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VII. TAX EXEMPT ORGANIZATION PROPOSALS

GENERAL AND TECHNICAL EXPLANATIONS







VII-A. CORRECTION OF ABUSES IN PRIVATE
FOUNDATIONS

GENERAL EXPLANATION

Private philanthropy plays a special and vital role in our society.
Beyond providing financial aid to areas which government cannot or
should not advance (such as religion), private philanthropic organ-
izations are unique}g' qualified to Initiate thought and action, experi-
ment with new and untried ventures, dissent from prevailing atti-
tudes, and act quickly and flexibly.

Private foundations have an important part in this work. Avail-

“able even to those of relatively restricted means, they enable indi-
viduals or small gmu&?nto establish new charitable endeavors and
to express their own bents, concerns, and experiences. In doing so,

they enrich the pluralism of our social order.

Because of this important role, generous provisions for ¢tax exemp-
tions of private foundations and tax deduction for contributions to
such foundations have long been provided in the tax laws, However,
since this tax treatment diverts amounts from the public treasury to
private foundations, it is imperative that the tax laws insure that
these private foundations put ¢hese funds to philanthropic {)urposes
that benefit the public. Only if adequate restrictions are placed on
the operation of private foundations to prevent subverting their
ostensibly charitable purposes to private purFoses will the public
receive the benefit sought by the allowance of tax exemptions and
deductions )

In order to determine if private foundations are indeed discharging
the philanthropic obligations which justify their tax benefits, the
Treasury Department, at the request of the Tax Committees of the
House and Senate, conducted an extensive study into the operations of

rivate foundations,! This study revealed that the preponderant num-

r of private foundations are performing their functions without
tax abuse. However, the study also revealed that a minority of such
organizations are being operated so as to bring private advantage to
certain individuals, to delay for extended periods of time benefits
to charity, and to cause competitive disadvantage between businesses
operated by foundations and those operated by private individuals.

The study also revealed that the i ise restrictions in present
law against unwarranted private advintage, delay in benefits to
charity and participation by private foundations in business have been
difficult and expensive ¢o administer, hard to enforce in litigation,
and otherwise insufficient to prevent these abuses.

1 “Tregsury Department Report on Private Foundations,” dated Feb, 2, 1963, printed for
the use of the Senate Finance Committee.
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Therefore, in order to insure that private foundations are being
operated to secure for the public the benefits which justify their tax
exemlg): status and deduot.ibi]itry of contributions to them, the Treas-
ury Department has proposed legislation to deal with six major prob-
lem areas revenled by the study.

SUMMARY OF PROBLEMS AND BOLUTIONS

_ 1. In order to meet the problem of “self-dealing” in which founda-
tion assets muy be diverted to private advantage, the Treasury recom-
mends & general prohibition against financial transactions between a
foundation and its founders, contributors, officers, directors or trustees.

2. In order to meet the problem of “deferred benefits,” in which
there may be a substantial delay between the time revenue is lost—
either in the form of an exemption for a foundation or a deduction for
a donor—and the time charity benefits through actual expenditures by
a foundation for charitable purposes, the Treasury recommends that
private foundations be required to distribute to charity all of their net
incomes on a relatively current basis. Generally, a foundation would
be obligated to spend its net income (exclusive of income from long-
term capital gains) 1 year after receipt. Exceptions would be made for
foundations accumulating income for a specific charitable purpose and
for foundations that had spent more than their annual income in prior
years. In order to impose the same obligation upon those foundations
which choose to hold investments producing long-term capital appre-
ciation rather than current income, the Treasury recommends that
foundations be required to maintain expenditures for charitable pur-
grl)ses at approximately the same level as if they had invested their

nds in income-producing assets. As with foundations currently earn-
ing income, exceptions would be made for foundations accumulating
for a specific purpose and for foundations that had spent more than
the required amount in prior years, These rules on deferred benefits
apply only to “nonoperating” foundations—those which make contri-
butions to charity rather than operate charities themselves.

3. In order to meet the problem of “business involvement” the Treas-
ury recommends that, with certain carefully limited exceptions, a
foundation not be allowed to own 20 percent or more of any business,
whether incorporated or not, that is unrelated to its charitable func-
tions, This rule would prevent foundations from becoming so involved
in private business that— )

Competitors owned and operated by tax paying entities are
placed at a serious competitive disudvantaFe;

Opportunities are created for self-dealing in forms too subtle
for the specific prohibitions recommended in paragraph 1 above;

Benefits to charity are deferred through the build up of a large
accumulation of income in controlled business;and .

 Foundations managements become so preoccupied with business

affairs as to endanger the devotion of adequate time to charitable
objectives. )

4. In order to meet the problem of “family use” of a foundation asa
device to maintain control of a family corporation or other controlled
property, the Treasury recommends that where a donor or related party
maintains control of a business or other property after contribution of
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an interest in it to a private foundation, no charitable deduction be
allowed until (1) the foundation disposes of the business or pr(?ﬁ)erty
(2) the foundation devotes the business or property to active charit-
able activities or (3) the donor’s control over the business or property
ends. Such a contribution of controlled property to a foundation lacks
the finality which characterizes a true parting with property 'ving
rise to a charitable contribution deduction and creates conflicts o
interest to the detriment of charity.

5. In order to meet the problem of “unrelated financial transactions”
the Treasury recommends that speculating and foundation borrowin
to purchase investment assets be prohibited and that foundation lend-
ing be confined to categories which are clearly necessmx, safe, and
appropriate for charitable fiduciaries, This rule would prevent a
foundation— )

From borrowing to purchase investment assets, thereby passing
the benefits of its tax exemption on to the seller and divorcing the
foundation from the healthy scrutiny that results from depend-
ency on contributions; )

Lending to benefit a private individual rather than a chanz; or

Speculating in the securities markets, thereby subjecting funds
ostensibly devoted to charitable purposes to unnecessary risks of
loss, divorcing the foundation from contributor scrutiny if the
speculation is successful and making demands upon the time and
attention of the foundation management to the detriment of chari-
table projects, _

6. In order to insure that a private foundation does not continue in
perpetuity without an objective evaluation by outside interests of its
value to society, the Treasury recommends that the donor and related
parties be restricted to 25 percent of the foundation’s governing body
after the expiration of 25 years. This rule would allow the donor and
his family adequate time to provide uni%ue direction, spirit, and en-
thusiasm to the foundation’s endeavors. On the other hand, it would
restrict the opportunities for private advantage and public detriment
too subtle and refined for specific Erohibition and provide an assurance
that the foundation will receive objective evaluation by private parties
who can terminate the organization if, after a reasonable period of
time, it has not proved itself as a true contributor to charity.

In addition to the six major recommendations, the Treasury has also
recommended measures to meet four less signiﬁcant problems. These
problems are primarily technical in nature. .

These Treasury Department proposals are based upon a recognition
that private foundations can and do make a major contribution to our .
society. The proposals have been carefully devised to eliminate subordi-
nation of charitable interests to personal interests, to stimulate the flow
of foundation funds to active, useful programs, and to focus the ener-
gies of foundation fiduciaries upon their philanthropic functions. The
recommendations seek not only to end diversions, distractions, and
abuses, but to stimulate and foster the active pursuit of charitable ends
which the tax laws seek to encourage. Any restraints which the.f)ro-
gosals may impose on the flow of funds to private foundations will be

ar outweighed by the benefits which will accrue ¢o charity from the
removal of abuses and from the elimination of the shadow which the
existence of abuse now casts upon the private foundation area.

334-8930-69 ~pt, 8- 2
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Finally, provisions would be included to insure compliance with the
prohibitions against self denling, delay of benetits to charity, business
involvement, unrelated financial ¢ransactions, and perpetual family
control of foundation manangement. The provision to meet the prob-
lem of “family use” involves the disallowance of a deduction and is,
therefore, self-enforcing.

_The fundamental objective of the outlined proposals and the provi-
sions to insure compliance is to make certain that the public receives
through philanthropic endeavors the benefits for which tax exemptions

and deductions ave granted.

VII-A. CORRECTION OF ABUSES IN PRIVATE
FOUNDATIONS

Trcuntcat. EXrLANATION

The following is a technical explanation of the Treasury Depart-
ment’s proposals for changes in the law dealing with private tax
exempt foundations, The provisions would be made applicable only
to corporations or trusts exempt from income tax as ones organized
and operated for religious, charitable, scientific, literary, or educational
purposes, or the prevention of cruelty to children or animals. However,
the provisions would not apply to the following organizations:

(1) Organizations which normnllg receive n substantinl part
of their support from the general public or governmental bodies;
(2; Churches or conventions or associations of churches;
(8) Educational organizations with regular faculties, curricu-
lums, and student bodies; and

(45 Organizations whose purpose is testing for public safety.
Nonexempt trusts empowered by their governing imstruments to pay
or permanently set aside amounts for certain charitable purposes

would also be subject to these provisions.

1. PROHIBITION AGAINST SELF-DEALING

(4) Present law

Present law places limited restrictions upon transactions between
certain exempt orfumzat.ions and their donors (and certain other
related (Persons) . In general, these restrictions require that certain
specified transactions be conducted at arms length.

(B) Treasury proposals

The proposal would add a new rule for private foundations and
certain trusts in the form of a general prohibition against engaging
directly or indirectly in any transaction involving the transfer or use
of the foundation’s assets with a donor or parties related to the donor.
Self-dealing transactions which a foundation would be prohibited
from ontem‘){z into under this general rule would include (although
not be limited to)—
( 1; lending any part of its income or corpusto;
52 purchasing or leasing its property from; and
3) selling or leasing its property to the donor (and certain
other related persons).
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The general prohibition would apply to both direct and indirect
transactions involving the transfer or use of foundation assets. Thus,
for example, a lonn by n donor:te a corporation which he control
followed by a gift of the corporation's note to the foundation, woulfa
be prohibited. In addition, corporations controlled by private founda-
tions would be prohibited to the same extent ns the controlling private
foundation,

The following, transactions would be specifically exempted from the
general prohibition agninst self-dealing:

(1) reasonable compensation ﬁw mrsdnu] services actunlly
rendered; ‘

v2) services made availnble on a nonpreferentinl basis;

(3) purchases by the foundation of incidental supplies (at no
more than fair market value).

4) interest free loans to the foundation, and their repayment;

an
(5) purchases of foundation assets (at no less than fair market

value) divestiture of which is requived by other provisions rec-

ommended herein,
The private persons subject. to these provisions would be:
1) the creator of, a substantial contributor to or an official

(director, officer, trustee, ete.) of the foundation;

(2) brothers, sisters, spouse, ancestors, and lineal descendants
of any person in (1) above;

(3{ & corporation 20 percent or more of the stock of which is
owned by one or more persons in (1) above and members of their
families in (2) above;

(4) directors, officers and persons who own 20 percent or more
of the stock of a corporation which is a substantial contributor
to the foundation involved ; and

(5) an estate or trust for the benefit of one or more of any

.. of the above persons,

In addition, the provisions would apply to a trust of which any
such person is considered the owner under subpart E of part 1 of
subchapter J (relating to grantors and others treated as substantial
owners). These provisions would apply to transactions engaged in
after the effective date of the provisions,

2. REQUIRED DISTRIBUTIONS TO CHARITY

(A) Present law

Under present law, certain exempt organizations are prohibited
from accumulating income unreasonably, using accumulated income
to a substantinl degree for purposes other than those constituting the
bagis for the organization's exemption or investing accumulated in-
come in such o manner as to jeopnr(’\)ize the carrying out of the function
constituting the basis for the organization's exemption,

(B) Treasury proposal
(1) Realized income distribution reguirement

The proposal would require all private nonoperating foundations
to distribute all of their current net income by the en%l of the year
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following the year such income i8 received. A private foundation
would be considered “nonoperating” if it does not have substantially
more than half of its assets devoted directly to or does not directly
expend substantially all of its income for the active conduct of
charitable activities, Holding nssets for the production of income
or distributing income to operating charities would not meet the
“devoted directly” nsset test or the “directly expended” income
test, Thus, for example, a private foundation which holds investment
assets and distributes the Income from those investment assets to an
‘operating charity would be a nonoperating private foundation sub-
ject to this provision. On the other hand, a private foundation which
s, 8 its only substantial asset, a public museum, and which uses any
income for the operation of the museum would be an operating founda-
tion not subject to this provision.

Current net. income would include investment income such as rents,
interest, dividends, short-term capital gains and, with certain adjust-
ments, income subject to the unrelated business income tax. Deductions
would be allowed for expenses directly connected with the generation
of this income. Long-term capital gnins and contributions would not

be considered income for this purpose.
The purposes for which the income would have to be expended would

. (1) contributions to publicly supported charitable organiza-

tions;

y (2) contributions to privately supported operating organiza-

ions;

§3; direct. expenditures for charitable p ms; and

4) purchases of assets which the foundation devotes directly
to charitable activities,

Two exceptions to this rule would be provided. The first. would
allow a foundation to treat as an expenditure amounts which are
set aside for a definite charitable purpose specified at the time the
funds are set. aside, provided the purpose requires accumulations by
the foundation rather than the intended charitable recipient. Under
this exXception, the funds would actually have to be expended within
5 years, unless the ‘organization is granted an extention for an addi-
tional period not to exceed 5 years. No limitation would be imposed
on the humber of 5-year extensions that could, if justified, be granted.

A second exception would allow a private nonoperating foundation
to accumulate its income to the extent that it had, during the immedi-
ately preceding 5-year period, expended amounts in excess of its
realized income or income equivalent (described below), whichever is

greater,

(2) Income equivalent

Where realized income subject to the realized income distribution
requirement does not equal a specified percentage of the value of the
foundation’s investment assets, a new provision would require distri-
butions, for one of the four charitable lmrposes described above, of an
amount which would bring distributions up to that specified per-
centuge lovel. Thus, under tiese two rules, requiring distribution of
realized income or an income equivalent, a private nonoperating foun-
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dation would be required to distribute its realized income or income
equivalent, whichever is greater.

The Secretary of the Treasury would be given regulatory authority
to determine the income equivalent specified percentage based upon
market conditions existing from time to time,

The income equivalent would be applied only against the founda-
tion’s investment assets.' Assets in this class, which can be valued
by reference to regularly available sources, such as stock ex-
changes or ovor-the-counter markets, would be valued at fair
market value at the beginning of the foundation's accounting
period. For other assets, cost or, if contributed, the value claimed as
a deduction by the donor, would be used with a reassessment precedure
once overy 5 years,

The same two exceptions to the realized income distribution re-

uirement would be provided for the income equivalent requirement.

hus, an amount equal to the yearly income equivalent could be set
aside for b years under the snme circumstances as realized income
can be set aside, And, distribution of the income equivalent would not
be required to the extent that, during the 5 immediately preceding
years, distributions exceeded realized income or the income equivalent
whichever was greater. For example, assuming a 5-percent income
equivalent, n foundation with zero income for ¢ years on $100,000 of
corpus and £10,000 per year in distributions for the first 5 of those 6
years would not be required to distribute anything in the sixth year. Its
income equivalent for the first 5 years was 5 percent of $100,000 Fer
year, or $25,000, Its total distributions were £50,000. Therefore, it is
entitled to accumulate up to $25,000 in realized income in the sixth
year or forego the distribution of its income equivalent up to that
amount,

The realized income distribution requirement and the income equi-
valent requirement would apply to foundations presently in existence
as well as those to be created in the future. However, for those founda-
tions presently in existence, a 2-year transition period would be pro-
vided so that they would have adequate time to adj» i their invest-
ments,

Furthermore, a rule would be provided exempting from the realized
income distribution requirement and the income equivalent require-
ment income required to be accumulated or corpus prohibited from
invasion by the governing instruments of existing organizations. Of
course, these existing organizations would be subject to the present
prohibitions agminst unreasonable accumulations and other improper
uses of accumulated income under existing law,

3. LIMITATION ON INVOLVEMENT IN BUSINESS

Under this provision, a private foundation would be prohibited
from owning directly or indirectly 20 percent or more of the total
combined voting power or 20 percent or more of the total value of
the equity of a corporation conducting a business which is not sub-
stantially related (other than through the production of funds) to
the exempt function of the foundation. The direct or indivect owner-

1 The income equivalent would not apply to assets during the period for which, under
proporals subsequently to be discussed, the donor's contribution deduction is postponed.



302

ship of a 20-percent or larger interest in the capital or profits of an
unincorporated business not substantially related to the exempt fune-
tions of the owner foundation would also be prohibited. The 20-percent
limitation would apply to indirect as well as direct ownership. Thus,
stock in a corporation owned by a trust for the benefit of a private
foundation would be treated as owned by the foundation to the extent
of its beneficial interest,

Three forms of activities for the production of income would be
specifically excluded from the meaning of “business”—

Lending, other than that resulting from the active conduct of
commercial lending or banking;

Holding of royalties and mineral production payments as inac-
tive investments; or

Holding of leases of real property (and associated personal
property) of a passive nature,

The present law defining businesses which are not substantially
related to a foundation’s exempt nctivities (for purposes of the un-
related business income tax) would be applied to this provision. The
three specific exceptions to that definition would also be ap[‘)lied to
this provision. Thus, n business would not be considered unrelated if
(1) substantially all of the work in carrying it on is performed with-
out compensation; (2) it is carried on primarily for the convenience
of the members, officers, or employees of the foundation; or (3) it
consists of selling merchandise substantially all of which has been
received as gifts or contributions to the foundation,

For example, a foundation which solicits and receives as contribu-
tions old clothes, books, or furniture, could conduct a business of sell-
i"F those articles to the general public; a foundation engaged in the
rehabilitation of handicapped persons could maintain o store to sell
items made in the course of the rehabilitation training, and a founda-
tion would be permitted to operate a cafeterin or restaurant, primarily
for the convenience of its employees.

Foundations would be afforded a sl:eciﬁed reasonable period of time
in which to reduce their unrelated business interests below the pre-
scribed maximum limit. The Secretary of the Treasury would be given
power to extend the period for a limited additional time in order to
prevent hardship. Similar periods of disposition, similarly subject to
extension, would apply in the future when a foundation receives a
gift, devise or be«xllest., which involves business ownership beyond the
prescribed limit. An exception to the general disposition requirement
would be provided for existing foundations whose governing instru-
ments, as presently drawn, compel them to hold specified business
interests, but only 1if local law prevents suitable revision of such gov-
erning instruments. Foundations created in the future would, to qualify
for tax exemption, be required to include appro‘*)rinte prohibitions
againgtzel‘)it‘lsiness ownership in the documents under which they are
organi

e general prohibition aganinst self-dealing would not apply to
the sale of assets owned by the foundation on the effective date of this
legislation whose disposition is required under this provision. How-
ever, that general prohibition would apply to business interests
acquired after the effective date, as, for example, by gift, whose disposi-
tion is required by this provision.
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4. DONATION OF CONTROLLED PROPERTY

(4) Present law

Under existing law, an immediate income tax deduction is granted to
the donor of an interest in n business or property to a private founda-
tion, even though he retains control over the business or property after
the donation, Thus, for example, the donation of a 20-percent interest
in & family corporation to a private foundation would give rise to an
income tax deduction, even though the donor retained the remaining
80 percent and thereby control of the business.

(B) Treasury proposals

Where the donor and certain related parties maintain control of a
business or other J:roperty after the contribution of an interest in it
to a private foundation, no income tax deduction would be permitted
until (1) the foundation disposes of the contributed asset, (2) the
foundation devotes the property to active charitable operations, or (8)
donor control over the business or property terminates. The occur-
rence of a qualifying event will give rise to an income tax deduction
if it occurs at any time before a date 3 years from the date of the
donor’s death, The deduction would be allowed for the year in which
the qualifying event occurs or, in the case of occurrence subsequent
to the death of the donor, in the donor’s last taxable year. The occur-
rence of a qualifying event more than 3 years after the date of the
donor’s death would not ;ﬁvo rise to an income tax deduction. Cor-
relatively, transfers of such interests, made at or before death, would
be incomplete for all estate tax purposes unless one of the qua’lifying
events occurs within 3 years after the donor’s death (or an extension
of that period determined by the Secretary of the Treasury to be
appropriate), Absent such a post-transfer qualification, the contrib-
uted asset would be included in the donor’s gross estate and would not
ﬁive rise to an estate tax charitable deduction, Such transfers, sim-
ilarly, would not be deemed to constitute gifts, within the meaning of
the gift tax statute, until a qualifying event occurs.

A rebuttable presumption of control of an incorporated business
would arise with ownership of 20 percent or more of the total com-
bined voting power of the corporation by the donor and certain re-
lated parties, Control of an unincorporated business, or other prop-
erty, would similarly be presumed where the donor and certain related
parties own a 20 percent or larger interest init.

The persons whose control would delay deductibility would be, in
addition to the donor, his brothers, sisters, spouse, ancestors, and lineal
descendants. In addition, if corporations controlled by, or trusts for
the benefit of, the donor and these related persons own stock or inter-
ests in contributed businesses or property, it would be attributed to
the appmlpriate person to the extent of his interest therein. In deter-
mining whether or not the donor and related parties possess control
interests held by the foundation would be attributed to them until
all of their own rights in the business or to the underlying properties
cease,

A qualifying disposition of contributed properl:x1 by a foundation
would consist of a gift to another organization in harmony with the
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foundation’s own pur or a sale, A gift to another private founda-
tion would not be a quali lying disposition, although the property in
its hands could subseguenzg be subject to a qualifying event, thereby
making the contribution deductible. An application of the contributed
property to active charitable operations would occur through the
permanent and direct commitment of the asset to use in the conduct
of the active charitable pursuits for which the foundation was orga-
nized. For example, water rights or land would be applied to char-
itable uses when they were permanently committed to the activities
of a foundation which oremtes a beach or a park. A quah?vmg
termination of control would come about by a reduction in the holdings
of either the foundation or the donor and related parties, with no
rea uisiqi(;)él by one of the specified parties within a prescribed subse-
uent period.

1 The value of the contributed property at the time of the occurrence
of the qualifying event would determine the amount of the income tax
deduction to which the donor would become entitled. The amount
deductible for estate tax purposes would be the value of the property
on the date of the donor’s death or other governing date under the
ordinary principles of the estate tax law.

