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THE WHITE HOUSE 

WASHINGTON 

September 23, 1977 

MEMORANDUM FOR: THE PRESIDENT 

FROM: STU EIZENSTAT 
BOB GINSBURG 

SUBJECT: Option Paper No. IX: Business Tax 
Reductions 

1. General Program. 

(a) Treasury and CEA have worked out a balanced set of 
proposals which include integration, a cut in the 
corporate tax rate, and investment tax credits 
(with the ITCs consisting of an extension of cover­
age of the present 10% ITC to industrial structures, 
etc. and a temporary 3-point increase in the ITC to 
13%, phasing back down to 10% by 1982). The program 
amounts to $6.6 billion at 1976 levels of income, 
as compared with approximately $4 - $5 billion of 
corporate tax preferences which our program will 
seek to eliminate. The $6.6 billion figure does 
not, however, include the temporary increase in 
the ITC which would average about $4 billion per 
year from 1979 through 1981. 

(b) The "balance" and inclusiveness of the program is 
both a virtue and a defect -- it may well be criticized 
by the business community as being a grab bag of rela­
tively small items (a little integration, a little 
corporate rate cut, a little ITC, etc.) rather than 
significant focused expenditures. In addition, it has 
to be recognized that, unlike other parts of our tax 
reform program, each business proposal has good argu­
ments against it as well as certain advantages. 

(c) While we support the general content of the Treasury­
CEA program, in light of the comments by the business 
leaders at their meeting with you, you may wish to 
defer a final decision on this portion of the tax 
reform package pending a meeting with your advisers. 

2. Partial Integration. Treasury has done a good job of setting 
out the pros and cons of each of the business tax proposals. 
We would, however, like to add some further discussion of 
partial integration. 
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The arguments in favor of partial integration (the share­
holder dividend credit method) include: 

It will make good on your campaign statements in 
favor of the elimination of double taxation of 
dividends. 

Integration is favored by the business/financial 
community (particularly the financial community) . 

An integration proposal would be well received by 
the stock market. 

An integration proposal may be of some help to us 
in our effort to eliminate the capital gains pref­
erence. 

Chairmen Ullman and Long favor an integration pro­
posal and will probably be upset if we do not come 
up with one. 

Integration could encourage more equity (as opposed 
to debt) financing and lead to a desirable reduction 
in the debt/equity ratio for corporations. 

Integration could lead to a general improvement in 
the level of investor and business confidence which 
could feed back to increase capital formation. 

The arguments against partial integration include: 

Integration will probably have little, if any, posi­
tive effect on capital formatio~ particularly over 
the next four to five years (reaucing the general 
cost of capital could have some favorable effect 
over the longer run) . 

Partial integration is complicated. It would repre­
sent a step back from our goal of greater simplicity. 

The business and financial community is probably 
willing to accept a limited expenditure now on 
partial integration in order to get a foot in the 
door and try to increase the amount of the dividend 
credit in the future. Any future increases in the 
dividend credit would be inherently biased in favor 
of upper income taxpayers. 
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Under certain circumstances, the dividend credit 
can provide an actual tax refund for a person who 
has no income other than dividends while the aver­
age wage earner receiving the same amount of income 
will pay positive taxes. 

Most tax reformers (e.g., Joe Pechman, Stanley 
Surrey, etc.) regard partial integration as a 
step backward. They would make the argument that 
we will be spending about $2-1/2 billion (at 1976 
levels of income) and getting very little to show 
for it. 

The Treasury proposal provides for a 25% "dividend credit" 
for shareholders ("grossing up" a 20% corporate withhold­
ing rate turns out to be a 25% increase in the after-tax 
rate of return for the shareholder) . We have discussed 
this proposal with Reginald Jones of G.E. and other busi­
ness leaders. While they prefer a 25% dividend credit, 
Mr. Jones indicated that a 20% credit would be satisfac­
tory in their view. The lower credit could save up to 
$600 million at 1976 income levels and greater amounts 
in later years. Because of the uncertain effects of 
integration, we recommend that you l1mit the div1dend 
credit to 20%. 

3. Corporate Rate Cuts vs. ITCs. The business leaders whom 
you met with today clearly prefer further cuts in the 
corporate tax rate over temporary increases in the ITC. 
(They did, however, appear sympathetic to an extension 
of the coverage of the present 10% ITC.) 

I talked to Charlie and Mike after the meeting, and Charlie 
raised the important point that the advantage of the tem­
porary increase in the ITC is that it is not a permanent 
tax reduction and, therefore, would have a reduced budget 
cost as it is phased out (however, Table 1 in the option 
paper indicates that even though the 3-point increase is 
phased down to 1 point by FY 1981, it still costs $3.3 
billion in that year) • 

There are a number of alternatives. For example, we might 
have a temporary increase in the ITC which would give the 
investment boost that Charlie wants and a reduction in the 
corporate rate timed to phase in when the temporary ITC 
is phasing out. 

The message I got from the business leaders is that neither 
Congress nor they wanted a temporary increase in the ITC. 
My discussion with small business groups makes it clear 
that they are not particularly interested in ITCs either. 



THE SECRETARY OF HEALTH , EDUCATION, AND WELFARE 

WASHINGTON , D . C . 20201 

October 3, 1977 

FOR THE PRESIDENltt~' 

FROM JOE CALIFAN~• 

I have reviewed the 
proposal, which a member 
mitted to read in full. 
and strategic. 

Substantive Comments 

summary of the tax reform 
of my staff has been per-
My comments are both substantive 

1. With respect to HEW, the issue of concern is 
the change in the medical expense deduction. My staff 
had opposed this change because they wanted to save the 
$1.9 Billion in revenue loss for the National Health 
Insurance pot. That misses the issue from your point 
of view. You will undoubtedly be proposing that this be 
changed before it is ever enacted into law. The National 
Health Insurance proposal will reach the Congress sometime 
between March and June of next year and that proposal is 
almost certain to dramatically change the way the tax 
system now treats health. 

I recommend that you drop this change in the medical 
expense deductions so that you do not suggest one thing in 
October or January, and another thing a few months later. 
In the alternative, I suggest that you explicitly indicate 
in the tax reform message that this particular provision 
will be subject to further evaluation in connection with 
National Health Insurance. 

2. With res ect to the tax reform/relief 
as a whole, I see two prob ems: you are giving away too 
much money in the opening play, and you are compromising 
too much before the package leaves your desk. Everything 
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The President 
October 3, 1977 
Page Two 

in tax reform is downhill from the moment the message is 
made public by the President. What you set in your tax 
reform message is the highest standard anyone can seriously 
hope for. 

Your plan is a mixture of substantial tax relief with 
substantial tax reform. While I suppose every such plan has 
some element of relief and of .reform, I cannot recall such 
heavy doses of each in a single package. In the current 
slu ish econom , I believe ou leave ourself wide o en to 
get p enty o re ie very itt e re orm. 

Strategic Comments 

I think it may be political and tax reform suicide to 
send this package to the Congress now. Sending the Congress­
men home with this package on the table will subject them to 
district pressures that will lead them to commitments to 
vote against certain aspects of the plan. Serving tax 
reform up now also puts yet additional cards in Russell 
Long's hands as he deals with you on Social Security, 
energy, hospital cost containment, and welfare reform. It 
gives Ullman a chance to detour the welfare reform hearings 
in the House. 

One of the commonest complaints that I hear from the 
hill is that they are overloaded, and I must say that ~ 
myself feel some of that within this Department. The 
combination of hearings and mark-ups on hospital cost 
containment, welfare, Social Security, and Medicare/Medicaid 
fraud and abuse have made it extremely difficult to move 
some of that legislation out of the Ways and Means and 
Finance Committees. We have been unable, for example, to 
get a quorum in the Ways and Means Health Subcommittee on 
Hospital Cost Containment for the past two weeks because of 
other HEW bills in the full committee. 

I recommend that you hold the package: 

•••ll?tllQiprMalla 
..,, ••• & ••• ,... •• 

.---
/~ --
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THE WHITE HOUSE 

WASHINGTON 

September 23, 1977 

MEMORANDUM FOR: THE PRESIDENT 

FROM: 

SUBJECT: 

STU EIZENSTAT~ 
BOB GINSBURG 

Tax Reform 

Accompanying this memorandum are the following tax reform 
materials: 

(a) a one-page introductory memorandum from Mike Blumenthal, 
Stu Eizenstat, and Charlie Schultze; 

(b) an overview paper setting the reform proposals in their 
tax, budgetary, and economic context; 

(c) a summary of the Treasury option papers which you requested 
we prepare and which has been approved by CEA and Treasury; 

(d) the memoranda which you requested from Joe Pechman; and 

(e) a black notebook containing the nine option papers pre­
pared by Treasury, each accompanied by our recommendations. 

As you will see, there remain relatively few items of major 
significance on which we disagree with Treasury: 

1. 

2. 

We do not think the Administration should propose 
any iniiation adjustment for determining the amount 
of capital ga1ns subject to tax. 

We think that a credible tax reform program requires 
a more vigorous effort against "expense account" 
living. 

I 

3. We think the accumulated, untaxed DISC profits should 
be subject to tax in equal installments over a ten- ( 
year period. (Th1s is a $6 b1ll1on revenue item.) 

4 . We think the deferral of tax for foreign subsidiaries 
should be elim1nated. 
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We have not developed a separate package of business tax 
reductions, although we do recommend a somewhat less expensive 
integration proposal than that contained in the Treasury-CEA 
program. However, in light of the rather strong indication 
from the business leaders at your meeting today that neither 
they nor Congress want any increase in the investment tax 
credit (as proposed by Treasury and CEA) and their indication 
that their primary desire is for corporate rate reductions, 
you may wish to defer final decision on the business tax 
section. After you left the meeting, Don Regan, Reg Jones, 
Walter Wriston and Tom Murphy indicated that they felt that 
rate reductions would have the greatest positive effect on 
investment. This bears further inquiry and Charlie should 
be heard on this. 

I have become convinced that the tax reform program should not 
be presented until very late in the session, with Chairman I 
Ullman being urged to hold hearings dur1ng the recess. 

Attachments 



THE WHITE HOUSE 

WASHINGTON 

September 23, 1977 

MEMORANDUM FOR: THE PRESIDENT 

W. MICHAEL BLUMENTHAL ~~ 
STUART EIZENSTAT _)~ 
CHARLES SCHULTZE C. I-!> 

FROM: 

SUBJECT: Tax Reform Materials 

Accompanying this memorandum are the following materials 
on tax reform: 

1. An Overview of the tax reform program. This paper 
introduces the program and places it in a budgetary 
and economic context. 

2. A Summary of the program's proposals. This paper 
briefly describes each proposal, indicating its 
revenue effect and which agencies endorse and oppose it. 

3. Nine Option Papers. These papers analyze each proposal 
in depth, presenting for each: 

the current law; 
the proposed change; 
the revenue effect of the change; 
the advantages and disadvantages of the change; 
the views of agencies concerned with the change; and 
a space for you to indicate your decision. 

4. Two Appendices. The first contains statistical data on 
the program and the second contains the full written views 
of affected agencies. 

We have consulted extensively on the program and have reached 
agreement in most areas. Our remaining differences are noted 
in the Summary and more fully explained in the Option Papers. 
We have also consulted with the other interested agencies. 
Their written views are collected in the second Appendix, 
explained in the Option Papers, and (where major) noted in the 
Summary. 

We recommend that you read the Overview and Summary before 
moving to the decision spaces in the Option Papers. We are 
of course ready at any time to meet with you or to supply 
further information. 



September 15, 1977 

MEMORANDUM TO THE PRESIDENT 

FROM: Joseph A. Pechman 

SUBJECT: The Tax Reform Program 

The Treasury's proposals are a good basis for making 
presidential decisions on tax reform,.but they need to be 
revised in a considerable number of important respects. In my 
opinion, the program should be more progressive and more 
responsive to the public (and thePres1dent 1 s) demand for 
simplification. The proposed relief for dividends will 
compl1cate the tax law and will not promote capital formation. 
Finally, in too many instances, the Treasury has dropped or 
watered down tax reform proposals because of "industry 
opposition," "political" acceptability, or forecasts of what 
the tax committee's reaction will be. Compromises made at 
this stage will merely invite further watering down of the 
proposals in the tax legislative process. 

Progressivity 

The Treasury proposals would lower the average 
effective income t~x rates in all income classes except for .. 
the very top class ($200, 000 and over), where they would be ·. 
raised by an average of about 2 percentage points (from 35.1 
percent to 37.0 percent). The top bracket rate on unearned 
income is reduced from 70 percent to 50 percent, while the first 
bracket rate is reduced from 14 to only 12 percent. It is true 
that the proposed $250 per capita credit gives relatively large 
tax reductions in the bottom brackets, but still more can be 
done at these levels by revising the rate schedules. There is 
no reason why the breaking point at which the average tax 
burden will be raised should be as high as $200,000. 

An attempt should be made to reduce the first bracket 
rate to 10 perc~t. The revenue can be recovered by 1ncreas1ng 
higher bracket tax rates and by reducing the point where the 
50-percent top rate begins from $80,000 tQ $60,0QU for joint 
returns (and mak1ng coeding revisions in the single 
person's schedule). A 10-50 percent schedule would be a much 
more dramatic (and sale basis for a tax reform program 
than the proposed 12-50 schedule. 

-
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Simplification 

The Treasury proposals still do not deliver on the 
President's promise to simplify the tax system for the average 
taxpayer. Although the number of itemizers is reduced, the tax 
return will remain formidable. However, the Treasury has 
rejected my idea of devising an alternate (lower) rate schedule 
for nonitemizers. 

The major argument against the alternate rate 
schedule is that the lobbies for the itemized deductions 
(particularly charitable organizations and homeowners) will 
view it as a further erosion of the advantages of itemization 
and will oppose it strongly. However, this argument is weak 
because the proposal does not take anything away from the 
itemizers directly. The itemized deduction lobby has never 
be~n able to prevent increases in the standard deduction. 
Since the proposal is merely an extension of the idea of the 
standard deduction, it should be possible to withstand the 
pressure of the itemized deduction lobby. 

The ~Business Tax Cut 

The Treasury still relies on integration of the 
individual and corporation income taxes for a major portion 
of the business tax cut. In its present form, the integration 
proposal is merely dividend relief and will do very little to 
promote capital formation. (Even the most ardent advocates of 
integration concede that integration would not increase 
corporate investment.) 

In addition, to avoid impairing the effectiveness of 
the investment credit and the foreign tax credit, the proposal 
envisages passing through to the shareholder the benefits of 
these provisions. This will introduce new complications for 
the shareholder and can hardly be regarded as consistent with 
the simplification objective. 

I believe that the business tax cut should be Jjmjted 
to methods of stimulating investment directly--i.e., through 
investment credits and reductions in the corporate tax rate-­
rather than through the proposed dividend relief which will 
encourage higher dividend payouts and thus may reduce corporate 
saving. These methods are not only simpler, but are also more 
likely to promote the investment objective. 
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As the business package now stands, Congress will 
be encouraged to proliferate additional "goodies" for business 
when it acts on the bill. It will be difficult to stop this 
in any event, but the Treasury-CEA package--a complex 
combination of different approaches--is an open invitation to 
Congress to do even more. It would be much better and more 
effective to keep the package simple. 

Capital Gains 

The boldest and most far-reaching part of the 
Treasury package is the proposal to tax capital gains as 
ordinary income, and to lower the tax rates to a maximum of 
50 percent. In addition, capital gains transferred by gift or 
at death would be subject to tax. These changes would improve 
equity, simplify the tax law, and greatly diminish the time 
and effort now devoted to converting income into capital gains. 
While some investor groups will oppose full taxation of 
capital gains, I believe that most investors will welcome the 
simplicity and equity of the proposal. Cash salaries have 
become more attractive to corporate executives since 1969 
when the maximum rate on earned income was reduced to 50 percent. 
Similarly, recipients of property income will find dividends, 
interest, and rents more attractive if the proposed rate cut 
is adopted. 

While the basic proposal is sound, five of the 
detailed features of the proposal are questionable: 

1. Gain attributable to the sale of residences 
with value up to $75,000 would be exempt. No tax would be 
levied on capital gains on residences so long as the taxpayer 
moves from one house to another. There is no reason to 
exempt the gain on a residence if the taxpayer decides to give r 
u~ this type of asset. If some exemption for residences is 
required, the amount should be greatly reduced. 

2. Gain of up to a million dollars on the sale of 
venture capital stock held for more than ten years would ( 
continue to receive the equivalent of present law treatment. 
This is a sop to small business, but it is a pure giveaway 
and should be removed from the plan. 

3. The basis of assets held for more than ten years 
would be adjusted for inflation. This is unwise because (a) 
long-held gains have benefitted from the interest on the tax 

·" 
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postponed; (b) recipients of other property income with 
principal value that is eroded by inflation (for example, 
savings and loans deposits, fixed income securities, etc.) 
will be discriminated against and will rightfully demand 
similar treatment; and (c) the inflation adjustment will add 
substantial complexity to the law and thus defeat a major 
aim of the proposal. For all these reasons, t£e inflation 
adjustment for capital gains shou~d be removed. 

