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do we have anyone keeping ] )
a scrapbook...or perhaps Marge Wicklein -
could/would these be
included in "archives®..... Can these be sent to Archives?
: . . Or do you have something better
1 think the articles and to recommend? Please call me,
in particular the photos
front and back of the STAR...
are great!
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MEMORANDUM FOR THE PRESIDENT
FROM: HAMILTON JORDAN 7Y§/

SUBJECT: Deputy Special Representative for
Trade Negotiations - Geneva

Bob Strauss has proposed the appointment of
Mr. Alonzo McDonald as Deputy Special
Representative for Trade Negotiations - Geneva.

Mr. McDonald is a leading business executive
with a background of achievement and Bob is
enthusiastic about the possibility of having him
serve as his Deputy in Geneva. The post carries
the rank of Ambassador. Biographical material
is attached.

McDonald's credentials are good. Bob has checked
his appointment with Mike Blumenthal and

Bert Lance, and has made some preliminary

checks on the Hill. He reports that responses
have been favorable.

I recommend you give Bob approval to make
an offer to Mr. McDonald.

APPROVE ‘/ %
DISAPPROVE
OTHER j

Electrostatic Copy Made
for Preservation Purposes
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Since we do not know what the shoe industry or the
economy will be like in 1979, issuance of the order
now would subject you to the possible embarrassment
of having to either (a) formally withdraw the order
later or (b) allow the ITC to proceed with an
unnecessary review solely because of the Administra-
tion's premature request.

The OMAs provide that the U.S., Taiwan, and Korea

"may consult” in April 1979 with respect to the
"possibility" of liberalizing the OMAs. There is no
requirement that an ITC review be completed at that
time; in fact, a Presidential request for an ITC
review could well be a result of those consultations.
In any case, if the economic circumstances at the time
warrant it, you could order the ITC review in December

1978 or January 1979 and have the results in time for
the April 1979 consultations. You do not need to make

that request now.

Such a premature request for ITC review might be
construed as a gratuitous slap at the shoe industry
and its unions. It could undermine whatever credit
the Administration would otherwise receive for the
OMAs. The notion that you do not really support the
OMAs and are predisposed to liberalize or terminate
them prior to the end of their four-year term could
adversely affect investment and modernization in the
domestic industry and create further uncertainty --
precisely the opposite of what we want.

Calling for an ITC review in the same Presidential
Proclamation which promulgates the OMAs could also be
seen as undermining Ambassador Strauss' achievement in
negotiating the OMAs themselves -- OMAs which all
members of the EPG support.

We do not understand the argument that a formal
request to the ITC now would somehow provide you with
greater flexibility and would be politically wise.
Making a decision 1-1/2 years in advance of when it
needs to be made, without knowing the future circum~
stances under which the decision will be carried out,
does not strike us as an exercise in retaining
Presidential flexibility.
























THE WHITE HOUSE
WASHINGTON

Mr. President:

Stu's comments are attached
at the back of Jack's memo.

Hamilton's office concurs;
Charlie Schultze has no comment.

Rick (wds)
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MEMORANDUM TO: THE PRESIDENT c/¢2—///
FROM: Jack Watson
SUBJECT': F AG S

v

Attached are three memoranda discussing the Orderly Marketing
Agreements which have been negotiated with Taiwan and Korea
on non-rubber footwear.

The first memorandum from the Economic Policy Group unanimously
recammends approval of the agreements which have been negotiated
by Bob Strauss and outlines a division of opinion between
Treasury, CEA and OMB on the one hand and STR, State, Commerce
and Labor on the other regarding the timing on a request from
you to the U. S. International Trade Commission for advice on
liberalization of import relief.

The second memorandum from Mike Blumenthal simply reinforces
and elaborates upon Treasury's position in favor of your immediate
announcement of the request for a 1979 ITC review.

The third memorandum from Bob Strauss gives a brief statement of
the background and statistical implications of the agreements
which have been negotiated. I held Bob Strauss's memorandum
which came in earlier (with the agreement of all parties) pending
the preparation of the EPG memorandum on the timing of the request
for ITC advice.

Attachments
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MEMORANDUM FOR THE PRESIDENT

FROM: W. MICHAEL BLUMENTHAL X/’{g;
CHAIRMAN, ECONOMIC POLICY GROUP

SUBJECT: FOOTWEAR AGREEMENTS

Ambassador Strauss has negotiated orderly
marketing agreements (OMA) with Taiwan and Korea on
non-rubber footwear. In a separate memorandum he
has described the details of these OMAs. Both
agreements cover a four-year period starting June 28,
1977. Over these four years the average monthly
exports of non-rubber footwear from the two countries
will average 13.6 million pairs or 17% below the 1976
level.

Concerning economic impact, STR estimates that
these agreements could create 25,000 jobs by 1978 and
generate about 3.4% increase in consumer costs or an
average of around 44 cents per pair of shoes at the
retail level. CEA estimates of the inflationary
i pact are considerably higher. However, both agencies
emphasize that these estimates involve assumptions that
are subject to a wide range of error.

The OMAs have been reviewed by the EPG members and
all support them.

One issue has been raised, however, concerning the
proclamation of import relief. Treasury, CEA and OMB
recommend that as part of your proclamation, you
request U.S. International Trade Commission advice on
liberalization of import relief by March 1979, in time
for possible action at the end of the second year.

They argue that since a USITC study is required by law
before you can liberalize an OMA, it is important that
the USITC advice is delivered before April 1979, when
U.S. consultations with Korea and Taiwan will take place
as specified in the OMAs. The information and advice




-2~

provided by the ITC may then be drawn upon in deter-
mining what, if any, liberalization is warranted at

that time. These agencies believe that calling now

for a USITC investigation may be politically more
feasible than doing so in the spring of 1979 and would
therefore insure that a review does take place. They
also argue that in conjunction with the announcement

of an OMA, a call now for USITC review would demonstrate
your determination to closely monitor the impact of
trade restrictions on consumers and inflation.