Income from property subject to these provisions would not be taken
into consideration for purposes of the distribution of realized income
requirement, nor would the property itself be taken into consideration
for purposes of the income equivalent requirement, until the occurrence
of a qualifying event giving rise to an income or estate tax deduction.
These provisions would apply to contributions made after the effective

date.
5. UNRELATED FINANCIAL TRANSACTIONS

(A) Foundation borrowing
The proposal under the heading “Debt Financing of Acquisitions”
would embody the Treasury recommendations with regard to borrow-

ing by private foundations

(B) Foundation lending

. (1) Present law.—~Present law does not contain any specific prohi-
bition l(lf)on lending by private foundations to third persons unrelated
to the donor and certain related persons, Such lending is restricted
only by the general requirements of exclusive devotion to charitable
purposes and the prohibitions against the use of accumulated income
in situations which amount to substantial diversion from the exempt
purgoses of the foundation or jeopardizing of that income.

(2) Treasury proposal—The Treasury Department proposes that
the loans of private foundations, unrelated to their exempt functions, be
restricted to categories which are clearly necessary, safe, and a;‘)})ro-
priate for charitable fiduciaries. Related loans, such as those made to
students for financial assistance in completing their educations would,
of course, be permitted. Unrelated permissible loans would be bank
deposits, loans which are evidenced y securities of a tyEe regularly
traded upon an exchange or in an over-the-counter market, loans to
governmental units, and loans fully secured bg first mortgages upon
real estate. The Secretary of the Treasury would be granted regulatory
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authority to prescribe other loans of a similar quality and character
such as short-term loans represented by the marketable commercia
paper of prime borrowers and loans forming parts of sound private
placements. Beyond these loans of enumerated character, lending by
private foundations would be prohibited. These lending restrictions
would apply to all loans made after the effective date. Existing loans
would not be affected.

(C) Trading and speculating by foundations

(1) Present law.—Present law limits only the investment policy of
accumulated income and imposes only the standard that such invest-
ments should not jeopardize the carrying out of the functions for
which the organization is exempt.

(2) Treasury proposal.—The Treasury proposes that private foun-
dations be prohibited from participating in any kind of trading or
speculating with any of its assets, whether derived from income or
corpus. The prohibition would include (although not be limited to)
inherently speculative devices such as the purchase of “puts,” “calls,”
“gtraddles” “spreads,” “strips,” “straps,” and ¢ ]iociul options.” Sell-
ing short and trading commodity futures would also be prohibited. No
exceptions to this provision would be provided.

This prohibition would apply to any transaction after the effective

date,
6. BROADENING OF FOUNDATION MANAGEMENT

(4) Present law

Present law contains no limitations upon the life of a foundation or
the degree of control that can be retained permanently by the donor
and his descendants.

(B) Treasury proposal

A provision would be added limiting the donor and certain related
persons to 25 percent of the managing board after the first 25 years
of existence of a foundation, The donor would be any person who has
made a substantial contribution to the foundation, who controls a cor-
poration which has made a substantial contribution to the foundation,
or is the beneficiary of a trust which has made a substantial contribu-
tion to the foundation, .

Porsons related to the donor, and thereby subject to this restriction,
would be (1) the donor’s brothers, sisters, ancestors, lineal descendants,
and spouse; (2) persons with whom the donor has a dipect or indirect
employment relationship; and (8) persons with whom the donor has
a continuing business or professional relationship. An example of an
indirect emYloyment relationship would be an employee of a copora-
tion controlled by the donor. An example of a professional relation-
ship would be the donor’s law partner.

oundations presently in existence would be required to broaden

their management in conpliance with this rule within the 25-year
period or 10 years from the effective date of this provision, whichever

18 longer.
Foundations organized on or after the effective date would be re-

quired to comply within the 25-year period.
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7. OTHER CHANGES

In addition to the six major recommendations, the Foundation
. Report also recommended measures to meet four less significant prob-
lems. The first recommendation would postpone deductions for con-
tributions of property of doubtful utility to the private foundation
until utility is assured. The second and third of these problems, involv-
ing the contribution of ordinary income assets and the computation
of the estate tax marital deduction, are dealt with under the Treasury

roposals dealing with “gifts of ordinary income property” and the
‘unified transfer tax,” respectively. The fourth recommendation
would correct existing law b lpmvidm@; adequate sanctions for failure
to file information returns, The Treasury renews its recommendation

for action on these matters,

VII-B. CURBING OF ABUSES IN DEBT FINANCING OF
ACQUISITIONS

GeNERAL ExpLANATION

H.R. 12663 and H.R. 12664 are now pending before the Committee
on Ways and Means, They are designed to deal with problems raised
when tax exempt organizations borrow money for purposes unrelated
to their exempt functions. These problems were emphasized by the
1965 decision of the Supreme Court in (‘ommissioner v, Clay B, Brown
et al. In the Clay Brown case, the Supreme Court urprm‘ed capital
gnins treatment for persons who sold a sawmill and lumber business
toa tax-exem(f:t organization in an arrangement elaborately structured
both to avoid payment of Federal income tax upon the earnings of
the business and to immunize the exempt organization from any lia-
bility or risk of loss. By means of the arrangement, the exempt orga-
nization undertook to acquire ownership of the business—valued at
$1,300,000—entirely without investment of its own funds.

The availability of the tax exemption for uses in transactions fol-
lowing this pattern creates several serious problems, First, where
the purchase price of a business or other income-producing property
is to be financed from the future earnings of the property, tax-
exempt organizations are uniquely suited to pay a considerably higher
price than other purchasers can afford; their exemption makes it pos-
sible for them, in effect, to pay to the former owners of the business
the money which a taxable purchaser would have to pay to the Gov-
ernment in taxes. This advantage of exempt organizations creates a
strong incentive for the sale of businesses to them. Secondly, the
price inflation characteristic of transactions of this type diverts to
the ﬁrsonal advantage of private parties a substantial measure of
the benefit which Conﬁress intended tax exemption to produce for
the organizations on which it conferred the exemption. Iﬁaling with
a close é related problem some years ago, both the House Ways and
Means Committee and the Senate Finance Committee referred to this
result as a “sale of the exemption.”

Finally, use of the exemption in transactions of the Clay Brown
variety permits exempt organizations to grow altogether without
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reference to the amount of contributions or membership fees which
they receive from the public, or the income produced by investment
of their own funds. It permits, in other worxis, growth which has no
relation to public approval of the activities or purposes of the or-
ganization but rather arises from the organization’s solling its ex-
emption.

PREVIOUR CONGRESSIONAL ACTION

In 1950 Congress recognized the impropriety and danger inherent
in such exploitation of the tax-exemption privilege. The Revenue Act
of 1950 provided, generally, for taxation of a portion of the rent
which certain types of exempt o,i-‘ﬁmnizations receive from profperty
scquired with borrowed funds. The fundamental approach of this
provision (continued without material change as section 514 of the
present Internal Revenue Code) was a simple and sound one: Tax
exemption should be restricted to earnings arising from the exempt
entity's own assets, so as to eliminate the abuses and artificial incen-
;ives attendant upon exemption of income produced by borrowed

unds.

Despite the essential soundness of its policy, the form which the
1950 Act took contained several defects. Because the provision was
engrafted upon legislation which had the rather different objective
of taxing the business activities of exempt organizations—whether
the organization owned them outright or not—it was made applicable
only to those classes of oex;fnnizations which Congress thought to be
then significantly involved in business.' As a result, it im no-
restraints whatever ull))(())n the abuses which arise when other kinds of
exempt organizations borrow to invest.

Agmiin, because the measure was drafted to cope with the particular
variety of investment borrowing specifically drawn to the attention
of (Congress in 1930—the leaseback—it was made applicable only to
rental income. It thus affords no solution to the same fundamental
roblems which exist where the income produced by borrowed funds
12 renlized in the form of royalties, dividends, interest or capital gains.

Furthermore, even in the area to which it does apply—even, that is,
where the exempt organization is in one of the classes covered by the
legislation and where its investment is in rental property—the 1950
Act has heen crippled by the presence of an exception which permits
rents from leases whose terms are not longer than 5 years to be received
without tax.

Finally, the 1950 legislation contains several technical provisions
which permit the purchasing organization to avoid the full impact of
the tax. For example, the portion of rental income which is taxed to
the purchasing organization decreases as the organization’s eﬁity in
the rmperty increases. Therefore, if the purchase price is to be paid

y out of future income, in equal instaliments for 10 years, 100

sole
percent of the net income will be taxed to the purchasing organization

1 Thus, it does not reach churches, co tions organised under Federal law (¢)(1),
soclal welfare organisations (c)(4), social clubs (¢)(7), fraternal orpnlutlonn (e)(8),
employees’ beneficiary associations (¢)(9) and (10}. focal teachers’ retirement funds
(¢ sl ), benevolent life insurance associations (c)(12), nonprofit cemetery companier
(c) (13), credit unions (¢) (14), small mutual insurance companies (c¢) (16), and mTom-
tions which finance operations (¢) (16). Howerer, the regulations under some of thexe
provisions. e.g., social clubs, provide that business activity will resuit in loss of exemption,
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during the first year, 90 percent in the second year, etc. Thus, it is the
purchaser’s advantage to accelerate its deductions as much as possible,
gsince deductions become less “valuable” as the Burchaser’s equity in-
creases, The deduction which is most susceptible of acceleration is
depreciation. Thus, an organization seeking to minimize taxes will elect
one of the methods of accelerated depreciation (such as double declin-
ing balance) so as to reduce the amount of net income which is subject
to taxation during the years immediately following the acquisition.
While the acceleration of the depreciation will increase the amount
of net income which will be generated by the property during subse-
quent years, the purchaser may have increased its equity in the prop-
erty to the point that the increase in net income will be more than offset
by thl:a decrease in the percentage of that income which is taxable to the
purchaser.

Tax planners have taken full and repeated advantage of these
deficiencies of the 1050 legislation. The situation involved in the Olay
Brown case typifies a owin%lbody of transactions in which exempt
organizations have fashioned their acquisitions of productive prope
to avoid the impact of the provision. Indeed, even before the announce-
ment of the Supreme Court decision in Clay Br more than 30
similar cases—in which, for one reason or another, the tax imposed
under the 1950 Act was, or was claimed to be, inapplicable—were pend-
ing before the courts or the Internal Revenue Service. With the impetus
added b¥1 Sulpreme Court approval of capital gains treatment for the
sellers, the already well-traveled avenues around the 1950 Act can be

expected to become thoroughfares.
DESIGN OF PROPOSED BILLS

The proposed bills continue the basic approach of the 1950 provision,
but eliminate the deficiencies which experience has demonstrated that
growsnon to possess, The bills impose income tax upon the “unrelated

ebt-financed income” of all exem{)t organizations described in sections
401(a) and 501(c£]of the Internal Revenue Code. Under the bills, in-
come would be subject to tax only if it meets two tests; it would have
to be derived from property acquired or improved with borrowed
funds, and its production would have to be “unrelated” to the educa-
tional, charitable, réligious, or other operations constituting the basis
of the organization’s tax exemption. Income produced by investments
of an organization’s own funds would be unaffected by the bills. Fur-
ther, borrowing by an exempt organization for its exempt purposes—
for example, borrowing by a college to build a dormitory—would fall
beyond the scope of the proposals. ‘
he taxable dportion of the unrelated income from any particular
property would, in general, be the amount bearing the same ratio to
the total income from the property as the amount of the average in-
debtedness for the year bears to the average adjusted basis of the
groperty. Deductions would be limited by the same percentage figures.
ertain special rules would be employed to prevent avoidance of the
tax by shifting deductions from years in which indebtedness is largely
or completely discharged to earlier years in which it is high; deprecia-
tion, for example, would be limited to the straight-line method.
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Generally, during the 5 years 1966-71 the new rules would a%:l
only where indebtedness has been incurred after the date on w cK
similar bills were introduced in the 89th Congress (June 27, 1966) and
only to income received after the date of enactment. The 5-year transi-
tion period would afford organizations with previously initiated un-
related borrowing an opportuniti; to prevent or minimize tax under
the new rules by disposing of their acquisitions for fair value, by
dlschargmg indebtedness in full with exempt income or other assets,
or at least by reducing the amnount of outstanding indebtedness. After
the transition period, the new rules would become applicable to all
situations of exempt organization investment borrowing.

WHAT THE BILLS DO NOT DO

Possible misunderstanding can be eliminated by making very plain
what the bills would 2ot do. First, they would not have any effect upon
the exempt organization which invests only its own funds. They would
apply only to the organization which borrows—the organization which
is earning money with someone else’s funds. Second, they would have
no effect upon the organization which borrows in pursuance of its
exempt activities, Only the production of income unrelated to those
activities would result in tax, Third, the bills would not change the
rules which Congress enacted in 1950 for the taxation of businesses
owned outright by exempt organizations. Those rules, with their present
excef)tions and exclusions, would remain as they are.? Finally, the bill
would not single out any one kind of exempt organization and impose
a special tax upon it. They would apply equally to all categories of
organizations exempted under the general exemption section of the
Internal Revenue Code.

EFFECT OF THE BILLS

_Since many of the organizations which would be affected by these
bills do not now file tax returns, neither the number of taxpayers nor
the amount of revenue can be estimated.

VII-B, CURBING OF ABUSES IN DEBT FINANCING OF
ACQUISITIONS

TecHNICAL EXPLANATION

1. GENERAL

H.R. 12663 and 12664 would use the general approach of the statute
enacted in 1950 to deal with the leaseback problem (now section 5§14 of
the Internal Revenue Code). Income derived from property acquired
or improved with borrowed funds would be taxable if the use of the
property is unrelated to the organization’s exempt purpose or func-
tion, To make as much use as possible of the solution already adopted
by Coongress, H.R. 12663 and 12664 would integrate this proposed tax

8 Changes in these rvles are also recommended, however. See the material entitled “Ex-
Bunuloln (:s Tax'gtlon of Income from Unrelated Businesses and from Investments of Certain
rganisations.
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into the existing statutory structure. As a result, such busie concepts
a8 the distinetion between “related™ and “unrelated™ activities would
bo defined by existing lnw, nud the necessity for new and unfamiline
definitions would be reduced.

2, ORGANIZATIONS BUBJECT TO TAX

Section 1 of H.R. 12663 and 12664 would amend section ﬁll(u%,
which imposes the unrelated business tax, to make the tax apply to all
organizations exempt from tax by renson of section 401(:1& and see-
tion 501 (c). Section 2 of the bills would expnnd the definition of “un-
related business taxable income” provided in section 512 to include n
new category of unrelated income—“unrelated debt-financed income.”
The organizations alroudi' subject. to the unrelated business tax (e.g.,
charitable organizations, labor unions) would be taxable both on this
category of income and, ns at present, on income derived from the
active conduct of an unrelated trade or business. The organizations not
now subject to the tax (e.g., churches, civic nssocintions, fraternal
associntions) would be taxable only on the new category of income.
This revision would not. affect. the tax imposed by existing law on un-
related business activities of exempt organizations;! its only effect
would be to make all exempt. organizations taxable on certain debt-

financed income.
3, INCOME SUBJECT TO TAX

(8) “Unrelated debt-financed income.—While H.R., 12663 and
12664 would apply to income whether or not it is “vent,” they would
in large part use rules similar to those of the existing leasebuck pro-
vision in determining what income is to be taxed and in computing how
much of it is taxable. Under the new rules, the tax base would be “un-
related debt-financed income.” Such income would be the gross in-
come taken into account under the new section 514(b) with vespect
to “debt-financed property,” less the deductions allowable under the
new section 514(c) with respect to such property. In general, subsec-
tions (b) and (c¢) of section 514 bring into the computation of the tax
base a portion of the total gross income and deductions attributable to
debt-financed propérty, determined by applying to those totals the
fraction
average acquisition indebtedness for the taxnble year
average ndjusted basis of the property during the taxable year

An addition to oxisting law is that gains from the sale or other dis-
ﬁosition of debt-financed property are included in the gross income
gure,

(b) “Debt-financed property.”—Debt-financed property would,
with five exceptions, be all property (e.g., rental real estate, tangible
personal property, corporate stock) which is held to produce income
and with respect to which there is an “acquisition indebtedness” at
any timo during the taxable year (or during the preceding 12 months,
if the property is disposed of during the year). The five exceptions
from this definition would be these:

1 Changes In there rules are alro recommended, however, See the mnterial entitled “kx-
anslon of Taxation of Income from Unrelated Businesses and from Investments of Certain

rganizations.”
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(1) Property all of the use of which is related to the exercise
or_performanco of the organization’s exempt function, Thus, n
college could finance construction of a dormitory for its students
with borrowed funds and pay off the indebtedness from student
rents without subjecting any of those rents to tax. )

(2) Property all of the mcome from which is already subject
to tax ns income from the conduct of an unrelated trade or busi-
ness, This exception would prevent double taxntion of income
from financed property used in a trade or business which is tax-
able under existing law. The exception would, of course, not apply
to orgnnizations presently excepted from tax on income deriving
from unrelated business, '

(3) Property all of the income from which is derived from
research activities excepted from the present unrelnted business
income tax. There are three classes of such research: éu) that
rerformed for governmental hodies; (b) that performed by col-
eges, universities, or hospitals for any person; and (¢) that per-
formed by certain fundamental resenrch organizations for any

erson. :

P (4) Property all the use of which is in a trade or business
exempted from tax by section M%(u} (1), (2) or (8). Theso ex-
ceptions apply where (a) substantially all the work in cnrrym{z
on the business is performed without compensation (e.g., a church
thrift shop), (b) a section 803(c)(8) organization carries on
business primarily for the convenience of members, students, pa-
tients, officers, or employees (e.g., « college cafeteria), or (¢) the
business consists of selling merchandise substantially all of which
has been received as contributions (e.g., Goodwill Industries).

(8) Real pmpoﬂ?' which organizations plan to devote to ex-
empt uses within 10 years of the time of acquisition. A typical
situntion for which this exception is intended is that of a college
temporarily receiving small amounts of rental income from real
estate which it has purchased close to its campus for future use
in & planned expansion program,

(c) “Acquisition indebtedness” —Income producing property would
become “debt-financed property”—and its income taxable—only where
there is an “acquisition indeb*edness™ attributable to it. The latter
term would be very similar to “business lease indebtedness” as defined
in existing law, Generally, an “acquisition indehtedness” would exist.
with respect to any property whenever the indebtedness was incurred
in acquiring or improving the property or would not have been in-
curred “but for” the acquisition or improvement of the property.
If an indebtedness is incurred after the property was acquired or
improved, it would have to meet a further requirement: it would not
be “acquisition indebtedness” unless its incurrence was reasonably
foreseeable at the time of the acquisition or improvement, Under
special rules, if property is acquired subject to a mortgage, the mort-
%age would be tren*ed as an nequisition indebtedness incurred by
the organization when the pronerty is acquired, The extension, re-
newal, or refinancing of an existing indebtedness would not be treated
as the creation of a new indebtedness. The latter rule would preclude
the argument that a refinancing was not reasonably foreseeable at.
the time of the original acquisition of the property and that, therefore,
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the obligation extant after the refinancing is not an acquisition indebt-
edness, %‘lwre are three exceptions to these rules, They are:

(1) Property which an exempt organization receives, subject
to indebtedness, by devise, bequest, or, under certain conditions,
gift. The exception permits organizations receiving such property
a 10-year period of time within which to dispose of it free of tax
or to retain it and reduce or. discharge the indebtedness on it
with tax-free income,

(2) Property which exempt organizations nequire by the issu-
ance of annuities, The exception 13 subject to certnin limitations,
designed to l;revent abuse.

(35 Indebtedness incurred in conjunction with federally fi-
nanced or supervised housing programs,

(d) “dverage acquisition inaeviedness —For purposes of the nu-
merator of the fundamental debt/basis fraction, acquisition indebted-
ness would be averaged over the taxable year. The averaging mecha-
nism precludes an exempt organization from avoiding the tax by
using other available funds to ([lmgr off the indebtedness immediately
before any fixed determination date, If debt-financed property is dis-
posed of during the year, “average acquisition indebtedness” would
mean the hi$hest acquisition indebtedness during the preceding 12
months, Without such a rule, an exempt organization conld avoid
tax by using other resources to discharge indebtedness before the end
of 1 taxable year and dispose of property after the beginning of the
next taxable year. For example, suppose exempt organization E has
}mrchused income-producing pro&;aoﬂy for $20,000 and incurred an
ndebtedness, still unpaid, of $15,000 to make the purchase. If E sells
the property on December 31 for $50,000, 76 percent of the $30,000
capital gain would be included in gross income. Su(l)pnse however, E
uses other available resources to discharge the in ebtedness on De-
cember 31, and sells the property January 2. Without the described
special rule for dispositions, the numerator of the fraction would be
zero, and no part of the gnin would be taxable, Under the special rule
an organization would have to commit its own funds at least 12 months
in advance of disposition to escape tax on gain from the disposition,
. (8) Basis—For purposes of the denominator of the debt/basis frac-
tion, adjusted basig would be the average ndjusted basis for the por-
tion of the year during which the property is held by the exem‘)t
organization. The use of average adjusted basis is for purposes only
of fixing the debt/basis fraction; Where pm})erty is disposed of, gain
or loss will, as usual, be computed with reference to adjusted basis
at the time of disposition.

If property is distributed from a taxable corporation to the exemlpt
organization, the exempt organization would Ee required to use the
basis of the distributing corporation, with adjustment for any gain
recognized on the distribution either to the exempt organization (us,
for example, might be the case if the exempt organization had an
acquisition indebtedness ag licable to its stock in the distributing
corporation) or to the taxable corgomtion (for example, as recapture
of depreciation under sections 1245 or 1250). This rule would prevent
an exempt organization from acquiring the (f)ropertv in a taxable
subsidiary to secure accelerated depreciation during the first several
years of the life of the property, enabling the subsidiary to pay off
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8 large part of the indebtedness during those years and the exempt
organization to obtain n stepped-up basis (advantageous both for
depreciation purposes and for purposes of enlarging the denominator
of the debt/basis fraction) on liquidation of the subsidiary.