4. Pre-1977 capital gains would not be subject to 
the tax on capital gains transferred at death. However, it 
will produce an enormous lock-in effect, since investors with 
such gains would be taxable on them if they sold the assets 
but would be exempt if they hold the gains until death. 
While the proposal carries over the exemption of pre-1977 
gains from the carry-over, it would be more equitable and 
economically sounder to push the date back at least a decade. 

5. Capital gains transferred to charities (other 
than private foundations) would not be subject to tax. In \ 
previous drafts, the Treasury proposed taxing half these 
gains in order to keep the tax benefit at the level of 
present law. Why the Treasury believes the tax benefit 
should be enlarged is not indicated. 

Accelerated Depreciation for Multi-Family Housing 

Accelerated depreciation for real estate is one of 
the devices available to high income individuals to avoid 
income tax. The Treasury proposes to limit depreciation on 
buildings to straight-line depreciation, but would permit 
150 percent declining balance depreciation for new multi­
family housing. Thus, a major source of tax-shelters would 
be continued. Strai ht-line depreciati ld be enerous 
enough for such housing. a 1tional subsidies are needed, 
they should be provided directly through the HUD programs. 

Depletion and Intangible Drilling Expenses 

Under the Treasury plan, percentage depletion on all 
hard minerals would be phased out over a ten-year period. 
However, percentage depletion for small oil and gas producers 

7 

/ 
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will be continued. This difference in treatment cannot be 
rationalized and will doubtless encourage Congress to continue 
percentage depletion for "small" minerals properties, thus 
complicating the l~w and watering down the equity of the 
proposal. It would be better to eliminate percentage depletion 
entirely after an appropriate phase-out. 

Intangible drilLing and .development expenses would 
continue to be deductible, instead of being capitalized, but 
they would be included in the base of the minimum tax. This 
tax preference has been shown to be discriminatory and is not 
justified in light of the huge increase in oil prices. It 
should be removed, along with percentage depletion. 

The Interest Deduction 

The Treasury proposes to place a limit of $10,000 on 
the deduction for personal interest payments. This would be 
separate from the limit of $10,000 on the deduction for 
nonbusiness investment interest. The combined limit of 
$20,000 is much too generous. It would be better to place one 
limit of 10,000 on all interest pa ments that exceed the 
property incomes reported y e taxpayers. 

Social Security and Veterans Benefits 

The Treasury is opposed to the inclusion of social 
security and veterans benefits in the tax base. These 
exclusions are unjustified, particularly since the aged 
already receive generous treatment under the tax law. Such 
benefits should be subject to tax if other income exceeds 
$10,000 for single persons and $15,000 for married couples. 

Travel and Entertainment Expenses 

The Treasury recommends some tightening of the / 
deductions for entertainment expenses, but the proposed 
treatment is excessively lenient. In addition to the proposed 
disallowance of deductions for yachts, hunting lodges and 
club dues, the law should be amended to (a) place a flat 
dollar Jjmjt per person per meal on deductions for bus1ness 
meals; (b) eliminate the deduction for tickets to sporting 
events, theatres etc.; and (c) limit the deduction for air 
travel to the eq~iv&lent of coach fare. There will be cries 
of anguish from the restaurant industries, the airlines, and 
business in general, but there is no reason why high living of 
business executives should be financed by the taxpayer. 
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Interest on Life Insurance Policies 

A major omission from the tax base is the interest 
earned on the savin s element of life insurance polic1es, yet 

e Treasury does not favor taxing such interest because of 
the probable strength of industry opposition." This type of 
interest is no more deserving of exemption than any other 
interest received by taxpayers. I£ interest on life insurance 
policies remains tax exempt, life insurance will continue to 
have a competitive advantage relative to other forms of saving. 
Such differential treatment is not justified on equity or 
economic grounds. 

Taxable Bond Option 

The Treasury recommends that the taxable bond option 
for states and local governments be made available for "small" 
issues of industrial development bonds. The tax exemption for 
industrial development bonds has created numerous abuses, and 
there is no reason for the federal government to subsidize even~ 
small issues of such bonds. _ ~ 

Recapture of DISC Deferrals 

The DISC provision would be eliminated under the 
Treasury proposal, but previously deferred income would not 
be taxed until it is returned to the parent company. This 
amounts to an indefinite tax exemption, under a provision 
which was intended to defer, and not to exempt, taxes on export 
income. If DISC is eliminated, profits previously put into 
tax-free DISCs should be included 1n th a over a eriod 
o no more than ten year§... 

Deferral of Tax on Income of Foreign Corporations 

The Treasury continues to oppose the taxation of 
income of U.S. controlled coporations currently, despite the 
fact that the provision provides an incentive for corporations 
to invest abroad and to manipulate their accounts so as to 
avoid tax an a large proportion of their foreign income. The 
President's campaign promise to eliminate this preferential 
treatment should be kept. 



September 15, 1977 

MEMORANDUM TO THE PRESIDENT 

FROM: Joseph A. Pechman 

SUBJECT: Further Views on Integration 

I still believe that it .would be unwise to propose 
any form of integration of the corporation and individual 
income taxes to the Congress. Despite all the work done by 
the Treasury, the dividend relief which is now proposed 
remains complicated and will not promote the objective of 
stimulating capital formation. In my opinion, equity and 
economic objectives will be served better by using the revenue 
to reduce the corporate tax rate further. 

The following are comments on the arguments presented 
by the Treasury in favor of the proposed dividend relief (Tax 
Reform Option Paper No. IX, pp. 6-7): 

1. It is true that dividend relief will increase 
the attractiveness of equity financing. However, the real 
question is whether it will increase investment, and on this 
point even the most ardent proponents of integration admit 
that the investment effect is nil. In fact, if the proposal 
stimulates higher dividend payments, the likelihood is that 
total investment will be reduced because corporations will 
invest more of a dollar of retained earnings than the amount 
that shareholders will invest out of the increased dividend 
payment. 

2. Even though dividend relief is progressive among 
shareholders, it is regressive because there are so few 
shareholders in the bottom brackets. As the Treasury indicates, 
any corporate tax cut is regressive and the difference between 
dividend relief and corporate rate cuts in this respect is small. 

3. The allegation that the present system of taxation 
discourages the use of the corporate form of doing business is 
simply not consistent with the facts. Despite the fact that the 
corporate tax rate has quadrupled since 1929, the proportion of 
the total business of the country generated by corporations has 
increased from 56 percent to about 71 percent. 
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4. There is no reason to expect that dividend 
relief will increase saving and investment any more than any 
other tax cut on business and property income. In fact, as 
Charles Schultze has pointed out, direct tax incentives 
(through investment credits and higher depreciation allowances) 
are much more likely to increase investment. 

5. The effect of the plan on dividend payouts is 
uncertain. But it is clear that dividend relief will not 
reduce payouts, hence the plan cannot increase corporate saving. 

In addition to the arguments against the proposal 
listed on page 7 of the Treasury option paper, consideration 
should be given to the following points: 

1. A reduction in the corporate tax rate will reduce 
the burden of the corporate tax not only on dividends, but also 
on retained earnings. It, therefore, accomplishes part of the 
objective of the dividend relief plan (reduced taxation of 
dividends) without unduly complicating the tax law. It cannot 
be emphasized too strongly that the proposed dividend relief 
will introduce new complications and is surely a long step 
away from tax simplification. (I have just returned from a 
trip to Europe, where I discussed the movement toward 
integration amorig EEC countries with tax officials. Many of 
these officials now regret the adoption of their own dividend 
relief proposals, precisely because they find it very 
complicated for corporations, individuals, and the government.) 

2. Tax-exempt organizations will not be eligible 
for dividend relief, but there is no indication in the Treasury 
memorandum why this decision is made. Such organizations will 
rightfully argue that they should be treated as zero-rate 
taxpayers, and therefore should be eligible for the dividend 
relief. If they are persuasive, the revenue loss of the 
proposal will increase. 

3. If adopted, the dividend relief plan is really 
a dead end so far as future tax policy is concerned. It will 
always be criticized as being regressive, and will be the 
continuous target of tax reformers. Future administrations 
are hardly likely to propose additional dividend relief, since 
any increase in the credit will be regressive. Thus, the new 
dividend relief plan will probably suffer the fate of the 
dividend credit enacted in 1954--which started out as a proposed 
15 percent credit, was then reduced to 4 percent by Congress, 
and ultimately dropped in 1964 after a decade of criticism) . 
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4. The strongest supporters of dividend relief are 
the members of the financial community. They stand to gain 
because they view the proposal as a method of increasing the 
number of stock issues; it is, therefore, clearly to their 
advantage. Business managers in industry are, however, 
concerned that dividend relief will increase the pressure for 
higher payouts. With the amount of relief now cut down to 
20 percentage points of the corporate tax, they are likely to 
support the proposal mainly because it will reduce their own 
taxes and in the expectation that they can withstand the 
pressure for higher dividend payouts. From the standpoint of 
national needs, however, the $2.5-billion cost of the proposal 
can be used much more effectively to promote investment by 
alternative routes. 

For all these reasons, I believe that it would be 
a mistake to incorporate the proposed dividend relief plan 
in the administration's tax reform package. 



EXCERPTED CO!vlMENTS ON TAX REFORM 

Reginald H. Jones 
Chairman and Chief Executive Officer 

General Electric Company 
September 23, 1977 

Mr. President, we appreciate this opportunity to present 

some thoughts developed by The Business Roundtable on the subject 

of tax reform. 

We view your upcoming message on proposed tax legisla·tion 

as a unique opportunity to improve business confidence, increase 

investment spending, and spur a somewhat hesitant economy. ·while 

l8ading indicators have dropped, we still believe that the u.s. 

economy has considerable vitality. But we are concerned tha t 

business investment continues to lag historic and needed levels, 

and this is the vi tal ingredient to continued economic grovvth and 

enhanced employment. Your message on tax reform could be the 

signal that will dispel much of the uncertainty that currently 

plagues businessmen. 

We endorse the thinking of the Administration that tax cuts 

for individuals should be granted in the range of $10·-$15 billion. 

Such action is needed to offset the effects of inflation under 

our progressive rate structure. 

It is our understanding that the Administration proposes tax 

relief for business on the order of $5-$7 billion. If this amount 

could be truly classified as tax cuts for business, it would be 
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of a magnitude that could achieve the desired results. But it 

should be pointed out that $4-$5 billion of this total is allocated 

to partial integration (which we support) and that these dollars 

are passed through directly to individual investors and are not 

retained by business for investment. It is our conviction that 

an increase in the tax relief accorded directly to bus iness would 

be a good investment and would not damage the Administration's 

desires to follow sound fiscal policies looking toward a reduc­

tion of government deficits. We are mindful that in the 30-year 

period from 1946 to 1976 there have been ten tax reductions for 

individuals. In all cases but one (the 1948 reduction) tax 

revenues have risen to new highs with only a one-year hiatus. 

For the period 1960-1973, among the seven principal indus ­

trialized countries of the world, the United States ranked last 

in business fixed inves t ment as a percent of real national output, 

last in productivity growth, and next to last in output growth. 

Other Government studies have indicated that 12% of real GNP must 

be devoted to business inves tment during the period to 1980 to 

reduce unemployment to 5%. Yet during the last two years, such 

investment averaged only 9.3% of GNP. 

We believe that investment has lagged because the real return 

on inves tment (adjusted for inflation) has declined from 9.9 % 

in 1965 to 4.0% in 1976. 

The most effective way to improve business results is through 

a meaningful and permanent cut in the corporate tax rate. This 

affects all business whether labor or capital intensive. Specific 
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investment incentives are also useful; but because they introduce 

inequities, they are not as widely accepted by the total business 

community. 

Still, we see the need for certain changes in investment 

incentives. Among such incentives, we do favor shorter capital 

recovery periods and immediate write-off of pollution control ex­

penditures. The investment tax credit should be extended to 

buildings, and the allowable runount increased beyond the present 

50% of tax liabilitx. There has been much discussion of an increase 

in ITC percentage above 10%. Our discussions with Congress lead 

us to the conclusion that greater support could be realized for 

the changes in the implementation of ITC just outlined and other 

forms of tax relief. We should like to point out that substantial 

investment expenditures will be required of the mining industry 

in the years ahead. Reduction of percentage depletion allowances 

would be most untimely if the needed funds are to be available. 

Most businesses have never known a time when international 

competition was more intense. Foreign competitors, aided by their 

governments, seek to export their own unemployment and strengthen 

their balance of payments position. U.S. businesses need the 

support of their Government to expand our international trade 

and increase our employment. 

The two international tax issues of concern to business are 

the rumors that the Administration may propose the current taxa­

tion of undistributed income of controlled foreig·n subsidiaries 

and the repeal of DISC. We regard the former as anticipatory 
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taxation -- taxation of income that may never be realized by the 

taxpayer. It would subject U.S. ; business to tax treatment used 

by no other nation in the world and severly handicap U.S~ busi­

ness in its competitive struggle around the world. Treasury 

studies have shown that U.S. taxation of such undistributed earn­

ings would benefit principally foreign treasuries, since they 

resort to withholding taxes on dividen~ distributions. 

DISC tax deferrals have been one of the factors in the in­

crease in U.S. exports from $43 billion in 1971 to $115 billion 

in 1976. In the face of our current trade deficits and the on­

going GATT negotiations, it would be most untimely to discontinue 

DISC. It provides tax benefits that are only a fraction of those 

accorded by many governments to their exporters through the rebate 

of value-added taxes. 

It is apparent that the Administration regards the issues of 

capital gains, integration and individual rate reduction as a 

package. We understand that it is central to the Administration's 

thinking that essentially all income, regardless of source, should 

be taxed at uniform rates. As an offset, relief would be provided 

through partial integration and an overall reduction in individual 

rates. Looking at this total package, we suggest the following 

relatively inexpensive modifications: 

o Capital gains on assets held for long periods should be 

taxed at gradually reduced rates, related to the holding 

period, recognizing that gains due to inflation are not 

real gains~ 
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e There should be a rollover provision for a limited 

time period to defer the taxation of capital gains if 

the proceeds are reinvested. This will unlock frozen 

investments that carry large gains and enhance the mobi­

lity of capital at a time when it is really needed. 

If capital gains are to be taxed as ordinary income, the 

double taxation of dividends should be reduced substantially. 

Business supports integration only if it can be obtained without 

trade-offs of capital formation incentives of proven value. This 

could be accomplished by a gradual phase-in, which would also be 

less di s ruptive of the securities markets. A dividend gross-up 

and a 20% fixed rate tax credit for shareholders would put more 

funds in the hands of shareholders, increase the attractiveness 

of equity securities, and stimulate the issuance of new equity. 

If capital gains are to be taxed as ordinary income, a 

meaningful rate reduction, together with reduced taxation of 

dividend income under integration, would help temper the effect 

of that change on individual investors. There is strong support 

for an across- the-board reduction in all individual income tax 

rates, with the top rate being set no higher than 50%. Such a 

reduction would give all individuals added incentive to work and 

invest and should contribute significantly to the achievement of 

the economic objectives of tax reform. 

Mr. President, the capital formation problem is a long-term 

problem, and the solution requires a basic tax redtiction that 

encourages a h~gh, sustained level of business investment. 
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Therefore, we hope your Administration will avoid the temptation 

to "hypo" the economy with temporary and selective incentives. 

The tax reform package can be the touchstone to dispel much 

of the gloom on Wall Street. It can be the signal that your 

Administration understands and is supportive of the business 

commtmity. It presents a rare opportunity that can have lasting 

significance. 



COMMENTS ON TAX REFORM 

Reginald H. Jones 
Chairman and Chief Executive Officer 

General Electric Company 
September 23, 1977 

Mr. President, we appreciate this opportunity to present 
some thoughts developed by The Business Roundtable on the subject 
of tax reform. 

We view your upcoming message on proposed tax legislation 
as an event of great significance and a unique opportunity to im­
prove business confidence, increase investment spending, and spur 
a somewhat hesitant economy. Leading indicators have dropped for 
three months in a row, industrial production slipped slightly in 
August and Wall Street continues to give troubled portents. Im­
portantly, the recovery has stalled in Europe and Japan and mer­
cantilist policies threaten international cooperation. While we 
still believe that the U.S. economy has considerable vitality, 
we are concerned that business investment continues to lag his­
toric and needed levels, and this is the vi tal inqredient to con.,.. 
tinued economic growth and enhanced employment. Thus your mess age 
on tax reform takes on added importance. It could be the 
signal that will dispel much of the uncertainty that currently 
plagues businessmen. Their confidence has been shaken by· deep re-
cession, chronic inflation, credit crunches, sharp erosion of the 
real return on investment, and a plethora of confusing and costly 
regulations. 

Magnitude of Tax Relief 

We endorse the thinking of the Administration that ·tax cuts 
for individuals should be granted in the range of $10-$15 billion. 
Such action is needed to offset the effects of inflation under 
our progressive rate structure. The resultant increases in personal 
disposable income will help to sustain consumer buying and thus 
support the economy and overall business activity. 

It is our understanding that the Administration proposes tax 
relief for business on the order of $5-$7 billion. If this 
amount could be truly classified as tax cuts for business, it 
would be of a magnitude that could achieve the desired results. 
But it should be pointed out that $4-$5 billion of this total is 
allocated to partial integration (which we support) and that these 
dollars are pussed through directly to individual investors and 
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are not retained by business for investment. It is our convic­
tion that an increase in the tax relief accorded directly to busi­
ness would be a good investment and would not damage the Adminis­
tration's desires to follow sound fiscal policies looking toward 
a reduction of government deficits. We are mindful that in the 
30-year period from 1946 to 1976 there have been ten tax reductions 
for individuals. In all cases but one (the 1948 reduction) tax 
revenues have risen to new highs wit~ only a one-year hiatus. 
Although it is difficult to project the secondary impacts of tax 
cuts, history would indicate that t~e longer range results benefit 
tax revenues. 