STR, State, Commerce and Labor oppose yourmaking a
commitment now on a future USITC review. They believe
it would prejudge economic conditions in 1979; that it
would therefore be inconsistent with the Congressional
intent that such reports only be made when it appears
that modification or termination of relief may be
warranted; and that it could commit you to a course of
action you might not want to take in 1979. They argue
that the announcement now to seek USITC review later
would be interpreted as an indication that you do not
intend to maintain a meaningful level of import relief
for more than two years; hence, they consider it likely
that this action will lose industry and labor support
and lead to a Congressional override. Furthermore, they
are skeptical that investment for needed structural
adjustment would be forthcoming if it appeared that
imports would again threaten the industry within two
years.

Decisions

1. That you approve the agreements with Taiwan and
Korea negotiated by Strauss. (All EPG members

support.)
/

APPROVE DISAPPROVE

2. That the proclamation for import relief call for
USITC review and advice by March 1979. (Treasury,
CEA and OMB support; STR, State, Labor and Commerce
oppose.)

e
APPROVE DISAPPROVE
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MEMORANDUM FOR THE PRESIDENT

Subject: Orderly Marketing Agreements with Taiwan and
Korea on Footwear Imports

You have received an EPG memorandum indicating a
split among members as to whether, in announcing the
4-year Orderly Marketing Agreements with Taiwan and
Korea on footwear imports, you should also announce a
request that the U.S. International Trade Commission
(ITC) review the Agreements in March, 1979.

I think it very important that you now announce the
request for a 1979 ITC review.

Such a review is a legal prerequisite to any change
you might wish to make in the Agreements. You should
not be denied that flexibility. Without an ITC review,
you will be locked into the Agreements for four years,
with a substantial inflationary risk in the later years.

While you could delay your request for ITC review
until 1979, that would merely allow political forces
opposing a review to organize against the step. We
have just been through that in the case of the specialty
steel quotas. An immediate announcement is therefore
politically wise. It also has the virtue of candor.

If you intend to take a fresh look at the Agreements

in two years, the industry should be so informed now.

The government should not be in the position of allowing
the industry to make investments and hiring decisions

on misleading information. Similarly, immediate announce-
ment of the review would focus your Administration's
efforts to develop a realistic new regime of adjustment
assistance.

As for congressional reaction: the domestic industry
and unions know they can neither pass protectionist

'ﬂ"-o,‘
Tyt












In general, the agreements are viewed favorably by
the shoe manufacturers, shoe unions (which are small) and.
workers, and by the Hill. Some concern has been expressed
about their effective implementation and about the possibil-
ity of disruptive imports from other countries. Concern
has also been voiced by importers and retailers about
inflationary effects, which we think will be moderate.
Although none of the domestic interests are completely sat-
isfied, I think that all can live with these agreements.

Additional background information is contained in Tab A.
The principal provisions of the agreements are summarized
in Tab B.

ACTION REQUESTED

Representatives of Taiwan and Korea will seek author-
ization to sign the agreements as soon as they are advised
that we are prepared to proceed. They have indicated that
they believe such authorization could be obtained within a
few days.

I believe the agreements provide a fair and balanced
solution to our footwear problems, consistent with the
guidelines in your directive. I have requested an Economic
Policy Group meeting on this subject for Wednesday after-
noon so that interested agencies will have an opportunity
to raise any concerns that they may have prior to your
decision. Overall, I believe there will only be mild
objection from any source. Moreover, the European Commun-
ity (EC), Brazil, Spain and other nations are exceedingly
pleased that we have dealt with this problem in this
limited fashion.

A Presidential Proclamation implementing the import
relief is also being prepared for your signature. The
Proclamation will be submitted to you after we have
obtained Justice Department clearance.

Proceed to sign the agreements as indicated
above:

Approve: v jq

Disapprove:

Other:


































THE WHITE HOUSE
WASHINGTON

_ Yo
z o ;é’ : LGRS
2 R ¢ ! A
<G |F Y _
MONDALE ENROLLED BILL
COSTANZA AGENCY REPORT
~| EIZENSTAT CAB DECISION
JORDAN EXECUTIVE ORDER
LIPSHUTZ Comments due to
<] MOORE Carp/Huron within
POWELL 48 hours; due to
| WATSON Staff Secretary
next day
FOR STAFFING
FOR INFORMATION
FROM PRESIDENT'S OUTBOX
LOG IN/TO PRESIDENT TODAY
IMMEDIATE TURNAROUND
ARAGON RREFT
BOURNE | LANCE
X{ BRZEZINSKI LINDER
' BUTLER MITCHELL
CARP POSTON
H. CARTER PRESS
CLOUGH B. RAINWATER
FALLOWS SCHLESINGER
FIRST LADY SCHNEILDEKS
GAMMILL SCHUITZE
HARDEN SIEGEL
HOYT SMITH
HUTCHESON STRAUSS
JAGODA ELLS
KING VOORDE













There can never be certainty that any adjustment assistance
program will work -- it is extremely difficult to achieve a
turnaround for a single company let alone a large number of
companies in a declining industry. Nevertheless, against that
background, we think that Commerce has designed a good program.
Both the industry and the shoe unions support the program.

Subject to your separate decision on the advertising component,
we recommend that you approve the general outline of the
program.

s wmnsunce
2zu1¢4/ }/gat - 25:7£ué:£*f52=‘
______ Disapprove 5 74;;L_‘¢47}H/7 4déau:r_ ,
_____ Let's discuss this furthedrx:;’e“czl/ é,,y —2//4///%2/_.

A extn Sesfir atfecer s

Advertising Component of the Program L;7—C47

V/, Approve

Commerce proposes to spend about $1 million per year ($3 million
total) to provide financial support for increased advertising

by the domestic industry. Commerce argues that there is
precedent for U.S. Government financial support for advertising
(tourism and certain agricultural products) and that such
advertising will be helpful in securing retailer support of

the program.

Charlie Schultze argues that subsidized advertising is a

questionable Government activity and sets a bad precedent for

other industries that may seek similar assistance.

On balance, we do not think it would be good policy for the

Administration to spend money for domestic advertising.
Approve advertising component of the program

(Recommended by Commerce)

b// Disapprove (Recommended by Charlie Schultze and us)



Presidential Announcement of the Program

Ambassador Strauss believes that you should not personally
announce the program. He is skeptical about the viability of
the program and thinks there is insufficient reason for you
to undertake what he regards as risky personal exposure.