(f) Allowabdle deductions.—~The percentage used in determining the
taxable portion of total gross income would also be used to compute
the allowable portion of deductions “directly connected with? the debt-
financed property or the income from it. The direct connection re-
quirement is carried over from section 512 of present lnw. The general
approach of the bills is to allow all deductions that would be allowed
to a normal taxpayer, to the extent consistent with the ﬁur se of
the bills and the nature of the specinl problems to which they are
directed. For example, net operating loss and charitable contribution
deductions would be allowed, subject to the limitations imposed by
existing lnw on organizations taxable on unrelated business income
(e.g., the ‘)ercentage limitations on the charitable deduction are com-
puted with reference only to the organization’s unrelated business
income, not its total income).

The deduction for depreciation would be restricted ¢o the straight-
line method, however. Accelerated depreciation ordinarily has the
effect of deferring tax on income from depreciable property. How-
ever, under the approach of the proposed bills, an exempt organiza-
tion would become a taxpayer only for a limited period of time—
while acquisition indebtedness remains outstanding—and would dur-
ing that time be taxed on a declining proportion of its income. In
that setting, accelerated depreciation can be used for more than mere
tax deferral; it can be used to reduce the total amount of the tax
payable or, in some situations, eliminate tax altogether, It accom-
plishes that result by enlurg":u{I deductions in early years, in which
taxability would otherwise igh because of the large amount of
indebtedness outstanding, To the extent that the useful life of the
property is longer than the term of the indebtedness (and it would
seem difficult to argue that a sale has occurred if it is not), accelera-
tion of depreciation shields otherwise taxable income by means of
deductions shifted from periods in which no tax at all would be paid.
Hence, the bills’ limitation of depreciation to the straight-line method
is necessary to make their approach meaningful.

(g) Muitiple use of property—If property is used partly for ex-
empt and partly for nonexempt purposes, the income and deductions
attributable to the exempt uses are excluded from the computation of
unrelated debt-financed income, and allocations are to be made, where
aippropriate, for acquisition indebtedness, adjusted basis, and deduc-
tions assignable to the property.

4. FFFECTIVE DATE PROVISIONS

(a) Taxable years 1966-71.—During a 5-year transition period ex-
tending through 1971, the bills would apply to income from mpet‘g
with respect to which a debt was incurred on or before June
1966, only if the income would have been subject to tax as business
lease income under existing law., Thus, during this period the bills
would have no effect on pre-June 28, 1966, indebtedness of a church
becanse churches are not currently subject to the rules dealing with

3348030 - 60 - pt.3+ 3
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debt-financed property. Similarly, the bills would not impose an im-
mediate tax on mineral royalties where the acquisition indebtedness
was incurred before June 28, 1066, because mineral royaltics do not
now fall within the eategory of business lense income under existing
law. Since an extension or renewal of a debt is not. considered u erea-
tion of n new debt, an extension of a debt incurred hefore June 28,
1067, would not result in immediate tuxation unless the income would
have been taxed under existing law.

While the bills generally would immediately tax income from prop-
erty with respect to which a debt was incurred after June 27, 1906,
two transition rules are rmvidod for the year of enactment, however,
First, income attributable to the portion of the year prior to date of
ennctment will be governed by existing law; only the income attribu-
table to the remainder of the year will be taxed under the new rules,
Second, in the case of income which would be business lease income
under existing law, taxable income for the portion of the year follow-
ing enactment will be computed under existing law. This means that
the new rules will not t;pply to business lense income until the first
taxable year beginnin}x after enactment.

(b) Taxable year 1972 and following.—Starting in 1972, all orga-
nizations wounld have to report income from property which they had
aequired through debt financing (irvespective of when the debt was
incurred). By delaying the full impact of the bills for 5 years, orgnniza-
tions which have acquired property through debt financing will have
sufficient time to dispose of these assets in an orderly market. More-
over, even if an orgnnization wishes to retnin assets which were mort-
gaged prior to the introduction of the bills, the 5-year transition may
enable organizations to liquidate their indebtedness entirely from ex-
empt income from the property or from other assets, Finally, even
those organizations which retain their unrelated assets and which are
unable to discharge the acquisition indebtedness in full by 1972 will
be able to reduce the taxable portion of the income from the property by
reducing the amount of the debt during the 5-year period.

8. MISCELLANEOUS MATTERS

(8) Investment credit.—Under section 48( a? (4) of the Internal
Revenue Code, tax-exempt organizations are allowed an investment
credit for certain investments in property used predominantly in the
conduct of an unrelated trade or business. Where the credit is produced
by investment in debt-financed property, the income from the property
will be taxable only after reduction by the debt/basis fraction provided
hy the new section 514(b) ; deductions associnted with the property are
reduced by the snme fraction; and it is necessary to provide a corre-
sponding limitation on the investment credit attributable to the prop-
erty. The present. bills ndd a sentence to section 48(a) (4) to accomplish
this result, specif gn‘g that the fraction applicable under section 514(b)
for the year in which the property is placed in service will also reduce
the base upon which the investment credit is computed.

(b) Withholding on certain income of foreign organizations.—
Chapter 3 of the Internal Revenue Code provides rules for the with-
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holding of tax on interest, dividends, rent, and other periodical income
of foreign tuxpayers, Section 1443 of that chapter extends these rules
to foreign exempt. organizations which are subject to the unrelated
business income tux. Because rent has been the only class of periodical
income herefofore taxable under the unrelated business income tax,
section 1443 presently provides for withholding only on rent. With
the present bills® general provision for the taxation of unrelated debt-
financed income, whether or not the income is rent, a conformin

amendment to section 1443 hecomes necessary, Section 4(c¢) of each bi

makes that nmendment, substituting the term “income” for “rents” in

section 1443,

VII-C. EXPANSION OF TAXATION OF INCOME FROM
UNRELATED BUSINESSES AND FROM INVESTMENTS

OF CERTAIN ORGANIZATIONS
GeNerAl, EXPLANATION

BACKGROUND

The Internal Revenue Code has long provided for the exemption
from Federal income tax of certain nonprofit organizations, The
types of organizations which may qualify for exemption are described
in the Internal Revenue Code (sec. 501), and include charitable,
educational, religious, scientific, and social welfare organizations,
ns well as socinl clubs, trade associations, and fraternal beneficiary
vocieties.

In the case of some organizations, such as educational or charitable
organizations, the grant of tax exemption is designed to foster and
support the purposes for which they are organized and operated
by permitting moneys to be used in the advancement of their exempt
functions which otherwise would be payable to the (overnment as
taxes. In the case of other organizations, such as social clubs and
fraternal beneficiary societies, the grant of tax exemption is de-
signed to allow groups of individuals to form separate nonprofit
organizations for purposes of recreation or mutual benefit without tax
consequences which might technically result from accomplishing these
purposes through such a separate organization.

Prior to 1950, it became general knowledge that some tax-exempt
orgmnizations were engaging in businesses unrelated to their exempt
purposes. For example, an edunctional institution had purchased and
operated a macaroni factory. Under the law as it then existed, the
profits earned by the institution from this activity were untaxed
since the tax exemption a?plied to all sources of income earned by
an organization which qualified for exemption, These unrelated busi-
ness activities were generally conducted in direct competition with
gnxpnyn?g businesses, If tax exemption were available to shield the
income from these unrelated business activities, exempt organiza-
tions could enjoy, vis-n-viz their taxpaying competitors, substan-
tinl competitive advantages such as the nbility to charge lower prices
and to expand their business operations out of earnings undiminished
by taxation.
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Congress resgonded to this problem of unfair competition by the
passage in 1050 of the unrolated business income tax. Under these
provisions, income tax.is imposed upon the income derived by certain
exempt organizations from the regular conduct of an unrelated trade

orbusiness.
PROBLEM

The unrelated business income tax under Pmsent. law does not ap-
ply to all tax-exempt organizations. Although it applies, for example,
to charitable, educational, and scientific organizations, it is expressly
inapplicable to many classes of exempt. organizations, including:

1. Churches—1In order to qualify as an exempt organization a.church
nist be organized and operated exclusively for religious purposes.
(fenerally, under present law, a church will qualify for exemption even
though it engnges in some unrelated business activity, unless its pri-
mary purpose is the carrying on of an unrelated trade or business, For
example, n one actual case, an organization exempt as a church oper-
ated o wholesale distributorship of popular phonograph records in
direct competition with taxpaying competitors without incurring any
income tax on the income therefrom. Substantinl unrelated business
activities of churches do exist. The failure of the tax to apply in these
situations creates an unfair competitive ndvantage in favor of churches.

2. Social welfare organizations—A social welfare organization is
one not organized for profit, whose exclusive purpose is to promote
the common good or the general welfare of the people of the commu-
nity. Such organizations include, for example, organizations for the
advancement of good government, for the encourngement of amateur
athletics, and veterans organizations. These groups can qualify for
exemption under present law even though they engage in unrelated
buginess for profit if their primary activity is not the carrying on of
a business with the gencral public in » manner similar to organizations
which are operated for profit. For example, a social welfare organiza-
tion could operate a restaurant next door to a taxpaying competitor
and receive the income therefrom free of tax. The failure of the un-
related business income tax to apply allows the tax exemption to create
an unfair competitive ndvantage in favor of the social welfare organi-
zation to the detriment of their taxpaying competitors.

8. Social clubs—Social clubs are clubs organized and operated ex-
clusively for pleasure, recreation, or other nonprofit purposes of simi-
lar character. no part of the net earnings of which inures to the benefit
of any private shareholder or member. Country clubs and swimming
clubs are examples. Under present law, in order to qualify for exemp-
tion, a social club must, in general, be supported solely by membership
fees, dues, and assessments, However, to the extent that ti;ere is leeway
under this standard of exemption to engage in any unrelated trade or
business, the failure of the unrelated business income tax to apply
1m})oses an unfair burden upon taxpaying competitors,

n addition to the general problem of unfair competition resulting
from the conduct of an unrelated trade or business, social clubs pre-
sent & special problem with regard to any income from sources out-
side the membership, whether such income results from the conduct
of an unrelated trade or business or passive investments.
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Since the tax cxemption for social clubs is designed to allow in-
dividuals to join together to provide.recreational or social facilities
on a mutual basis, without further tax consequences, the tax exemp-
tion operates properly only when the sources of income of the orga-
nization are limited to receipts from the membership. Under such cir-
cumstances, the individual 18 in substantially the same position as if
he had spent his income on pleasure or recreation without the inter-
vening separate organization. However, where the organization re-
ceives income from sources outside the membership, such as income
from investments, upon which no tax is paid, the membership receives
n benefit not contemplated by the exemption. In such a case, untaxed
dollars can be used by the organization to provide pleasure or recrea-
tion to its membership. For example, if a social club were to receive
$10,000 of untaxed income from investments in securities, it could
use that $10,000 to reduce the cost or increase the services it provides
to its members, In such n case, the exemption is no longer simply
allowing individuals to join together for recreation or pleasure with-
out further tax consequences, Rather, it is bestowmf a substantial
additional advantage to the members of the club by allowing tax-free
dollars to be used for their personal recreational or gleasure purposes,
The extension of the exemption to such investment income is, there-
fore, a distortion of its purpose. )

4. Fraternal beneficiary societies.—Fraternal societies which are or-
gonized under a lodge system (semiautonomous local chaﬁters con-
nected through a common l]‘mront organization) and which provide
for the payment of life, sick, accident, or other benefits to the mem-
bers of the society or their dependents are exempt from tax. Separate
organizations providing such benefits exclusively to such members
(and dependents) are also exempt. To qualify for exemption under
this provision, a fraternal beneficiary society must be operated both
in furtherance of its fraternal purposes, such as providing social or
recreational facilities to the membership, and its beneficial purposes,
such as providing life insurance to the members. To the extent that
these organizations have income from unrelated business activities,
the failure of the unrelated business income tax to apply permits an
unfair comretitive advantage through the tax laws.

In addition to the unfair competitive advantage enjoyed by fra-
ternal beneficiary societies which choose to engage in competitive
business activities, the receipt of untaxed income for use in providin
recreational or social facilities in furtherance of the organization’s
fraternal purpose creates a similar problem to that of social clubs, To
the extent. that income is available to provide recreational or social
facilities, tax-free dollars are being used to ;l)]rovide purely personal
facilities for the membership. On the other hand, receipt of invest-
ment income for use in the insurance function presents a distinct prob-
lem. Tnvestment. income is an integral part of the insurance function
of such organizations as it is part of the traditional and normal man-
ner in which insurance companies provide for the covering of losses,
The correct treatment of this income, then, is bound up in the overall
question of the treatment of the insurance function of all exempt
organizations presently permitted to engage in such activities, As
noted below, this matter is presently under study.
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PROPOSAL

(1) Eatension of the unvelated business income tax to churches and
social welfare organizations.—The proposal would extend the exist-
ing provisions of the unrelated business income tax to churches and
to social welfare organizations, This would result in the elimination
of unfair competition resulting from the present application of the
tax exemption in these cases beyond its proper purpose.

(2) Imposition of tax on certain income of social clubs and fraternal
benefloiary societies.

(8) Social clubs—The proposal would also limit the tax exemption
for social clubs to income from dues, fees, or other amounts paid by
members for providing to such members or their guests goods, facilities
or services constituting the basis for the tax exemption, Thus, income
from sources outside the membership generated in any manner, and
income from the membership generated other than in exchange for
goodz facilities or services consistent with the club’s exempt functions
would be subject to the unrelated business income tax. This rule would
apply as follows:

{1{ Payments for club facilities—A payment by a member for use
of the club bar or restaurant would not {)e subject to the tax since
the use of these facilities is consistent with the exempt function of
the social club and the payment is from a source within the member-
ship. However, & payment by a nonmember for use of the club bar or
restaurant would be subject to the tax since the payment is from a
source outside the membershi’{).

(2) Payments for other than club facilitics—Payment of interest
on a loan from the club (whether by a member or nonmember) would
be subject to the tax since the payment of interest is not in exchange
for goods, facilities or services constituting the basis for the tax ex-
emption, %.6., the recreational or pleasure functions of the organization.
_ Under the present provisions of the unrelated business income tax
income from rents, royalties, interest, dividends, and annuities as well
as gains from sales or other dispositions of capital assets are exempt
from tax, In order to effectuate the purpose of limiting the social club
exemption to membership source income for exempt function facili-
ties, these exceptions to the unrelated business income tax would be
made inapplicable to social clubs,

These changes in the tax treatment of social clubs would result in
the elimination of the unwarranted benefit to members resulting from

leasure and recreational facilities provided with untaxed income.
hey would also eliminate any unfair competition that might result
were social clubs not subject to the tax.

(b) Fraternal beneficiary societics—Fraternal beneficiary societies
would be taxed in the same manner as social clubs with an additional
exemption for income from property permanently committed to pro-
viding life, sick, accident or other benefits fo the membership or their
dependents. Property would be permanently committed to providin
such benefits if it is held solely for the purpose of providing for such
benefits, or producing income for providing such benefits, and under
no circumstances could the groperty or income be used for any purpose
other than providing benefits or meeting operating expenses of pro-
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viding such benefits, For example, the income from the investment of
funds held as an insurance reserve would be exempt under this provi-
gion since an insurance reserve must be used for providing benefits,

FURTHER BTUDY

The possibility of unfair competition resulting from the inapflica-
bility of the unrelated business income tax may exist in classes of tax-
cxomlpt organizations other than those dealt with under this proposal.
Furthermore, unwarranted benefits to members from nonmember in-
come, similar to those encountered in connection with the social clubs
and fraternal beneficiary societies, may ajso exist in other classes of
tax-exempt organizations (including social welfare organizations).
Finally, special problems are raised by the relationship between the
unrelated business income tax and the insurance, banking, retirement
or other business oriented functions of several exempt organizations
(including the insurance function of fraternal beneficiary societies).
The question of the proper tax treatment in all of these cases is under
roview and study by the Treasury Department., At a later date, when
this study has been completed, the Treasury may have further recom-

mendations to offer in this area.
EFFECTIVE DATB

These provisions will become effective for taxable years beginning
after December 31, 1969,

VII-C. EXPANSION. OF TAXATION OF INCOME FROM
UNRELATED BUSINESSES AND FROM INVESTMENTS

OF CERTAIN ORGANIZATIONS

Teonnical, ExpLANATION

PRESENT LAW

Under present law educational, religious, charitable, and social
welfare organizations as well as social clubs and fraternal beneficiary
societies meeting the requirements of the Internal Revenue Code (sec.
501) are among the organizations exempt from Federal income tax.
Notwithstanding this exemption, cerfain of these organizations are
subject to an income tax—called the unrelated business income tax—
on income derived from a regularly carried on unrelated trade or
business. Among the several organizations subject to the unrelated
business income tax are charitable, educational, or religious organiza-
tions (other than churches), labor, agricultural or horticultural organi-
zations, business leagues, certain mutual banking institutions, and
certain employee benefit plans, Among the several organizations not
subject to the tax are churches (including conventions or associations
of churches), social welfare organizations, social clubs, fraternal bene-
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ficiary societies, and certain other organizations for the mutual benefit
of their members.

In general, the unrelated business income tax is imposed at the
corporate rates upon income generated from (1) a trade or business
52) reﬁrularly carried on (8) that is not substantially related, aside

rom the need for funds, to the organization’s exempt purposes. ! The
term “trade or business” has the same meaning under these provisions
a8 it has under the income tax provisions dealing with the deductibility
of business expenses, Generally, any activity carried on for the preduc-
tion of income from the sale of goods or the performance of services
would constitute a “trade or business.”

Business activities are considered to be “regularly carried on” if
they manifest o frequency and continuity, and are pursued in & man-
ner generally similar to comparable commercial activities of non-
exempt organizations,

A trade or business is considered to be unrelated if the activities
involved in conducting the business are not substantially related (aside
from the need for funds) to the performance by the organization of
its exempt function. For the conduct of & trade or business to be sub-
stantially related to an exempt function, it must contribute impor-
tantly to the accomplishment of the exempt function. For examdple,
income from admission charges for a student performance derived by
an educational organization operating a school training children in
the performing arts, such as acting, singing, and dancing, would not
be subject to the tax since student participation in performances before
audiences is an essential part of their training. These nctivities, there-
fore, contribute importantly to the accomplishment of the educational
organization’s exempt purpose. On the other hand, if this educational
organization were to operate a furniture factory, the income derived
from these activities would be subject to the tax, since the activities of
manufacturing and distributing furniture do not contribute impor-
tantly to the accomplishment of the organization’s exempt function
of teaching students in the performing arts.

Three specific exceptions are provided to the concept of “unrelated”
trade or business:

(1) Any trade or business in which substantially all of the work
of carrying it on is performed without compensation would not be
considered an unrelated trade or business, For example, income de-
rived by a charitable organization from a retail store selling furni-
ture which was operated wholly by volunteers without compensation
would not be subject to the tax,

(2) A trade or business operated by a charitable organization or
by a co]lege or university primarily for the convenience of the or-
ganization’s members, studm patients, officers, or employees would
not be considered an unrelated trade or business, Therefore, income
from the operation of a school cafeterin for students would not be
subject to the tax.

) A trade or business which consists of the selling of merchandise
substantially all of which has been received by the organization as
gifts or contributions also would not be considered an unrelated trade

1 In the case of an organisation which is a trust, the individual rather than the corporate
rates apply.
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or business, For example, income derived by a tax-exempt organiza-
tion from the operation of a so-called thrift shop where those who de-
sire to benefit the organization contribute old clothes, books, furniture,
et cetera, to be sold to the general public would not be subject to the tax.

In ]geglerul, the income subject to tax (called unrelated business
taxable income) is computed in the manner similar to the computa-
tion of taxable income for income tax purposes. However, several
significant adjustments are made, Deductions normally allowable un-
der the general rules of income tax may be deducted only to the extent
that they meet the additional test of being “directly connected” with
the carrying on of the unrelated trade or business, In order to be di-
rectly connected the deduction must have & proximate and primary re-
lntionship to the carrying on of that business,

Certain exceptions, additions, and limitations apply in computing
unrelated business taxable income. Investment income, such as divi-
dends, interest, annuities, royalties, and most rents from real ‘!)roperty
are excluded. ﬁowever, in certain cases of rent received on a “business
lease,” a portion or all of that rent /s includable in income. In general
n “business lense” is defined as n lease of real ]propertg' for o term of
more than 6 years if at the close of the taxable year there is an out-
standing indebtedness which was incurred in nc%uiring or improving
the property. A’ lease will not be considered a business lease if it is
entered into primarily to advance the organization’s exempt purposes
(other than through the use of funds) whether or not there is an out-
standing indebtedness on the property. The amount of business lease
income taken into account is the same percentage of total rental in-
come from the property as is the ontstanding indebtedness to the
ndjusted basis in the property. .

Under a separate proposal dealing with debt-financed acquisitions
of property, certain changes in the “business lease” rules would be
made. That proPosal would modify the “business lease” rule by, in
general, eliminating the 5-year term requirement and extending the
rule to any property, rather than just real property. However, as an
exception, any property all the income from which is taken into ac-
count in computing the unrelated business income tax in general would
not be considered property subject to the debt-financed acquisition
rules. Thus, for example, income generated from the active conduct
of an unrelated trade or business regularly carried on would not
be taxed under the debt-financed acquisition rules Sbut would be under
the general unrelated business income tax) whether or not some of
the assets used in that business were subject to an outstanding
indebtedness. ~

Most capital gains and losses are excluded from unrelated busi
ness taxable income, Thus, gain on the sale or exchange of shares
of stock would be excludable,

The net operating loss deduction generally applicable under the
income tax is allowed in computing unrelated business taxable in-
come. It is computed, however, without taking into account any
amount of income or deduction which is excluded from the com-
sutatlon of the unrelated business income tax., Thus, for example,

eductions which are not directly connected with an unrelated trade
or business could not be used to increase the amount of the net oper-

ating loss,



322

In certain specified cases, all income derived from research (and all
deductions directly connected with such income) is excluded from
unrelated business taxable income,

Charitable deductions, meeting the qualifications and within the
limitations of the provisions dealing with such deductions generally,
are allowed whether or not they are directly connected with the
carrying on of a trade or business,

A specifio deduction of $1,000 is provided. _
In the case of a trade or business conducted by a partnership of

which an exempt organization is a partner, the exempt organization
includes in income or deductions its share of the partnership gross

income or deductions,
ORGANIZATIONS NOT SUBJECT TO UNRELATED BUSINESS INCOME TAX

Among the organizations not subject to the unrelated business in-
come tax are the following four with which this proposal deals:

(1) Churches—Churches are exempt from income tax under the
general category of organizations organized and operated exclusively
for religious purﬁoses. Under present law, churches may qualify for
exemption even though they engage in unrelated business activities,
go long as the primary purgose of the church is not the carrying
on of an unrelated trade or business. The profits from the operation
of a trade or business that fall within these permissible limits are not
subject to the unrelated business income tax.