Capital Formation - Investment Incentives 

A 1975 U.S. Treasury study showed that, for the period 
1960-1973, among the seven principal industrialized countries of 
the world, the United States ranked last in business fixed invest­
ment as a percent of real national output, last in productivity 
growth, and next to last in output growth. Other Government 
studies have indicated that 12% of real GNP must be devoted to 
business investment during the period to 1980 to reduce unem­
ployment to 5%. Yet during the last two years, such investment 
averaged only 9.3% of GNP. 

We believe that investment has lagged because the real return 
on investme nt (adjusted for inflation) has declined from 7.3% in 
1955 and 9.9% in 1965 to 4.0% in 1976. The burden of Federal 
income taxes on corporations increased somewhat faster than that 
on individuals from 1966 to 1976. The effective tax rate on cor­
pora·te income (adjusted for inflation) rose from 38.1% in 1966 
to 43.6% in 1976 - - a 14% increase. Meanwhile, the effective tax 
rate on individual income (also adjusted for inflation) rose from 
10.5% in 1966 to 11.4% in 1976 -- a 9% increase. 

The most effective way to improve business results is throuqh 
a meaningful and permanent cut in the corporate tax rate. This 
affects all business whether labor or capltal intensive. Specific 
investment incentives are also useful; but because they introduce 
inequities, they are not as widely recognized and accepted by the 
total business community as the effective spur to business confi­
dence. Still, we see the need for certain changes in investment 
incentives at this particular juncture. Among such incentives, 
we do favor shorter capital recovery periods and immediate write­
off of pollution control ex enditures. The investment tax credit 
lS most e p u , shoul e applied to buildings as well as equip­
ment, and the allowable amount should be increa~d beyond the 
present 50% of tax liabjJjty. There has been much discussion 
of an increase in ITC percentage above 10%. Our discussions with 
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Congress lead us to the conclusion that greater support could be 
realized for the changes in the implementation of ITC just out­
lined and other forms of tax relief. We should like to point out 
that substantial investment expenditures will be required of the 
mining industry in the years ahead. Reduction of percentage 
depletion allowances would be most untimely if the needed funds 
are to be available. 

International Tax Issues 

Most businesses have never known a time when international 
competition was more intense. Foreign competitors, aided by their 
governments, seek to export their own unemployment and strengthen 
their balance of payments position. We have previously referred 
to the growing trends of protectionism and mercantilism. U.S. 
businesses need the support of their Government to expand our 
international trade and increase our employment. We estimate that 
there are currently 7 600 000 jobs in the U.S. related to inter­
national business and that, while our imports have produced a loss 
of some 3 000 000 jobs, the balance of employment is still strongly 
in favor of increased international activity. 

The two international tax issues of concern to business are 
the rumors that the Administration may propose the current taxa­
tion of undistributed income of controlled foreign subsidiaries 
and the repeal of DISC. We regard the former as anticipatory 
taxation -- taxation of income that may never be realized by the 
taxpayer. It would subject U.S. business to tax treatment used 
by no other nation in the world and severely handicap U.S. business 
in its competitive struggle around the world. Foreign subsidiaries 
are established not as an alternative to domestic investment but 
as a supplement to such investment. They give us a position in 
markets otherwise closed to the U.S. Less than 10% of total sales 
of such U.S. subsidiaries find their way back into the U.S. and 
half of that total represents imports from Canada under the auto­
motive pact. Yet, they provide a huge outlet for our exports as 
between 20%-30% of U.S. exports are made to them. Treasury studies 
have shown that U.S. taxation of such undistributed earnings would 
produce little revenue. The increased tax burden would benefit princi­
pally foreign treasuries, since they resort to withholding taxes on 
dividend distributions. 

DISC tax deferrals have been one of the factors in the in­
crease in U.S. exports from $43 billion in 1971 to $115 billion 
in 1976. h~ile it is true that there have been other factors 
influencing this growth, there can be no argument that DISC has 
been of assistance in financing the longer term foreign receivables 
and in enhancing offshore market development. In the face of our 
current trade deficits and the ongoing GATT negotiations, it would 
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be most untimely to discontinue DISC. It provides tax benefits 
that are only a fraction of those accorded by many governments 
to their exporters through the rebate of value-added taxes. 

Capital Gains, Partial Integration, and Individual Rate Reduction 

It is apparent that the Administration regards these three 
issues as a package. 

The businessman looks to the effect of these changes on long­
term growth of the economy and opportunities for increased em­
ployment. 

o Will they increase corporate retained earnings, and thus 
stimulate capital investment? 

o Will they increase the willingness of corporations to 
issue new equity instead of debt? 

o Will they spark a renewed interest of the individual investor 
in the stock markets and thus facilitate equity financing? 

Ideally, if we are to move in the direction of achieving the 
objectives listed above, the tax burden on capital should be re­
duced, rather than increased. The present tax laws, which tax 
(1) the income which is the source of capital, (2) the income 
produced by capital, and (3) the gains from the sale of capital 
assets, contain a strong bias against accumulation and efficient 
deployment of capital. 

Yet we understand that it is central to the Administration's 
thinking that essentially all income, regardless of source, 
should be taxed at uniform rates. As an offset, relief would be 
provided through partial integration and an overall reduction in 
individual rates. Looking at this total package, we suggest the 
following relatively inexpensive modifications: 

• Capital gains on assets held for long periods 
should be taxed at gradually reduced rates, 
related to the holding period, recognizing that 
gains due to inflation are not real gains. 
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• There should be a rollover provision for a limited time 
period to defer the taxation of capital gains if the pro­
ceeds are reinvested. This will unlock frozen investments 
that carry large gains and enhance the mobility of capital 
at a time when it is really needed. 

These modifications would reduce the adverse impact of ordin­
ary income taxation of capital gains and allow time for adiustme nt 
as partial integration is phased in over a somewhat comparable period 
of years. 

Particularly if capital gains are to be taxed as ordinary 
income, the double taxation of dividends should be reduced sub­
stantially. This would: 

o Encourage issuance and purchase of equity securities. 

e Improve the balance of corporate capital structures. 

• Give a much needed stimulus to the securities markets. 

Business supports integration only if it can be obtained 
without trade-offs of capital formation incentives of proven value. 
This could be accomplished by a gradual phase-in, which would als o 
be less disruptive of the securities markets. 

A dividend deduction for corporations would initially improve 
corporate cash flow and retained earnings, and would thereby 
directly benefit capital formation. Long-range, however, it 
might encourage excessive dividend payouts at the expense of 
retained earnings. 

A dividend gross-up and tax credit for shareholders would 
put more funds in the hands of shareholders, increase the attrac­
tiveness of equity securities, and stimulate the issuance of 
new equity. If this method is adopted: 

o The tax credit should be at a fixed rate -- the suggested 
withholding rate of 20% (gross-up rate of 25%) should be 
acceptable. 

o The objective should be to work toward a higher rate. 

• Increases in the rate should be timed to coincide with 
increases in the taxation of capital gains, if the latter 
are enacted. 
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Proposals to require additional tax payments by a corpora­
tion if tax credits to its shareholders exceed its regular cor­
porate income tax should be approached with caution. Such a 
requirement could cancel out tax benefits presently in place to 
aid capital formation. At a minimum, the amoun ·t of the regular 
corporate income tax, for this purpose, should be before reduc­
tion for the investment credit and at least half of the foreign 
tax credit. It is strongly recommended that other corporate tax 
preferences also be given consideration in this calculation. 
We concur \vi th the thinking that corporate tax payments unused 
in the calculation of amounts available to cover withholdings on 
dividends be carried forward to future years. 

There is a strong need to reduce individual income tax rates 
to offset a significant part of the unl~gislated tax increase 
which has been caused by inflation. 

Further, if capital gains are to be taxed as ordinary income, 
a meaningful rate reduction, together with reduced taxation of 
dividend income under integration, would help temper the effect 
of that change on individual investors. 

There is strong support for an across-the-board reduction 
in all individual income tax rates, with the top rate being set 
no higher than 50%. Such a reduction would give all individuals 
added incentive to work and invest and should contribute signifi­
cantly to the achievement of the economic objectives of tax reform. 

Conclusion 

The capital formation problem is a long-term problem, and 
the solution requires a basic tax reduction that encourages a 
high, sustained level of business investment. Therefore, we 
hope the Administration will avoid the temptation to "hypo" the 
economy with temporary and selective ince ntives. t.Ve are dealing 
more with a structural problem than we are with a cyclical situ­
ation that calls for transient contra-cyclical fixes. 

The tax reform package can be the touchstone to dispel much 
of the gloom on Wall Street. It can be the signal that the 
Administration understands and is supportive of the business 
community. It presents a rare opportunity that can have lasting 
significance. 



CAPITAL GAINS, INTEGRATION, 
AND INDIVIDUAL RATE REDUCTION 

Three key elements of the tax reform proposals being con­
sidered are ordinary income taxation of capital gains, partial 
integration of corporate and individual income taxes, and across­
the- board reduction of individual income tax rates. 

The busines s man looks to the ef;fect of these change s on 
long-term growth of the economy and opportunities for increased 
employment. 

o Will they increase corporate retained earnings, and thus 
stimulate capital investment? 

e Will they increase the willingness of corporations to 
issue new equity instead of debt? 

o Will they spark a renewed interest of the individual 
investor in the stock markets and thus facilitate equity 
financing? 

Taxation of Capital Gains 

Ideally, if \ve are to move in the direction of achieving the 
objectives listed above, the tax burden on capital should be re ­
duced, rather than increased. The present tax lavls, which tax 
(1) the income which is the source of capital, (2) the income 
produced by capital, and (3) the gains fro m the sale of capital 
assets, contain a strong bias agains-t accumulation and efficient 
deployment of capital. 

Yet we understand that it is central to the Administration's 
thinking that essentially all income, regardless of source, should 
be taxed at uniform rate s. As an offset, relief would be provided 
through partial integration and an overall reduction in individual 
rates. Looking at this total package, we suggest the following 
relatively inexpensive modifications: 

o Capital gains on assets held for long periods should be 
taxed at gradually reduced rates, related to the holding 
period, recognizing that gains due to inflation are not 
real gains. 

• There should be a rollover provision for a limited time 
period to defer the taxation of capital gains if the pro~ 
ceeds are reinvested. This will unlock frozen investments 
that carry large gains and enhance the mobility of capital 
at a time when i-t is really needed. 
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These modifications \vould reduce the adverse impact of 
ordinary income taxation of capital gains and allow time for 
adjustment as partial integration is phased in over a somewhat 
comparable period of years. 

Partial Integration of Corporate aEd Individual Income Taxes 

Particularly if capital gains are to be taxed as ordinary 
income, the double taxation of dividends should be reduced sub­
stantially. This would: 

G Encourage issuance and purchase of equity securities. 

o Imp rove the balance of corporate capital structures. 

o Give a much needed stimulus to the securities markets. 

Business supports integration only if it can be obtained 
without trade-offs of capital formation incentives of proven value. 
This could be accomplished by a gradual phase- in, which would also 
be less disruptive of the securities markets. 

A dividend deduction for corporations would initially improve 
corporate cash flow and retained earnings, and would thereby 
directly benefit capital formation. Long-range, however, it 
might encourage excessive dividend payouts at the e xpe nse of re­
tained earnings. 

A dividend gross-up and tax credit for shareholde rs would 
put more funds in the hands of shareholders, increase the attrac ·­
tiveness of equity securities, and stimulate the issuance of new 
equity. If this method is adopted: 

o The tax credit should be at a fixed rate -- the suggested 
withholding rate of 20% (gross-up rate of 25%) should be 
acceptable. 

e The objective should be to work toward a higher rate. 

o Increases in the rate should be timed to coincide with 
increases in the taxation of capital gains, if the latter 
are enacted. 

Proposals to require additional tax payments by a corporation 
if tax credits to its shareholders exceed its regular corporate 
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income tax should be approached with caution. Such a requirement 
could cancel out tax benefits presently in place to aid capital 
formation. At a minimum, the amount of the regular corporate 
income tax, for this purpose, should be before reduction for the 
investment credit and at least half of the foreign tax credit. 
It is strongly recommended that other corporate tax preferences 
also be given consideration in this calculation. We concur with 
the thinking that corporate tax payments unused in the calculation 
of amounts available to cover withholdings on dividends be carried 
forward to future years. 

Reduction in Individual Income Tax Rates 

There is a strong need to reduce individual income tax rates 
to offset a significant part of the unlegislated tax increase 
which has been caused by inflation. 

Further, if capital gains are to be taxed as ordinary income, 
a meaningful rate reduction, together with reduced taxation of 
dividend income under integration, would help temper the effect 
of that change on individual investors. 

There is strong support for an across --the-board reduction 
in all individual income tax rates, with the top rate being set 
no higher than 50%. Such a reduction would give all individuals 
added incentive to work and invest and should contribute signi­
ficantly to the achievement of the economic objectives of tax 
reform. 
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INTE~~ATIONAL TAX ISSUES 

There is a need for tax policies which will increase U.S. 
exports and permit U.S. businesses to be competitive worldwide. 

• u.s. exports create U.S. jobs. 

• U.S. balance of trade deficit in 1977 is expected 
to approximate $25 billion due to higher value of 
oil imports and sluggishness in growth of u.s. 
export sales. Substantial deficit is also fore-
cast for 1978. ' 

• Foreign investments contribute to increas~d export 
sales. 

• Income from foreign investments has a favorable 
impact on the u.s. payments position. 

Current •raxation of Undistributed Income of Controlled Foreign 
Corporations 

• Would result in anticipatory taxation - taxation 
of income which may never be realized by the tax­
payer. Contrary to underlying principle that 
taxes are levied on realized income. 

& U.S. businesses go abroad to take advantage of 
market opportunities which would otherwise be 
taken by foreign competitors because of competi­
tive conditions or lack of free choice as to 
source of manufacture to serve world-wide markets. 

Foreign investment is undertaken not as an 
alternative to domestic investment but to 
supplement such investment. 

Less than 10% of total sales of U.S. subsidiaries 
abroad are imported to the u.s. of which almost 
half represents imports from Canada under the 
automotive pact. 

Foreign investments provide substantial benefits 
to the u.s. economy from export sales which 
otherwise would not be made except for these 
foreign investments. Between 20%-30% of u.s. 
ex~orts are made to foreign affiliates of u.s. 
corporations. 



DISC 

-2-

Foreign investments contribute positively to the 
U.S. balance of payments. 

Income from direct investments exceeded 
outflows by $5 billion in 1975, even after 
excluding the income from oil investments. 

• Current taxation would adversely affect the competitive 
position of U.S. subsidiaries by subjecting their earnings 
to a tax burden higher than .their foreign based, foreign 
owned competitors. 

Result would be loss of market position, reduction 
in U.S. exports, gradual liquidation of foreign 
investments, and unfavorable effect on the balance 
of payments. 

Increased tax burden would benefit principally 
foreign treasuries, since they resort to with­
holding taxes on dividend distributions. 

Any adverse effect on cash liquidity of u.s. 
parent corporations would reduce U.S. funds for 
job creating investment in u.s. facilities and 
U.S. research and development. 

Major impact would be on investments in less 
developed countries where generally lower tax 
rates prevail and which offer the greatest 
potential for increased u.s. exports as well 
as providing sources of supply of many 
necessary raw materials. 

• So-called "deferral" should be retained to perrni t U.S. 
businesses to remain competitive in world-wide markets 
vis-a-vis foreign owned, foreign based competitors and to 
avoid otherwise adverse effects on the overall U.S. economy. 

• DISC was enacted to encourage u.s. exports. 

• DISC benefits have been far less than export benefits 
realized by foreign competitors under tax policies of 
their governments, particularly rebates of value added 
taxes. 

• Since DISC was enacted there has been tremendous growth in 
u.s. exports from $43 billion in 1971 to $115 billion in 
1976 as a result of floating dollar, higher world trade 
levels and DISC. This tax deferral from DISC has been a 
factor in providing cash funds to: 
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Finance export related receivables to meet financing 
terms of foreign competitors. 

Underwrite market development programs for u.s. 
exports which otherwise would not have been under­
taken because of budgetary or other financial 
restraints. 

• EEC protest of DISC clearly indicates that foreign governments 
view DISC as a positive stimulant to u.s. exports. 

e It is essential to retain DISC and continued deferral of 
accumulated DISC tax benefits: 
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To further encourage expansion of 
sustain domestic economic growth. 
estimated that each $1 billion of 
70,000 additional domestic jobs. 

U.S. exports to 
It has been 

exports creates 

To help maintain the competitive position of U.S. 
business in world markets. 

To improve u.s. balance of trade. 

To strengthen U.S. bargaining position in GATT 
negotiations. 



CAPITAL FOfu~ATION 

INVESTMENT INCENTIVES 

The United States must increase the share of its resources 
devoted to capital investment to achieve sustained economic growth, 
increase productivity and real wages, reduce inflation and provide 
jobs for a growing labor force. Higher levels of capital investment 
are also required to build a tax base for future social services 
and to meet national needs with respect to energy, the environment, 
housing and the rebuilding of the c~ties. 

