tax provisions for oil and gas
was national security.

The market can adequately adjust for differential risk. I do not be-
lieve that anvone 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 suflicient resources to maxi-
mize “strength” 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 view
absurd. This statement is not an attack on the work of my professional
colleague, Professor Stephen McDonald. I greatly respect Professor
MecDonald and his work. But Professor McDonald 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 petrolewm industry miake 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. How large is the contribution made by current tax subsidies,

3. How much does it cost, and ' _

4. Aretax 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 analysis 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 we start our questioning.

Mr. Leontief, please proceed.

STATEMENT OF WASSILY W. LEONTIEF, PROFESSOR OF
ECONOMICS, HARVARD UNIVERSITY

Mr. LeoxTier. 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.

1 wish you 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 n
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-
ily is being redistributed, most of it through massive subsidies not
shown 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 flow of final goods and
services produced by our economy so as to bring about this or that
change in the condifions 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 amply 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 T would like to add this. To discuss each tax separately really
is not a sufficiently broad approach. What really counts to an individ-
ual is how the whole picture as a whole affects him. I think in the ques-
tioning ‘Congressman Vanik 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 was 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 an
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 ave interdependent. A measure, a transfer that favors one
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group of people may also benefit another but impose a sacrifice on a
third. Modern techniques of economic analysis, supported—I em-
phasize again—Dby 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 whole, at some stage of the dis-
cussion analysis we should be-—and I mean we not, as specialists but as
citizens vepresentatives—presenting that picture.

In this connection it is somewhat 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 any tax or subsidy beyond the
aroup directly benefiting from it or penalized by it. In most instances..
this is not good enough even-——we have to use the techniques which
enable us to frace the things now 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 examining involve not millions but
hundreds 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 cfforts devoted to and the funds
available for helping each voter to find out how 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
year. in and year out by a middle-sized corporation for promoting its
products. :

Taxation is too serious a matter to be left entirely in the hands of
experts. An expert should be better able than an ordinary citizen, or
even, with all deference, I will say an average legislator, to figure out
whom a particular tax exemption or subsidy benefits or hurts directly
or indirectly and by how much. But who 1s he to decide why a par-
ticulav distribution.of benefits and sacrifices should be preferred to
another? 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. relpvant
facts and figures the experts should get into line and cast their ballots
with everyons else. , .

This is how it should be in principle. In real life it is not quite so.
In real life the battle of opposing 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 ordinary people who make up the jury—the adversary procedure
may be conducive to bringing out the facts. In the case of the tech-
nical analysis of complex economic phenomena, more often than not,
the adversary 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 studyv and the controversy is already there
hot, you have got simply a conflict testimony, not necessarily the fact.

In some of the prepared statements, and even more in the course
of verbal hearings—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, because 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 carrying 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, thev 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 1 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 is:
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 evervbody
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' re-
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—how
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. Countries 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 ahun-

-dant assets for others that we sorely lack ?

That is my statement. . _
Representative Reuss. Thank you very much, Mr. Leontief.
Mrs. Musgrave, please proceed.
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STATEMENT OF PEGGY B. MUSGRAVE, ASSOCIATE PROFESSOR OF
ECONOMICS, NORTHEASTERN UNIVERSITY

Mrs. Muserave. Mr. Chairman, I should like to present a statement
on tax preferences to foreign investment which summarizes my paper
appearing in volume 2 of the committee’s “Federal Subsidy Studies.”

Given the size of U.S. investments abroad and the important role
which they play, the tax treatment of foreign investment 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.
This direct investment abroad is very largely undertaken by the large
corporations and is more concentrated than is domestic corporate n-
vestment. It is also centered in manufacturing industries in Canada,
Western Europe, and other industrially advanced countries and in the
petroleum industry in Canada and the Middle 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. \

Major tax concessions are provided this investment in the form of
the foreign tax credit, tax deferral, and tax preferences given to the
Western Hemisphere 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 biflion 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 claimed 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 not shifted, it secures tax neutrality with respect to the
choice 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 only be deducted
from taxable income.

As a matter of tax equity, as distinet from that 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-
dsucted 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 investment
decision to this more demanding test, investments made ¢ “abroad would
be limited to those with returns (net of foreign tax) at least ashigh as
gross—before taxes—returns to investment in the United States. It
mltrht be argued that from the point of view of U.S. self-interest this
is thc proper solution.

Turning now to tax deferral, this provision permits the profits of
foreign incorporated subsidiarics of U. S. corporations to enjoy a defer-
ment of U.S. tax until remitted as dividends. Since most earnings re-

tained abroad are reinvested in fixed assets this virtually amounts to a
permanent exemption from U.S. tax. It is estimated that the average
effective rate of foreign taxes on profits of U.S. afliliates abroad 1s of the

order of 36 percent and that foreign subsidiaries of U.S. corporations
paid nearly $1 billion less in fOl'(,l“‘ll profits taxes than they would have
paid under the U.S. cor pomt,mn income tax. Deferral clearly intro-
duces a nonneutral incentive to invest abroad and is diflicult to defend
on both equity and efticiency grounds.

Furthermore, there seems to be some logical inconsistency between
deferral, which arises from the rule under which the United States
does not tax the foreign income of foreign corporations—even though

~under U.S. ownership and control—and the indirect tax credit which

allows the taxes paid by these same foreign corporations tio be credited
against the U.S. tax when such profits are remitted as dividends. I
would submit that the av ailability of the 111(111'eut tax credit should be
made contingent upon the termination of deferral.’

The effects on U.S. revenue of the deferral and credit provisions
interact and are not easily summarized. If both provisions were to be
eliminated, that is, foreign taxes were made deductible only and
U.S. taxes were applied when foreign income was earned, the U.S.
revenue gain is estimated at $3.3 billion. This figure may be on the
high side if allowance is made for the effects of sucl changes in
raising the payout rate, thereby increasing foreign thhholdmg taxes.
That 1s to say, if the payout rate should rise as a result of these new
tax measures, there would be an increase in foreign withholding taxes
to credit 'wamst the increase in 1J.S. taxes.

If defeual only was to be terminated, while the credit was con-
tinued, the revenue gains may be estln]’lfed anywhere between $160
and $900 million, the precise amount again depending on the payout
response. -

Western Hemisphere trade cmpm ations are provided a 14 percent-
age 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 prefer-
ences which were eliminated for other corporations.in the 1962
Revenune Act, preferences which account for another $50 million or
so of revenne.

While it is believed that U.S. inv oqtment abroad has on the whole
been economically beneficial to foreign host countries, its benefits to
the U.S. economy are less obvions, Tn fact, T believ e, that claims made
by those who favor a more lenient tax treatment of foreign invest-
ment. hecause foreign investment is beneficial to the U.S. economy.
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