(2) Social Welfare 0rlqam'eatz’om.-—organizations not organized
for profit but operated exclusively for the promotion of social welfare
such as the advancement of good government, the encouragement o
amateur athletics, or veterans’ organizations are exempt from tax as
social welfare organizations. In addition, local associations of em-
ployees which are devoted exclusively to charitable, education, or
recreational purposes are exempt from tax under this same provision.
Such organizations may qualify for exemption even though they
engage in unrelated business activities, so long as carrying on the busi-
ness is not the primary activity of the organization. Profits earned
from a business that fall within this permissible limit are not subject
to the unrelated business income tax.

(8) Social Clubs—Clubs organized and operated exclusively for
pleasure, recreation, and other nonprofit purposes of similar character,
no part of the net earnings of which inures to the benefit of any mem-
ber or shareholder, are exempt from tax. Examples of organizations
exempt under this provision are country clubs, tennis, golf, or swim-
ming clubs. In order to qualify for exemption, a social club must in
%eneml be supported solely by membership fees, dues, and assessments.

he conduct of profitmaking activities with the general public or the
regular receipt of substantial investment income would result in loss
of exemption. However, profitmaking activities which are incidental
to the accomplishment of the club’s exempt function would not result
in loss of exemption. For example, income derived from opening club
facilities to the general public for profit would result in a loss of
exemption since the club would fail to be supported solely by mem-
bership fees, dues, or assessments. On the other hand, income, received
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over a relatively short period of time, from the investment of the
proceeds of the sale of its old clubhouse pending acquisition of a
new home for the club would not result in loss of exemption since the
transaction would be considered incidental to the exempt activities
of the social club, i.e., providing a clubhouse. Within these standards,
to the extent that a social club is permitted to derive income from an
unrelated trade or business or investments without loss of exemption,
that income is not subject to tax.

(4) Fraternal Beneficiary Societies—Fraternal organizations
operated under the lodge system and providing for the payment of
life, sick, accident, or other benefits to the members of the association
or their dependents are exempt from tax.* In general, such organiza-
tions consist of mutual fellowship and benefit societies operated
through local branches with a centralized parent. To qualify, an or-
ganization must be operated both in furtherance of its fraternal pur-
poses, such as providing social or recreational facilities for its
membership, and its beneficial purposes, such as providing life insur-
ance to members. To the extent that such organizations earn profits
from an unrelated trade or business or from investments without loss
of exemption, that income would not be subject to tax.

THE PROPOSAL

(1) :Extension of unrelated business income taw to churches and
soctal welfare ori]am'zatiom.-—The proposal would eliminate the spe-
cific exemption of “a church, convention, or an association of churches”
from the present list of organizations subject to the tax and would add
to that list social welfare organizations (and local employee associa-
tions). This change would subject these organizations to the existi
provisions of the unrelated business income tax as presently applie
to other tax-exempt organizations, such as charitable or educational
organizations. Thus, income from an unrelated trade or business regu-
larly carried on by a church, social welfare organization or local
employee association would be subject to the tax. Unrelated business
taxable income would be computed in the same manner as that de-
scribed above for organizations presently subject to the tax. Thus, the
allowance of the deductions and the exceptions, additions, and limita-
tions applicable to the computation of unrelated business taxable
income under present law would apply to the income derived by such
organizations from regularly carried on trades or businesses. The
present business lease rules or the proposed debt-financed acquisition
rules would also apply to these organizations.

The three special exceptions to the meaning of the term “unrelated
trade or business” under present law would be applicable to these
organizations, Thus, a trade or business in which substantially all of
the work in carrying it on is performed without compensation for a
church, social welfare organization, or local employee association; or
which is carried on by such an organization primarily for the con-
venience of its members, officers, or employees; or. which consists of
selling merchandise received as gifts or contributions, would not be
considered as an unrelated trade or business.

3 An organisation rated for the exclusive benefit of the members of a fraternit
ftself operating under the lodge system and providing life, sick, etc., benefits is also exemp
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- (8) Imposition of tay on certain income of social clubs and fra-
benefloiary societies.

(@) Social clubs.—VUnder this proposal, the tax exemption for in-
come of social clubs wonld be limited to the income from dues, fees,
or other amounts paid by members for providing to such members or
their guests goods, facilities, or services constituting the basis for the
tax exemption (referred to as providing “exempt function facilities”).
All other income would be taxable under the unrelated business in-
come tax with certain modifications to be discussed below. Thus, in
order to be exempt from tax, social club income would have to meet a
two-part test : (1) The income would haveto be gencrated from provid-
ing exempt function facilities, such as food or drink at the club bar
or restaurant or playing facilities at the club golf course or tennis
court, and (2) the income would have to be from amounts paid by
the membership.

Under part 1 of the test, any income which was not in exchange for
exempt function facilities would be subject to the tax, regardless of
whether it was from member or nonmember sources. Thus, for ex-
ample, interest paid to a social club on a loan would be subject to
the tax whether that loan were to a member or a nonmember. Under
the second part of the test, income from providing exempt function
facilities would nevertheless be taxable if it is received from sources
outside the membership. Fur example, amounts paid by a nonmember
for a dinner at the club restaurant would be subject to the tax. On
the other hand, a similar amount paid by a member would not be
subject to the tax, since it would be income from a member in ex-
change for providing exempt function facilities.

Thus, under the proposal, all income, other than that from members
in exchange for exempt function facilities, would be included in
gross income, whether or not the activities generating the income were
sufficient to meet the requirements of a “trade or business regularly
carried on” gx;emlly applicable under the unrelated business income
tax. Income from an investment * would be subject to the tax whether
or not the activities engaged in by the social club in generating that
income were sufficient to meet the “trade or business” test of the un-
related business income tax. Similarly, an admission fee paid by a
nonmember for entry into an annual fundraising dance would be
taxable, whether or not the annual fundraising dance were an activity
sufficient to meet the test of “regularly carried on.” _

The three specific exceptions to the term “unrelated trade or busi-
ness” would not be applicable to social clubs. Thus, income would
not be exempt from tax simply because it was generated by a trade or
business carried on by persons who worked for the organization with-
out compensation, because it was carried on by the organization pri-
marily for the convenience of its members, or because it consisted of
selling merchandise received as contributions. In all of these cases, the
illl)((:)ome would be exempt only if it met the two-part test described
above,

The computation of income subject to the tax would be similar in
most respects to the computation presently applicable under the unre-

$The elimination of the present exemption from the unrelated business income tax for
dividends, interest, rents, royalties, annulties, and gains from sale of property for social
clubs under this proposal is dfscussed below.
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lated business income tax in general. However, consistent with the
elimination of the “trade or business regularly carried on” tests, deduc-
tions would be allowable if directly connected with an activity gen-
erating income subject to tax, rather than only if directly connected
with an unrelated trade or business regularly carried on, For example,
fees Pagd by a social club for the management of an income-producing
vortolio of securities, otherwise deductible as an expense for the pro-
duction of income, would be allowed as directly connected with ?hat
income-generating activity, even though that activity may not consti-
tute a trade or business regularly carried on,

The specific exceptions for investment income (interest, dividends,
annuities, rents, and royalties) would: be made inapplicable with
respect to social clubs, Thus, all investment income would be subject
to the two-part test described above. Under the two-part test, income
from interest, dividends, annuities, rents, and royalties would ordi-
narily be taxable since, in most cases, they would not be received in
exchange for exempt function facilities. However, such income could
be exemft. if it were received from the membership in exchange for
exempt function facilities. For example, rent paid by a member for a
private dining room at the club would fall within this categog(.}

The specific exemption under the tax for gains and losses from the
sales, exchanges, or other dispositions of property constituting capital
assets would be made inapplicable to social clubs, Such gains or losses
would be subject to the normal rules of income tax treatment.

In all other respects, the computation of social club income subject
to the unrelated business income tax would be the same as that of
other tax-exempt organizations, Thus, for examplei net operating
losses, charitable contributions, and the specific $1,000 deduction
}vould be available in computation of unrelated business taxable
income,

() Fraternal beneficiary societies.—The tax exemption for fra-
ternal beneficiary societies would be limited to—

(1) Income from dues, fees, or other amounts paid by members
for providing to such members or their guests faciliti
or services in furtherance of the exempt function (both fraterna
and beneficial) of the organization; an . )

(2) Income from property permanently committed to the insur-
ance or other beneficial function (insurance function income).

Thus, with the exception of the treatment of income from prop-
erty permanently committed to the insurance or other beneficial func-
tion of the fraternal organization, the remaining amounts would be
subject to the unrelated business income tax in exactly the same
fashion as income of social clubs, The portion of that remaining
amount that is membership income in exchange for exempt function
facilities would be exempt and all other amounts would be included
in computing unrelated business taxable income,

Witl[n) regard to insurance function income, all income from property
(and losses and deductions directly connected to such income or prp -
erty) permanently committed to providing for the payment of life,
siclz accident, or other benefits to members of the society (or depend-
ents), or for operating expenses of providing such benefits, would be
excluded from the unrelated business income tax as “income from
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property Permaneutly committed to the insurance or other beneficial
function.’

Property would be. permanently committed to the insurance or
other beneficial function if it is held solely for the purpose of provid-
ing for such benefits, meeting operating expenses in providing such
benefits, or producing income for those purposes, and it is impossible,
at any time prior to providing all such benefits, for any part of the
prgperty or income to be used for or diverted to any other purpose.

or examgle, income earned on the investment of an insurance
reserve would be exempt, since the insurance reserve is held solely for
the payment of claims and could not be used for any other purpose
prior to the satisfaction of those claims.

All income not falling within the categories of membership income
for exempt function facilities or income from property permanently
committed to the insurance function would be includable in the com-
putation of unrelated business taxable income.

The computation of unrelated business taxable income would be
subject to the same rules as social clubs with one addition, The busi-
ness lease rules under present law and the proposed debt-financed
acquisition rules would be applicable to property permanently com-
mitted to the insurance function. Thus, for example, if all the condi-
tions of the debt-financed acquisition rules applied, income of a fra-
ternal beneficiary society subject to those rules would be taxable even
though the property producing the income were permanently com-
mitted to the insurance function. '

TITLE HOLDING COMPANIES OF S8OCIAL CLUBS AND
FRATERNAL BENEFICIARY SOCIETIES

Under present law, a corporation organized for the exclusive pur-

pose of holding title to property, collecting income therefrom, and
turning over the entire amount thereof, less expenses, to an exempt
organization is itself exempt from tax. However, the unrelated busi-
ness income tax applies to title holding companies if the organization
for which it collects income is subject to the unrelated business income
tax. .
In the case of social clubs and fraternal beneficiary societies, title
holding companies for their benefit would be subject to the unrelated
business income tax. However, the rules for determining the tax
exempt character of the income would be applied as if the purposes
of the title-holding company were those of the exempt parent. Thus,
for example, if a title-holding company subsidiary of a parent fraternal
beneficiary society received rental income, that income would be ex-
empt or taxable depending upon whether or not the income were from
l)roperty rmanently committed to the insurance function in the
iands of the title-holding compangé

Similarly, income from a member of a social club received by the
social club’s title-holding coml::ny in exchange for providing exempt
function facilities would not be subject to the unrelated business in-
:om% ltam. On the other hand, income from a non-member would be

axable,

All transactions between the title-holding company and its parent
exempt organization would be ignored. Thus, rent paid by a social
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club to its title-holding company would not be income to the title-
holding company and would not give rise to a deduction by the social
club, Similarly, dividends paid to the social club would not be taxable.
The unrelated business taxable income of the title-holding company
would be computed in the snme manner as that of the parent.

EFFECTIVE DATE

These provisions will become effective for taxable years beginning
after December 31,1969,
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VIII-A. TAXATION OF APPRECIATION OF ASSETS
TRANSFERRED AT DEATH OR BY GIFT

GeENERAL ExrraNaTioN
GENERAL EXPLANATION AND DESCRIPTION

Under present law, a person whose. income consists of salaries,
wages, dividends, or business profits is taxed at ordinary income rates
on an annual basis, Special treatment is afforded to income from the
sale of capital ussets in that such income is taxed at a lower rate
when the assets are sold, In both these situations, the estate which the
taxpayer passes on to his wife and children at his death is accumu-
lated after income taxes have been paid.

However, a person who holds capital assets which have appreciated
in value until death can avoid taxation of this income altogether.
Moreover, the recipient of the property takes as his cost or basis the
fair market value at date of d‘;at ), 80 that the capital gain income
represented ’ll)‘{ the appreciation in value is never taxed under the
income tax. This means that a person who can afford to accumulate
income in the form or unrealized capital gains can then pass on that
accumulated wealth free of income tax—in contrast to the wage earner
salaried individual, or taxpayer who has sold capital assets, all o
whom transfer their accumulated wealth after it is reduced by income
taxes.

Asaresult of this situation: :
There is inequality in the income tax treatment of people who

accumulate their estates out of currently taxable income as com-
pared to those who accumulate estates by means of unrealized
capital gains,
. At least $15 billion a year of capital gains fall completely out-
side the income tax system.
There are undesirable economic offects because of the resulting
“lock-in” effect.
These problems—taxpayer inequity, revenue loss, and lock-in effect—
must be analyzed in some detail to appreciate their significance,

TAXPAYER INEQUITY

A great deal of income after tax from wages, dividends, and the like
is saved; that is, it serves to increase the wealth of the taxpayer. An-
other taxpayer may find that his wealth has increased because the
assets he owns have Increased in value,

A simple example will clarify the point that these two paths to
wealth accumulation are at present given dissimilar tax treatment.

Assume Taxpayer A earns $200,000 and pays tax of 50 percent or
$100,000. For simplicity, it is assumed that he intends to save half of
his income and to consume half. This means that he will have $50,000
for consumption and $50,000 that he can invest in, say, common stock.

(331)
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Taxpayer B enrns $100,000 on which we will say he pays 50 per-
cent in tax and he uses this entirely for consumption, 'Buxpa er B,
however, differs from A in that when the year started he already
owned common stock worth $200,000; and during this period it rose
in value by 50 percent or by $100,000.

Clearly Taxpayer A tried to increase his wealth by $100,000. He
wanted to save half of his income, but the tax cut it down, He only
increased his wenlth $50,000 after tax. B finds that his wealth has
incrensed; and since our present tax law does not count unrealized
appreciation in value as taxable income, he is able to add the whole
increase in value to his wealth,

The fact is that the two taxpayers have paid quite different rates,
A has paid $100,000 of tax, and B has paid only $50,000. But it cannot
be said that A really has more ability to pay than B. They both paid
the same tax on the $100,000 of the before-tax income that they used
for consumption, Tl;(oiy both spend the same on consumption, so it
conld even be assumed that they lived in the same kind of houses, ate
the same food, and took the same vacations. The extra ability to pay
that A has is really the extra income that he used to increase the value
of his holdings in securities. But B increased the value of his holding
in securities by twice as much as A did.

For administrative reasons the tax system does not every year make
B calculate how much his holdings have appreciated in value. The
law permits B to postpone including this appreciation until he sells
his assets. But more often than not apgreciation is not sold; it is used
for estate building and at the time of death the ganin is not subject
to income tax. The heir treats as his “cost” the value of the property
at the time of death.

The estate tax will fall on both A and B so it is not relevant to
say that B ought not to pay any income tax on his accumulation of
wenlth “becauso he pays an estate tax.” A has paid income tax on the
money that he earned to build an estate and an estate tax. B avoided
income tax on his wealth increase and only an estate tax was paid on it.

The substance of the present. proposal is to reduce the estate tax
1::ite by about the amount raised by capital gains tax at death, Thus the
combined tax will be reduced on A and increased on B, The increase
on B will be equivalent to what would have happened if B had sold
his appreciated property just before death. B would then pa¥ the
capital gains tax, but the amount of the capital gnins tax would be
out of the estate making the estate tax somewhat lower, The proposal
would tax the capital gain at death and then allow the capital gains
tax as a deduction from the estate. .

B. will still be taxed more favorably if he holds his appreciation
until death than if he sold it during lifetime. This occurs because the

stponement means that during his life B will have had more money
invested and thus more income (or appreciation) than he would if he
had sold before death. B i3 also benefited since a gain at death does not
come into the proposed minimum tax base. B has an even greater ad-
vantage compared to an individual who accumulates his wealth out of
ordinary income like salary or dividends. Not only does B get to post-
pone the tax on his wealth increase but he also pays tax on it at capital
gains rates, not ordinary income rates.



Finally the transition proposal allows B to avoid tax on all appre-
ciation up to the date of enactment.

To explain fully the case for this proposal, it is useful to address
three issues that are often raised,

_ (1) Question. Is it sound to call the increase in value of B’s prgperty
income at his death when the property has not yet been sold and may
go down in value?

Answer, Assets that have not appreciated are valued under present
rules for estate tax purposes and that value is the basis for an estate
tax that up to 77 !)eroent. These assets also might go down in
value, and both kinds of assets miﬁlgt go up even more, These subse-
;]upnt value changes can properly be treated as gains or losses to the
eir,
_ (2) Question, Is it fair to tax B on an appreciation of value which
just matches the general rise in consumer prices?

Answer, One answer is that A is taxed on the same thing. The entire
tax system is based on money income. Inflation gains are not excluded,
nor are deductions allowed for inflation losses, An obvious reason for
taxm;lz inflation gains is that to the extent of inflation gains an indi-
vidual benefits by escaping from the reduction of purchasing power
that inflation imposes on holders of fixed dollar claims. The burden
can be shared more equally if some tax is imposed on the benefit from
escaping inflation.

Further, over the long run the principal assets involved in appre-
ciation, land and stocks, have increased in price over twice as fast as
consumer prices, This is important when one recognizes that the capi-
tal %uins rate is a maximum 23 percent.

(8) Question. Won't a tax on the appreciation transferred at death
hurt families that have wealth in illiquid form?

Answer, To some extent the appreciation can be in relatively illiquid
form, but the far greater portion of it will be in highly liquid common
stocks. If there is reason to regard illiquidity as a problem, it makes
far more sense to “)rovide some a}’pmpriate means of })aymg death
taxes in the illiquid cases than to favor a large group of estates with
am)reciation in liquid form. The present proposals deal with the
illiquidity problem directly, both as to the proposed capital gains tax
at death and the estate tax itself.

REVENUFE LOS8

On estate tax returns filed in 1966, the total value of property of a
type that might show appreciation (stock, real estate, trust interests
and noncorporate business assets) was about $15 billion. The portion
of this that represented appreciation was probably in the range of
40 to 50 percent.!

1B, Okun (“The Taxation of Decedents' Unrealizsed Capital Gaing,"” National Tae Jour-
nal, December 1987, pp. 368-388.) KEstimates the ratio of appreciation to value as 45
percent for real eatate and 54 percent for atock. Brannon, McClung and Copeland (“Uu-
realized Aﬂtmlatlon Passing at Death,” American Statistioal Association Proce 8,
1067, pp. 147-167) derive minimum estimates of 37 percent for stock and 33 percent for
real estate, There are minimum in the sense that they are derived from an assumption
that assets sold by a taxpayer are randomly drawn from his holdings. A rational invest-
ment strategy would he to prefer to sell the assets with less appreciation and thus less
current tax. This would fmply a higher ratio of axpredmon for assets left in the gort-
follo. Barlow, Brazer and Morgan (The Economic Behavior of the Afluent, Brookings, 1866)
report the result of their interview survey that among the very high-income group capital

appreciation was the source of 51 percent of their wealth.
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This suggests that the appreciation passing through the estates of
estate tax Kl?rs in 1966 must have been in the general magnitude of
$6 to $8 billion, or about $7 billion, An additional amount of appreci-
ation about 65 percent av large, or about $4.5 billion, passed from de-
cedents for whom un estate tax return was not required.?

Table 1 following indicates some aspects of taxing appreciation at
death by income level, The data indicate the situation 10 years after
the new basis date (date of enactment), when it is assumed that the
averago property of a type subject to appreciation (principally stock,
real estate, trust interests and noncorporate business assets) wiereﬂect
an average appreciation of about 25 percent,

TABLE 1.—DATA ON THE OPERATION OF THE PROPOSAL FOR TAXING GAINS AT DEATH 1981

Net capital
Not capital gains tax 8
Percent of Appreciat gains tax a3 percent 0
Economic estate estate of a3 percont o percent of present law
class (in thou. apprecisble Petcent of economic economic estate tax
sands of dollars) assels?  appreciation$ ostate ostated stter credits
60to} 6; 20 12.3 0.7 8.0
100 to ) 2 }0. g I 4 sg:
200 to 15 23 1. 3 I}
400 to 18 2 19.7 ; 1
600 to 1,000 3 2 2.4 .2 l
1,000 » .5 2.’ 13.5
2,000 2 2 ;ﬁ 2. I} 8
3,000 3 gs X n 12,
5,000 8 7 R2 X 1.7

1 An offective date of Jan. 1, 1970, is assumed.
2 Includes stock, real estate, trust interests, and noncorporate business assets. The econorgic estate Is gross estate

fess_debts.
3 This takes into account the observed patterns that appreciation rates and holding period are higher at the upper
. weaith levals pius some shifting asset composition. (E.g., the personal residence with # low appreciation rate Is more

important at fow weaith Imls?
¢ This takes into account 4 factors: (a) the tendency for applicable capital gain rates to be higher at uppsr wealth

lsvels, (b) the deduction lor contributions which is higher at uppar wealth levels, (c) the deduction of maital bequests
which Is greater at lower wealth levels, and (d) the deduction of the capital gains tax against the estate tax (st 1980 rates)

which is more valuable st higher wealth levels.