Need for Action 

• u.s. private investment and economic and productivity 
growth rates lag {1975 study by U.S. Treasury). 
Among the seven principal industrialized countries 
of the world the United States ranked last in 
business fixed investment as a percent of real 
national output, last in productivity growth and 
next to last in output growth. 

• Declining rate of investment in plant and equipment 
is slowing down growth in productivity and real wages. 

Growth rate in the amount of private plant and 
equipment (excluding pollution control expendi­
tures) declined from 4.3% per year in 1965-70 
to 3.3% per year in 1970-75 and can be expected 
to decline further to 2.5% per year in 1975-77. 

Growth rate of plant and equipment per worker 
fell from 2.6% in 1965-70 to 1.6% in 1970-75 
and is expected to decline to 1.0% in 1975-77. 

Productivity growth rate fell from 2.4% in 
1965-70 to 1.0% in 1970-75. 

Since 1969, real hourly wages have grown by less 
than 1% a year. 

• Additional investment needed to create jobs. 

Civilian labor force is expected to rise from 
93 million in 1975 to 103 million in 1980 and 
to 110 million in 1985; an average annual 
increase of 1.5 million workers. 
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Commerce Department study {1975) indicates that 
12% of real GNP must be devoted to business 
investment during 1975-80 to reduce unemploy­
ment to 5% and to meet energy and environmental 
needs; however, between 1965 and 1974 business 
investment averaged only 10.4% of GNP, during 
1975 and 1976 it averaged only 9.3%. 

Capital spending and private sector employment 
are closely correlated; ~ argument that investment 
in labor-saving devices reduces employment is 
not borne out by experience. 

• U.S. will run out of plant capacity before it runs out 
of unemployment; unemployment rates when economy runs at 
"full capacity:" 3.4% in 1968, 4.8% in 1973, 6.0% or 
more expected in 1978. 

• Incentives and means for investment have eroded. 

Reported profits of nonfinancial corporations, 
after taxes, have increased 107% since 1965; 
however, when adjusted for inflation 
{under-depreciation and phantom inventory 
profits) they have increased only 21%. During 
the same period, undistributed profits 
{adjusted for inflation) actually declined 
42%. 

Real return on investment {adjusted for inflation) 
has declined from 7.3% in 1955 and 9.9% in 1965 
to 4.0% in 1976. 

0 The burden of Federal income taxes on corporations increased 
slightly faster than that of individuals between 1966 and 
1976. 

Effective tax rate on corporate income {adjusted 
for inflation) rose from 38.1% in 1966 to 43.6% 
in 1976 - a 14% increase. 

Effective tax rate on individual income (adjusted 
for inflation) rose from 10.5% in 1966 to 11.4% 
in 1976 - a 9% increase. 
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Action Required 

While other governmental policies affect the climate for 
investment, the most direct way to stimulate higher levels of 
capital investment is to provide through productive reform of ·the 
tax system greater incentives for capital formation such as: 

9-23-77 

• A substantial and permanent cut in the corporate 
tax rate. 

• Shorter capital recovery periods for property. 

• Immediate write-off of pollution control expendi­
tures. 

• Making the investment tax credit permanent. 

• Making the investment tax credit apElicable to 
expenditures as incurred and making it appl~cable 
to expend~tures mandated by legislation or regu­
lation, and also applicable to buildin~s. 

• Increasing the investment tax credit ra~e but only ~~ 
if other aspects of tax reform do not produce th~ ~ 
needed increases in capital formation. Increasing 
the rate is not viewed as being of the highest 
priority nor as being attractive to Congress. 

• Increasing the allowable investment tax credit 
from 50% to 90 % or 100 % of tax liability. 

• Retaining percentage depletion on hard minerals. 
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WASHINGTON 
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HEMORANDUM FOR: THE PRESIDENT 

FROM: SECRETARY OF LABOR ~ 
SUBJECT: Tax Reform Proposals 

I recognize that the tax reform proposals are moving 
expeditiously toward final decisions. The Treasury 
tax reform package which is now before you does include 
an August 18 memorandum from me to Secretary Blumenthal. 
Since then, I have learned more about the dimensions of 
the Treasury proposals and while I agree strongly with 
their major direction, I want to provide you with my 
recommendations regarding three specific points that 
still remain unresolved. 

Integration of Tax Proposals with Administration's 
Economic Goals 

My first concern relates to the overall size and timing 
of the tax reduction. In my view, it is crucial that 
the timing and the size of the tax reduction place the 
economy on a firm growth path that will bring the 
unemployment rate below 5 percent by the second half 
of 1980. 

The joint CEA, Treasury, o~m, Commerce and Labor economic 
forecast now shows that without added fiscal stimulus, 
the economy begins to stagnate in 1978 with the unemploy­
ment rate leveling off at 6~ percent in 1979. To bring 
the unemployment rate down to about 5 percent by 1980, 
the economy must grow in the 5~ to 6 percent range--or 
about 2~ percentage points above the 3~ percent rate 
forecast under the assumption of no fiscal stimulus. 

.AI (--
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Given a 1978 nominal Gr-TP level of about $2100 billion, 
this added 2~ percent growth rate calls for an additional 
$47 billion in GNP. Assuming a tax "multiplier" of 2 1 
this points to a tax reduction in the area of $23 billion. 
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The current proposal calls for a tax reduction of about 
$16 billion in FY 1979 and increasing thereafter. In 
view of the economic forecasb these reductions are too 
small and too late. It implies that a "crash" tax 
reduction effort will be required in 1979 or 1980. This 
can be avoided now by providing for more adequate fiscal 
stimulus in the current tax package. 

Rate Structure for the Individual Income Tax 

One of the initial Labor Department criticisms of the tax 
proposal was a lack of progressivity in the proposed rate 
structure along a broad middle section of the income 
distribution which accounts for most of tax collections. 
This difficulty is accentuated by the proposed reduction 
in the top bracket rate from 70 percent to 50 percent, 
since this is associated with a relatively heavy reduction 
in tax liability for the higher income groups. 

The current proposal, only slightly more progressive than 
the initial one, incorporates a range of tax rates from 
12 percent to 50 percent, with a phase-in of the 50 percent 
rate delayed until the $80,000 level for a joint return. 
Co~~ent in the tax reform package indicates that the 
Domestic Policy Staff supports a rate schedule which runs -.o 
from 10 percent to 50 percent with an earlier phase-in jO'~ 
of the maximum rate at $60,000 for a joint return rather 
than $80,000. This proposal has two advantages: (1) the ~ 
lower initial rate provides further reductions among the so1~ ~ 
lowest income groups and (2) the earlier phase-in of the Jl.. ~ 
50 percent rate cuts back the quite substantial tax ~~~/ 
reductions for those in the upper income bracket. The 
loss in revenue from these two aspects of the proposal 
is offset by small rate increases throughout much of the 
tax structure. I strongly support this DPS alternative. 

Deferral of Tax on Income Earned Abroad 

The Treasury does not recommend repeal of deferral although 
it is discussed as a possibility. DOL has supported the 
repeal of deferral as well as DISC. Furthermore, a repeal 
of deferral is particularly important given the proposed 
repeal of DISC since DISC export subsidy provisions may 
have offset some of the incentive for firms to locate 
abroad provided by deferral. 

The major proponents of retaining ceferral have been the 
multinational corporations. The major opponents have 
been labor unions, and their position is generally 
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supported by academic economists. In the paper which 
summarizes the entire tax package, the Treasury reports 
that the Commerce and State Departments oppose the repeal 
of deferral. However, they did not note that the Labor 
Department supports repeal. I want to make clear my 
full support for repeal of the deferral provision. 
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DEPARTMENT OF AGRICULTURE 
OF"F"IC£ OF" THE SE:CRE:TA.RY 

WASHINGTON, 0 . C. 20250 

SUBJECT: Proposed Tax Revisions 

TO: Laurence Woodworth, Assistant Secretary 
Department of Treasury 

AUG 2 S 1977 

This memorandum is an informal response to the proposed . tax 
revisions you outlined last evening to members of my staff. The 
short response period limits us to a brief statement of the 
Department's_interests and concerns. Secretary Bergland, who is 
out of town this week, has a keen interest in the proposed revisions 
and their potential impacts on the food system and may wish to 
send a more formal communication when he returns. 

In general, the Department supports reforms in the tax codes which 
reduce the overall tax burden, improve equity in tax treatment, 
reduce distortions in resource allocation, reduce inflationary 
pressures, and promote a sound and equitable economic structure 
of the farm sector and the entire food system. 

The Secretary has a particular interest in seeing that further re­
visions in tax laws do not abet the inflationary spiral in l and 
prices or promote undesirable changes in the structure of farming. 

We support the proposed overall reduction in personal and business 
income taxes. However, it is difficult to judge the overall impact 
of these cuts until we know more about how they are to be distributed 
among income classes. 

The three additional specific proposals of particular interest to 
agricultural and forestry con.cerns are: (1) the taxation of capital 
gains as ordinary income; (2) eliminating the accrual accounting 
exception for large farm corporations; ·and (3) taxation of gains at 
death. 

Before commenting on the three proposals separately I note that as 
best we can estimate, the net effect of all proposed revisions will 
be to lower tax liabilities for most .individuals; even including those 
with farm income who now declare capital gains. However, the ·increases 
in tax liabilities could be subst.antial .for a relatively small number 
of large firms and high income individuals. 

The major impact of eliminating the capital gains exclusion will occur 
in forestry, land sales, and farm businesse·s characterized by pro­
ductive stock such as breeding herds, orchards, and vineyards. 
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Analysis of IRS tax tables indicate that While the impact will 
vary considerably by type of farm, the overall increase in tax 
liabilities to the farming sector resulting from elimination of 
capital gains will be less than $~ billion annually, after allowance 
for theoverall tax reduction. 

Elimination of special capital gains treatment could on the one hand 
redu~e the attractiveness of farm land as an investment, thereby 
reducing inflationary pressures on land prices, while on the other 
hand enhancing a "lock-in" effect on the ownership of land • 

The proposal to eliminate the exemption from the accrual accounting 
requirement for large farm corporations where one family owns at · 
least SO percent of the stock wi.ll affect only a few large farms. 
They appear to be generally concentrated in the poultry industry and 
a fe"'· Western States. The egg industry has already sought Federal 
legislation requiring accrual accounting for their ind'ustry. This 
Department is on re.cord as favoring the gradual elimination of the 
right of commercial farmers to use cash accounting for tax purposes. 

Your third proposal would require taxation (as ordinary income) of 
all capital gains at an individual's death. However you indicated 
that except.ions will be allowed if the estate passes to a spouse or 
to children actively involved in farming. However assets placed in 
trust would be subject to the gains tax at the time of transfer into 
trusts. The exception for spouses and heirs who are bona fide farmers 
will help to assure continuity of family farming enterprises. There 
are however some problems with these exceptions. The exception does 
discriminate against estates that consist mainly of nonfarm assets, 
so nonfarmers will have increased incentive to purchase farm land. 
Moreover, the provisions will tend to inhibit the transfer of farm 
businesses during an individual's lifetime. This could impact on 
agricultural productivity and on the availability of land to younger 
persons wishing to enter farming. The net effect of these exceptions 
could be upward pressure on land prices as interest grows in land 
ownership because of special tax treatment accorded qualifying farm 
land. 

Although preferential tax treatment of farm land is politically 
popular, some possible unfavorable effects are: land ownership may 
gradually become an inherited right, land ownership becomes a tax 

· shelter, and land prices could be forced higher. For these reasons 
we strongly urge that safeguarding be designed to minimize· abuse of 
the preferential tax treatment of farm land accorded farmers. One 
specific improvement would be to tighten the definition of "material 
participation" to limit the benefits to bona fide farmers as nearly 
as possible. ~ 
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The impact of elimination of capital gains treatment on the timber 
industry deserves further comment. Short-run impacts could be dis­
ruptive for timber markets. If timber farmers and land owners believe 
enactment of the proposals is likely they will want to accelerate 
harvest of their 0.,.11 timber to minimize income impacts. Timber 
farmers with their own timber may reduce purchases from the Federal 
government and other landowners. Short-term timber purchases could 
be depressed and markets disrupted. An extended phase-in period 
(5-10 years) for timber may be desirable. 

Reduced cash flow to the lumber and plywood industry could slow 
expansion of plant capacity, the trend toward merging small farms 
into larger ones, and further reduce land acquisition by forestry 
firms. It would also tend to push lumber and plywood prices upward. 
Lumber and plywood shares of mate~ials' markets may be reduced. 
Lumber imports could increase faster. 

Long-run timber effects would be reduction in returns per acre and 
lower land prices. Timber supplies would be a little lower and prices 
could rise a bit faster offsetting some of the landowner losses in 
capital value. 

We will continue our evaluation of the new tax proposals. The 
Department has considerable stake in these proposals. We would 
appreciate the opportunity for continued involvement in their 
development and evaluation. 

HOWARD W. HJORT, Director of Economics, 
Policy Analysis & Budget 

-· 



MEMORANDUM FOR Michae l Blumenthal 

From: Juanita M. Kreps 

Subject: Tax Reform 

THE SECRETARY OF COMMERCE 
Washington, D.C. 20230 

The development of the Administration's tax reform package 
has been based on three goals: simplicity, equity, and 
increased incentives for capital formation. The Department 
of Commerce has focused its attention on the goal of improved 
capital formation mindful,however,of the need to meet other 
reform objectives. 

In the long-run tbese goals are mutually reinforcing: over 
the next two or three years, however, pursuing these goals 
simultaneously involves some significant tradeoffs: 

The need for tax incentives to spur investment 
spending in the immediate future argues for increased 
use of direct investment stimulus, but wider use of 
these tax breaks may undermine the Congress and the 
public's confidence in our commitment to true tax 
reform. 

Integration of corporate and personal taxes is 
a widely supported tax reform that will increase 
investment over the long haul, but it is a very 
uncertain way to stimulate investment immediately. 

We have reviewed the latest Treasury tax reform package and 
are pleased that its investment provisions have been strengthened. 
The added investment stimulus, although still inadequate, 
partially compensates for the lowering of investor confidence 
that will accompany the, treatment of capital gains as ordinary 
income. Treasury incl~des prov~sions to lower the corporate 
tax rate by two perce~tage points and to liberalize the 
investment tax credit (ITC) by extending these credits to 
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industrial structures and increasing the allowable ITC limit 
from SO percent to 90 percent of the corporation's tax liability. 
In addition, Treasury proposes to allow full investment credit 
for pollution abatement facilities and early depreciation for 
lengthy construction projects. Despite added investment stimulus 
contained in the new package, Treasury continues to emphasize 
business tax reform, with more than half of the business tax 
revenue loss to be achieved through elimination of double taxation 
of corporate distributions to shareholders. The Treasury proposals 
reflect a conviction that reduced general business taxes in the 
long run are as powerful a stimulus to investment as are so-called 
direct investment proposals. Commerce feels that this position 
underestimates the immediate need for increased capital spending. 

The Council of Economic Advisers on the other hand favors a 
larger corporate tax cut (three percentage points) and more 
direct investment stimulus in the form of both a liberalization 
of the ITC along lines proposed by Treasury and an increase in the 
asset depreciation range from 20 to 40 percent. The Council 
would postpone the integration of corporate and personal taxes 
on grounds that the effects on capital formatiQn are difficult 
to estimate and certainly much slower acting than the traditional 
investment incentives. Commerce views this proposal as more 
likely to provide the needed capital spending, but unacceptable 
as a tax reform package. 

These conflicting assessments of the appropriate measures to 
include in the tax reform package are a direct result of the 
high degree of uncertainty we face with respect to: (1) the 
strength of the economy in the next two to three years, (2) the 
impact of the various proposals on the economy, and (3) how the 
overall package will be perceived by the public and Congress. 
The Treasury tax reform proposals, which stress longer term 
investment incentives and tax reform, and the CEA proposals, 
which stress short-term direct investment incentives at the 
expense of tax reform, appear to only partially minimize these 
uncertainties. 

Since the attitude of investors .is critical to the success of 
the tax reform package, Commerce has consulted extensively 
with business on the general features of tax reform. The 
views of the business community on capital formation tax cuts 
are mixed, and depend in large part on the nature of each 
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industry. This is particularly true with respect to the issue 
of partial integration versus direct investment incentives such 
as the Investment Tax Credit (ITC). Those industries that are 
capital intensive, such as steel and autos, favor direct 
incentives such as a further liberalization of the ITC or 
accelerated depreciation. Less capital intensive industries, 
such as retail food and services, lean more heavily toward 
partial integration. The financial community clearly favors 
partial integration. A selection .of business views on tax 
reform is attached. 

On balance, based on our discussions, there appears to be more 
support in the business community for partial integration than 
for direct incentives. There are several reasons for this: 

they believe there is a good chance of getting 
partial inte~ration because both Long and Ullman 
support moying in this direction: 

they perceive partial integration as true tax 
reform, while more liberal depreciation and the ITC 
are not considered reform: 

they believe the long-term impact of partial 
integration will significantly strengthen the equity 
markets and allow corporations to decrease debt 
financing of capital investment: 

finally, they believe that some form of partial 
integration will be necessary to offset the impact of 
taxing capital gains as ordinary income, if we want 
to avoid a major adverse impact on equity markets. 