Under Secretary Harman believes it is important that you
personally announce the program. He thinks that your personal
involvement will increase the chances that the program will
work, particularly in solidifying the moral obligation of the
major retailers to increase their purchases from the affected
shoe companies. We agree and would add the following points:

(1) your personal involvement will demonstrate your commitment
to developing good trade adjustment assistance programs
and enhance the Administration's credibility in this
area generally;

(2) 1if the program works, you will have personally associated
yourself with what will be a significant accomplishment
for the Administration; and

(3) the industry and the unions support the program and would
be appreciative of your personal involvement.

We recommend that you personally announce the program with a
very brief statement at the White House; Under Secretary Harman
would conduct the press briefing to follow.

Approve personal announcement

/. Disapprove //////’/’/
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objective. Much will depend on the ability and
initiative of individual firms to respond to the
challenge of price competition through cost reducing
innovations in production and marketing and through
effective responses to trends in style and design.
Nevertheless, we do believe that the proposed program
for the shoe industry should improve the ability of
firms in the industry to become effective.

Revitalization Program

Since every industry differs substantially in character
from every other, a revitalization program must be
responsive to the unique character of the affected
industry. We judge the shoe industry to be capable

of becoming more competitive. This can be accomplished
through a three year Federal program, designed to
vitalize the industry, make it self-sufficient and
enable it to proceed thereafter without trade protection
or other forms of Government assistance. The proposal
includes:

1. Role of Retailers: To increase substantially
the total shoes manufactured by trade impacted
companies, we will encourage the principal
domestic shoe retailers to increase domestic
orders to these companies. In preliminary
discussions with the Department of Commerce,

the retailers have indicated their willingness

to participate actively in such a program.

Retailers have told us that they will cooperate
because they consider it in their self-interest
to see a vigorous and growing domestic shoe
manufacturing industry with the promise of
quick turnaround time, easier financing
compared to import operations, generally
improved flexibility and the opportunity for
more immediate response to the fashion-
oriented segment of the consumer market.

If the U.S. shoe industry is prosperous,

of course, retailers believe orderly

marketing agreements (OMA's) become unnecessary.

2. Impact on Manufacturers: To facilitate
increased orders we will provide retailers
with information on interested companies, such
as major product lines, and size of orders
that can be accommodated. As a consedquence
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of the increased volume created by the increased
flow of orders to the affected companies, those
companies should experience economies of production,
sufficient to permit significant reductions in
selling price which will make the affected

firms more competitive with imports.

3. Custom Analysis of Company Problems:
Approximately twenty specialist teams will be
formed, drawn principally from the private sector.
These teams will work with the affected shoe
companies to develop and monitor three year

plans, designed to improve their management
technology, marketing or worker-management
relations - or a combination of these components
as indicated by the study of each firm.

4, Infusion of New Talent: Concentrated courses
in management, production, supervision, design

and marketing would be made available to current
or prospective managers through Federal financial
support. The specialist teams would assess the
need for additional training in each firm and
recruit managers for government sponsored pro-
grams. Existing legislation allows the Econ-
omic Development Administration (EDA) to

sponsor specialized training programs.

5. Increased Promotion: An aggressive adver-
tising program for footwear would be established
in collaboration with an appropriate industry
organization. The program would be built around
a consumer information theme stressing the
importance of quality, design and value in
making buying decisions. This can be supported
by EDA under existing legislation.

While some Federal agencies have expressed
concern about the Federal Government funding
such a program for an industry, there is
precedent. Tourism, tobacco and cotton are
examples of industries which have received
effective Federal support for advertising
programs. We believe an advertising program
is a necessary component in the overall plan
to revitalize the industry.
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6. Expanded Capital Investment: The Federal
Government would make available $20-25 million
in loans and loan guarantees to increase
capital investment in the affected companies.

7. Acquisitions and Mergers: Subject to
antitrust limitations, the Federal Government
would facilitate sale of some affected companies
to new owners or encourage mergers where
appropriate through financial assistance in the
form of loans and loan guarantees for capital
investment totalling approximately $15-20 million.
Existing legislation also allows EDA to provide
financing if an acquisition or merger is part

of a recovery plan. In many cases, however,

the specialist teams could recommend and facil-
itate acquisitions without Federal financial
cost.

Costs
The total cost for the three year program would be approx-
imately $60 million. The assistance would be delivered
primarily through existing trade adjustment mechanisms.
Since approximately $40 million of the Federal expendi-
ture is in the form of loans and loan guarantees, a
substantial portion of Federal costs should be recovered.

Benefits

The customized program of assistance to the shoe industry
will provide advantages for business, labor, consumers
and taxpayers:

- No new legislation is required to implement
this recovery plan.

- It should increase shoe industry employment.

- The industry will utilize existing excess
manufacturing capacity.

- The program should have no appreciable
affect on the consumer cost of shoes.

- The plan is a temporary mechanism designed
to vitalize the industry, make it self-
sufficient and permit it to operate there-
after without trade protection or additional
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government assistance. It is strictly
a temporary program which does the job
and gets out.

It is impossible to predict precisely how effective the
program will be. Its success will, of course, depend

on the fulfillment of retailers' pledges to significantly
increase orders to affected manufacturers. The ability
and readiness of the individual manufacturing firms to
participate in and respond to the team recommendations
will also affect its success.

To the extent it is successful, however, the plan may
provide a model for a system in which mutual cooperation
and support are developed among private business, labor
and government in the service of the industry, the
community and the employees.

You may wish to announce the shoe vitalization program

at a news conference around June 30. This would fulfill
your commitment to develop such a program for the industry
within ninety days of your April 1 decision on the foot-
wear escape clause case.

If you approve this proposal, I further recommend that
you hold the press conference with representatives of
the shoe industry present.

Approve Disapprove
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THE WHITE HOUSE

WASHINGTON
June 4, 1977 e
TR PRISIDENT #AS SEEN, ’ 4z
To 7
MEMORANDUM FOR: THE PRESIDENT
FROM: Jack Watson

SUBJECT': WEEKLY REPORT

Federal Regional Council Study.