UNDESIRABLE ECONOMIC EFFECTS

When tax liability is allowed to depend on whether an appreciated
asset is sold or kept until death, the tax law operates to produce un-
desirable economic effects, particularly in cases of older people. Assets
become immobilized; investors become “locked-in” by the prospect
of avoiding income tax completely if they hold appreciated assets
until death rather than selling them. This freezing o},mvestment posi-
tions deprives the economy of the fruits of an unencumbered flow of
capital toward arvens of enterprise promising larger rewards.

PROPOSAL

To remedy these problems, under the proposal persons holding ap-
preciated capital nssets at death would be treated as if they had sold
such assets just before death, and such gains would be taxed in the
final income tax return of the decedent. The tax rate would be that
now applicable to capital gains on assets sold during life, The tax on
these gains at death would%e due under the income tax, but the amount

? Okun, op. cit.,, p. 385.
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of the tax would be deducted in determining the amount of propert;
subject to estate tax. The taxable estate would thus be net of the income
tax paid, as is the case for those who accumulate their estates out o
ordinary income or out of capital nssets sold prior to death, The assets
taxed at death would take as their cost or basis the fair market value
at death, as istrue today.

The transition to the new system will be smoothed for those whe
are now holding appreciated assets in anticipation of tax-free trans-
fers at death, by a provision that only appreciation occurring after
the date of ennctment would be subject to tax at death.

: The following measures insure the equitable operation of the new
aw: .

Only appreciation occurring after the date of enactment would
he subject to tax;

Taxpayers would be allowed a minimum basis of $60,000, with
the result that no tax at all would be imposed on the appreciation
when the total value of assets transferred is $60,000 or less;

Complete exemption would be allowed for gain on property
transferred to a spouse or to chm'it?';

Limited exemption would be allowed for gain on transfers of
Property to orphans and transfers of ordinary personal and
ousehold effects;

Present rules for payment of taxes due at death for those estates
that have liquidity problems will be liberalized, and the new rules
will apply to capital guins taxes as well as transfer taxes.

The tax on appreciation on transferred assets would be allowed
as a deduction for estate tax purposes;

Net unrealized losses on business or investment property would
be allowed as an offset against capital gain and, subject. to appro-
priate limitations, against ordinary income for the 3 taxable years
preceding the decedent’s final income tax return;

Gains on assets giving rise to ordinary income transferred at

death would be eligible for averaging.
OPERATION OF PROPOSAL

Under present law, property that has appreciated in value can be
transferred at death without any income tax being imposed on the
increase in value that accrued during the decedent’s lifetime. At the
samo time these assets receive a new basis equal to their fair market
value at the death of the decedent, so that the predeath appreciation
escapes income taxation forever.

Under the proposal the appreciation in assets held at death will be
subject to income taxation at that time, The tax will be reported in
the decedent’s final income tax return (prepared by the executor) and
will be due at the same time as the estate tax return of the decedent,
that is, 15 months after the date of death.

As under the present estate tax, the fair market value® of the
decedent’s property for income tax purlposcs would be determined as
of the date of death or the alternate valuation date (generally 1 year

3 The “fair market value” is the price at which the property would change hands between
a willlg buyer and a willing seller, neither being under any compuision to buy or to sell

and both having knowledge of all relevant facts.
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after the date of death except with respect to property disposed of
during the year following death). The 50-percent exclusion and the
alternative 25-percent maximum rate applicable to long-term capital
gain will be available regardless of the length of time the decedent has
actually held the property. The transferee of the decedent’s property
would take ns his basis the fair market value of the property on the
date of death of the decedent, as under present rules,

LOSSES

Where an individual holds capital assets whose fair market value
is less than their adjusted tax bases (ordinarily, cost) at the date of
his death, the resulting losses will be allowed fz;r tax purposes in the
vear of death. These losses, as well as losses sustained on sales during
the lnst year of the decedent’s life, and any capital loss cm'r{forwnrd
from prior years, will be deductible as under the regular rules appli-
cable to capital losses, by first offsetting capital gains of the last tax-
able year, with any excess allowed, to the extent of $1,000, as a deduc-
tion against ordinary income of that year, If there are stil additional
unused capital losses remaining, a special rule will permit an offset
agninst capital gains of the decedent in his 8 prior taxable years, If
there still remain unused capital losses, an offset against ordinary
income in the last taxable year of a decedent will be permitted and
then in his 3 prior taxable years,

This special offset of additional amounts of losses against ordinary
income will, however, be limited so that capital losses will be deductible
only to the same extent that capital gains are included in ordinary
income. Thus, generally, 50 percent of capital losses will be deductible,
but in no event will the tax benefit resulting from the offset against
ordinary income be greater than the tax benefit that would have re-
sulted had the income to be offset been capital gain rather than ordinary
income, In other words, the tax saving resulting from the offset of a
loss will not be permitted to exceed 25 percent of the amount of the
ordinary income offset by the offset. The basis of the loss property in
the hands of the decendent’s transferee would be fair market value at

death as under present law.
RELATION OF INCOME TAX TO BSTATE TAX

The income tax on the gain at death will constitute a debt of the
estate and will be deductible for transfer tax purposes, so as to reduce
transfer tax liability. The treatment here follows present estate tax
rules dealing with debts of an estate and, coupled with the reduction
in rates under the unified transfer tax proposal, means that on the
average the total taxes paid on death under these proposals will be
substantially the same as is paid for estate taxes under present law.

BXCEPTIONS

(A) Basic exemption
For purposes of computing gain, every taxpayer would be deemed
to have a minimum basis in property owned at death of $60,000 or fair
market value, whichever is lower. If the actual basis exceeds $60,000,
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then gain (or loss) is computed from actual basis, Thus, if a taxpayer
has property the total basis of which was $80,000, gain would be com-
uted from this figure; but if a taxpayer’s property had a total basis of
§20,000 and a fair market value of $35,000 at date of death, no gain
would be taxed. In each case, a stepped-up basis equal to the fair
market value will be acquired by the transferee,
In addition to the basic exemption, the following exemptions will
also be available:

(B) Personal and household effects ewemption

The proposal will permanently exempt all gain on ordinary per-
sonal and household items of the decedent of a value of less than $1,000
each, This includes the clothing of the decerident, furniture, appliances,
cars, jewelry, furs, works of art, and so forth, Assets of this type that
have a value in excess of $1,000 will not be exempt and will be treated
like any other assets of the decedent.

Losses due to depreciation in value of personal and household items
will be disallowed following the usual rules relating to losses of a
personal nature,

The basis to the decedent’s transferee of the personal and house-
hold effects passing under the exception will be their fair market
value at the decedent’s death,

(O) Marital exclusion

As part of the unified transfer tax proposal, a 100-percent marital
deduction will apply to transfers between spouses by gift or at death.
The marital exclusion under the gain proposal will correspond to the
unified transfer tax provisions. No gain will be recognized on the
appreciation in value of property passing to the surviving spouse at
death which qualifies for the transfer tax marital exclusion. Where
the transferee spouse receives all the property of the decedent, the
property will not receive a new basis but will carry over the basis of
the decedent. Where the transferee spouse receives less than all the
property of the decedent, the basis in such property will be allocated
under the rules outlined in (F') below.

(D) Orphan emclusion

Gain on property passing to orphans, which is excluded from the
transfer tax under the unified transfer tax proposal, will also be ex-
cluded from the gain proposal. The property will have a basis in the
hands of the transferees computed under the rules set forth in (F)
below, and gain will be subject to taxation upon disposition by them.

(E) Charitable bequests exemption

Gain on assets transferred to charity will be permanently exempt
from tax if the amount of the interest given to charity can be measured
with certainty. Thus, no tax would be imposed on the appreciation in
property given outright to a qualified charity. Where a transfer cre-
ates split interests (e.g., & trust to pay the income to the transferor’s
son for life, with the remainder to the @ charity or vice versa), the
same rules will apply as apply to gifts or bequests to charity.

¢ This provision, the orphan exclusion, and the basic $60,000 exemption make it unneces-
sary to establirh a rate rule for personal residences. Gain on intrafamily transfers will
rally be exempted under these provisions. There {8 no reason to exempt gain on trans-

‘ers of residences to persons other than spouses or orphans.
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(#) Allocation of basis

The exemption of gain on property passing at death to a surviving
spouse, to orphans, or to charity requires a special rule relating to
busis, so that, in the ease of the spouse or orphans, the gain that
escapes tax at the denth of the decedent will be taxed when the prop-
erty is Inter transferred by such spouse or arphan. The basic objective
of using allocated, rather than actual, basis is to eliminate any tax
incentive for the decedent or his executor to transfer any particular
piece of property to any particular person or entity, where such a
disposition might be undesirable from a nontax standpoint. For ex-
ample, if an estate consists of low-basis stock in a family corporation
that the decedent would, in the absence of tax considerations, want to
go to his son, and of high-basis property of equal value that he would
want to go to his wife, it seems improper to create n significant tax
incentive for achieving precisely the opposite disposition, A rule
that taxed or exempted gain on the basis of the particular property
going to each would have such an effect, since under such a rule the
gain on the shares of stock in the family business could esm‘)o taxa-
tion at the decedent’s death only if that property were left to the wife.
To avoid this effect the proposed basis rule would require allocation
of total basis among all property (other than cash) before computing
the taxable gain, with a carryover of such allocated basis in the case
of property on which gain is exempt. (This rule need not, and will not,
apply where all the decedent’s prolperty passes to one person.) The
same considerations that require allocation in the case of an estate
passing in part to n spouse also require allocation in the case of
property passing in part to orphans or charities.

ITEMS GIVING RISE TO ORDINARY INCOME

Under present law, special treatment is given to items of income
which are earned by a decedent lm'ior to his death, but which are not
reportable in the decedent’s final income tax return. Example of this
type of income are wage claims of the decedent, receivables, certain
deferred compensation payments, and interest on U.S. savings bonds,
Such income must. be reported by the person to whom the asset is
given by the decedent at the time it is received by that person, Al-
though the recipient of the income does not receive any step up in basis
on the decedent’s death, a deduction is allowed to the receipient. for
the estate tax nttributable to the inclusion of the item in the decedent's
estate for Federal estate tax purposes. '

Present rules were designed to avoid bunching of ordinary income
in the decedent’s final return. However, complexitics of present law
have produced tronblesome problems. Therefore, this proposal sub-
stitutes a new rule for decedents dying after December 31, 1969,

The new rule would be that gain on an asset, the sale or exchange
of which would produce ordinary income or capital gain, or n com-
bination of both, will be taxed at death with ordinary income to the
required extent and capital gain as to the remainder. Thus, for ex-
ample, in the case of a wage claim of a decedent, the entire amount
of the wage claim will be includible in the decedent’s final return and

taxed at ordinary income rates. '
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To avoid the bunching problems for which the present rules were
developed, the usual avernging rules will apply to ordinary income
that is taxed at death by virtue of this proposal. In addition, the 100-

ercent marital exclusion, the orphans exclusion, the deduction for
income taxes as a debt of the estate, and the basic $60,000 exemption ®
will all be applicable to such items of income, therel)y further ame-
liorating the bunching problem.

Special rules for nssets that give rise both to ordinary income and
to capital gnins will be provided. Deductions attributable to income
taxed at death will be allowed, but no double deductions will be per-
mitted as is sometimes the case under present rules,

Recipients of items giving rise to the taxation of ordinary income
under this proposal will receive a market value basis as to such items,

TRANSFER OF LIFETIME GIFTS

In order that the proposed imposition of the tax on gain will neither
encournge nor discournge lifetime transfers as opposed to death
transfers, the %ain on appreciated property transferred by gift by a
taxpayer will be subject to income taxation at the time of transter.
A gift will not be treated as “completed,” that is, subject to tax, un-
less the transfer is of a type on which the transfer tax is imposed
under the unified transfer tax proFosal. Generally, the rules ap-
plicable to death transfers will apply to lifetime transfers.

The following exce!)tions, corresponding to the exceptions for death
transfers, will be applicable to lifetime gifts:

ﬂ'There will be an exclusion for ordinary personal household
effects;

There will be an exclusion for charitable gifts;

There will be a marital exclusion on gifts between husband
and wife so as to produce a result comparable to that produced
by the marital exclusion on transfers at death.

Losses will be allowed on lifetime lfifts under the same rules as
apply at death, However, no losses will be allowed on transfers be-
tween related parties.
: FUTURE INTERESTS

Under the unified transfer tax, a substitute tax, in addition to
the basic tax, would be imposed on certain complex arrangements
designed to avoid tax by passing property through several generations
without subjecting the property to tax in each generation, A similar
problem exists in the case of capital gains tax imposed on the appre-
ciation in the value of property transferred at death or by gift. The
tax could be avoided by transferring property in such a form that the
appreciation would go untaxed through several generations.

o foreclose such a possibility, thereby assuring that all taxpayers
will be treated equally, a special rule would tax the appreciation
when distribution following an initial transfer is made to persons
who are more than one degree lower than the transferor, for example,

a grandchild.
$On death, the basic $60,000 exemption must be allocated first to capital ts. To

0
the extent if it Is not used up, the balance can be allocated to ordinary income items. The
basic exemption will not be available for lifetime transfers of ordinary income items.
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EFFECTIVE DATE

The new rule would apply to transfers by gift or by death after
Depgember 81, 196g. y : e bofore th
or purposes of computing gain on property acquire ore the
date of enactment the tax ayeng,aor his I;)erl;.;ngl re?)resentative, will
have the option of using as his basis, either—
( lg Adjusted basis as computed under existing rules; or
(2) The value on the date of enactment as adjusted under
t)resent rules for any changes occurring after that date, including
he depreciation or depletion (cost or percentage) actually taken
after such date.
For }mrposes of computing losses on property acquired before the
date of enactment, the basis is the lower of (1) or ?2) above.

VIII-A. TAXATION OF APPRECIATION OF ASSETS
TRANSFERRED AT DEATH OR BY GIFT

TecnNical, EXPLANATION

1, GENERAL MANNER OF OPERATION OF PROPOSAL

Under present law, property that has appreciated in value can be
transferred at-death without any income tax b‘eing imposed on the
increase in value that accrued during the decedent’s lifetime. At the
same time these assets receive a new basis equal to their fair market
value at the death of the decedent, so that the predeath appreciation
escapes income taxation forever. Under the proposal the gain on assets
held at death, including assets over which the decedent has a general
}l)‘ower of appointment will be subject to income taxation at that time.
. The gain will be reported in the decedent’s final income tax return

(prepared by the executor) and will be due at the same time as the
cstate tax return of the decedent, 15 months after the date of death.
As under the estate tax, the fair market value of the decedent’s prop-
erty for income tax pur{)osep could be determined as of the date of
death or the alternate valuation date (generally 1 year after the date
of death except with respect to property disposed of during the year
following death). The 50 percent exclusion and the alternative 25 per-
cent maximum rate ap;;licable to long-term capital %t‘;in will be avail-
able regardless of the length of time the decedent has actually held
the property. Various exceptions that reduce the taxable gain will be
provided for personal and household effects, pro[ilerty transferred to
a surviving spouse, and property transferred to charity. A minimum
basis will be proposed in the case of transfers at death. The basis of
the property subﬂect to tax will be stepped up to fair market value
in the hands of the decendent’s transferee as under present law. Only
appreciation in value that occurred after the date of enactment will
be taxed. The income tax attributable to the gains taxed at death will
be deductible from the gross estate of the decedent in determining
estate tax liability, thereby reducing Federal estate taxes,



841

2. LOBSES

. Where an individual holds capital assets whose fair market value
is less than their adjusted tax basis at the date of his death, the losses
will similarly be allowed on the transfer at death, These losses, as well
u8 losses sustained on sales or exchanges during the last year of the
decedent’s life and any capital loss carryforward from prior yearsi
will be deductible, as under the regular rules applicable to capita
losses, by first offsetting capital gains of the last taxable year (in-
cluding gains exempted under the minimum basis rule in 4(a) below)
and then being allowed to the extent of $1,000 against ordinary in-
come of that year, If then there are additional unused capital losses
remaining, a special rule will permit an offset against capital gains
of the decedent in his 8 prior taxable years. If then there are still
unused capital losses, an offset against ordinary income in the last
taxable year of a decedent, and then in his 8 prior taxable years, will
be permitted. This special offset of additional amounts of losses against
ordinary income will, however, be limited so that capital losses will
be deductible only to the same extent that capital gains are included
in ordinary income, Thus, generally, 50 percent of capital losses will
be deductible, but in no event will the tax benefit resulting from the
offset against ordinaxz income be greater than the tax benefit that
would have resulted had the income to be offset been capital gain
rather than ordinary income. In other words, the tax saving resultin
from the offset of a loss will not be permitted to exceed 25 percent o
the amount of ordinary income so oftset. The basis of the loss property
in the hands of the decedent’s transferee would be fair market value
at death as under present law.

3. RELATION OF INCOME TAX TO ESTATE TAX

The income tax on the gain at death will constitute a debt of the
estate and will be deductible from the gross estate for estate tax pur-
poses, so as to reduce any estate tax liability. The treatment here
follows estate tax rules dealing with debts of an estate, Refunds are

assets of the estate.
4. EXCEPTIONS

Appropriate exceptions are provided under the proposal so that its
application will be equitable and moderate, Exceptions are provided
for ordinary personal and household effects, so that any appreciation
in such assets will not be taxed and the transferee of the assets will
have a basis equal to the fair market value at the decedent’s death.
In order that small estates will glenera]ly be exempt from income tax
as well as estate tax, gain will only be taxed at death to the extent the
value of the property exceeded the greater of the decedent’s aggregate
basis or $60,000. In effect, every decedent will have a minimum basis
of $60,000, so that(;)&nin will only be taxed to the extent fair market
value exceeds $60,000, or the decedent’s actual basis, whichever figure
is the larger. Thus if a decedent owned property at death with a basis
of $40,000 and a fair market value of $80,000, only $20,000 in gain
would be subject to income tax, A marital exclusion will cover property
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transferred to a surviving spouse and will be analogous to the marital
deduction for estate tax purposes, The property passing under this
exception will retain the basis of the dece&ent, so that upon disposition
of the property by the surviving spouse there will be u recognition of
the gain involved, A similar exclusion would cover property passing
to orphans, There is also an exception for bequests to charity, the gain
involved thus receiving a permanent exemption from income tax,
These exceptions are described more fully below,

(a) Basic exemption

Every taxpayer would be deemed to have a minimum basis in prop-
erty owned at death of $60,000 or fair market value, if lower, Thus, if
n taxpayer had property the total basis of which was $80,000 and a
value of $100,000, the $20,000 gain would be taxed; but if a taxpayer's
property had a total basis of $20,000 and a fair market value of $35,000
at date of death, no gnin would be realized. In each cuse, i ste, )petf-u )
basis equal to the fair market value will be nequired. If a decedent ha
property worth $28,000 but with a basis of $80,000, the exemption
would not come into play, and a loss of $55,000 would be allowed.

The provisions for the 100-percent marital exclusion, the orphan
exclusion, and the basic exemption make it unnecessary to establish
sefparate rules for personal residences. Gain on intrafamily transfers
of residences will generally be exempted under these provisions, There
seems to be no reason to provide any additional exemption (beyond the
basic exemption) for gain on the transfers of residences to persons
other than spouses or orphans.

(b) Personal and household. effects exemption

The proposal will permanently exempt all gain on ordinary personal
and houschold effects of the decedent of a value of less than $1,000 per
item. This includes the clothing of the decedent, drapery, and carpet-
ing, furniture, appliances, cars, jewelry, furs, works of art, and so
forth, \ssets of this type that have a value in excess of $1,000 will not
be exempt and will be treated like any other assets of the decedent.
For purposes of this rule, assets that constitute a set or collection, such
ns stamps, guns, coins, or works of art, will be treated as a single asset.
When it is determined that a set or collection exceeds $1,000 in value
then each item will be valued individually ; gain will be recognized on
individual items in the set that have appreciated in value and losses
due to depreciation in value will be disallowed under usual rules relat-
ing to losses of a personal nature,

Any loss on personal and household effects due to depreciation in
value will not be allowable, as under present rules since the loss is of
a personal nature,

The basis to the decedent’s transferee of the personal and household
effects passing under the exception will be their fair market value at
the decedent’s death.

This exemption provides recognition of the fact that it would be
impractical to have the provision apply to a wide range of miscel-
laneous items of small value. For the most part, of course, the exemp-
tion would not be necessary, since these items do not appreciate n
value. Nevertheless, generally it will not be necessary to determine
whether in fact there has been appreciation in value of these types of

-
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assets, This exemption supplements an annual exception for gifts of
ordinary personal and household effects of the type described above.

(¢) Marital cwclusion.

Asa part of the unified transfer tax proposal, a 100-percent marital
deduction will apply to transfers between spouses by gift or at death,
The marital exclusion under the income tax proposal will correspond
to the unified transfer tax lprovisions so that on transfers that qualify
for the transfer tax marital exclusion no gain will be recognized on the
appreciation in value of property passing to the surviving spouse at
death.® Thus, gain will be exempt on any property (1’) that passes out-
right to & spouse (either during the life of the transferor spouse or at
his or her death), or (2) that passes subject to any kind of leﬁul
arrangement assuring the transferee spouse for life or for any other
?eri | of time the enjorment or use of such ?mperty, or the income

rom it, or the right, through the exercise of an unrestricted power
vested solely in the transferee spouse, to such outright ownership,
enjoyment, use, or income, if the transferee spouse consents to having
the termination of such limited interests treated as a taxable transfer
by him or her. If the transferee spouse does not receive outright own-
ership, then a taxable transfer occurs upon termination of the trans-
feree spouse’s interest.

To protect the transferee spouse from liability from tax on property
not fully subject to his or her control or power of dis sition, the tax
imposed on the gain at termination of one of the kinds of limited in-
terests that is sufficient to quality property for the marital exemption
will be collectible only out of such property.