In view of these considerations and of our analysis of the CEA 
and Treasury proposals, Commerce feels that there is a more 
balanced package of proposals that will stimulate direct invest­
ment to achieve the President's economic goals, stimulate 
long-term investment, m~et the goal of true tax reform and be 
politically acceptabl~~ to Congre.ss • 

. ~ ... . 
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The details of Commerce's tax reform recommendations are provided 
in two parts: Part I - Business Tax Reforms and Capital Formation 
Incentives, and Part II - Other Business Tax Proposals. 

Part I - Business Tax Reforms and Capital Formation Incentives 

Commerce's recommended business tax package includes: 

(1) A corporate tax cut of two percentage points 
(cost: $2.7 billion) 

insures all corporations receive some benefits 
- broadens the base of business support for the 

reform package 

(2) Relief of double taxation of corporate distributions 
by allowing shareholders to claim a portion of the 
corporat~ tax paid (cost: $4.7 billion) 

- reduces the resistance to taxing capital gains 
as ordinary income 

- tends to increase the share of GNP devoted to 
capital formation 

- reduces the present excessive dependency on debt 
financing by improving equity markets 

(3) Increase the investment credit limit to 90 percent of 
tax liability (cost: $100 million) 

- increases investment incentive to high growth, 
low profit firms 

(4) Extend the investment tax credit to industrial 
plants (cost: $1 billion) 

- removes artificial tax bias against investment 
in plant 

- provides immediate assistance to construction of 
industrial structures, a seriously lagging area 
in this recovery 

. - - _ .. _____ . ____ :.__ ___ .... _._· -· . :·.:: ..:.. .. \. 



(5) Full investment credit for pollution abatement 
facilities (cost: $100 million) 

- will partially compensate for increased costs 
of environmental and safety regulations 

- would reduce business resistance to full 
compliance with environmental regulations 

(6) Allow depreciation to begin earlier for lengthy 
projects (cost: $200 ·million) 

- encourages investment in those industries 
that -have long-term construction projects, 
such as utilities 

5 

(7) An additional investment tax credit to be allowed 
during ~he next four years. The credit would be 
phas~~ out to coincide with the added stimulus being 
generated by a phasing in of the elimination of the 
double taxation of dividends. The added investment 
tax credit would be structured so that a three 
percentage point additional ITC would be allowed in 
the first two years, reduced to two percentage points 
in the third and one percentage point the fourth year. 

- incr~ses investment sharply and certainly in the 
near-term when it is needed to boost the economic 
recovery, and during the period of transition 
associated with partial integration 

- avoids additional commitment to revenue loss 
beyond this transition period 
utilizes traditional proven method of direct 
investment incentive. 

The Commerce package would increase the revenue loss expected 
under the Treasury package by the amount of the additional 
investment tax credit (item 7). Revenue loss would be approxi­
mately $1 billion for each percentage point increase in the 
investment tax, i.e. $-3 billion .. for the first two years, $2 
billion the third year, and $1 billion for th~ fourth year, with 
no additional revenue loss beyond the fourth year. The revenue 

~· . • 
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loss of this package in the first year would be $11.8 billion. 
This would be partially offset by a number of proposed Treasury 
business tax reforms which will increase revenues by approximate!~ 
$5 billion. 

The first year, full effect net revenue loss in 1976 dollars, 
therefore, would be about $6.8 billion. This net revenue loss 
would decline as the additional ITC phased out. 

In estimating costs of business ·and personal revenue losses, 
integration should not be viewed only as a business tax cut 
since the benefits will go directly to shareholders representing 
a wide cross section of income groups. Coupled with reduction 
of the maximum tax to 50 percent and assuming elimination of 
capital gains tax, the Department of Commerce believes that 
such integration will produce vigorous stimulation of capital 
markets with predictable increases in business confidence and 
capital availaple for investment. The added direct investment 
stimulus which we are recommending will help insure that capital 
spending is also adequate in the short-run to fulfill our 
economic goals. 

Part II - Other Business Tax Proposals 

1. DISC 

Commerce believes that the DISC program has made some 
contribution to the increase in u.s. exports. In particular, 
the changes in the 1976 Tax Reduction Act that linked tax 
deferrals to increments in exports corrected some of the major 
shortcomings of the DISC tax incentive. We are aware that there 

_is widespread belief that DISC benefits are not cost effective 
(based on the experience under the old DISC program) and agree 
that the elimination of DISC will increase popular support for 
the tax reform package. Accordingly, we recommend that the 
DISC tax incentive be phased out gradually by reducing the 
share of DISC profits eligible for deferral. This would also 
maintain DISC benefits ~s a bargaining chip for use in the GATT 
Multilateral Trade Negotiationst if the phase-out is conditioned 
on comparable modifications of export tax incentives used by 
some of our trading partners. Commerce strongly opposes any 
measures that would recapture deferred taxes on DISC profits • 

. .J> 
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This would be contrary to the general intent of Congress and 
contrary to the legitimate expectations of exporters. 

2. Deferral of Taxes on Foreign Subsidiaries 

Commerce supports the Treasury position to continue deferral 
of taxes on undistributed earnings of controlled foreign 
corporations. The present practice of not taxing foreign source 
income until returned to u.s. shareholders should be continued 
because: (1) other countries do not tax earnings of their 
overseas corporate holdings until such income is repatriated, 
(2) it would tend to discourage u.s. investment in low tax 
countries (often LDCs), (3) it may induce foreign governments 
to place a withholding tax on the constructive dividends 
implicit in ending tax deferral and (4) a past Treasury study 
has indicated that under certain conditions the removal of the 
deferral may act~ally lose revenue. 

-3. Tax Treatment of U.S. Income of Foreign Shippers 

Commerce agrees in principle with this proposal, which would 
change current rules for the exemption of shipping income and 
discourage the use of flags of convenience and tax havens. Based 
on our preliminary understanding of the proposed rules changes, 
however, the Maritime Administration has raised some questions 
about the proposal which we recommend Treasury consider: (1) it 
may bring retaliation from those countries with whom we do not 
have treaties; (2) it could encourage developing nations to 
impose their own shipping taxes; (3) it may be ineffective 
against state-controlled merchant fleets, which will resist 
being taxed as a private enterprise; and (4) it may not succeed 
in taxing shippers using flag-of-convenience registry since 
nations such as Panama and Liberia can enact a tax exemption 
for u.s. flag ships thus putting pressure on the U.S. to grant 
them an exemption. 

4. Repeal of the Ribicoff Amendment 

' The Ribicoff Amen~ment, an ~~endment to the Tax Reduction 
Act of 1976, denies certain tax benefits for prohibited participa­
tion in certain international boycotts. At a ·time when Congress 
was debating a broader statutory scheme, the Ribicoff Amendment 
was the only anti-boycott provision enacted. Until enactment of 
the Export Administration Act amendments in June of this year 
the Ribicoff Amendment was the only statutory provision containing 

--- --·- - - --
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significant anti-boycott proscriptions. 

The new anti-boycott law (Export Administration Act amendments) 
is a comprehensive, detailed statutory scheme that prohibits 
specified types of participation in unsanctioned foreign boy­
cotts. It was enacted after extensive Congressional consideration 
and was based on the agreement negotiated between the Business 
Roundtable and leading Jewish groups. When this new law becomes 
effective in January 1978, however, there will exist two 
separate and unrelated sets of anti-boycott laws. 

It is therefore timely for the Administration to propose repeal 
of the Ribicoff Amendment for the following reasons: 

a. Sound public policy. The new law contains comprehensive 
and very specific anti-boycott prohibitions. It prohibits 
essentially the same types of behavior that the Ribicoff 
Amendment sought to reach. With both laws in effect, businesses 
will be subject to duplicative reporting requirements, separate 
and overlapping (but not identical) prohibitions, and inconsistent 
exceptions. This scheme is plainly inconsistent with sound 
public policy. 

b. Tax Reform. Repeal of the Ribicoff Amendment would be 
a significa~tax reform measure, appropriate for inclusion in 
the tax reform package, because the Ribicoff Amendment used the 
tax code for purposes essentially unrelated to taxes or revenues. 

c. Elimination of Ribicoff sanctions. Certain of the 
sanctions embodied in the Ribicoff Amendment are based on tax 
benefits (e.g., DISC) that may themselves be repealed. 

d. Diplomatic and political advantages. A proposal to 
eliminate the largely duplicative Ribicoff Amendment would be 
welcomed by the Arab world and the business community, both of 
which will be affected negatively by the new anti-boycott law. 

Attachment 



ATTACHMENT 

BUSINESS VIEWS ON TAX REFORM 

Following are selected comments from business leaders on tax 
reform: 

1. Appliances 

Partial integration is preferred for the following reasons: 
1) it is true tax reform that has been needed for a long time; 
2) there is strong support in the Congress and the President 
had made strong commitments himself during the campaign; 3) it 
it essential to have partial integration and some cut in the rates 
to offset the adverse impact of ta·xing capital gains as ordinary 
income. Also, partial integration would be an important long­
range reform that would improve equity markets and stimulate 
capital formation in the long run. ADR has been changed so many 
times that further changes would not be well received by the 
Congress and tax reformers. 

2. Autos 

The most dramati.9 impact on the entire business commu..l"li ty would 
arise from rate reduction, which for any given revenue loss will 
produce greater capital investment. Historically, rate 
reduction has resulted in higher profits, invest~ent and 

··ultimately taxes. Tax reform aspirations must be balanced with the 
political practicalities involved in getting new legislation 
approved. They recognized that differences in industry would 
generate differences of emphasis. 

3. Utilities 

Partial integration was preferred because it appears to have 
political support on the Hill and because it represents a funda­
mental change in tax law that has been needed for a long time. 
They were not particularly enthusiastic about ADR, even though it 
would directly help this industry, because it would not be 
perceived as reform and because there is already substantial 
accelerated depreciation on the books. 

4. Oil 

Although direct incentives would be of more direct benefit to the 
petroleum industry, it was felt that the long-range benefits of 

· partial integration, were ·more important. The ability to finance 
capital formation would ·be greatly improved through some form of 
partial integration but full integration would be required to 
offset the impact of treating capital gains as ·ordinary income. 
Some combination of partial integration and direct investment 
incentives would be the best strategy to follow in view of the 
uncertainties about the economic outlook and the impact of these 
various tax proposals. 
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5. Insurance 

Direct incentives would be preferred because of the uncertain 
effects on the equityrnarkets of any change in capital gains and 
the implementation of partial integration. They argued that 
there are no solid analyses of the ultimate impact of partial 
integration. 

6. Banking 

The principle of rate reduction is in some respects more important 
than the absolute amount. A two percentage point reduction, 
coupled with selected direct investment incentives would be more 
attractive to the overall number oJ businessmen than a larger 
rate reduction without the direct investment incentives. A 
change in ADR would be appealing, but is sure to be seen as a 
giveaway to business and they doubted very much whether there was 
enough political support for it. They would opt for a somewhat 
smaller rate cut and the inclusion of integration. Most board 
rooms have really not made up their minds on the question we are 
pursuing -- this is, the balance among the several factors and 
what their prefere~ces are. 

7. Securities 

Integration at this point is timely and should have a predictable 
positive impact on investment in securities, especially if it is 
coupled with a reduction of the maximum rate from 70% to SO%. 
Such a reaction will increase the appeal of equities and will as 
a consequence make equity capital, which has been relatively 
difficult to come by in recent years, much more accessible to the 
entire business community. 



Federal Home Loan Bank Board 

320 Fi~t Srreel , N .W . 

Washingron. D.C. 20552 

Federal Home loan Bank System 
Federal Home loan Mongagt Corporation 

Federal Savings and loan Insurance Corporal ion 

August 26, 1977 

The Honorable Laurence N. Woodworth 
Assistant Secretary 
Tax Policy 
Treasury Building 
Room 3112 
15th and Pennsylvania Ave., N.W. 
Washington, D. C. 20220 

Dear Mr. Woodworth: 

HAND DELIVER 

I have discussed with the Board the various tax reform 
measULEs which were outlined orally, and in the most general 
terms, by the Treasury Department staff yesterday, August 25, 
1977. It is our understanding that these proposals will be 
presented to th~ President in the near future. 

The Board is of the opinion, based on the brief general 
information presented, that the subject proposals have far 
reaching implications for thrift institutions, the housing 
industry, home buyers and savers which deserve the most careful 
scrutiny and analysis. 

In order to achieve a thorough understanding of all of 
the ramifications of Treasury's proposals so as to prepare 
meaningful substantive comments, I think that you will under­
stand that the Board would need more time than it was given in 
this instance so as to analyze the material and to prepare a 
well-considered response. Therefore, we sincerely reqret that 
we are unable t~ provide youJ a~ this time, ~~~n our substantive 
comm.e.n tlL. 

Speaking generally, the Board would like to participate 
in the formulation of policy that could have a major impact 
on the thrift and home-financing industries and on savers and 
homebuyers. To the extent feasible, therefore, we would 
appreciate it if you would attempt to present proposals 
and recommendations respecting the foregoing to us as early 
as practical, given the time constraints under which you 
must operate. We, obvioosly, can provide you with greater 

----·- ...... -- - -· 
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The Honorable Lau r ence N. Woodworth 
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assistance if we are given as much time as is possible to work 
on the matter. 

As for the Treasury recommendations which were unveiled 
yesterday afternoon, the Board would appreciate very much 
having an opportunity to express its views about them at 
a somewhat later time during the Administration's evaluation 
process, or as the proposals proceed through the legislative 
process. You may be sure that we will give you our maximum 
cooperation and assistance in this matter on a priority basis. 

V~ry truly yours, 

~J.»~~ 
Daniel J. Goldberg 
Acting General Counsel 

cc: Daniel I. Halperin 



THE: SE:CRE:TARY OF' HE:ALTH , EDUCATION, AND Wf:LF"ARE 

WASHINGTON , 0. C . 20201 

August 19, 1977 

riCMVRA.t-J!.X.J r·l FOR ·rnE: fDi-JORJIDLE ~JC"tl.AE:L BlllM£NYd~ 

Subject: Tax Reform 

~i staff nas been in touch with yours over the past several weeks 
about the Treasury's plans for tax reform. · h~ile I continue to 
have some personal reservations abo~t the proposal for the integration 
of personal an:J corporate income taxation, three other aspects of the 
tax reform proposal are of more direct HEW concern. 

o The integration of our proposed welfare reform package, the 
Earned Income Tax Credit, and Federal inc~~e tax system. 

o The proposal to change the deductabili ty of excess medical 
expenses and the employee share of health insurance premiums. 

o The _proposal to include in taxable income same portion of 
social insurance benefits, especially SOcial Security. 

welfare and Tax Integration 

TO the greatest possible extent, the welfare system and Federal 
personal income tax should be dovetailed so that a family receives 
cash assistance or pays taxes, but not both. We recognize that 
accounting period and filing unit differences prevent mutual 
exclusivity in all cases. Nonetheless, we should seek to minimize 
potential overlaps for both theoretical and administrative reasons. 

o Under the proposed welfare reform system, reduction rates will 
vary, depending on a family's demographic characteristics, 
from 50% to 70%. If those rates overlap with tl1e ~ system, 
given Treasury's propose6 rate schedules, cumulative marginal 
tax rates for some families over some range could rise to 
anywhere fran 70% to 100%. The Social Security payroll tax 
could take the combined rate over 100% in some cases. '!he 
work disincentives and inequities resulting from such overlaps 
are potentially severe. 

o The alternative of reimbursing Federal tax withholding as 
part ·of the computation of a family's welfare benefit has 
several disadvantages: 

Welfare eligibility ceilings ( "breakevE:ms") are pushed to 
higher income levels causing increased coverage and higher 
welfare costs. 
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The J?Otential for error ard abuse in welfare 
ad~inistration, and, therefore, administrative 
costs to minimize that potential are both increased. 

Inequity between those who apply for tneir ••tax relief .. 
through the welfare program and those who forego that 
relief by choosing not to participate in the welfare 
program. 

o Any overlap between the welfare program and the tax system 
results in the anomaly that at the 5aJTte time a family's 
Earned Income Tax Credit is being reduced, the welfare 
program would reirrburse all or scxne of that reductioo in 
its benefit computation. 

We understan:J that you may be thinkifl3 about a phase-in of the 
personal inco.11e tax reductions. I pro_pose that our staffs work together 
to evolve some phase-in alternatives that would result in a clean interlock 
between the tax system and the welfare program in 1981, our pro_posed 
implementation year. our goal should be one in which a family is 
eligible for cash assistance or is required to pay taxes, but not both. 

A special aspect of the overlap problems is the continued difference 
between rnarried joint units and head of household units in the tax 
system. We recognize the .. marriage penalty" problems that would result 
from an attempt to close tne difference. However, as part of our staff 
discussions, I would like to see whether some manipulation of the 
standard deduction, the proposed credit for earnings by the lesser­
earnings spouse, and the child care credit could allow us to close the 
difference and, perhaps, eliminate the overlap. 