As you requested, we have followed up our meeting on May 20th by
discussing the FRC proposals with the Cabinet, the Governors and
other members of the White House staff. 1I'll have a report on that
subject ready for you on Monday.

Energy Activities.

My staff is continuing to work with Jim Schlesinger's staff on
several out-reach activities involving the departments and state

and local governments. We convened a meeting of departmental
representatives with Jim Bishop and Kevin Gorman of Jim Schlesinger's
staff where it was agreed that each department would take the follow-
ing actions to facilitate Jim's outreach efforts on behalf of the
National Energy Plan:

(1) Provide informed staff to operate an Energy Hotline;

(2) Provide travel schedules for top officials to be used
in coordinating speaking requests;

(3) Provide examples of all departmental literature relating
to energy for review and update, if necessary, by Jim's
staff.

We are also trying to determine whether a meeting with all fifty
governors would serve a useful purpose at this time.

IGR Information Activities.

We distributed to the Governors and 50 Mayors a list of departmental
contacts whom they can call to discuss personnel appointments. The
cover letter and list are attached for your information.

We also sent a letter to each Governor outlining the impact of your
Envirormental Message on each affected state. 2An example is attached.
Responses to both letters have been numerous and extremely supportive.
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THE PRESIDENT HAS SEEN. el

e
THE WHITE HOUSE /

WASHINGTON

June 3, 1977

MEMORANDUM FOR THE PRESIDENT

FROM: FRANK MOORE

The energy bill passed the House, 310-21.

Jack Brooks called to let me know this. He has worked
long and hard on the bill and is excited and proud of
the victory. You might want to give him a call to

thank him. He has stayed with us on a number of matters
including the consumer protection bill.

His phone # is 225-6565.

st itcatatic Sopy Misde
for Preservation Purpocses
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June 4, 1977

MEMORANDUM FOR THE PRESIDENT

Subject: Tax Expenditure Items

The two memoranda in this packet both concern tax
expenditures not now in the income tax base.

Memorandum I is a summary of significant tax expendi-
tures not subject to tax, grouped by Treasury proposals,
possible additional proposals and the remaining tax expendi-
ture items. The revenue involved in each item is listed.

The somewhat more extensive memorandum II is a descrip-
tion of significant tax expenditure items not subject to
tax. This memorandum is divided into categories of excluded
income, measures to improve compliance, itemized deductions,
foreign areas, business preferences, special problems
relating to the timing of income or deductions (tax shelters)
and problems involving the status of individuals. The tax
treatment under present law is described for each tax ex-
penditure item. This is followed by comments on the item,
an indication as to whether a change in the item is a
Treasury proposal, or whether a change in the item may
nevertheless be deserving of consideration.

The tax base under (a) present law, (b) a comprehensive
tax base, (c¢) the Treasury proposals, and (d) the possible
additional proposals are shown in the tabulation attached.
This tabulation also shows the overall effective rates of
tax and the range of marginal rates implied by the different

~groupings.

W. Michael Blumenthal
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MEMORANDUM FOR THE PRESIDENT

Subject: Tax Ixpenditure Items

The two memoranda in this packet both concern tax
expenditures not now in the income tax base.

Memorandum I is a summary of significant tax expendi-
tures not subject to tax, grouped by Treasury proposals,
possible additional proposals and the remaining tax expendi-
ture items. The revenue involved in each item is listed.

The somewhat more extensive memorandum II is a descrip-
tion of significant tax expenditure items not subject to
tax. This memorandum is divided into categories of excluded
income, measures to improve compliance, itemized deductions,
foreign areas, business preferencesg, special problems
relating to the timing of income or deductions (tax shelters)
and problems involving the status of individuals. The tax
treatment under present law is described for each tax ex-
penditure item. This is followed by comments on the item,
an indication as to whether a change in the item is a
Treasury proposal, or whe&ther a change in the item may
nevertheless be deserving of consideration.

The tax base under (a) present law, (b) a comprehensive
tax base, (c) the Treasury proposals, and (d) the possible
additional proposals are shown in the tabulation attached.
This tabulation also shows the overall effective rates of
tax and the range of marginal rates implied by the different
grourings.

W. ¥ichael Blumenthal




Tax and Tax Rates Under Various Alternatives

: Present : Comprehensive : Treasury : Possible

Law ! Base : Proposal :Alternative
: : Program
Tax : $136 bil. : $214 bil, : $152 bil.: $167 bil.
Overall effective rate : : :
on taxable income : 20% : 12.7% : 17.9% 16.2%
:(after 1977: : :
: Act) : : :
Range of marginal rates : 14~70 : 8-32% : 13-50% 12-45%

° 5 o
e °

2 -
. »

cs s @
3

: (conversion of exemption to credit
: : provides further tax reduction in
: lower brackets) :

se
»

23

* Assuming an overall loss of about $12 billion.







($ billions)

Foreign Areas:

10. Repeal tax treatment of DISCs 1.2
(1IV,A)

11. Modify earned income exclusion for foreign
(IV,B) income to housing and education allowance *

12. Tax shipping income 0.1
(IV,D)

Business Preferences:

13. Cut back percentage depletion on hard
(V,A) minerals by 50 percent : 0.4

14. Repeal special bad debt allowance for
(V,D) commercial banks; cut back reserve for
losses for S&Ls 0.4

Timing Problems--Tax Shelters:

15. Change depreciation of real estate to
(VI,A, 1limit writeoff over a 1l0-year period of

2) the difference between basis and estimated
salvage value at the end of the l0-year
period. Recompute depreciable amount for
each successive 10-year period to difference
between basis at the beginning of the period
and estimated salvage at the end of the 10-
year period. Salvage value cannot be below
principal balance of outstanding mortgage.