The rate that will be applied upon the termination of a limited in-
terest in n transferee srouse that qualifies for the marital deduction
will be the rate of the legal owner of the property, Thus, in the case
of au legal life estate or term for years, gain will be taxed upon the
termination of the transferee spouse’s interest at his or her rate. On
the other hand, in the case of property placed in trust, the rates ap-
!)licuble to the trust will a?ply. In the case of some form of outright
nterest *)assing to a transferee spouse, an option will be made avail-
able to have taxed any portion of the property passing under the
marital deduction at the time of the transfer. A step up in basis would,
of course, nccompany this event, The election to be taxed will be exer-
cisable by the transferor and, in the case of a transfer at death, if the
transferor makes no election, then by the transferee spouse. Where
the transferee spouse receives all the property of the decedent, the
property will not receive a new basis but will carry over the basis of
the decedent. Where the transferee spouse receives less than all the
property of the decedent, the basis in such property will be computed
under the rules outlined in (f) below,

(d) Orphan exclusion.

Provision will be made that gain on property passing to orphans,
which is excluded from the transfer tax under tgle ungﬁed transfer
tax proposal, will also be excluded from tax on the death of the de-

¢ This includes appreciated property transferred pursuant to a separation ment or
divorce decree. Under present rules a capital gains tax is imposed and the t eree spouse
recelves n sterpedmp i{s. Under the Propml. the traneferce spouse will take a carry-
over basis, uniess the option to pay the tax Is exercized by the transferor-spouse.
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cedent. The property will have a basis in the hands of the transferees
computed under the rules set forth in (f) below, and gain will be sub-
ject to taxation upon disposition by them.

(¢) Chavitable bequests cocmption,

Gin on assets transferred to charity will be permanently exempt
from tax if the amount of the interest given to charity can be mens-
ured with certninty. Thus, no tax would be imposed on the apprecia-
tion in property given outright to a qualified charity, Where a transfer
creates split interests (that is, n trust to pay the income to the
transferor's son for life, with the remainder to the X charity or vice
\:ersu),ltlxcaf portion going to the charity will qualify for the exemp-
tion only if—

( 3{) The income beneficiary receives an outright annuity (stated
in terms of a fixed annual dollar amount or a fixed percentage of
the fair market value of the property at the time of the transfer) ;
or

(2) The governing instrument provides that the transferred
property is to be valued annually, and a fixed percentage of the
fair market value of the property on each valuation date is to be
distributed to the income beneficiary. The required distribution
is to be made first from income and then from corpus. To insure
that fair market values will be determined objectively, in the case
of lifetime transfers the donor will be subject to a 10-year waiver
of the statute of limitations with respect to assessment of a capital
gains tax on the transfer. In the case of deathtime transfers, the
trustee or other person determining fair market value must be
independent. of the beneficiaries of the transfer.

Only split-interest tranfers satisfying one of the above tests will
qualify for the charitable exemption. All other types of split-interest
transfers will be subject to capital gains tax even though a charity
may be a potential beneficiary. Thus, for example, if there exists any
contingency which could result in the defeat of the charitable interest,
or a power to divert the property to or for the benefit of someone other
than the charity, the above tests are not met and the transfer does not
qualify for the exemption. Also, in cases where the charity has only an
income interest, if the period of the charity’s interest is measured by
the life of any person, no charitable exemption is allowed.

The purpose of these rules is to insure that the charity will in fact
receive a specified and determinable amount. The rules for treatment
of gain on transfers to charity basically follow the proposal setting
forth the rules for deductibility of charitable contributions for income
tax purposes, and insure that any charitable transfer will be exempt
under this proposal if it is also exempt from transfer tax under the
unified transfer tax proposal.

Where an asset giving rise to ordinary income is transferred to
charity at death, the exemption will not apply and the ordinary income
will be taxed in the decedent’s final return.

(f) Allocation of basis.

The exemption of gain on property passing to a surviving spouse,
to orphans, or to charity requires a special rule relating to basis, so
that, in the case of the spouse or orphans, the gain that escapes tax at
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the denth of the decedent will be taxed when the property is trans-
ferred by such spouse or m?)lmn. The basic objective of using al-
located, rather than actual, basis is to eliminate any tax incentive
for the decedent or his executor to transfer any particular piece of
property to any particular person or entity, whore such a dnsf)ositlon
might be undersirable from a nontax standpoint. For example, if an
estate consists of low-basis stock in a family corporation that the
decedent would, in the absence of tax considerations, want to go to
his son and of high-basis property of equal value that he would want
to go to his wife, it seems improper to create a significant tax in-
centive for achieving precisely the opposite disposition. A rule that
taxed or exempted gain on the basis of the particular prorertz going
to ench would have such an effect, since, under such a rule, the gain
on the shares of stock in the family business could escape taxation
at death only if that property were left to the wife. To avoid this
effect the proposed basis rule will req&igre allocation of total basis
among all property (other than cash) before computing the taxable
gain, with a carryover of such allocated basis in the case of property on
which gain is exempt. (This rule need not, and will not, apply where
all the decedent’s property passes to one person). The same considera-
tions that require allocation in the case of an estate passing in part to
a spouse also require allocation in the case of property passing in part
to orphans or charities.

To illustrate the process of allocation of basis, assume that an
ostate, nfter all debts, expenses, and taxes have been paid or provided
for, consists of $100,000 in cash, $450,000 worth of stock of X cor-
poration with a basis of $50,000, and $450,000 worth of stock of Y
corporation with a basis of $450,000. Thus the total gain is $400,000.
If half of the estate is left to the wife and half to the son, then regard-
less of how particular property is disposed of, half the gain will be
taxed in the decedent’s final return and the wife will receive a basis
such that the remaining gain would be taxed to her if she sold the
property at a time when it had not changed in value. Specifically,
suppose that the X stock goes to the son and the Y stoc(;(ogoes to the
wife and each gets half of the cash. Total basis is $600,000, of which
$100,000 must be assigned to the cash. The remaining $500,000 is al-
located half to the X stock and half to the Y stock. Thus, the $450,000
worth of X stock which passes to the son has an allocated basis of
$250,000 and a gain of $200,000. This gain is taxed in the decedent’s
final return and, as a result, the son’s basis will become $450,000. The
$450,000 worth of Y stock passing to the wife will have an allocated
basis of $250,000, but this gain is exempt from tax and, as a result
the wife’s basis for the Y stock will be $250,000. If the facts are chauge(i
so that $90,000 worth of X stock is left to a charity and the son simply
receives that much less X stock, then the results are as follows:

Allocated

Value basis
$450, 000 $250, 000
50, 000 50, 000
360, 000 200, 000
50, 000 50, 000
90, 000 50,000

334-8030-69 -pt,8 - §
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Only the $160,000 gain on the X stock passing to the son will be
taxed n the decedent’s final return, The wife's bnsis for her Y stock
will agnin be $250,000. Technically, the basis of the stock smssmg to
the charity will be $50,000 though ordinarily this will be irrelevant
sitice any gnin realized by the charity on disposition will be nontaxable.

Where assets giving rise to ordinary income coml)rise part of the
estate, special adjustments must be made in the allocation of basis
rules. Where n beneficiary receives an ordinary income asset, the basis
of the ordinary income item is allocated according to the portion
actunlly received by the particular beneficiary. That beneficiary's
portion of the allocated basis in the capital assets (computed as above)
which he receives is then reduced (dollar-for-dollar) by the amount of
the busis attributable to the ordinary income item received by the
beneficiary.

The following examples illustrate the application of the allocation
of basis rules where ordinary income items are involved : Ezample 1:
A\ husband leaves one-half of his estate to his wife and one-half to
his son, The estate consists of inventory worth $120,000 with a basis
of $20,000; $450,000 worth of X stock with a basis of $50,000; and
Y stock with a value of $450,000 and a basis of $450,000, If one-half
of the inventory and the X stock are left to the wife, and one-half
of the inventory and the Y stock to the son, then the results are as

follows:

Recipient Property Value  Allocated basis Galn
Wil ..o e Inventory....... 000 10, 000 1 $50,
m e BB BB SR
L T SRR ventory....... ) 3
Ystock......... 4502% 250,000 3 200, 000

' Taxed to wife at ardinary income rates upon receipt or disposition.

3 Taxed to wife at capilal gain rates on disposition.
3 Texed In decedent’s final return st ordinary income rates and capital gain rates respectively. Son picks up new basis.

Example 2: If all the inventory and $390,000 worth of X stock were
left to wife and the balance to the son, then the results are as follows:

Recipient . Property Valve Aliocated basis Gain
Wil Inventory....... 120, 000 000 13100, 000
’ Xaeh Y %0 S0 o
SOM. o e eccerccaeacea e nannae X stock........... 60, 000 10, 000 450, 000
Y stock.......... 450, 000 250, 000 9200, 000

1 Taxed to wife at ordinary income rates u:on receipt or disposition.
1 Taxed to wife at capital gain rates upon disposition.
3 Toxed In decedent’s final return at capital gain rates. Son picks up new basis.

Ezample 3: If all the inventory had been left to the son, then the
results are as follows:

Reclpient Property Valuse  Aliocated basls Gain

WHO. ... e Xstock........ $450, 000 825&0% 'vgﬁ
Ystock........ 000 10,000 1 50,
SOM. e naas nmg:y %% 2%001% :} .%

........

1 Taxed to wife at capilal gain rates on disposition.
“:htmg in decedent's final return at ordinary income rates and capital gains rates respectively, Son gets new basis in
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8. PROVISIONS DEALING WITH LIQUIDITY

 Itis reco%xnized that in some circumstances there may be difficulty
in having liquid assets available for payment of the tax on gain at
death, Several provisions of the tax law presently deal with the prob-
lem of liquidity in connection with the payment of estate taxes. Thus,
section 808 of present law permits the redemption of stock in closely
held corporations in certain cases, without the payment of ordinary
income tax on the redemption, in order to provide funds for the pay-
ment of estate taxes. Section 6166 of present law permits, under simi-
lar circumstances, installment payment of estate taxes for a period
of up to 10 years with the application of a 4-percent rate of interest.
Section 6161 provides for installment payments for up to 10 years in
9a:::e:tf undue hardship with the application of a 4-percent rate of
interest.

The proposals broadening the liquidity provisions governing pay-
ment o¥ transfer taxes at (feath wﬁl als«’; cover the ingc%me taxeg a{-
tributable to the gains taxed at death.

6. TREATMENT OF NONCAPITAL AND HYBRID ASSETS

Under present law, section 691 provides, in general, that all items
of income which were earned or realized by the decedent prior to his
death but which were not reportable in the decedent’s final return un-
der general (e.g., cash or accural method) or special (e.g., statutory
installment sales provision) accounting rules must be reported as in-
come by the successor in interest of the decedent at the time of re-
ceipt. Such income must be treated in the same manner by the recipient
(e.g., as ordinary income or capital gain) as it would have been
treated by the decedent had he lived an§ received the item. Such items
are includible in the decedent’s gross estate. Although they do not
receive & step-ur in basis (sec. 1014(c) ), the estate tax attributable to
such items is allowed as a deduction to the successor in interest of
the decedent in computing the income tax on the item (sec. 691(c)).

The rules presently contained in section 691 were devel(g)ed to
avoid the bunching of income in the decedent’s final return. But the
complexities of section 691 have created troublesome problems, There-
fore, for decedents dying after December 31, 1069, section 691 would
cease to have application, The basic rule would be that gain on an
asset, the sale or exchange of which would produce ordinary income or
capital gain, or a combination of both, will be taxed at death with
ordinary income to the required extent and capital gain as to the
remainder,

The bunching problem for which present rules were designed would
be solved by providing that the gzneml averaging rules will a J)ly to
ordinary income taxed at death because of this proposal. In addition,
the 100-percent marital exclusion, the orphans’ exclusion, the deduc-
tion of income taxes as a debt of the estate, and the basic exemption
will all apply to gain on items that have heretofore been covered by

section 691.

T On death, the basic $60,000 exems)tlon must be allocated first to capital assets, To the
fnt it is not then used up, t’l;e balance can be allocated to ordinary income items, The

ext
basie exemption will not be 'a’va able for lfetime transfers of ordinary income items.
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Examples of assets which would give rise to the taxation of ordinary
income on the death of the decedent include wage claims of the de-
cedent, stock in trade and inventory swholesa e value), accounts
receivable, interest on the .S, savings bonds, and stock of foreign
investment companies under section 1246,

Installment obligations, options (including stock options), and
assets on which gain may produce ordinary income only ll)’ecause of an
insufficient holdin Period will be taxed as long term capital gains in
the final return of the decedent. Thus, gain on depreciable real estate
and on stock in collapsible corporations would receive capital gain
treatment. Dispositions of section 308 stock would give rise to capital
rain; however, in the case of lifetime transfers the stock would retain
its “taint” in the hands of the donee,

Partnership interests, as under ordinary rules for such interests,
will produce capital gain at death, except in special circumstances
governed under existing rules in the case of a retiring or deceased
partner.

Assets such as depreciable property subject to section 1248, and
stock of foreign corporations under section 1248 will produce ordinary
income or capital gnin as if the pms)erty had been sold by the decedent.
The transferee of the property will then have a stepped-up basis.

Deductions in respect of a decedent presently provided for in section
691 (b) will be allowable in the final return of the decedent. No double
deduction for such items will be allowed and section 642(g) would
be changed accordingly.

Recipients of items giving rise to taxation of ordinary income under
these rules would receive a stepped-up basis as to such items, Amounts
received by the recipient in excess of (or below) basis will result in
ordinary income (or loss). Ordinary rules will govern the sale of such
assets by a beneficiary.

7« TREATMENT OF LIFFTIME GIFTS

In order that the proposed method of taxing gain will operate
neutrally (i.e., that imposition of the tax will neither encourage nor
discourage lifetime transfers as opposed to death transfers), the gain
on appreciated property transferred by gift by a taxpayer will be
subject to income taxation at the time of transfer. A gift will not be
treated as “completed,” and the {min on the pro})erty will not be sub-
ject to income taxation, unless the transfer is of a type on which the
transfer tax is imposed under the unified transfer tax proposal.
Generally, the rules applicable to death transfers will apply to life-
time transfers,

With respect to gifts involving present and future interests in
property, rules to determine the ap{)ropriate amount of gain to be
tuxed will be applied which are annlogous to those presently used to
determine the value of the various interests, For example, if a donor
gives a life interest in certain property to A with a remainder to X
charity, and the life interest is determined to be equal to 40 percent of
the value of the property and the remainder 60 percent, then 40 per-
cont of the gain from the appreciation in the property would be
subject to income tax and 60 percent would be exempt under the
charitable exception. (The same procedure will be followed with
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respect. to bm‘ueets of present and future interests in property trans-
forred at death.,)

However, the donor will realize ordinary income where he makes a
lifetime transfer of depreciable property to or for the benefit or his
minor issue, or their spouses, or makes a transfer in which he retains
a reversionary interest, This rule is similar to that presently contained
in section 1239.

The present basis rules of section 1015 applying to gifts will be
revised to provide an incrensed basis for property transferred by gift
to the extent of the gnin recognized at the time of the gift.

Certain exceptions corresponding to the exceptions discussed above
in the death situation will be applicable, First, there will be an annual
exception for ordinary personal household effects (sce 4(b) above).
Second, there will be an exception for charitable gifts subject to the
same rules ns apply to deathtime transfers, Third, there will be a
marital exclusion on gifts between husband and wife so as to produce
a result comparable to that produced by the marital exclusion on
transfers at death,

Losses will be trented as sustained by reason of a gift and deductible
under the usual rules. However, the gift will be considered to be the
same as a sale for pur‘)oses of applying section 267 (which prevents
losses from being realized on snles or exchanges between related
parties).

Unlike the death situation, no special rule automatically according
the donor the longest n})plicnble holding period will be available. The
actual holding period of the donor will be used in determining whether
the gain was long term or short term, the amount of ordinary income
in gain on depreciable real estate, ete. The gift in this regard will be
trented like any other sale.

Further, it is not necessary to provide for liquidity problems in con-
nection with gifts since a gift is a voluntary event and taxpayors will
be able to provide for payment of the tax.

Under present law, taxpayers may sell appreciated property for a
private annuity and realize no gain on the sale or exchange, on the
theory that the value of the private annuity cannot be ascertained.
Since this arrangement woulri be likely to receive increased use in
order to avoid the capital gain tax on transfers of agpmcinted prop-
erty, it is appropriate to change present law by providing that the sale
will be taxed, The approach to be taken will be, in general, to value the
private annuity received as if it were a commenrcial one.

8. FUTURE INTERESTS

The purpose of taxing gain on the ap;})‘reciation in value of assets
at appropriate times such as gift or death could easily be frustrated
if assets were transferred in a form that would pass the gain untaxed
through several generations. In order to foreclose such & result, a
special rule will impose an income tax on appreciation in value on
specific occasions, unless it is certain on the date of the original trans-
fer that outright ownership, or its equivalent, of the transferred
’)mperty will pass under the transfer to a person who is one degree
ower than, or in the same degree as, or in a higher degree than, the
transferor. If on the date of the transfer, property may be distributed
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to a person who is outside the above group, for example, & grandchild,
then appreciation in value will be taxed on each such distribution made
in kind. In an}y event, u tax will be imposed on appreciation in value
at the time of the death of the last surviving beneficiary who is in
an equal, higher, or one lower degree than the transferor. In the case
of a transfer for the benefit of persons who are not related to the
original transferor, the gain on appreciated assets will be taxed upon
distribution of such assets, and every 20 years in the case of assets
not distributed.

In the case of a trust the tax will be payable by the trustee out of
trust property. In the case of legal estates, the tax will be paid by the
personal representative of the decedent whose death gives rise to the
taxation of gain, The personal representative is.not, however, per-
soniuflly linble for the tax and the tax is a lien only against the property
itself,

For example, if A transfers property to B for life, remainder to C,
who is A's son, no income tax will be imposed upon B’s death under
this special rule SA’s transfer would result in tax to the extent of
appreciation in value.) But if A transfers property in trust, the income
to be paid to A’s wife or A’s children in the discretion of the trustee,
with ultimate distribution to the grandchildren of A, per stirpes, upon
attaining age 21, the specinl rule would impose, in addition to the
tax on the transfer by A, tax on appreciation in value upon the death
of A’s Iast surviving child. Any distribution in kind to A's grand-
children during the lifetimes of A's children would also result in
taxation of gain, The tax would be paid by the trustee. There is no
taxation on the ultimate distribution to A’s grandchildren after the
death of A’s last surviving child. (However, if A’s greatgrandchildren
were to take upon the death of the last surviving grandchild, then
the rule would start operating again upon the death of A’s last sur-
viving child. That is, distributions in kind to greatgrandchildren while

randchildren were living would be taxable, and a tax on appreciation
in value would be imposed on the death of the last surviving grand-
chil(tl). An increase in basis would, of course, accompany each taxable
event.

Losses will be allowed in cases where future interests are created
upon the same occnsions that require taxation of gain. In the case of
legal estates, any loss will be reported by the personal representative of
the decedent whose death gives rise to the taxation of gain but the loss
will be deemed to be a long-term capital loss distributed to the re-
maindermen pro rata to their interests in the property. During the
existence of a trust, losses will be allowed at the specified occasions
and net losses will be carried forward in the trust. Upon termination of
the trust, net losses will be carried over to the beneficiaries under sec-
tion 642, Thus, if A transfers a legal interest in stock to his son B
for life, then to his grandson C, any gain will be taxed on A’s transfer,
and if the property has depreciated in value upon B’s death, any loss
will be allowed and carried over as long-term capital loss in C’s hands.
If the property had been placed in trust, the loss is carried over to C
under section 642.
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The basis of loss property in the hands of a distributee will be gov-
erned by present rules under section 1015,

0. EFFECTIVE DATE

The new rule should apply to transfers by gift or by death after
December 81, 1969,

For }mrposes of computing gain on property acquired before the
dnte of enactment the taxpayer, or his personal representative, will
have the option of using as his basis, either:

51; Adjusted basis as computed under existing rules; or

2) The value on the date of enactment as adjusted under
present rules for any changes occurring after that date, including
the depreciation or depletion (cost or percentage) actually taken
after such date. This option will not apgly to items giving rise to
the taxation of ordinary income under the rules of section 8 above.
Gain on such items will be computed from the adjusted basis (as
determined under existing rules) without regard to the special
rulesset forth in this paragraph.

For purposes of computing losses on property acquired before the
date of enactment the basis is the lower of ( } or (2) above,

Of course, the basis for property acquired after the date of enactment
igits cost, .

The need for tacking rules will be considerably reduced because of
the increased number of events which produce taxation of gain
under the new rules, When applicable, present tacking rules will

continue to apply.

VIII-B. UNLIMITED MARITAL DEDUCTION AND
UNIFICATION OF ESTATE AND GIFT TAXES

GENERAL ExpLANATION

PRESENT LAW

Under present law a Federal estate tax is imposed upon property

transferred at death, The estate tax utilizes a progressive rate struc-
ture, so that the larger the estate, the higher the rate of tax. Property
which is transferred during lifetime is not subject to the estate tax.
In order to prevent avoidance of the estate tax by the transfer of
Froperty before death, present law also imposes a gift tax upon
ifetime transfers, This is also a yl»mfressive tax, the rate increasing
with the cumulative lifetime total of property transferred. But the
estate tax is separate from the gift tax so that even where there are
lifetime transfers the estate tax starts all over again with a new
exemption and a new rate schedule. This present dual transfer tax
structure contains a number of inequitable and unwarranted prefer-
ences for lifetime gifts, as opposed to transfers at death. These prefer-
ences increase in magnitude with the size of the estate involved; the
larger the estate the greater the tax advantage for lifetime gifts. This
situation is not only inequitable, but it reduces the intended progressiv-
ity of the transfer tax structure.
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DUAL TAX BASE

The estate tax and the gift. tax are independent in that the cumula-
tive total of ]l)ropert.y transferred during lifetime is disregarded in
determining the estate tax rate bracket applicable to property trans-
ferred at death. The estate tax rate is base(s) only upon the size of the
estate passing at death, Thus, in effect, this dual tax system permits
two separate starts at the bottom of two separate progressive rate
schedules for persons who transfer a portion of their estate durin(:g
lifetime, This dual rate base, plus the fact that the gift tax rate sched-
ule is significantly lower than estate tax rates, results in lower total
transfer tax liability for a person who transfers some property during
lifetime than for a person with an estate of equal size who holds 1t
until death, us illustrated by the following examples:

Ezamples

(1) A and B each have total accumulated wealth of $7 million. A
transfers $3.5 million during lifetime and $3.5 million at death. B
makes no gifts and transfers his entire estate at death. A’s total trans-
fer tax would be approximately $2.7 million wherens B’s total trans-
f{s,r tax would be over $3.8 million, or nearly 40 percent greater than

s,
(2) C has accumulated wenlth of over $10 million. If he holds all
of his property until death it will all be subject to tax, in brackets
reaching the 77-percent maximum estate tax rate. However, by mak-
ing transfers during lifetime he is able to remove property from the
top transfer tax bracket and have such property taxed beginning at
the bottom of the separate gift tax rate schedule, which allows the
first $30,000 of lifetime gifts to be made without any tax and which
begins at a bottom rate of only 214 percent.