Also, I would like to have our staffs explore the J?OSSibility of 
increasing the EITC as the payroll tax increases over time or if it 
takes on added significance in a national health insurance program. We 
prefer to view the Federal income tax structure as a totality and its 
progressi vi ty as the product of the personal inccxne tax, the payroll 
taxes and the corporate tax. Your pro_posed rate schedule and the 
change to the personal credit, combined with the expanded EITC, yields 
a favorable pattern of progressivity even when the employee share of 

· the Social Security payroll tax is also taken into account. I ho~ we 
will try to preserve this desirable pattern as the payroll tax goes 
up, and the EITC offers us a convenient vehicle to do so. 
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Medicaid Expenses Deduction 

I feel strongly that this is the wrong t1me to propose changes in 
the medical tax deduction, tor three reasons: 

o First, whatever its deficiencies, that deduction is the 
closest syst~~ the country now has to a universal sc~~e 
for financing access to health services. Attempts by the 
Kennedy and Johnson Administrations to raise the medical 
deduction flcor were unsuccessful;. a primary reason was 
L~at proposed changes in the deduction were not counter­
balanced by other efforts to finance uncovered meaical 
expenditures. 

o SeconJ, the President is co;n.-"d ttea bOth to balancing the 
buo9et by 1981 an:3 to the enactment of a true national health 
insurance plan. HEw is currently in the early stages of 
developing such a plan for the President. Tne Ad~inistration 
should not pr~~aturely surrender an important potential 
source of financi03 of national heal tl"l insurance. It is 
not satisfactory to "earmark" for i-J.HI the revenue o!)tained 
by a change in this oeduction if that revenue is useci to 
support other tax reauctions. The fiscal scope for !~:I 
depenjs on the actual full employment budget in 1981 and 
is not affected in any way if the revenues from a change 
in this deduction are eanr.arked for one purpose or another. 

o Tnird, our N2I proposals may include personal income tax 
modifications -- especially tax credits -- as integral 
co:-,lponents in their design. we should not foreclose those 
options by proposing a change in the tax syst~~ that we 
would ask Congress to reverse next year. 

I recognize that raising the medical deauction floor appears desirable 
in the context of tax simolification and/or reform, and if tnat were 
the only context, I would be inclinea to su:pport the change. But 
given the President's ~~itment to national health insurance, I 
think that the oeductiQ~ for medical expenses should be address~5 
as both an element of tax policy and as an element of health policy 
in the context of the 1m! deliberations in which Treasury staff is 
already participating. 

Taxation of wage Replace~ent Programs 

HEW supports in principle the taxation of certain Social Security 
benefits. Our one major reservation is political: a~y such proposal 
may invite the Congress to reopen ~~e cyJestion of expensive 
liberalizations of the earnings or ··retirement" test in Social 
security. 

~ - - ·. ---- --- -------------- -·--
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The proposal to tax the benefits of retired workers and older 
survivors (widows, widowers, and parents) is equitable so long as: 

o the income thresholds and phase-in rate for including 
social Security income correspond to the phase-out point 
and phase-out rate in the special retirement incane credit 
for the elderly. 

o a fraction of benefits corresponding to the workers 
contribution remains fully tax exempt. 

o parallel treatment is accorded similar contributory 
government programs such as railroad retirement. 

o similar treatment -- but without the one-third 
exemption -- is accorded similar noncontributory 
programs such as black lung. 

Of course, we recognize that political considerations may force 
violation of one ·or more of these principles. 

We believe that Social Security pay;nents to yoll1)3 survivors should 
remain entirely tax exempt to accord with the treatment of private 
life insurance. Young survivors include the children of deceased 
workers and those surviving spouses that are entitled solely because 
of the entitled children. 

we favor application of the same rules to disability insurance benefits 
as are awlied to retired worker benefits. Although we recognize that 
this procedure would not treat Social Security payments in the same 
manner as private disablity insurance, we prefer to maintain parallel 
treatment for disability and retirement benfits. Fran an equity 
standpoint, the tax treatment of clack lung disability payments and 
workman's compensation payments should be consistent with the tax 
treatment of Social Security disability payments. we would SUfPOrt 
the taxation of unemployment insurance benefits in a manner consistent 
with taxatioo of Social security retirement benefits • 

In closing, let me acknowledge the time Treasury staff has spent already 
with HEW staff. I appreciate your accommodations concerning the EITC: 
I am gratified at a n~~r of Lmprovements in the tax package made in 
the past couple of months - notably the move toward constructive 
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realization of capital gains at death. Enactment of your proposal 
will be a milestone in tax reform. I am confident that we can 't.'Ork 
out tne few remaining issues. 

lr/ ~ 
' 4-~< ~~~Jl~ 

rokph A. cali'f'o, Jr. 

--

-------- ·-- ·--····-·- -- __ __ ___ .,. -· - --- -· - --------·-



THE SECRETARY OF HOUSING AND URBAN DEVELOPMENT 

WASHINGTON, 0. C •. 20410 

September 6, 1977 

Honorable w. Michael Blumenthal 
Secretary of the Treasury 
Treasury Department 
Washington, D.C. 20220 

Dear Mike: 

I appreciate the opportunity which you have given to 
me and my staff to become acquainted with the proposals 
for tax reform which are presently under consideration in 
your Department. 

I heartily endorse this Administration's commitment 
to tax reform, and the elimination of the inequities which 
have characterized ~ur tax system. Tax reform is vital 
to the improved efficiency of our economy, and to our 
people's perception of their government. 

I would like, at this time, to comment on the tax 
reform proposals as they relate to housing policy. I am 
also preparing, for your consideration, an analysis of the 
cumulative impact of the proposed changes on urban develop­
ment. 

1. Tax Reform Proposals Relating 
to Owner-Occupied Housing 

Tax subsidies available to homeowners are palpable and 
direct -- each homeowner claims deductions for his mortgage 
interest and property taxes on his personal tax return. 
The Committee on Budget of the u.s. Senate has estimated 
the •tax expenditure• involved in the deductibility of mort­
gage interest and property taxes on owner-occupied property 
to be $8,535 million in 1977. In addition, a less visible 
though more significant tax subsidy to homeowners is the 
absence of imputed income arising from the rental value of 
a~ owner-occupied house. See, Goode, The Individual Income 
T<hc, 121 (1964). 



- 2 -

The tax reform proposals affecting homeowners are as 
follows: 

!/ 

A. Limitation on Deduction of Mortgage Interest 

It has been proposed that the amount of interest 
which can be claimed as a personal deduction be 
limited to $10,000.00. Included within the 
amount subject to the limitation would be in­
terest on home mortgages and on consumer finance 
loans. This proposal will affect persons owning 
houses with mortgages in excess of $125,000 (less 
than 2% of all homeowners) and possibly persons 
with mortgages on both a primary residence and 
vacation or resort home. !/ 

B. Taxation on Sale of Owner-Occupied Homes 

It has been proposed that preferential rates of 
tax on the gain from the sale or exchange of 
capital assets be eliminated. All such gain 
will be taxed at ordinary income rates. There 
will be a special provision, however, somewhat 
similar to Sl21 of the Code, excluding from 
gross income the amount of gain on the sale of 
a personal residence computed as follows: 

$75,000 
Sales Price 

x Gain • Amount Excluded 
from Income 

Any gain on the sale of a personal residence not 
excluded from income by the foregoing formula 
is to be taxed at ordinary income rates. An 

Because of the uncertain relationship between the inter­
est deduction and the amount of depreciation and expenses 
that can offset 'rental inco~e from vacation houses (see 
S280A(c)(4)), ft is not clear whether the proposed limit 
on the interest deduction would adversely affect the 
owners of vacation or resort homes. 
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individual can use the exclusion ratio described 
above as often as once a year, and there will be 
no carryover feature reducing the basis of a sub­
sequently acquired home to reflect the exclusion 
from income. The privilege granted by Sl034 of 
the Code to defer tax on the sale of a personal 
residence by re-investing the gain in a new 
residence, with a carryover basis, will still be 
available. 

The net effect of the proposed change will be to 
decrease the rate of tax on non-reinvested gain 
from the sale of a home for a price less than 
$150,000.00, and to increase the rate of tax 
on non-reinvested gain from the sale of a home 
in excess of that amount. 

--
With the exception of the items cited above, the major 

tax subsidies to owner-occupants of private homes will re­
main intact. Subject to the limitation of $10,000.00 on 
interest, mortgage interest and property taxes will con­
tinue to be deductible, and there will be no imputed rent 
from the occupancy of the house. If anything, the change 
in the treatment of gain on the sale of a personal resi­
dence will increase the tax subsidy to homeownership, except 
for those at the very top of the income spectrum. 

The proposed reforms will have an adverse impact on the 
owner-occupants of houses with a value in excess of 
$125,000.00. The occupants of such houses spend a relative­
ly low percentage of their income on housing needs, and are 
outside the area of special concern of our Department. 

2. Tax Reform Proposals Relating to 
Multi-Family Rental Housing 

The Internal Revenue Code confers no direct housing­
related tax deductioni on renters. Tax incentives have, how­
ever, attracted capifal to the ·construction of rental housing. 
The housing investor's return from rentals h~s been augmented 
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by tax savings, which makes possible marginally lower rents. 
The Senate Committee on Budget determined that the tax sub­
sidy from depreciation on rental housing in excess of 
straight-line depreciation involves a tax expenditure for 1977 
of $580 million. Using a slightly different approach, the 
Congressional Budget Office has determined that the revenue 
loss in tax shelters for all rental housing is approximately 
$850 million. 

Multi-family rental properties will be affected by gen­
eral changes i~ the tax system which are not directed speci­
fically at real estate. 

The taxation of all gain at ordinary income 
rates means that there will be full 
Rrecapture" of depreciation deductions upon 
the sale or other disposition of a building. 
Thus, although some deferral of income may 
still be possible through depreciation, the 
ability to convert ordinary deductions to 
capital gain will be eliminated. Losses on 
the sale or exchange of real property will 
be fully deductible against ordinary income. 

Although this 
estate investment, 
on all investment. 
tial tax treatment 

change reduces the rate of return on real 
it similarly affects the rate of return 

I support this elimination of preferen­
of capital gains. 

The provision for losses will, to some extent, mitigate 
the somewhat stringent rules for depreciation discussed 
below. However, the restrictions on depreciation combined 
with the allowance of losses could have unfortunate implica­
tions for housing. Owners might prematurely dispose of 
property in order to recognize economic losses not allowable 
under the proposed new system for depreciation. 

There are certain proposed changes in the law which 
deal directly with housing. The Treasury has proposed that 
it develop a new comprehensive system for allowing annual 
deductions reflecting the annual unrealized decline in 
value of buildings. ~The first -· step in implementation of 
this new system will be a three-year interim period for the 
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collection of information as to actual sales of used build­
ings. The sales prices for used buildings will provide the 
basis for determining the decline in value of buildings. 

During the three-year interim period, the depreciation 
of structures will be subject to the following limitations: 

(i) Accelerated depieciation will be eliminated. 

(ii) Useful life will be based on new mandatory 
- guidelines determined from the useful lives 

claimed by taxpayers in the past. We have 
not ascertained whether these lives will 
take into account component depreciation, 
which can be quite important in the case 
of high-rise rental projects. 

(iii) Depreciation computed in accordance with 
(i) and (ii) above will be limited to the 
equity in real property. This is so even 
though the taxpayer is •at risk• with re­
spect to the mortgage. I have been advised 
that the purpose of this rule is to limit 
depreciation to amounts that reflect in 
some way the actual economic decline in prop­
erty value. The theory of the limitation 
is that a bank or other lending institution 
would not permit a mortgage balance to 
exceed the value of the property at any 
given time. 

At the end of the three- year interim period, tables 
setting forth allowable annual deductions will be published 
by the Treasury. These tables will categorize buildings ac­
cording to their use, age, location, and other relevant 
factors. Categories of buildings with no actual decline in 
value will be allowed only nominal annual deductions. 
Structures which decline rapidly in value will be permitted 
substantial annual deductions. 

The Treasury would permit.· taxpayers to elect to deduct 
an amount determined in accordance with the tables, or to 
continue to claim deductions subject to the limitations de­
scribed above for the three-year interim period. 
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A. Non-Subsidized Multi-Family Housing 

The construction of rental housing, as you know, 
requires vast amounts of capital. Investments in housing 
have certain inherently unattractive features, such as slow 
recovery of invested capital and high risk. Because of 
these factors, investment in multi-family housing, even un­
der today's tax system, has been depressed. 

A substantial portion of the overall cost of 
housing comes from borrowed funds, much of which is provided 
through some form of government assistance. Much of the 
equity capital which is invested in housing today comes from 
syndicates of investors, commonly referred to as •tax shel­
ters•. Tax shelters, by and large, consist of individuals 
who are responding to tax incentives by investing their 
funds in hou~ing. 

I am well aware of the public dissatisfaction with 
syndicated tax shelters, and with certain inherent ineffi­
ciencies of tax shelters as a vehicle of production. 
Notwithstanding these deficiencies, however, tax shelters 
presently raise the equity capital which is critical to 
housing construction. 

The proposed changes in the tax law will substan­
tially reduce the rate of return on housing tax shelters. 
Based on a model of new multi-family housing developed by 
Professor William B. Brueggeman of Ohio State University, we 
have concluded that a limitation of depreciation to straight 
line, combined with a limitation of depreciation to the 
amount of invested equity, will reduce the rate of return 
on a typical new non-subsidized housing development from 
13.3% to 10.4%. 

If such a decline in the return from housing 
investment were reflective of a general increase in the 
taxation of all capital, then possibly housing could con­
tinue to compete in the equity markets for equity investment 
capital. 

We are aware, however, that there are several pro­
posals under consideration which will continue or create 
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tax-favored investment opportunities, such as the continued 
deductibility of intangible drilling expenses (subject only 
to the minimum tax), and the allowance of an investment 
credit for industrial structures. 

I am concerned that tax shelters will continue to 
proliferate, offering investments in oil and gas, 2/ or 
investments featuring the credit for construction of indus­
trial structures. 3/ The natural market for such syndicates 
is composed of individuals who presently invest in housing 
tax shelters. - Thus, even if all tax reform proposals were 
to be enacted, some individuals would continue to be able 
to effect significant reductions in their income tax liabil­
ity, and the activities of promoters and syndicators would 
continue. The only net change arising from the tax reform 
effort would be that funds which formerly went to housing 
would be div~rted to oil and gas and industrial structure 
investments.~ 

Direct corporate investment is also being 
accorded more favorable tax treatment. A reduction in cor­
porate rates, along with partial integration (with flow­
through of investment credit}, could enable certain corpo­
rate stocks to compete successfully for equity funds which 
presently are invested in housing. 

~I 

3/ 

The at risk limitation of Section 465 of the Code is 
not effective to limit such a shelter. The at risk 
limitation does not affect oil shelters, since typi­
cally no leverage is used in drilling. Also, even 
with the inclusion of intangibles in the minimum tax, 
a wealthy taxpayer can convert income taxable at SO\ 
to income taxable at 15\ or less, depending upon the 
other taxes he pays. 

The at risk limitations 4o not affect the amount of in­
vestment credit that taxpayers can claim. Substantial 
leverage can typically be obtained for - industrial 
structures. The shelter opportunities are obvious. 
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I do not believe that it can be shown that the oil 
and gas industry, or industry generally, is in greater need 
of tax incentives to raise capital than is housing. Housing 
construction can play a major stimulative role in the econ­
omy, and can significantly expand employment opportunities 
for both skilled and unskilled workers. In addition, of 
course, there is an acutely human side to the housing crisis 
which should not be ignored by· this Administration. 

I would look with sympathy on comprehensive tax 
reform, even if it reduced housing subsidies, so long, and 
only so long, as competing investment media were similarly 
affected. I cannot endorse a tax reform proposal which 
results in the movement of equity capital from housing to 
other industries. Nor do I believe that this Administra­
tion, with its strong commitment to social justice, can 
justify a reform package which favors investment in areas 
such as oil and gas and industrial construction, at the 
cost of, and to the detriment of, our housing program. 

B. Subsidized Housing 

In the Tax Reform Act of 1976, the effective date 
of the limitation on the deductibility of construction 
period taxes and interest was delayed, with respect to low 
income housing, until 1982. See Sl89 of the Code. I un­
derstand that your present proposals leave Sl89 intact. 
Consequently, after December 31, 1982, a major tax incentive 
will be removed from the construction of low income housing. 
In addition, you have indicated that the proposals outlined 
above for limiting depreciation are to be made partially 
applicable to subsidized housing. 

The reform proposed for depreciation generally is 
not appropriate for subsidized housing. In the first place, 

. the proposed system gives no weight to the compelling social 
policies which support favorable tax treatment for subsi­
dized housing. In addition, the proposed economic methodo­
logy does not relate properly to subsidized housing. 

Subsidized housing .projects are seldom, if ever, 
sold since existing projects offer little profit potential 
to prospective buyers. Actual sales prices~ therefore, do 
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not provide a means of evaluating decline in the value of 
such a project. Indeed, any measurement of value, or of 
decline in value, in the context of subsidized housing, 
must reflect the particular nature of subsidized housing 
investments, and the economic distinctions between sub­
sidized and non-subsidized projects. 

The theory behind the. proposal to limit deprecia­
tion seems to take into account two factors generally pres­
ent in real estate investment: the projection of continuing 
cash flow, anq the expectation of capital appreciation. In 
most real estate ventures, these factors are, in large part, 
determinative of value, and provide an incentive for invest­
ment and maintenance, assuming that other areas of investment 
are not given greater tax preferences. 