Do not change rules for low-income housing 0.8
16. Repeal family corporation exemption on
(VI,B, farm accrual reporting 0.1
2)

Status of Individuals:

17. Convert personal exemption and general credit
to a single credit 6.5

* Less than 0.05 billion.
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Additional Tax Expenditure Items Taxed by Possible Alternative Program

Excluded Income: ($ billions)

1. Tax one-half of appreciation on property trans-

(I,B) ferred at death, but give full basis step up to
fair market value; permit elective carryover basis
for closely held businesses, farms, qualifying
marital transfer to surviving spouse; exempt
residence, ordinary tangible personalty; tax one-
half of appreciation on property transferred by
gift, but step up basis only to extent of 1.5
recognized gain

2. Give local governments authority to issue taxable
(I,D) bonds with partial subsidy--35%-407% reimbursement
of interest by U.S., but provide that interest
on industrial revenue bonds must be taxable 0.3

3. Reduce exclusion of employer paid premiums from
(I,E,3) group term life insurance of $50,000 to $25,000 0.2

4. Repeal exclusion of employer financed prepaid
(I,E,5) 1legal insurance

oJa
7~

5 Deny deduction for one-half of club dues,

(I,E,85 tickets claimed as business expense 0.5
v. Tax Social Security, Railroad Retirement,

(I,F,1) Veterans' Benefits 3.6
7. Tax unemployment insurance payments 3.3

(1,F,2)

8. Tax interest element in insurance and
(I,H) annuity contracts 1.7

9. Repeal scholarship and fellowship exclusion
(I,I) beyond tuition and fees 0.1

Itemized Deductions:

10. Limit personal interest (home mortgage,
(III,D) consumer loan) and investment interest
combined to investment income plus $5,000 *

11. Limit deduction of charitable contributions
(ITI,E) to excess over 3% of AGI, or $5,000, if less;
allow outside standard deduction 2.3

* Less than 0.05 billion.
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Additional Tax Expenditure Items Taxed by Comprehensive Tax Base

Excluded Income: ($ billions)
1. Tax all gains on disposition by gift or
(I,B) bequest 5.8
2. Limit charitable contribution deductions
(I,C) of property to cost (basis) 0.6
3. Repeal exemption of municipal bond interest
(I,D) (for future issues) 5.0
4. Tax vested pension contributions and deferred 8.4
(I,E, compensation currently
1&2)
5. Repeal exclusion of employer paid premiums
(I,E,3) on group term life insurance of $50,000
6. Tax employer financed health coverage
(I,E,4) currently 4.5
(I.E éj Tax employer financed disability insurance 0.4
8. Tax compensation portion of workmen's
(LI,E,7) compensation payments, disability pensions for
veterans and military, military fringe benefits,
meals and lodging for conveience of employer 3.5
9. Deny deduction for club dues, tickets, limit
(LI,E,8) business meals to fixed dollar amounts; allow
deductions for travel for tourist class only 0.5
10. Require taxation of fringe benefits
(I,E,9) administratively *
11. Tax Black Lung payments 0.1
(L,F,1)
12. Tax welfare payments based on need 0.1
(I,F,3)
13. Repeal exclusion for scholarships and
(I,I) fellowships entirely 0.1

* Less than 0.05 billion.






27.
(VI,A,
2)

28.
(VI,A,
3)

29.
(VL,A,
4-6)

30.
(VI,B,
2)

31.
(VI,B,
2)

32.
(VI,B,
3)

33.
(VL,B,
4)

34.
(VL, B,
4)

-7 -

Fully capitalize construction period
interest and taxes

Repeal special first-year depreciation

Repeal all special amortization provisions
such as pollution control facilities,

railroad rolling stock, housing rehabilitation
Require capitalization of intangible

drilling costs

Require all farmers to use accrual reporting

Repeal special provisions for exploration
anc evelopment

Repeal deduction for research and development

Repeal expensing of removal of barriers to
handicapped

Status of Individuals:

35.
(VII,B)

36.
(V1,0)

37.
(VI,D)

38.
(VL,E)

39.
(VI,F)

Repeal child care credit

Repeal retirement income credit

Repeal extra exemption for aged

Repeal extra exemption for blind

Repeal earned income credit

* Less than 0.05 billion.

($ billioms)

*
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June 4, 1977

Description of Significant Tax Expenditure Items
Not Subject to Tax

Full-Year Revenue Effect

1976 Income Level

Excluded Income

A.

Capital Gains: Exclusion of one-half
of long-term capital gain and 25 percent
maximum rate for first $50,000 of gain.

Comment: The major source of complexity.
Elimination would probably require top
individual rate of 50 percent.

Treasury Proposal: Capital gains would
be taxed as ordinary income. Capital
losses would be allowed in full except
that losses from marketable securities
would be allowed only to extent of gains
plus $8,000 a year.

Taxation of Gain on Property Transferred
by Gift or Bequest:

0ld law permitted complete escape of
accrued gain on transfer at death. For
gifts the cost or other basis (plus gift
tax) of donor is the basis for computing
gain where donee sells property. 1976
Tax Reform Act substituted carryover of
basis for transfers at death (deferral of
taxation on transfer by bequest until
ultimately sold by heir).

Comment: A significant tax reform
although probably a controversial
proposal. Since there now is considerable
unrest even over the 1976 carryover

basis a recommendation here might undo
1976 carryover basis rule. Carryover-
basis would in any event be needed for
many transfers -- to a widow, closely-
held business, etc. Exemption probably
should be provided for some items such as
a residence if action is taken in this
area.,

($ billions)



Added Item: A possible position would
be to tax one-half of appreciation on
property transferred at death, but give
full fair market value basis as of date
of death to the heir. An elective
carryover basis could be given for
marital deduction transfers to a sur-
viving spouse and for closely held
business interests and farms. A

‘principal residence and ordinary

personal property could be exempt.

In the case of property transferred by
gift during lifetime, one-half of the
appreciation could be taxed, but the
step up in basis would only be for the
gain recognized and taxed.

Taxation of Capital Gain on Property
Transferred to Charity: (or elimination
of deduction for gain which has never
been taken into income).

Comment: This is major source of fund
raising for certain charities such as
universities, and full taxation of capital
gains on charitable transfers would be
strongly opposed by schools and charities.

Added Item: If capital gains treatment

1s eliminated for all assets, a provision
must be included limiting the deductibility
of in kind contributions so that the donor
is not dollars ahead by giving

property away rather than selling it.

Interest on State and Local Bonds:

Interest on State and munic¢ipal obligations
is exempt from Federal tax. This is

also true of industrial revenue bonds.
These bonds are issued by local governments
to provide lower cost financing for

private industrial construction in their
communities.