PROPERTY FROM WHICH TAX I8 PAID

This substantial advantage to lifetime transfers under the present
dual tax system is further nccentuated by the fact that while the es-
tate tax is pnid out of the property transferred (i.e,, the tax is “with-
held” from the transfer), the gift tax is paid out of other property
of the donor. Thus, the amount used to pay the gift tax is itself re-
moved from the donor's taxable estate, The magnitude of this ad-
vantage to lifetime givin{g is of minor advantage to moderate estates
but of great advantage to large estates.

Ezamples

(1) If taxpayer A dies with a $100,000 estate, the estate tax is
$20,700 and A’s heirs will receive $79,300. If A were to transfer his
entire estate prior to his death he would be able to transfer nearly
$89,000, retaining the remaining $11,000 for payment of the gift
tax on that amount.

(2) If taxpayer B dies with an estate of $10 million, the estate tax
is $6,088,200 and B’s heirs will receive slightly less than $4 million.
If B wished to transfer his entire estate prior to his death he would



363

be able to transfer si'zhtly more than $7 million, retaining approxi-
mately $3 million for payment of the gift tax on that amount. In
this case B is able to preserve 75 percent more of his wenlth by trans-
ferring it before he dies than if he were to hold it until death.

LIFETIME EXEMPTION AND EXCLUSIONS

A further advantage which present law provides for lifetime gifts
is the $30,000 lifetime gift tax exemption. This exemption may not. be
applied agninst deathtime transfers, and hence, is lost to the extent that
it is not used up during lifetime. In addition to the $30,000 lifetime gift
tax exemption, a further exclusion of $3,000 is allowed ench year with
respect to each donee. In the case of a married couple each ‘spouse is
ontitled to his own annual exclusion and lifetime exemption, Further-
more, n gift made by one spouse may be considered ns having been made
by the other spouse to the extent of one-half of the gift, This is known
ns gift-splitting and, in effect, permits & married person an annual
exclusion of $6,000 per donee mu{’ a total lifetime exemption of $60,000,
Also; under the estate tax marital deduction up to one half of a dece-
dent’s estate my pass tnx-free to his surviving spouse. ~

In summary, the defect in the present sepuration of estate and gift
tax is that wealthy persons who can arrange to transfer sigmificant
amounts of property during life can realize substantial tax savings
because—

gift tax rates are lower; .

under the gift tax, unlike the estate tax, the tax itself is not in
the tax base; and

by making some gifts and passing some property at death a
wealthy owner can arrange to use hoth exemptions and to get two
applications of the low rates in the rate schedule.

The significance of these advantages is demonstrated by the fact that
little use is made of lifotime gifts hy those with smaller accumulntions
of wenlth, Rather, lifetime gifts nre used by the wealthy to take advan-
tage of the lower gift tnx rates, the exemption granted to lifetime gifts
and the smaller tax base that applies to lifetime transfers as vompqreri
to deathtime transfers. Table 1 shows that the wenlthy transfer a little
more than 10 percent of their total wealth accumulations durving life-
time. On the other hand, those with small accumulations of wealth
transfer less than 2 percent of their property by means of lifetime gifts,
Put in another way, table 2 shows that 52 percent of those with large
estates make gifts during lifetime. However, only 10 percent of those
with small estates made lifetime transfers. These data_demonstrate
that the present disparity between the tax treatment of lifetime gifts
and deat.]ntimo transfers confers a very substantial advantnge on the
wealthy, because the tax advantages of making lifetime gifts become
increasingly greater as the size of wenlth accumulations increase. The
preferential gift treatment thus serves to confer very great benefits
on those whose situation permits utilizing lifetime gifts—generally
those who are so prosperous that they do not depend on this wealth
and the income it yields for living expenses and security.
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TABLE 1.—GROSS TRANSFERS AT DEATH AND DURING LIFE, ALL DECEDENTS, 1957 AND 1959
{Dollar amounts in thousands)

Number of
decedents

making
Tolal amount noncharitable Non« Non.
Qr.t'nsfm chumit:g Gift tox clmiu%lo Taxes paid
[

Number of
pald  bequests by estate

gross
Estate size decedents transters  during life

1957
SMAlerrr e o ?’3333 4 ﬁ W g ﬁl.gu y.;gs
Wedivm..oo oo 76 ; 31 5 R 0,543
"'"'u'"fis‘s' ....... Lis 270 e Y PR 1 Y 115 T+
SAleerrtne. 9 318 “ 509 m , 084
Medlum..o oo 931 B 2 g&sn s oara b
FY A 1,187 270899 6 180,933 20,08 1430286 615590

Special program study, 1957-59, table printed in Carl Shoup, Federal Estate Gift Taxes.

TABLE 2.—GROSS TRANSFERS DURING LIFE AND AT DEATH, PERCENTAGES, ALL DECEDENTS, 1957 AND 1959
[Dollar amounts in thousands}

Noncharitable lifetime gifts Taxes

Gift tax Estate tox

paid as a paid ss &

Amounto!  Number of Asa percent- percentage of  percentage of
estates  ago of gross noncharitable  noncharitable

Number of gross
Estate size decedents transfers reporting transters gifts bequests
1957
Small...ccenmiaaees 398 k(] 10.0 2.5 .3 g.d
Medium. .............. 876 544 30.0 38 .4 a1
Large.....oo ol 1,119 2,787,869 52.1 5.5 12.9 54.8
1959
1 T I S ¥ 7 8 50
[T, TR, , X X ,
Lerge.... oo os 1, ?g 2, 706, 969 5.9 6.7 11.6 4.0

COMPLEXITY UNDER PRESENT LAW

The lower rates applicable to lifetime transfers create an incentive
to make what essentially amount to testamentary transfers in forms
which are intended to appear as lifetime transfers, The separation of
the gift tax has thus necessitated the creation of elaborate rules for
determining which tax should a;f)ply to situations in which a donor
transfers property during his lifetime but retains until death some
interest in it or some opportunity to recover it. As a consequence,
under the present dual transfer tax system complexity and controversy
often prevail, Slight differences in the form of lifetime transfers often
lea.g(ll to substantial differences in the amount of tax which must be
paid.
In general, under present rules, a lifetime transfer under which
the transferor retains sufficient beneficial enjoyment of, or control
over, the property transferred is treated for transfer tax purposes as
an incompleted transfer. For example, assume A transfers securities
in trust for B, but A retains the right to receive the dividends for the
rest of his life, or A transfers in trust for the benefit of B, but A re-
tains the right to retake the property for himself or retransfer it to
some third person. If such a transfer remains incomplete (i.e., the
transferor still retains beneficial enjoyment or control) at the death
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of the transferor, the property is included in his gross estate subject
to estate tax. However, any gift tax which was paid at the time of
the purported lifetime transfer is allowed as a credit agninst the estate
tax liability, and is itself excluded from the gross estate for estate
tax purposes. The general policy underlying these rules of present law
isknown as the “hard-to-complete-gift” rule,

UNIFIED TRANSFER TAX

To eliminate the distinction in tax treatment between lifetime and
deathtime transfers, it is recommended that the estate and gift taxes
be combined into a single united transfer tax. Under this system a
single exemption and a single rate schedule would be made applicable
to the total wealth subject to transfer taxation, The same rate schedule
would u;])pl to both lifetime and deathtime transfers, Thus, the trans-
fer tax liability upon death would be directly related to the total
amount of wealth transferred during lifetime, The exemption and
the rate bracket applicable to transfers at death would be based, re-
spectively, upon the extent to which the overall exemption was absorbed
by lifetime gifts and on the rate bracket attained upon lifetime trans-
fers, All transfers between spouses, whether during lifetime or at
death, would be completely exempt from tax.

In addition to eliminating the dual rate base, the unified transfer
tax would further equate lifetime and deathtime transfers b’yl' pro-
viding rules for computing the tax on lifetime transfers so that, in
effect, the tax is paid out of the property transferred, as is the case
with transfers at death. Thus, the proposal provides for computation
of the tax on lifetimo transfers by valuing the gift (“grossing-up” the
ﬁi.ft) so as to include the amount of the tax within the amount of
he gift upon which the tax is computed. A simplified table would
be available to compute the grossed-up transfer, so that taxpayers
would not be burdened by complex calculations,

Since some incentive for making lifetime gifts is economically de-
sirable, the present $3,000 annual exclusion would be retained.

Proposed rate of taw

The proposed level of rates under the unified transfer tax incor-
porates a ’Feneral reduction of about 20 percent from present estate
tax rates. The schedule has been set at a level which is intended to pro-
duce (together with the revenue from the proposed tax upon capital
guins transferred at death) the same general amount of revenue as is
produced under present law, but with a revised rate schedule which will
provide a more equitable distribution of the total tax burden, There
18 widespread criticism of the present structure of estate tax rates,
especmll{ the rapid increase in rates over the first $50,000 of taxable
estate. The rates move up from 3 percent to 25 percent in that range
and thereafter do not go higher than 32 percent until a taxable estate
of $500,000 is reached. In general, under the proposed rates the ex-
cessnvgl{v steep progression in the lower brackets of the present estate
and gift tax rate structures would be reduced and the slower progres-
sion in the upper brackets would be stepped up.

The proposed rate schedule would become effective immediately with
respect to lifetime transfers. In the case of transfers at death, the
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changes from the present estate tax rate schedule would be instituted

gradually in month-to-month steps over a ten-year period. After

the transition, the top-transfer tax rate would be 65 percent, compared

to the 77 percent rate for the present estate tax. The proposed rate

::hedt&g i8 sot forth below, along with schedules of the present estate
x rates:

Present Unified
ostale transter Tax at top oi bracket

tax rate tax rate
Taxable transter (percent) (percent) Present Proposed
00085000, ... .ceemnemnienernemaenaennenaannnan 3 3 $150 $150
000 t0 $10,000,... ... o o TIlIIiIiiIIT 1 7 500

,000 to $20,000.. 1 1 1,600 1,600
,000 to % 14 1 g 3.700
,000 to $40,000. - 18 14 ,800 .l%

,000 to $50,000. . 2 16 1000 57
50,000 to $60,000. %5 1 g.soo , 300
,000 {0 $80,000. ... 23 1 15,100 10,900
000 {0 $100,000. . 2 2 zo.738 14,900
00,000 to $150,000- 1] 22 3.7 25,900
50,000 to $250,000. 30 zg 700 42.900
50,000 to $350,000.. - 3; 2 ,700 7,900
50,000 to $500,000 3 27 145,700 15 , 400
,000 to $750,000 3 go 233,200 1;9&

750,000 to $1,000,000 3 1 325,700 265, 4
,000,000 to $1,290,000 3 3g "3‘;33 347,900
,250,000 to $1,500,000_ - Q 3 528, 33.400
,500,000 to $2.000,000 45 3 753,200 &

000,000 to $2,500,000 9 4l 998,200 sz;.
500,000 to $3,000,000. - - 53 I l.m.z% 1,045, 400
,000,000 to $3,500,000 5 4 1.‘533.2 ,280, 400
500,000 to $4,000,000. - - 59 49 1,838,200 , 525,400
.m,m fo .N0.0I)O 63 53 2.‘68.21” ooss»m
,000,000 to $6,000,000 6! 5% 3,138,200 2,615,400
000,000 to $7,000,000- - 10 3,838,200 3,205,400
/000,000 to $8,000.000 7 6] 4,568,200 g.ns.doo
000,000 to $10,000, ] 6,088,200 , 075, 400
10,000,000 400 UP.. ..o ooooeoiiiaineee I B8 L ieiieacieaeans

The structural revisions incorporated in the new rate structure con.
sist of 3 parts:

(@) The very low ratesin the first 3 brackets are left unchanged.

(5) In the brackets above the third bracket there is provided a

net decrense in the present net Federal rate (i.e., the Federal rate

after the State tax credit) further modified as described below.

(¢) To temper the steep progressivity of rates in the middle

estate brackets a further structural change is introduced in the

size of the brackets from $40,000 to $500,000,

The final rates were rounded. The details of the structurnl revision are

shown below:

Rate after

basic 20

percent of

net Federsl

Present  tax'’ reduc- Structural

Taxable estate bracket (in thousands of dollars) nate tion change Now rate
18 Ha............ . 14
2 13.0 ) 16
2 20.2 -4 16
2 2.6 -5 18
s om0 3 2
0 .2 0 24
' - R
3 ;&9 0 29
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Overall exemption
_Under present law a lifetime gift tnx exmtion of $30,000 is pro-
vided plus an estate tax exemption of $60,000. The entire estate tax
exemption is available regardiess of the extent to which the gift tax
exemption may or may not have been used. In addition, there is a 5§0-
K:rcent exemption (“marital deduction”) for all property transferred
tween spouses.

The unified transfer tax proposal would replace this structure
with an overall exemption of $80,000 plus a complote exemption for
transfers between spouses. The overall $60,000 exemption could be used
:igninst lifetime or denthtime transfers at-the option of the taxpayer.

o the extent that the exemption is not used during lifetime it would be
applied agninst transfers at death., Although the single $60,000 exemp-
tion is less than the total $00,000 combined lifetime and denthtime
exemptions under present. law, this effect is more than offset by the
raising of the marital deduction from 50 to 100 percent. Table 8 demon-
strates the Forcentnge change in tax due that would resnlt from

unifieation of the estate and gift taxes under a $60,000 exemption.
TABLE 3.—TAX CHANGE DUE TO UNIFICATION UNDER A $50,000 EXEMPTION, ALL DECEDENTS
Unification
Percent of Percent of
Gross transfer class (in thousands of dollars) tox transfer
BOIOW 100, ..o e eeeeee et aee e e ee e e e e e eaean .0 0.05
100t 150, 7 .
g& B0200.....ccceeeeceeeiocercoreeseeeseresscsosconsoncasnrennnnsennneonen 6. .
£0.300, oo X .
30080 400, Y ¥ |
8008 800, ) .
8000 750-0000 o someommm e s ee e . Lk
zso 00 000, o nee . .
,000 ™ 3 1.
1,500 X 1
5o . ¥
5, A 2.5
Over 10, 1, il

Unlimited marital deduction

Under present. law, a special deduction is permitted both for estate
and gift tax purposes for transfers of property from one spouse to
another, This deduction is commonly referred to as the “marital de-
duction.” However, there are limitations on the amount of the deduc-
tion which may be claimed ; in the case of the gift tax the deduction may
not exceed one-half of the amount transferred, and the case of the estate
tax the deduction is limited to one-half of the adjusted gross estate.
Thus, generally, one spouse may transfer up to one-half of his prop-
erty to the other spouse free of tax.

n order for a transfer from one spouse to another to qualify for the
marital deduction under present law, several tests must be met. On
a transfer at death, the property must be transferred directly from the
decendent to his surviving spouse; the value of the property must be
included in the decedent’s taxable estate; and she must be given out-
right ownership (or its equivalent) over the property. These rules
have curtailed the use of some natural forms of transfers between
spouses, For example, a transfer of property from a husband to his
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wife with income payable to her for life, and upon her death all re-
maining property to their children, does not qualify for the marital
deduction and is taxed in the husband’s estate. In addition, because the
deduction is limited to 50 percent of the ndjusted gross estate, highly
complex drafting arrangements have developed and are used in many
estates to insure that no move property than the exact amount. needed
to utilize the marital deduetion passes to the surviving spouse. The
result of overquulifying is to leave property in a way in which it is
taxable in the surviving spouse’s estate without a corresponding deduc-
tion in the first decedent’s estate. The limited marital deduction also
creates problems in cases where property is jointly owned by a hushand
and wi%e. Under present law, generally, the sponse furnishing the
funds has made a taxable gift to the o{her. Yet most. husbands and
wives really consider the property to be “owrs” from the time of its
nc?uisition since it was acquired with family funds.

t does not appear, then, that transfers of property between husband
and wife are appropriate occasions for imposm‘.z tax. An especially
difficult burden may be imposed by the tax when property passes
to o widow, particularly if there are minor children, The pres-
ent system of taxing transfers between spouses does not accord with the
common understanding of most hushands and wives that the property
they have accumulated is “ours.” Furthermore, the distinctions drawn
by existing law between transfers which qualify for the marital de-
duction and those which do not qualify have genernted drafting com-

lexities, artificial limitations upon “dispositions, and considerable

it;gution.
n order to reduce the tax burden in the case of small- and medium-
sized estates, where the property on the denth of the husband must
usually provide for the widow and children, to provide flexibility in
the planning of transfers between spouses and to reduce complexity,
it is proposed that—
the present 50-percent limitation should be removed entirely and
replaced by an unlimited marital deduction to permit almost all
transfers of property between spouses to be tax free;
present restrictions upon the types of interests which quality
for the marital deduction should be liberalized ;
spouses should be given the power to determine the extent to
which they wish the marital deduction to apply and, thus, the
extent to which the transferred property wih be subject to tax
upon subsequent disposition by the transferee spouse.

Under the unified transfer tax there will be an exemption from taxa-
tion for the full amount of any property that passes to o spouse,
cither during the life of the transferor spouse or at. his or her death,
However, property received by the transferee spouse will, of conrse,
become part of his or her taxable estate, unless consumed.

The proposals for modifying the marital deduction rules will benefit
a number of family situations:

(1) The most important case is the one in which it is expected that
the surviving spouse will consume part of the capital which she in-
herits to provide for herself and the children. This would ordinarily
be expected where the estate is modest in size or where the widow wiil
face heavy financial demands for educating the children.
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In these cases the first spouse to die (typically the husband) leaves
his entire estate outright to the spouse. Under present law, only half
is deductible, and any part of the estate left at the wife’s death is
fully taxable when it is left to the children on her denth. In effect,
the estate is taxed twice, ns it passes down to the children, Typically,
this does not happen however in very large estates because the
husband can be certnin that his spouse will not need all of the estate,
Thus, he can leave ontright to the wife only an amount that will
:lgmlify for the marital deduction; and he can give the romainder either

irectly to the children or in a trust which will not be taxable on
tho wife’s death. Thus, in the estates of .wealthy married decedents
it is generally possible, under present law, to arrange things so that
the family estate is only tuxed once as it goes to the children, The un-
limited marital deduction will make this result possible even where
the husband now has to encounter a double tax becnuse the wife may
need the funds,

The importance of this case can be scen in table 4, which describes
the puttern of bequests among marvied decedents. Tt is clear that
married decedents in the lowest estate size class leave outright to the
spouse very large amounts in excess of what can be deducted under
the 50-percent marital deduction, In the largest estate class the amount
left outright to the spouse in excess of the amounts passing under the
marital deduction is small. It is only outright bequests to spouses that
are, under present law, subject to tax on the death of the surviving
spotse, '

(2) The proposal for the unlimited marital deduction, as it npglies
to the gift tax, will be of advantage where the poorer spouse dies first.
Under present. Inw, the minimum tax is paid if the estate is split equally
between husband and wife for tax purposes by, for example, .
taking a 50-percent marital deduction on the estate of the first to die,
paying tax on half, and then paying tax on the other half at the death
of the survivor, (The combined tax on two half million dollar estates
is $253,000, and the tax on one $1 million estate is $303,200.) )

This tax saving is lost (except in a community property State) if
the poorer spouse dies first. It could be preserved by giving half the
property to the poorer spouse during life but under present law the
gift tax marital deduction (which is limited to half of the actual gift
to the spouse) wounld involve a tax penalty at the time of gift. The
proposal would permit a married couple to so arrange their property
holdings that there would be no tax penalty arising from the order of
their death. This would also remove an undesirable discrimination
between common law and community property States because there is
already an unlimited exemption from interspousal “transfers” re-
sulting from creation of community rights,

(3) Another benefit of the proposal arises from the extention of the
deduction to all life interests given to the spouse. Under present law,
if property is left so that the income of the property goes to the
spouse the bequest only qualifies for the marital deduction if the spouse
hag such control over the property underlying her income interest that
it can be considered her property (and taxable at her death). A hus-
band may want to leave the income from his nropertv to his wife but
make sure that the property goes on her death to the children, Ordi-
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narily this would imply that the wife has no control over the underly-
ing property and thus the bequest would not qualify under present law
for the marital deduction. It is not of significant concern, however,
to the Federal Government whether the husband or the wife makes
the decision as to who gets the property ultimately. The substance of
the proposal therefore is to let an income interest to the surviving
spouse qualify for the marital deduction whether or not the spouse
controls the underlying gro erty so long as it is agreed that the prop-
ertry will be taxed on the death of the spouse.

n substance, the Yroposal is designed to provide that property of
a married couple will be taxed once as it passes to the next generation,
not twice. This will result in some postponement of revenue in man
cases. An indication of this postponement is given in table 5 which
shows an estimate of the distribution of the period of survival of a
surviving widow. It will be seen that about half of widows survive
their husbands by 11 years or less. This means that in the early years
of the new provision there will be a significant revenue loss because in,
say, 1970 dying husbands will postpone tax; and the bulk of the dying
widows will have had husbands who died before 1970, By 1981, about
half of the widows dying will have had husbands who died after 1970,
and the Treasury will be “picking up” previously postponed tax to the
extent of about half of the postponement being extended with respect
to husbands dying in 1981.