Subsirlized housing, however, provides no incentive 
for investm~nt in either of these two respects. First, 
little or no positive cash flow can be projected. The tenu­
ous financial situation of the tenants, and the management 
problems of dealing with large families which require special 
attention to social needs, combine to eliminate any expecta­
tion of cash yield. Second, because of the nature of the 
use of the housing and, very often, its location, there is 
little prospect of capital appreciation. The proposals 
which you are considering therefore appear to be based upon 
economic assumptions which, while they may be appropriate 
for most real estate investments, are not really applicable 
in the context of subsidized housing. 

I am convinced that construction of subsidized 
housing will virtually cease if present provisions for ac­
celerated depreciation are eliminated, or even reduced. 1 

· therefore request that subsidized housing be excluded from 
the proposed limitations on depreciation. To the extent 
that some change in the nature of the tax incentives cur­
r~ntly available to subsidized housing may be appropriate, 
I believe that such change should be specifically considered 
by our two Departments, and that an effort should be made to 
develop proposals whi~h are directly responsive to the par­
ticular nature of supsidized housing, rather than to the 
general nature of real estate ." investment. 

You have asked our Department for a recommended . ·-

·,' 
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definition of subsidized housing. We feel that the defi­
nition now found in §l250(a)(l)(B) of the Code is satisfac­
tory. 

3. Tax Reform Proposals Relating to 
Housing Authority Bonds 

We have been advised that you are presently con­
sidering a proposal which would institute a "taxable bond 
optionw with r~spect to municipal bonds described in Seciion 
103(a) of the Code. We intend to respond to this proposal, 
in greater detail, in the urban impact statement currently 
being prepared for your consideration. One feature of the 
proposal, however, should be noted here. 

We understand that you are considering, in connection 
with the taxable bond option, a termination of the exclusion 
from gross income of interest realized on industrial develop­
ment bonds as defined in Section 103(b). Included within 
the present definition of industrial development bonds are 
bonds substantially all of the proceeds of which are used to 
provide residential real property for family units (Section 
103(b) (4) (A)). 

State housing authorities which issue tax exempt bonds 
are a vital source of mortgage money for our Section 8 pro­
gram and for similar housing programs conducted by states. 
In 1977, approximately $2 billion in mortgage money was 
made available through this medium. At least 40% of the new 
Section 8 program was financed with funds raised with tax­
exempt bonds. Any significant change in the market status 
of such bonds could cripple one of our most successful programs 
and retard the construction of low income housing. 

A termination of the interest income exclusion presently 
provided by Section 103(b) would have an immediate and ad­
verse impact on the sale of housing authority and similar 
bonds, unless some alternative provision is made to preserve 
this important market. I therefore request that, in the event 
of a change in the present provisions of Section 103(b), bonds 
which are issued to~aise mon~y for low, moderate and middle 
income housing be included by definition within the category 
of -bonds to be covered by the taxable bond 6ption. 
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4. Tax Reform Proposals Relating to 
Thrift Institutions 

Section 593 of the Code permits "domestic building 
and loan associations• a deduction for a bad debt reserve 
artificially set, for 1979 and later years, at 40% of tax­
able income. In order to qualify for the full amount of this 
deduction, a building and loan association must invest 82% 
of its total assets in residential mortgages, and certain 
other classes of property. (Code S770l(a)(l9)). A 
reduction in the bad debt allowance for mortgage lenders 
from 40% to 20% of taxable income is presently under con­
sideration. 

To the extent that tax advantages of qualifying as a 
domestic building and loan association are reduced, the in­
centive to qualify will likewise be reduced. To the extent 
that other investments have returns comparable to or greater 
than residential mortgages, the building and loan associa­
tions will have a reduced tax incentive to invest in resi­
dential mortgages. There is presently an increase in invest­
ment in tax-exempt bonds by building and loan associations. 
An analysis by Professor Patrick Hendershott of Purdue 
University suggests that a reduction in the bad debt deduc­
tion to 20% will result in the withdrawal of funds from 
residential mortgages at the rate of about $3 billion per 
year for each of the next six years. Such a massive 
redeployment of savings from residential mortgages to other 
investment media could have a serious impact on the 
production of housing. 

In addition to the items discussed above, it has come 
to our attention that consideration is being given, within 
your Department, to a modification of the rules concerning 
the classification of organizations as partnerships or cor­
porations. See Treas. Regs. §301.7701-2. As you know, any 
administrative change , in these regulations, comparable to 
the changes propose~.last yearA could have an extremely 
adverse impact on housing construction. I do not believe, 
therefore, that any determination should be ~ade as to a 
modification of these regulations without serious con- . 
sideration being given to the effect of such a modification 
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on housing policy. 
resolved jointly by 
that we be given an 
acceptable solution 
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An issue of this magnitude should be 
our Departments, and I therefore request 
opportunity to work with you toward an 
to this problem. 

The foregoing comments and suggestions are made with 
the hope that we can coordinate the goals of tax reform with 
the housing goals of this Department. I will be happy to 
discuss these matters with you further, or to provide any 
additional information which might be helpful to you in 
evaluating these proposals. 

~ely, 

Patricia Roberts Harris 



United States Department of the Interior 
OFFICE OF THE SECRETARY 

WASHINGTON, D.C. 20240 

Hon. W. Michael Blumenthal 
Secretary of the Treasury 
Washington, D. C. 20220 

Dear Mr. Secretary: 

September 2, 1977 

Phase-out of the percentage depletion allowance allowed the mining 
~~ industry has been suggested for inclusion in the tax reform proposals 

to be recommended to President Carter. 

I most strongly urge that percentage depletion not be inc)uded in 
this package. 

The issue at this time is not whether the percentage depletion allowance 
is a proper, ~iable, or fair tax measure. Rather, the question is one 
of timing. Given other activities currently underway, this is a poor 
time to suggest elimination of this tax measure. Major considerations 
are: 

(1) The Administration will send to Congress a major reform 
of the Mining Law of 1872 in the next two weeks. This reform will 
add costs in the form of royalty payments and reclamation requirements 
which _the mining industry has not borne before. 

(2) At the request of the President, Dr. Frank Press and the 
Department of the Interior will be leading an interagency study on 
non-fuels minerals policy. The form of this study will be a domestic 
PRM. This interagency review group will submit options and recommenda­
tions to the President within 12 months, and the entire tax picture as 
it relates to the mining industry should be a part of that review. The 
Department of the Treasury, of course, will be an invited participant. 
Since depletion allowances are only one factor affecting the mining 
industry and the report will likely recommend a series of related 
changes and factors affecting the mining industry, it appears premature 
to change the depletion allowance now. 

(3) This AdministratJon wishes to promote competition in business 
and industry, including the mining industry. As you know, the mining 
industry is capital intensive and the percentage depletion allowance 
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is an especially important source of the capital required by smaller 
mining firms. Without more extensive analysis of the impact of elim­
inating the depletion allowance we may in fact be giving the larger 
mining companies an even greater advantage. 

(4) For the most part, the metals mining industry of the United 
States is in a period of financial difficulties, and it is not likely 
this situation will be corrected in the near future. 

(5) Finally, the timing of this move in an overall sense is not 
good. This would be another measure having a heavy impact on the 
Western States. These States have already been heavily affected by 
major changes in policy, including water policy. 

In summary, I be1ieve this is an economic question affecting the United 
States mining industry and should be resolved by a study of that 
industry and not a study of the overall tax policy. The ,more proper 
arena for resolution of questions relating to percentage depletion 
allowance would be the interagency review of the Nation's mineral 
policy. I would be happy to discuss this matter further with you. 
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U.S. DEPARTMENT OF LABOR 
OF"I'ICE OF" THE SECRETARY 

WASHINGTON 

t·.U G 1 B 191/ 

MEMORANDUM FOR: THE HONORl'.BLE W. MICHAEL BLUMENTHAL 
SECRETARY OF THE TREASURY 

FROM: SECRETARY OF ~ LABOR ~ ."ft" • 

SUBJECT: Tax Reform Proposals 

Following your presentation last week, members of my 
staff met with Treasury officials to learn in more 
detail about the proposed tax reform proposals. I 
have been heartened to learn of the general direction 
of the current program. Many of the concerns I 
originally', expressed have been met either through 
modification of the original proposals or the addition 
of new ones. Let me add my appreciation for the 
openness and cooperation that your staff has extended 
to members of my staff. 

There remain two aspects of the proposed program where 
I feel the proposals could be strengthened or modified, 
and I would therefore like to call to your attention the 
following points: 

1. Deferral of Foreign Income 

In the Administration's preparation of tax reform 
proposals, I am hopeful that serious consideration 
will be given to the important link between DISC 
(Domestic International Sales Corporation) and the 
deferral of non-repatriated foreign source income 
from u.s. corporate taxes. These two tax provisions 
have similar but offsetting impacts on decisions on 
whether to invest and produce abroad or to invest 
and produce -- and create jobs -- in the United 
States. In faot, the DISC was initially justified 
in 1971 on the grounds that it helped offset certain ' 
features of u.s. and foreign tax systems that favor 
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production abroad over production in the United 
States for sale abroad. The most important of 
these features highlighted in the Congressional 
debate was the deferral of non-repatriated foreign 
source income. 

Simultaneous removal of the tax deferral benefit 
and ~1e DISC subsidy would have a balanced effect 
on U.S. investment, production and employment. 
Horeover, two prominent flaws in our tax system 
would be removed at the same stroke, considerably 
improving the simplicity, economic neutrality, and 
political fairness of our tax system. 

Numerous economic analyses have demonstrated the 
inefficien9y and inequity of the DISC and deferral 
subsidies. Rather than recapitulate those techni­
calities which have alreaC!y been made available to 
you, I simply suggest that the combination of 
eliminating both the DISC and deferral tax breaks 
would make sense from several different angles. 

2. Taxatio~ of Unemployment Benefits 

The current Treasury proposal would tax unemployment 
benefits for filing units in the upper half of the 
income scale (above $20,000 for families and $15,000 
for individuals) • I think that a proposal of this 
sort, although controversial, could be accepted by 
the Congress since the vast majority of UI recipients 
would not be affected. 

However, I am concerned with the effects of such a 
proposal over an extended period of time. With 
inflation ana rising incomes, more and more taxpayers 
would encounter tax liability on any UI benefits. 
Eventually, the majority of UI recipients would be 
paying taxes on their benefits. This could prove 
quite unsettling to state UI laws and would certainly 
reduce the stabilizing effect of UI payments. 

I would like to urge therefore that this proposal 
be modified to provide that the $15,000 and $20,000 
income levels for tax liability be indexed by some 
measure of average earnings. 

- ·-·. ----- -- - · ··-·-- ··· . - · - ··-- · - · · · --· ·---~ . 



- NATIONAL CREDIT UNION ADMINISTRATION 
Washington, D.C. 204S6 

Office of General Counsel 

Mr. Daniel I. Halperin 
Legislative Tax Counsel 
Department of the Treasury 
Washington, DC 20225 

Dear Mr. Halperin: 

GC/RMF:vhw 
4640 
August 26, 1977 

This letter is to comment on certain tax reform 
proposals under consideration by the Treasury Department 
as outlined in the meeting held at ·the Department on 
Thursday, August 25, 1977, and attended by Mr. Robert 
Fenner of this Agency. 

Of greatest concern to the National Credit Union 
Administration is the proposal to subject credit unions 
to Federal income taxation in a manner comparable to 
presently taxed thrift institutions. Initially, we 
object to any such proposal, and believe there is sufficient 
justification for maintaining the tax exempt status 
of credit unions. 

As you know, credit unions are nonprofit, cooperative 
associations organized and owned by their members. 
Credit union membership is generally limited to those 
united by a common bond of occupation, association, 
or residence. (Almost 80% of credit uniomare organized 
by occupational group.) As such, credit unions serve 
only personal financial needs of their members and 
not the banking needs of the general public. Further, 
a significant portion of all . credit unions' activities, 
and indeed the entire function of many small credit 
unions, is performed by unpaid, volunteer staffs. 

An examination of current credit union operations 
reveals that they continue to function as. small, .member­
owned institutions providing limited savings and credit 
services. For example, a rec~nt survey of credit unions 
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established that 50% of all credit unions had 400 members 
or less, and that 72% of such members had accounts 
of less than $500. Almost 10 million loans were made 
by Federal credit unions in 1975, and the average size 
of these loans was just $1,551. Approximately 8% of 
these loans were made for household and personal expenses, 
and fully 44% were unsecured. Only 2.8% were made 
to business. The common practice of many credit unions 
of providing year-end interest rebates to all borrowers, 
based on the amount of interest paid by each borrower, 
reinforces their cooperative nature. Thus, credit unions 
continue to function in the capacity for which they 
were created; as limited membership, cooperative financial 
institutions serving the needs of the average consumer. 
It is on this basis that we believe their exemption 
from Federal income taxation is justified. Indeed, 
an alteration of t .hat status would seem to jeopardize 
the tax exempt status of the entire cooperative concept. 

In addition to commenting on the general subject 
of taxation of credit unions, we wish to express certain 
concerns as to the equity of treating credit unions 
like other financial thrift institutions for tax purposes. 
As you are well aware, equity in the sense of statutory 
tax rates will not necessarily result in "effective 
tax rate" equity. In this regard, generous tax benefits 
which result to other financial institutions will not 
be available to credit unions, due to limitations 
on their powers and range of services. 

For example, interest income on tax exempt municipal 
securities, depreciation realized through leasing opera­
tions and foreign tax credit will all be generally 
unavailable to credit unions under theirpresent scheme 
of powers. Further, while treatment of credit unions 
like thrift institutions for tax purposes would subject 
them to the same rules on ta~ deductions for transfers 
to bad debt reserves, it is questionable wheth~r credit 
unions would derive comparable tax benefits from this · 
treatment. For example, savings and loan institutions 
presently derive their primary tax benefits through 
tax free transfers to qualifying loan reserves under 
the percentage of income method·. The utility of thfs 
method to credit unions is at best questionable, .however, 

-2-



.. 

since it is conditioned upon an asset structure comprised 
largely of residential mortgages. (While Federal credit 
unions have recently obtained mortgage lending powers, 
it is anticipated that only a small percentage of the 
average credit union's assets will ever consist of 
such loans.) 

We are concerned, therefore, with the possibility 
of adverse competitive impact upon credit unions and 
suggest that true tax equity requires a comprehensive 
reconsideration of the tax benefits available to all 
financial institutions. 

Our final comment concerns the possibility that 
the Treasury Department's proposals will include some 
form of integration of corporate and individual income 
taxes. Although we have not thoroughly studied the 
various methods of accomplishing integration, we understand 
that they may involve taxation of corporate owners 
with respect ~o retained corporate earnings. Credit 
union members are clearly credit union owners. Their 
ownership interests exist, however, in the form of 
share (savings) accounts, and they are limited in the 
earnings they can realize on these accounts by management 
decisions and, more importantly, by regulatory dividend 
rate ceilings. Thus, credit union members realize 
on retained earnings, if at all, only in the event 
of liquidation. Imputation of retained earnings as 
income to credit union members, therefore, seems in­
appropriate, and we trust that any integration proposal 
will accommodate these considerations. 

In closing, I wish to re-emphasize the National 
Credit Union Administration's primary concern, i.e., 
that credit unions should be allowed to retain their 
tax exempt status, on the bases discussed above. I 
wish to thank you for the opportunity to submit these 
comments, and I hope you will let us hear from you 
if we can assist you in any way. 

Sin;r· ely, , . a . (- ·, '-1 ; ,...,....... 
\ --..-.-. '{)~ 
;O~N L. OSTBY . ~ 

General Counsel · 
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--------~--------------~S~MAL~~L~B~uTcs~I~N~E~S~S~A~D~M;I~N~I~STRATION RECOMMENDATION 

SMALL BUSINESS TAX REFORM 

FIRST PR~ORITY 

l. Graduated 6 -Step Corporate Tax 

No\v: The 48o/o tax rate begins on incor:1e ove:- $50,000 (with tv,-o 

intermediate steps). 

Proposal: 

Taxable Income Proposed Tax Rate 

$ 0 to $ 29, 999 8% 

30,000 to 59,000 $ 2, 400 + 16 % of excess over 2 30,000 

60, 000 to 89, 989 7, 200 + 24 '7a of excess over 60, 000 

90,000 to 119, 999 14, 400 + 32<fo of excess over 90, 000 

120, 000 to 149, 999 
. -.j 

24,000 + 40% of excess over 120, 000 

150, 000 and over 36, 000 + 48% of excess over 150, 000 

2. Deferral of Recognition of Gain from Sale of Interest in Small Business 

IF Invested in Another Small Business Within 2 Years. 

Now: Nothing 
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Proposal.: No recognition if gains on sale of small business is 

invested in another small business within 2 years. 

Limita".:ion: Original investment must ·be held for 5 years 

and be eligible for redemption treatment; e. g., not a vailable to 

sole shareholder. 

3. Faster Depreciation With Dollar Limits 

Now: Present schedules require long depreciation ti:ne. 

Proposal.: Add a new method with special class lives by asset 

categories. Permits faster depreciation. 

Limitation: Dollar limits of $·.1100, 000 ($200, 000 for real estate) 

restrict principal advantage to small businesses. 

4. Liberalize Subchapter S. Permit SBIC Investment . 

Now: Subchapter S eligibility if no more than~ individual share-

holders. Limit on investment income. 