(s

billions)

1.5

0.6

4.8



Comment: All state and local governments

are vehement over attempts to erode the
exclusion, even as little as including
the interest in the minimum tax.

The elimination of the exclusion for
industrial revenue bonds would also
raise strenuous objections.

Treasury Proposal: Give the option to
state and local governments to issue
taxable bonds at a higher interest rate
which would automatically be subsidized
by the U.S. to the extent of 35%-40% of
interest paid.

Added Item: In addition to the taxable
bond option, interest on industrial

revenue bonds could be made fully taxable.

Employee Fringe Benefits

l. Pension Plans. Contributions are
currently deducted by employers, but
neither employer contributions nor
earnings are taxed until received by
the employee.

Comment: Denying deductions for contri-
butions to pension plans and taxing
earnings currently would upset the
entire system of qualified pension
treatment and IRA treatment worked out
by the President and the Congress over
the past several years.

2. Executive Deferred Compensation.
This 1s not taxable until received by
the employee but not deductible by the
employer until then either.

Comment: Frequently the payment of
deferred compensation is contingent
upon some action (or nonaction) by the
employee in the future. This makes it
difficult to treat this as income
currently.

($ billions)
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3. Group term life insurance. Premiums
on the first $50,000 of coverage are
tax free to employees. 1.4

Comment: While this could well be
lowered from the $50,000 level, there
would be serious administrative burdens
if there were not some exempt level.

Added Item: Tax premiums above $25,000. 0.2

4. Employee health plans. These
benefits are funded tax free to employees. 4.5

Comment: Taxing employees on premiums
paid by employers could more readily be
provided when a national health insurance
program is presented.

Treasury Proposal: A requirement should

be added that the employee plans be
nondiscriminatory, so that they are not

limited to top officers. *

5. Prepaid legal insurance. *

Comment: Deductions for prepaid legal
insurance were added over the objection
of Treasury in the 1976 Act.

Added Item: We might try again to
delete this. *

6. Disability Insurance 0.4

Comment: Taxing disability insurance
will be viewed as "picking on the
down-trodden."

7. Workmen's Compensation, Disability

Pensions for Veterans and Military Personnel,

Fringe Benefits to Military, Meals and

Lodging for Convenience of Employer 3.5

Comment: Inclusion of these items will
bring strong objections from those involved.
In addition, substantial effort will be -
required to properly define and spell

out the income tax portion of some of

these items.



($ billions)

8. Travel and Entertainment - Club
dues, meals, tickets to theaters,
sporting events, etc. 1.0

Comments: Existing law specifies that
these are deductible only when occurring
in a business context. Administratively,
this has been difficult to determine

and avoidance or evasion is extensive.

In the case of club dues and tickets to
theaters, sporting events, etc., perhaps
deductions could be denied outright.
Objections to this will be strong.

Added Item: Because of the personal

element involved, half of club dues and

sporting event and theater tickets

might be denied in all cases. 0.5

9. Administrative Exemptions. A
naomber of fringe benefits can be taxed
under existing law by changing IRS
rules or improved audit enforcement.
Examples are free transportation for
airline employees, free tuition for
children of university employees, and
discounts.

Comments: When Treasury last year started
to act on some of these by regulation

or published ruling, the objection was
strong enough so that Treasury backed

off its position. 1In practice, the
Service in the audit of returns is
gradually providing tax in some cases.

Transfer Payments

1. Social Security, Railroad Retirement
Benefilts, Veterans' Benefits, Payments
for Victims of Black Lung Disease. 3.7

Comment: Proposals to tax Social
Security will raise serious opposition
even if a credit for the aged is offered
to protect all low-income aged. 1If a
change is to be made, it should occur
when social security levels are raised.
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Added Item: This credit might be
deleted. “

VI. Special Problems Involving Timing and Income of
Deductions -- Tax Shelters

A. Depreciation in Excess of Economic
Decline in Value

1. ADR. Present law provides lives for

classes of property which tend to be

shorter than the actual period over which

the property is used. 1In addition, taxpayers

are permitted to shorten the lives still

further by 20 percent. This system grew

out of what initially was called the Asset
Depreciation Range system (ADR). 3.0

Comment: The 20 percent shortening in the
class life could be omitted. However,
business considers this to be an important
part of capital formation. As a result,
significant objections would be raised to
its elimination.

Added Item: The variation could be limited
to 10 percent instead of 20 percent. 3.0

2. Real Estate Tax Shelters. Real
estate has provided tax shelters for
several reasons. First, until the 1976
Act, interest and taxes during the
construction period could be expensed
rather than capitalized. As a result
of that Act, after a transition period,
these costs must be spread over a 10-
year period. Second, to some extent
real estate is permitted depreciation
in excess of straight-line. Third, and
probably more important, however,
because of the inflation in real estate
prices, even straight-line depreciation
over the writeoff period generally
permitted for real estate in fact
results in depreciation which is
usually offset in large part or in -




($ billions)
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whole by increasing values of the

property. These problems have been

aggravated by the fact that as much as

90 percent of the funds underwriting 1.4
the property were borrowed. )

Comments: Anti-leveraging provisions
(designed to offset the borrowing
effect) were added to most tax shelters
in the 1976 Act but not to real estate,
since this was the traditional method
of financing real estate. Evidence
suggests, however, that this remains an
important tax shelter.

Added Item: One possibility would be

to require commercial and residential
buildings (other than low income housing)
to be depreciated on the basis of their
cost less estimated salvage value in 10
years ahead. A recomputation would be
made every 10 years. The focus of this
system would be on reasonable estimates
of salvage value instead of reasonable
estimates of the useful life of the
building. Salvage value would never be
less than the remaining mortgage balance
on the property. 0.8

3. Excess First-year Depreciation.

Presently, up to 20 percent of the cost

of the property can be written off in

the first year but the total amount may

not exceed $10,000 ($20,000 in the case

of a joint return). 0.2

Comment: This is generally viewed as a
small business benefit.

4. Pollution Control. Present law

allows a special 5-year amortization

for new pollution control facilities

installed in plants in operation before

1976. Taxpayers electing this treatment

are also eligible for one-half of the

full investment credit on these pollution
control facilities. 0.1
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Comment: This favorable treatment was
provided in the 1976 Act to encourage
anti-pollution facilities.