Proposal: Increase number of sharehol.ders to 25. Permit 

SBIC as shareholder. 

.... 
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5. Graduated Estate Tax Rate 

Now: When fully phased in the estate and gift tax credit will be 

equivalent to an exemption of $175,625. The tax rate on the 

net taxable estate in excess of this amount begins at 30o/o. 

Proposal: The rate schedules should be modified to provide 

for a 10 -,0 rate on the net taxable estate in excess of $175,6:25, 

with the rc..te graduated up to present rates OE net taxable 

estates of $1, 000, 000 and over. 

6. Investment Tax Credit 

Now: Limit on utilization of investment tax credit to the 

extent of profits. 

d 
Proposal: Allow businesses which cannot use entire invest-

ment tax credit to obtain a cash refund, or to carry forward 

or back. 

SECOND PRIORITY 

7. Qualified Stock Options Issued By Small Businesses 

Now: Tax Reform Act of 1976 abolished stock options for all 

companies. 
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Proposal: Reinstate stock option for small business only. 

8. Increase Limits on Ordinary Loss Deductions For Small 

Business Stock. 

Now: Ordinary l9ss deduction may be taken on small business 

stock. 

Limits: Single Return: $25,000 

Joint Return: $50, 000 

Offering Amount: $500, 000 

Issuer Size: $1,000,000 In equity 
capital 

Proposal: Double all amounts·:1 

9. Underwriter Loss Reserve 

Now: Nothing. 

Proposal: Permit firm underwriter of smal: business securities 

to establish loss reserve of specific percentage of such under-

writings and deduct from other income. 
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THIRD PRIORITY 

10. All SBICs Permitted to Pass Through Income \Vithout Tax 

Now: Only SBICs registered under Investment Company Act 

of 1940 may pass through income without tax. 

Proposal: All SBICs may do so. 

11. SBIC Conversion 

Now: SBICs interested in conve::-ting from corporate to partner­

ship form incur tax liability. 

Proposal: Permit SBICs to convert from corporate to partne.r­

ship form tax-free. 

12. SBIC Loss Reserve 

Now: SBICs only authorized to deduct loss reserves for bad 

debt. 

Proposal: Permit SBICs to deduct loss reserves for equity 

investments in small business from ordinary income. 

' . 



Dear Mike: 

DEPARTMENT OF' STATE 

WASHINGTON 

August 26, 1977 

Assistant Secretary Woodworth has asked for statements 
of the Department of State's positions on several tax 
issues which may be included in the Administration's tax 
reform proposals. All of these tax issues have important 
international implications. I understand that these state­
ments will be sent to the President with Treasury's recom­
mendations for tax legislation. 

Tax Deferral - The Department of State urges the retention 
of the present system which allows u.s. corporations to 
defer taxation on the profits of their foreign subsidiaries 
until this profit is remitted. The elimination of deferral 
would make it more difficult for u.s. corporations to com­
pete internationally. Moreover, given the increased colla­
boration of u:s. businesses abroad with local business or 
government, the difficulties of administering a tax on 
accrual would be great and would provoke charges of inter­
ference in the business activities of foreign countries. 

DISC - The Domestic International Sales Corporation (DISC) 
has been judged to be an illegal export subsidy by the 
GATT. There has been no convincing evidence that DISC has 
contributed to increased U.S. exports but the program is a 
significant drain on government tax revenues. The Depart­
ment of State urges the abolition of DISC. 

Sub-Federal Taxes - Domestic corporations receive tax 
credits for income taxes paid to foreign sub-national 
governments but receive only deductions for income taxes 
paid to state and local jurisdictions in the United States. 
We understand that Treasury is considering treating some 
portion of foreign taxes paid to all foreign governments as 
an analogue to u.s. state and local taxes. This percentage 
would be used as a deduction, the remainder as a tax credit. 
The Department of State could support this approach if the 
percentage corresponded to the average split between federal 
and non-federal taxes now paid by domestic corporations. 

The Honorable 
w. Michael Blumenthal, 

Secretary of the Treasury. 



- 2 -

Integration of the Corporate and Personal Tax Systems - If 
the United States adopts tax integration, the Department of 
State would advocate that foreign income should be accounted 
as the last increment of income so that, in most cases, the 
vaJue of the foreign tax credit not be lost to the U.S. 
corporation and that the United States should negotiate, in 
the context of tax treaties, reciprocal tax credits. 

Section 911, private workers overseas - To eliminate the 
adverse impact of the 1976 tax law changes and still prevent 
unjustified avoidance of u.s. tax, the Department of State 
urges that changes in Section 911 along the following lines 
be made this year: 

(a) deductions for the following extraordinary 
expenses: 

(1) housing expenses which exceed 15 percent of 
salary. Salary should be defined to exclude 
allowances or expenses which would themselves be 
deductable under this section. 

(2) education expenses for tuition and travel 
(two round trips per year) up to $5,000 per child 
through the twelfth grade (or equivalent) and for 
travel only through undergraduate university 
study. 

(3) travel expenses for one round-trip home 
leave or R&R (from hardship posts only) per year 
for all family members. 

(4) cost-of-living allowances or expenses where 
justified. 

(b) an option for the taxpayer to exclude the last 
$15,000 of his foreign source earned income in­
stead of taking the specific deductions. 

Section 912, overnment emplo ees overseas -We have 
exam1ned the impl1cat1ons o subst1tut1ng Assistant Secretary 
Woodworth's proposed Section 911 for the present Section 912. 
The impact would be less severe than that of earlier pro­
posals but would still adversely affect all·governrnent 
agencies with employees serving overseas. The Department of 
State's position, ther~fore, remains that expressed by 
Secretary Vance in his letter of July 30, opposing any 
change in Section 912. 



- 3 -

The proposed changes would substantially increase the 
tax liability of government employees serving abroad. 
Private companies can compensate their employees for this 
increased liability but the u.s. Government cannot. There­
fore, the proposals would impose additional financial bur­
dens directly on government employees. This burden would 
be particularly great at posts where housing costs are high 
or where educational facilities are inadequate. Staffing 
these posts, an already hard task, would become extremely 
difficult. The result would be a lowering of the caliber 
of individuals we are able to attract to government service 
and a decrease in the efficiency of our overseas operations. 

Moving Expenses - For moves betw~en foreign countries or 
between the United States and a foreign country, the time 
limit on deductions for temporary housing costs should be 
increased from 30 days to 60 days and the dollar limits 
should be raised to twice the limits on domestic moves. 

Foreign Convention Deductions - The 1976 Tax Reform Act 
limited the deductions U.S. taxpayers could take for 
expenses incurr€d at business-related conventions held out­
side the United States. Similar restrictions are not 
applied to business conventions held in the United States. 
The Department of State continues to oppose this discrimina­
tory -treatment as a violation of our international pledges 
to avoid trade and travel restrictions. We understand that 
Treasury is consider ing eliminating the provisions of pres­
ent law which allow the taxpayer to deduct expenses at up 
to two foreign-site conventions per year. We object to such 
a proposal which would increase the discriminat ion between 
u.s. and foreign sites. We would support proposals (a) to 
permit normal deductions if the foreign site of the conven­
tion is reasonable because of the organization's large 
foreign membership or other specific reasons for holding 
the meeting at a certain site and (b) to raise the daily 
expense allowance. Further, we would recommend that the 
reasonableness test and limitations on deductions be applied 
uniformly to both domestic- and foreign-site conventions in 
order to eliminate the discriminatory aspect of the present 
law. 

. ' 

Sincerely, 

~. 
warren Christopher 

Acting Se~retary 

-. 



---------------~VE~TERANS ADMINISTRATIO~NITED STATES GOVERNMEJ\"T 

DATE: 

TO : 

) 
FROM : 

• 
SUBJ: 

( 

August 30, 1977 Me1norandum 
Chief Benefits Director (20) 
General Counsel {02) 
Controller {04) 

Assistant Deputy Administrator (003) 

Memo for the Record 

1. On Friday, 26'August at 1:30 the undersigned met with Mr. Donald C. 
Lubick, the Deputy Assistant Secretary for Tax Policy, Department of 
Treasury. A list of attendees of both "rreasury and the Veterans Admin­
istration is attached. 

2. The principal subject under discussion was the revision of the tax 
code to exclude certain portions of funds received for scholarships and 
fellowships. Treasury is considering a revision which would allow 
elimination from income that portion of the benefits received which was 
used for tuition and fees. The portion which would be used by the individual 
for normal living expenses would henceforth be treated as income. 
Treasury made th~e comment that because of other proposals and raised 
exemptions a married person with two children would be exempt if his 
income was less than $10, 000. Therefore, they felt that most of our 
clients would be exempted regardless of the change -in the code that they 
are proposing. 

3. We pointed out that there were numerous programs which provided 
educational benefits, i.e., full time, part time, tuition and fees, work 
study, etc. 

4. Treasury has asked, and we have agreed to provide information in 
three general categories: (1) a description of the benefits provided, (2) 
experienced data in the use of the benefits to date, (3) our projection of 
the use of these benefits in the future. We agreed to .furnish these three 
separate sets of information in as rapid a manner as possible and not to 
hold up any one set while waiting for data on other sets. 

5. In addition, we pointed out to Treasury that there would not be a large 
monetary benefit to the nation from this change in the tax policy. We also 
pointed out that there might be certain consequences simply by making a 
proposal. We referred to a move currently afoot to separate the benefits 
into one for tuition and one fen living expenses. The VA is currently 
resisting this proposal. 

~~1<s;{)2fJ/t. 
MAURY s. ~4LE. JR. 

Buy U.S. Savint.J Bontls Rrt.uiArl.J •n ,/p,y,./1 SAvint.s Plan 

-
VA FORM 2105 

JAN lt77 
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THE WHITE HOUSE 

WASHINGTON 

September 23, 1977 

Z:0ig Brzezinski 

--·----.h.---. 

The attached was returned in the 
President's outbox today and is forwarded 
to you for your information and 
appropriate handling. Please also forward 
a copy to Secretary Vance. 

Rick Hutcheson 

cc: Hamilton Jordan 
Frank Moore 

RE: SENATOR JACKSON LETTER ON STRATEGIC 
ARMS LIMITATION TALKS 

ADMINISTRATIVELY CONFIDENTIAL 

~ nt ~ .: ·rJ.} I 
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THE WHI T E HOUSE 

WASHINGTON 

c.. '- v 
MONDALE 
COSTANZA 
EIZENSTAT 
JORDAN 
LIPSHUTZ 
MOORE 
POWELL 
WATSON 
LANCE 
SCHULTZE 

ARAGON 
BOURNE 
BRZEZINSKI 
BUTLER 
CARP 
H. CARTER 
CLOUGH 
FALLOWS 
FIRST LADY 
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JAGODA 

KING 

FOR STAFFING 
FOR INFORMATION 

LOG IN TO PRESIDENT TODAY 
IMMEDIATE TURNAROUND 
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ENROLLED BILL 
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CAB DECISION 
EXECUTIVE ORDER 
Comments due to 
Carp/Huron within 
48 hours; due to 
Staff Secretary 
next day 
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ROOM 137 HENRY M. JACKSON 
WASHINGTON RuSSELL SENATE OI"''JCE BuiLDI­

WASHIOGTON, D .C. 20510 

The President 
The White House 
Washington, D. C. 

Dear Mr. President: 

WASHINGTON, D.C. 

September 22, 1977 

PERSONAL AND .COP.tFlBEI<tTllt:C 

Within the last 24 hours I have been informed of the 
Administration's plans with respect to the conduct of the Strategic 
Arms Limitation Talks and the continuation after October 3 of 
the provisions of the 1972 Interim Agreement that limit the arma­
ments of the United States. On both these matters I am profoundly 
troubled. 

First, resort to a unilateral statement to the effect that 
we will continue the limitations on the armaments of the United States 
contained in the 1972 Interim Agreement would circumvent the statu­
tory and constitutional responsibility of the Congress (or the Senate) 
to approve such actions. Section 33 of the Arms Control and Disarma­
ment Act, reinforced by the history of that legislation, is clear on 
this point; and while a lawyer can doubtless be found to prepare argu­
ments to the contrary, I do not believe that the Congress should, or 
would, acquiesce in permitting an action to be taken that. limits the 
armaments of the United States without the approval of the Congre·ss. 
In the strongest terms I urge you to submit to the Congress for its 
approval whatever policy declaration embodies. a pledge to continue 
to respect the limitations of the Interim Agreement. 

Second, I am increasingly alarmed at the deterioration of 
the Administration's negotiating position since your original March 
initiatives. The proposals of March have now been abandoned as 
U.S. negotiators have made concession after concession; while the 
Soviets have conceded nothing of substance. I was appalled to learn, 
for example, that the U.S. negotiators are prepared to agree that a 
601 kilometer ground-based cruise missile armed with a conventional 
warhead will be outlawed under the protocol, whereas a Soviet ballis­
tic missile with several MIR Ved warheads carrying nuclear weapons 
over 4, 000 kilometers will be totally unconstrained. The implications 
for the NATO alliance of so manifestly unbalanced a provision, (which, 
by the way, is totally unverifiable) are serious and damaging. I can 
see no justification for the inclusion in SALT of any conventional 
munitions or of non-strategic nuclear weapons. 

-

. •. 



The President - 2 - September 22. 1977 

The premise of the SALT II negotiations has been that the 
U.S. would be prepared to make concessions in order to limit the 
evolving Soviet ICBM and SLBM threat while assuring that our bomber 
forces were adequately protected. U.S. · negotiators seem now to have 
abandoned virtually all the meaningful constraints on the growth of the 
Soviet ICBM and SLBM forces. Moreover. by agreeing to limit to 
2500 kilometers the permitted range of air-launched cruise missiles 
on our bomber force the United States runs a very serious risk of 
leaving itself without an operationally effective strategic bomber 
force as Soviet air defenses, which are in no way limited by SALT, 
continue to improve. The 2500 kilometer limitation 11 which the tech­
nical evidence indicates is dangerous and imprudent, raises serious 
questions about your claim that the cruise missile will be an effective 
alternative to the cancelled B ... l program. 

Finally, I can only express my disappointment at the failure 
of your senior officials to consult with the Congress prior to deciding 
upon~> and presenting to the Soviets 11 this most recent round of conces­
sions, and by the decision to circumvent the established procedures 
for Congressional approval under our laws and Constitution. 

Sincerely yours, 

J.l._ H::::::{::!, 
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THE SECRETARY OF STATE 

WASHINGTON 

Septernber 21, 19 77 

Dear Hr. Chairman: 

As you know, we have been exploring for some 
time ways in which we can facilitate an early and 
successful conclusion of the "SALT II negotiations-
One aspect of this subject which State and ACDA 
staffs have discussed with yo~ is the situation th~t 
9ill exist after the present Interim SALT Agreement 
expires on October 3. In this regard, we have been 
co~s{dering a policy declaration expressing our inten­
t .ion, while the negotiations a.r;..e being completed, not 
to take' any action that VTould be inconsisten·t Hith 
the Interin Agreement•s provisions, or with the goals 
of the ongoi_ng negotiations., provided that the Soviet 
Union exercises similar restraint. Under this proposal, 
al~f:ough the Soviets may also issue a statement of 
thei:::- policy in t."'"lis regard, along the same lines, 
there would be no agreement limiting strategic 
offensive arms -in force between the United States and 
L~2 Soviet Union after October 3 and pending the 
co~clusion of a new SALT Agreement. 

Our objective is ·to maintain the status quo while 
the SALT II negotiations are being completed, and to 
complete the '"ork on a SALT II Agreement within t..~e 
nea= future. We do not seek to enter into a new agree­
ment extending SALT I during this period, by an "exchange" 
of statements or otherwise. Accordingly, we have 
informed the Soviets that we intend to issue a unilateral 
policy declaration along the following- lines: 

Tne Honorable 
John J. Sparkman, Chairm::tn, 

Committee on Foreign Relations, 
United States Senate. 

The Secretary of State requests the White House Congr~ssional Liaison 

to co ntact the following Senators: 
Tip O'Neill Clifford Case 
Alan Cranston John Stennis 
Robert Byrd 

j. 
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In order to maintain the status quo 
~hile rsALT II] negotiations are being 
co~pleted, the United States declares its 
intention -not to take any action inconsistent 
with the provisions of the Interim Agreement 
on Certain Measures With Respect to the 
Li tT~ itation of Strc.tegic Offensive A.Yrns \·ihich 
expires October 3 1 1977, and with the goals 
of these on-going negotiations, provided 
that the Soviet Union e~ercises similar 
restraint. • 

In considering how to proceed in this matter, \ve 
considered and rejected the possibility of a joint 
U.S.-Soviet statement Hhich might have raised the 
question of whether an international agree~ent was 
inter.ded. ~\e do not intend to enter into an agreement 
and believe that our proposal is consistent with this 
intent, in substance as well as in form. 

As indicated in our ·discussions -..-lith you and ·Hith 
the co"~-uittee staff, it is our desire to proceed in 
this a:atter in_close consultation with the Congress. 
We fully recognize your co~uittee's responsibilities 
~·i -t:h regard to 'international agreements generally and 
SA~~ II in particular. We hope you share ou~ assess­
~~nt that our discussions of this subject have been 
most he~pful and constructive. 

Sincerely, .. 

/~ . 
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