5. Railroad Rolling Stock. Railroad

rolling stock can be amortized over a

5-year period. When it is, the property

is eligible for two-thirds of the

investment credit. *

Comment: Generally there is a desire

to help improve the railroads, and
therefore reductions in this area are
difficult to make. Tunnel bores and
gradings in the last Act became eligible
for 50-year amortization. It appears
that there will be interest to improve
the writeoff treatment provided railroad
track this year.

6. Housing Rehabilitation. Expenditures

to rehabilitate low-income housing can

be written off over a 5-year period.

This treatment is provided only to the

extent of housing rehabilitation expenditures

not in excess of $20,000. *

Comment: We believe that HUD would be
interested in maintaining this treatment.

Current Deduction for Capital Expenditures

1. Intangible Drilling Costs. Intangible
drilling costs in drilling for oil or

gas are deductible currently, rather

than being capitalized and taken ratably
over the life of the o0il well. These
costs, to the extent they exceed the
deduction permitted if capitalized, are
included in the 15 percent minimum tax
base but only to the extent these costs
exceed the income from oil or gas.

(This latter feature applies only

through 1977, but under the energy
proposals would be continued thereafter.)
Where an oil or gas well is sold, the )
intangible drilling expense deductions
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are recaptured, or converted from

capital gains to ordinary gains, at

that time. To the extent that funds

are borrowed on a nonrecourse basis for

the drilling operation, the current

writeoff of intangible drilling expenses

is denied. 0.7

Comment. It probably would be difficult

in view of the energy crisis to remove

this tax incentive for drilling, particularly
in view of the fact that we have advocated
loosening up existing law by cutting

back on the application of the minimum

tax in this area.

2. Agricultural Qutlays. Generally,
taxpayers engaged in farming are allowed
to report their income and expenses

from farm operations on the cash method
of accounting even though they have
inventory costs which other taxpayers
would have to account for on an accrual
basis. As a result of the 1976 Act,
farming syndicates are allowed to

deduct expenses for feed, seed, and
fertilizer only when used or consumed,
and to deduct expenses of purchased
poultry only over their useful lives

(or in the case of inventory only when
disposed of); syndicates are also
required to capitalize cultivation and
maintenance expenses of groves, orchards
and vineyards to the extent these
expenses are incurred before the grove,
vineyard or orchard becomes productive.
Second, as a result of the 1976 Act,

the amount of the loss which may be
deducted in farming cannot exceed the
amount with respect to which the taxpayer
is "at risk" in the activity. Third,

as a result of the 1976 Act, farming
corporations with gross receipts of

more than a million dollars in any year
must use the accrual method of accounting
for farm operations. An exception to




($ billions)

this rule exists for subchapter S
corporations (corporations in effect
treated like partnerships) and for so-
called family corporations where a
large portion of the stock in the
corporation is held by members of one
family. 0.4
Comment. Generally, the tax shelter

aspects of farming were eliminated by

the 1976 action. However, the “family"

rule which provides an exception for

corporations required to use the accrual

method of accounting has allowed some

of the largest farm corporations in

America (in some cases, those with

income of up to $83 million dollars a

year) to escape the use of accrual

accounting methods. In addition, it

has created competitive problems as

between those that may report on a cash

basis and those which may not.

Treasury Proposal. We could remove the
family corporation exception entirely
and require all larger farm corporations
to use accrual accounting.

0.1

3. Exploration and Development.
Expenditures to determine the existence,
location, or quantity of a deposit of a
mineral can, up to a total of $400,000
be written off currently. Where this
occurs, if the mining property is
subsequently sold, amounts which have
been expensed to the extent of any
gain, are recaptured as ordinary income
rather than capital gain. 1In addition,
expenditures paid for the development
of a mine or other natural deposits
(except an o0il or gas well) can be
deducted currently.

0.1

Comment. With the current need to

develop coal mines, it appears questionable
whether the expensing of the exploration

or development expenditures referred to
here should be modified.
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4, Research and Experimental Expenditures.
Research and experimental or development

costs can generally be written off

currently rather than capitalized and 1.3
written off over the life of the asset. )

Comment. In the interest of devising

new techniques and aiding the growth in
productivity, it would appear guestionable
whether these items should, for tax
purposes, be required to be capitalized.

5. Barriers to Handicapped. Expenditures
incurred to remove architectural and
transportation barriers in order to

help the handicapped can be deducted
rather than capitalized, to the extent

of expenditures up to $25,000 a year.

Comment. This would not appear to be
the type of expensing which the Administration
would want to remove.

VII. Problems Involving Status of Individuals

A.

Marriage Penalty. Because the standard
deduction for married couples is not
twice that for single individuals and
because the rates brackets applicable
to a married couple are not precisely
twice those applicable to a single
person, a couple's taxes may increase
if they marry where both of them are
employed. On the other hand, where one
is employed and another not, their
aggregate tax burden will decrease
substantially upon marriage. The Act
just signed reduced the marriage penalty
resulting from the standard deduction
to a flat $1,200. Previously it ranged
from $1,300 to $2,000. (The standard
deduction for a single person is $2,200
and for a married couple $3,200. As a
result, the standard deduction for two
single persons is $4,400 or $1,200 more .
than the $3,200 allowed a married
couple.)
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Comment. Because of the shift toward
working on the part of both spouses,
reduction in the marriage penalty today
appears desirable.

Treasury Proposal. The Treasury proposal
(in addition to the standard deduction
change already enacted) would reduce

the marriage penalty by modifying the
rate structure from rates ranging from

14 to 70 percent to a range of 13 to 50
percent. In addition, the proposal

would substitute a flat credit of $200
(or $215 to $240 with the energy proposal)
per person in lieu of the exemption and
optional credit under present law. To
further reduce the marriage penalty the
proposal would provide a credit based

on the earnings of the lesser-earning
spouse. A 10 percent deduction is
proposed on the first $6,000 of earnings
of such a spouse to provide a deduction
varying in size from zero up to $600.

Child Care Credit. A credit is allowed
for 20 percent of the costs of child
and dependent care up to $4,000 per
year. Eligible expenses are limited to
the amount of earnings of a spouse
earning the smaller amount where both
husband and wife work.

Comment. The 1976 Act shifted fron a
deduction to a credit indicating that

the allowance is an incentive to encourage
people to work. The child care deduction
mitigates the tax disincentive for

women to work outside the home. The
Treasury proposal reducing the impact

of the marriage penalty helps deal with
the disincentive for the two-worker
family.

Retirement Income Credit. The retirement

income credit provides the rough equivalent.

of the social security exemption for
aged persons to the extent they have

-1.

0.

7

8
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otherwise taxable dividend, interest,

or pension income, but not exempt social
security income. 0.5
Comment: It would be almost impossible
to affect this credit except in the
context of elimination of the social
security exemption.

Special Exemption for the Aged. An
additional personal exemption of $750
is allowed for a taxpayer who is 65 or
older. 1In addition, the general tax
credit is measured by the number of
exemptions, so that an extra credit
results from the special personal
exemption for the aged.

1.2

Comment. The additional exemption for
the aged should be viewed as part of
the total transfer payment program
currently in force which should limit
cash payments only to needy elderly
persons. It should be considered as a
part of the problem of taxation of
Social Security income and the retire-
ment income credit.

Extra Exemption for the Blind. An
extra exemption and general income
credit is allowed for a blind person in
the same manner as for the aged.

Comment. Again the extra exemption for
the blind is an inefficient way to
provide an expenditure for relief for
the needy blind.

Earned Income Credit. The earned

income credit is 10 percent of a worker's

first $4,000 of earned income. The

credit is reduced by earnings in excess

of $4,000 and thus phases out at $8,000

of earned income. The credit is refundable,

that is, any amount of the credit which

exceeds a taxpayer's tax liability will -

be repaid to him. 1.0




Comment. The earned income credit is a
method of introducing an element of
progressivity into the Social Security
tax system. It reduces the tax on
wages for Social Security which does
not have any exemption for low-income
earners.

Added Item: From tax return information,
the Internal Revenue Service is unable
to identify all eligible taxpayers who
fail to claim the credit. Technical
changes in the earned income credit
would permit the Service to treat

failure to claim the credit as an
arithmetic error. These technical
changes involve the definition of

earned income and the dependency test.

($ billions)



MEMORANDUM FOR THE PRESIDENT

Subject: Alternative Capital Formation Programs

The purpose of this memorandum is to present a
comparison of a proposal to eliminate double taxation
of corporate dividend income at the shareholder level
with three other business tax reductions of roughly
comparable size. It is also compared with the full
elimination of double taxation, not only on dividends
but on retained earnings as well.

The suggestion for eliminating double taxation on
dividends involves a revenue loss of about $9.9 billion,
but if this is offset by an increase in the corporate
rate of 2 points which would raise $1.9 billion in revenue,
there would be a net revenue loss for business of about
$8 billion. Under this proposal, the corporate tax
attributable to the dividend is treated as a part of the
dividend, with the shareholder including in income for
tax purposes not only the dividend but also the share
of the corporate tax. This is referred to as ''grossing-up"
the dividend by the amount of the tax attributable to it.
Then the shareholder after computing his income tax claims
credit for this tax paid by the corporation. The other
possible business tax reductions explored here are:

(1) a reduction in the corporate rate by 6 percentage
points,

(2) a plan for indexing capital equipment for depre-
ciation purposes combined with a reduction by half of the 20
percent ADR variance in present law,

(3) a 15 percent investment credit combined with
making the entire investment credit refundable, and



(4) a proposal to eliminate double taxation not
only on dividends but on retained earnings as well.

The first three of these proposals in terms of revenue
loss, are comparable to eliminating double taxation on
dividends, and involve a revenue loss of close to $7.0
to $8.1 billion on a net basis. Eliminating the double
tax on all corporate income would cost approximately
$14.4 billionm.

Reducing the corporate rate by 6 percentage points--
3 points in the normal tax and 3 points in the surtax--would
reduce the general rate from 48 percent to 42 percent, would
reduce the rate on the first $25,000 of income from 20 per-
cent to 17 percent and on the second $25,000 of income from
22 percent to 19 percent.

Another alternative, in order to encourage the purchase
of additional capital equipment, would be to index the
depreciation allowance on capital equipment. Assume for
example, that the price index used (presumably the price
deflator for plant and equipment expenditures) is 106 percent
of the index in the year in which the equipment was purchased,
the original price was $100 and the property has a 10-year
useful life. In this case, the depreciation in the year in
question would be $10.60 instead of $10, assuming the straight
line method of depreciation. This program after a period of
years would build up to a $9 billion annual revenue loss at
1976 levels. To reduce this cost to approximately the same
size as those discussed above, the ADR 20 percent variance
in depreciation in this alternative would be reduced to 10
percent. Since the capital equipment indexing would
substantially increase the depreciation charges taken, this
would appear to be an appropriate offset.

Increasing the investment credit from 10 percent to 15
percent would involve an additional revenue loss of approxi-
mately $3.5 billion. However, many taxpayers already are
unable to use the investment credit because they are generally
limited to 50 percent of their tax liability. These taxpayers,
and others who would be in a similar status were the credit
increased to 15 percent, have a legitimate complaint that
they are being discriminated against by their competitors
since although they make similar purchases of equipment
because of their lower profitability they do not receive



any additional investment credit. Thus, they are put at

a competitive disadvantage. This justifies adding to

any significant increase in the investment credit a feature
which would make the credit refundable. A refundable
investment credit for the entire 15 percent would involve

a revenue loss of $4.6 billion bringing the total to $8.1
billion.

The full elimination of the corporate tax treats
the tax paid by the corporation, as well as both the
dividends and the undistributed profits, as income of
the shareholder. The shareholder then includes this
entire amount in computing his tax. After determining
his tentative tax he then claims a credit for the tax
paid by the corporation on both the retained and the
distributed earnings. The shareholder then must increase
his cost or other basis in the stock by his share of the
additional earnings of the corporation which are not
distributed to him.

The first table summarizes the revenue effect of
the proposals outlined here.

The second table shows the distribution of the tax
reduction under each of the proposals.

The third table lists the advantages and disadvantages
of each.

[ile

W. Michael Blumenthal

