There is also a permanent revenue loss due to the fact that much
property is now left outright to spouses in excess of the marital deduc-
tion (see table 4). This revenue loss is associated under the proposal
with removing the “double tax” as property moves from husband to

wife to children.
TABLE 4.—PATTERN OF BEQUESTS OF MARRIED DECEDENTS

Percent of adjusted gross estate

f

P%uwt.ﬂl {.t:

Outright spouse not
Gross transfer class Marital bequests  under marital Bequests to
(in thousands of dollars) deduction {o spouse deduction  spouse in trust

Bolow $300.......cceueurenraearncnananenns (] 7.5 X .
iaoo to*:?odoo .............................. 4o§ 55.0 %2? }22
1,000 and over.........oooooLli il 2.3 41 10.3
TABLE B.—Period of widows' surviving their husbands p .
ercent o

Yearls after husbands death: - - 10idows sury v‘;:
2 - 88
s S e m———————— e —mmemem—e————————————— 3
10 oo - —————————————————— - h4
20 ( - - - ———— 27
30 - 0

Norz.—This I8 based on data from matching estate tax returns. The data were smoothed.

Annual ewclusion

Present law contains an annual per donee exclusion intended to per-
mit relatively small gifts (e.g., Christmas and birthday gifts) to be
made free of tax. Thus, the first $3,000 of lifetime transfers to any
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person during each year is excluded from gift tax. This applies with
respect to ench donee, regardless of the number of donees.
he united transfer tax would continue the $3,000 annual per donee
exclusion for gifts of present interests. As under present law, a married
{)erson mar use his spouse’s exclusion with her consent, so that in effect
he annual per donee exclusion for n married person is $6,000.!

Taxable and nontaxable transfers—In general

Under the unified transfer tax the complexity of present law will be
largely eliminated and it will be possible to shift to an “easy-to-make-
a-complete-gift” rule as compared with the “hard-to-complete-gift”
rule under present law described above. This is so because under the
unified transfer tax the overall tax cost of transfers will be a]p})roxi-
mately the same regardless of whether they are made during lifetime
or at death. Since tﬁe excessive advantages under present law for life-
time gifts would be eliminated, the tax avoidance possibilities in at-
tempting to have an incom})lete transfer qualify as a completed life-
time gift would also be eliminated. Thus, transfers which under present
law are not sufficient to remove the subject property from the trans-
feror’s estate, may be treated as completed transfers under the unified
transfer tax.

Under the unified transfer tax, transfers, whether during lifetime or
at death, which are subject to a tax at the time of the initial transfer
are referred to as “included transfers.” Those dispositions which are
not taxable events at the time of the initial transfer are referred to as
“excluded transfers.” The treatment of the siﬂ\iﬁcant types of in-
cluded and excluded transfers is summarized below. The tax is im-
posed upon the ngfmgnte amount of lifetime transfers in each year;
at death the tax is levied against the aggregate amount of transfers at
death plus any transfers made during the calendar year of death. In
all cases the rate of tax would be determined by cumulating the current
transfers with transfers made in prior years,

Gifts in contemplation of death

Because of the very considerable transfer tax savings inherent in
lifetime gifts under present law, there is a natural incentive for per-
sons anticipating death to transfer all or most of their Rroperty before
death arrives in an effort to have the more favorable gift tax treatment
apply. Since such “deathbed transfers” are considered a form of tax
avoidance, present law contains a rule that all transfers made within
3 years of death are presumed to be made “in contemplation of death”
(unless it can be proven otherwise), and property transferred in con-
templation of death is included in the taxable estate (with a credit
allowed for any gift tax previously paid) although the amount of the
gift tax itself is excluded from the estate. This rule is difficult to apply
and has engendered considerable wasteful litigation over the motives
of decedents in an infinite variety of fact situations.

11t can be argued that $6,000 lnr donee {8 a larger amount than is necessrary to accom-
modate Christmas gifts and the llke, However, it i generally felt that it 1s appropriate to
vetain some incentive for lifetime transfers, The $6,000 exclusion that is available to a
married couple accomplishes this result in a manner that is simple for taxpnfers and 1s
easlly administrable for the Internal Revenue Service. Other methods of providing some
incentive for lifetime giving might, of course, be selected, but none appears to contain the
elements of simplicity an adminlstrative feasibility to the degree that inheres in the

annual exclusion.

334-8930 - 60 - pt, 3-8
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The “contemplation of death” rule can generally be dispensed with
under the unified transfer tax. Since there will be no significant ditfer-
ence in tax burden whether a transfer is during lifetime or at death,
the substantinl incentive under present law for making gifts in con-
templation of death is eliminated.

Life insurance

. Under present law the proceeds of a life insurance policy are
included in the taxable estate of the decedent if he was the owner of
the policy at the date of death. An insurance policy may be transferred
by the insured (so as to remove the proceeds from his estate on denth)
during his lifetime by transferring all of the incidents of ownership
in the policy. At the time of such a transfer a gift tax is imposed on
the then interpolated terminal reserve value of the policy. These rules
would not be changed. However, present rules regarding the trentment
of the proceeds of life insurance transferred in contemplation of death
would be modified.

Although unification of the estate and gift taxes substantially elimi-
nates the problem of gifts in contemplation of death, there still remaing
opportunity for tax avoidance in the case of “death-bed” transfers of
life insurance. This is because the face amount of a life insurance pol-
icy, which would be taxed in the insured’s estate, is usually greater than
the interpolnted terminal reserve value upon which the transfer tax is
based if the policy is transferred by gift. Under present law, if a per-
son transfers ownership of an insurance policy on his life within 3
years prior to his death, the transfer is treated asa gift in contemplation
of death. This rule would be retained under the unified transfer tax.

Under present law, if the insured transfers all of the incidents of
ownership of a policy on his life, but continues to pay the premiums
on the policy, the portion of the insurance proceeds attributable to
premiums paid by the insured during the 3 years preceding his death
is includable in the insured’s estate. Such portion is computed under
present rules by applying a ratio cqual to the ratio of premiums paid
during the 3 years J)receding death to the total premiums paid on the
policy. This method of computation, however, does not properly reflect
what any given life insurance premium pays for. In order to more
properly reflect the economic character of a life insurance policy,
resent. rules would be modified to provide that, in addition to the

ifetime transfer tax, the deathtime transfer tax will be imposed upon
the portion of life insurance proceeds equal to the increase in cash
value of the policy resulting from premiwms paid during the 3 years
preceding death plus the difference between the face amount of the
policy and its cash value at date of death.

Powers of appointment

The possession by a person of a right to designate the disposition
of property which he himself does not own is referred to as a “power
of appointment” over the property. Under present law if a power of
appointment is sufficiently broad so that the power holder is able to
appoint to himself or his creditors (known as n “general” power of
appointment), his beneficial interest in the property is considered
sufficient to justify his being treated as the owner of the property.
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Thus, any exercise, lapse, release or terminntion of such a power is
treated as n taxable transfer, These rules will remain essentinlly
unchanged under the unified transfer tax.

Joint ownership

Under present law a transfer of a fractional interest in property is
subject to gift tax upon the value of the interest transferred, If the
joint interest created involves an indestructible right of survivorship
(i.e,, when one joint owner dics the other(s) takes over the decedent’s
interest) the vniue of the gift requires consideration of the relative life
expectancies of the coowners, Upon the denth of a joint owner under

resent law there is included in his gross estate that portion of the

ointly held property corresponding to the portion whic‘n the decedent
supplied of the original consideration for the acquisition of the prop-
erty. A credit is allowed for any 'gi ft tax {mid by the decedent upon the
creation of the joint ownership. These rules of present law are unneces-
sarily complex and often difficult to apply. There are significant
tracing problems involved in determining the portion of consideration
which n decedent had furnished in the purchase of jointly held prop-
erty pn}rticulnrly where the purchase may have been many years prior
to death.

Under the unified transfer tax, as under present law, a tax will be
imposed upon the creation of a joint interest in another person, to the
extent that the value of such interest exceeds any consideration paid
by the donee. In the case of a joint interest with right of survivorship,
upon the death of a joint owner the passage of his interest to the sur-
vivor(s) is treated as an included transfer of the then value of his
interest, The fractional portion and value of all joint interests are
congidered equal (regardless of life expectancies) unless otherwise
specified by the creator(s) or controlling local law.

When a joint ownership arrangement is established under which
either of the coowners may unilaterally draw down the entire value of
the property (e.g., a joint bank account) there is no included transfer
at that time since the one who furnishes the consideration for such an
arrangement can unilaterally draw back to himself the entire joint
interest, and, thus, there has been no completed gift. It should be noted
that under the unlimited marital deduction there would be no transfer
tax consequences, in the case of a joint ownership between husband
and wife, upon its creation or upon the death of the first joint owner

to die.

Employee death benefits

Under ~]present law employee death benefits under a qualified pension
plan, to the extent such benefits stem from employer contributions, are
excluded from estate and gift taxation as long as they are not paid to
the employee or his estate. There is no justification for this preferred
tax ]tlifntment. for an asset that clenrly is part of the decedent’s total
wealth.

Under the unified transfer tax this exclusion would be eliminated
and the employee would be {reated as having made a deathtime trans-
fer to the person receiving the benefits. An irrevocable inter vivos des-
ignation by the employes of the beneficiaries to receive employee
death benefits will not be treated as an included transfer at the time
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of designation; an included transfer will occur only upon the em-
ployee’s death. Under the 100-percent marital deduction the effect
of treating employee death benefits as a deathtime transfer is sig-
nificant only when the benefits are received by someone other than
the employee’s spouse.
Transfers with current beneficial enjoyment retained
Under present law, an irrevocable transfer under which the trans-
feror retains the right to current beneficial enjoyment for some limited
riod of time, such as his life, is treated as a transfer of a future
Interest which may be subjected to a gift tax, If the transferor still
has the right to the current beneficial enjoyment when he dies, the
full value of the property in ‘which his retained interest existed is
includable in his gross estate for estate tax purposes, with a credit
allowed against the estate tax for the gift tax previously paid.
The unified transfer tax would simplify existing law by providing
that a tax would be imposed only once, when the current beneficial en-
joyment terminates. Thus, a transfer under which the transferor re-
tains the current beneficial enjoyment is treated as an excluded trans-
fer. The situation is viewed as if there had heen no transfer at all;
the transfer, in effect, does not take place until the current beneficial
enjoyment terminates by death, lapse of time, transfer, or the occur-
rence of some contingency. If, however, the transferor wishes to pay the
tax at the time of the initial transfer on the basis of the then value of
the property he may elect to do so and the property would not again
be subject to tax upon the termination of current beneficial enjoyment.
Ewample—If A transfers certain pro ertﬁ in trust to pay the in-
come to A for his life, then the principal to B, the transfer would be
an excluded transfer since A has retained beneficial enjoyment. When
A dies there is an included transfer from A to B, the property being
valued as of A’s death, However, A may elect to have the initial trans-
fer in trust treated as an included transfer, If such an election were
made there would not be an included transfer upon A’s death. If the
transfer in trust were for A’s spouse for her life, then to B, there would
be no tax upon the spouse’s taking benefioial enjoyment, but when she
died there would be an included transfer from her to B.

Transfers with reversionary interest retained

Under present law, some transfers under which the transferor retains
a reversionary interest are not treated as completed transfers. At the
time such a transfer is made a gift tax is imposed upon the value of the
enti::sfm rty reduced by the value of the transferor’s reversionary
interest. If, at the time of death, the value of the reversionary interest
exceeds 5 percent of the value of the property and beneficial enjoyment
of the property is conditioned upon survival of the decedent, the entire
value of the property at death is included in the decedent’s gross estate
with a credit allowed for the gift tax previously paid.

Under the unified transfer tax the treatment of transfers with
retained reversionary interests is greatly simplified. If the reversionary
interest is a contingent interest (i.e., the property will revert back to
the transferor only if some contingency is satisfied) then the full value
of the property will be taxed as an included transfer at the time of
transfer. IT the reversionary interest is not contingent but the property
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i8 certain to revert at some future date, then only the interests which

recede the retained reversionary interest will be treated as included
ransfers, The reversionary interest and any interest which may follow
it will be excluded transfers at the time of the initial conveyance.

Ezample 1.—A makes a transfer in trust, the income to be paid to B
for B’s life, then if A survives B, to A for A’s life, then the principal
togoto C. If A dies before B, the beneficial enjoyment (i.e., the income)
from the property will not revert to A, Thus, A’s reversionary interest
is a contingent interest, and the entire amount of the property trans-
ferred by A isan included transfer,

Ezample 8—A transfers ;;royerty in trust, the income to be paid
to B for 10 years, then the principal to revert back to A and his heirs.
Since the property is certain to revert back to A (or to his heirs if he
should die) after 10 years (i.e., there is no contingency), only the
10-year interest in B 1s taxed as an included transfer at the time of
the initial transfer. '

T'ransfers with power of appointinent retained

Under the unified transfer tax a transfer with power of appoint-
ment retained will be a completed gift (i.., an included transfer)
except to the extent that the transferor will be certain to be treated
as the owner of the transferred pggerty (under the rules described
above) when the power is exercised, released, allowed to lapse, or
terminated. Many lifetime transfers that are not compl ones
under present law would be completed ones under this proposal. For
example, under present law a transfer under which the transferor re-
tains the power to designate who may enjoy the benefits of the trans-
fer, even though he cannot benefit himself by any exercise of the
power, is not a completed gift for Federal gift tax purposes. This
change can be made under u unified tax system because treating such
lifetime transfers as completed ones does not permit any significant
tax avoidance,

Disclaimers

It not infrequently happens that a person named in a decedent’s
will to receive certain property does not wish to receive the px;?erty
and disclaims the transfer. Bequests are often disclaimed in order to
lessen the overall tax impact on the estate. For example, under present
law if the child of a_decedent disclaims his bequest in favor of the
widow, in general, the estate tax liability would be reduced since
50 percent of the property going to a surviving spouse is exempt
under the marital deduction.

Under the unified transfer tax rules governing disclaimers of trans-
ferred interests will be more specifically detailed than in present
law, A transferee will be entitled to disclaim all or part of an interest
within 15 months after the transfer, or within 6 months after he
learns of the transfer, which ever period ends later, if he has not
knowingly ‘accepted any benefits from or exercised control over the
property. No tax will be incurred as the result of a disclaimer satie-
fying these tests. The property interest will be treated as having
passed from the original transferor to the person taking by virtue
of the disclaimer, which person may be named by the transferor or
by local law, in the absence of direction by the transferor. The dis-
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claiming party, in the absence of n controlling provision in the gov-
erning instrument, will be permitted to disclaim in favor of a per-
son to whom the original transferor could have made an excluded
transfer, i.e,, the surviving spouse or an orphan of the original trans-
feror, or a qualified charitable organization, In such cases the prop-
erty interest will be treated as having passed from the original trans.
feror to the person taking by virtue of the disclnimer.

Orphan exclusion

A transfer at death to any orphan child of the decedent under age
21 will be nontaxable to the extent it does not exceed an amount equal
to $3,000 multiplied by the number of years remaining until the child
reaches age 21. There is no such exclusion under present law.

Chavritable transfers

Under present. law, outright transfers to charity are exempt from
estate and gift tax, I-I’owever, many transfers to charity involve split-
ting the interest in the property transferred between a charity and

rivate persons, usually a member of the transferor's family. Abuses
1ave arisen from the use of split interest transfers and considerable
litig;a't ion has resulted.

Present rules provide that, in the case of split interest transfers, the
income beneficiary's interest is to be valued on the assumption that
the property will be invested to yield 314 percent interest per year.
Obviously, the actual investment experience will rarely correspond to
the 314 percent assumption, Abuses have arisen because of this fact.
For example, assume a charity is the income beneficiary for a specified
term, the property then to go to the transferor's grandchildren, The
transfer is exempt for gift tax purposes to the extent of the value of
the charity’s interest, which is based on an assumed 315 percent return,
But if the property 1s invested to maximize growth for the benefit of
the transferor's grandchildren, then the charity will in fact get less
than assumed. The result is that the transferor has paid less gift
tax than he should have. If the charity gets the remainder and an
individual has the income interest, then the abuse possibility is the
reverse, i.e., the pro‘)erfy can be invested to maximize the income yield,
even at the risk of the principal. Agnin, a deduction for the charitable
transfer has been permitted in a greater amount than in fact goes to
charity. Another problem in cases where the charity has the remainder
interest arises where discretionary powers are granted to divert. prin-
cipal from the charity to-the income beneficiary under specified con-
ditions, A great deal of litigation has been engendered under present
rulestto determine if such powers in fact reduce the charitable interest
or not,

In general, under the proposal, a transfer of a property interest to
a charity istax free if the amount of the interest transferred to charity
can be measured with certainty at the time of the transfer. Thus, out-
:ight transfers to charity will continue to be not subject to the transfer

ax.
However, where a transfer creates split interests (e.g., a trust to pay
the income to the transferor’s son for life, with the remainder to the
X charity or vice versa), the portion going to the charity will qualife
forthe exemption only if— -
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(1) the income beneficiary receives an outright annuity (stated
in terms of a fixed annual dollar amount or a fixed percentage
(f)f t)he fair market value of the property at the time of the trans.

er) ; or ‘

(2) the governing instrument provides that the transferred
i!m)perty is to be valued annually, and a fixed percentage of the

nir market value of the property on each valiintion date is to
be distributed to the income beneficiary. The required distribu-
tion is to be made first from income and then from corpus. To
insure that fair market values will be determined objectively,
in the case of lifetime transfers the donor will be subject to a
10-year waiver of the statute of limifations with respect to assess-
ment of tax on the transfer. In the case of deathtime transfers,
the trustee or other person determining fair market value must
be independent of the beneficinries of the transfer. )

Only split interest transfers satisfying one of the above tests will
qualify for the charitable exemption. Aﬁother types of split interest
transfers will be subject to the transfer tax even though a charity
may be a potentinl beneficiary. Thus, for example, if there exists an
contingency which could result in the defeat of the charitable interest,
or a power to divert the property to or for the benefit of someone other
than the charity, the above tests are not met and the transfer does
not qualify for the exemption. Also, in cases where the charity has
only an income interest, and the period of the charity’s interest is
measured by the life of any person, no charitable exemption is allowed.
The purpose of these rules is to insure that the charity will in fact
receive n specified and determinable amount. These provisions will
correct abuses noted above that have arisen in this area.

As a final guarantee of the integrity of gifts of income interests
to charity, a rule will be provided that the exclusion will not be avail-
able if the value of the income interest passing to charity exceeds
60 percent of the value of the property transferred. This rule is de-
signed to insure that the charity will in fact receive the full amount
of its specified interest, For example, unless such a rule were imposed
. the donor could provide an annuity to a charity, the remainder to his
family, but limit the contribution to the trust to the discounted amount
necessary to fund the charity’s interest only. Thus the donor would
be claiming a deduction for the entire amount transferred to the trust
since the actuarinl value of the remainder interest would be zero. The
trust could then invest in highly speculative property which, if it
increased in value, would benefit the family, but if it became valueless,
the charity only would lose. Nevertheless, the donor would have
received n deduction for the full value of the speculative property.
Eliminating the deduction where the intervening interest of the
charity is more than 80 percent of the amount. transferred in trust
protects the charitable interest by providing a deterrent to what are
essentinlly gambling arrangements where the charity has nothing to
gain and may well lose,

The rules for treatment of transfers to charity under the unified
transfer tax basically follow the proposal setting forth the rules for
deductibility of charity contributions for income tax putposes.
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Oredits

Asunder present law, the unified transfer tax proposal provides that
the transfer tax imposed upon death may be reduced by any state or
foreign death taxes paid with respect to property upon which Fed-
eral transfer tax is payable, subject to the limitations which apply
under present law,

Deduotions

The same deductions which are allowed under present law to reduce
the gross estate are allowed under the unified transfer tax in reduc-
tion of the aggregate amount of transfers at death. These deductions
include funeral expenses, administration expenses, clnims against the
decedent’s estate and e(s)oatdeath casualty losses, As under present law,
amounts which are deductible for income tax purposes as well as under
lt)h% tr‘;"&f&f tax may be deducted for purposes of one tax or the other,

ut no .

Effective date and transition rules

The rules of the unified transfer tax will become effective on Jan-
uary 1, 1970, Each individual will be entitled to a $60,000 lifetime
exclusion which may be applied agninst any transfers made nfter
December 31, 1069, regardless of his age or the total lifetime gifts
made under present law prior to that date.

For I;)elél*poseas of determining the rate bracket applicable to transfer
after December 31, 1969, all transfers after December 31, 1068, which
would be taxable under the unified transfer tax, will be counted as
transfers under the unified transfer tax (and tims cumulated with
transfers made after December 31, 1069), even though such transfers
will be taxed under the rules of present faw.

VIII-B. UNLIMITED MARITAL DEDUCTION AND
UNIFICATION OF ESTATE AND GIFT TAXES

TrouNicar, EXPLANATION
TAX TMPOSED AND LIABILITY THEREFOR

1. General summary

Lifetime and deathtime transfers by gift are tuxable under present
law. However, different sets of rates apply to lifetime and deathtime
transfers. Under the unified transfer tax o single, cumulative tax will
be imposed on all transfers by gift, whether durin&; lifetime or at
death, except for those which are specifically excluded. A single set of
rates will up}}ly, as explained in section 3 below. Most important among
the classes of transfers specifically excluded from the unified transfer
tax are transfers to a spouse, Thus, all interspousal transfers, whether
at death or by gift, will be tax-free (that is, a 100-percent marital
deduction). Under present law the marital deduction is limited to
50 percent of the adjusted gross estate (or 50 percent of the gift in the
case of lifetime transfers). .

As a supplement to the unified transfer tax, appreciation on assets
transferred at dsath or by gift will be subject to income tax as long-
. term capital gain and the transferee will take a basis equal to the fair
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market value at the time of the transfer.' Under present law, in the
case of gifts, taxation of the appreciation is deferred by assigning a
carryover basis to the transferee, In the cnse of transfers at death such
ap[):recmtjon escapes income tax altogether. Special provisions are
included in the unified transfer tax groposal to help provide li%uidity
for the g:tyment of capital gain and transfer taxes upon death.t

As a further integral {:art of the unified transfer tax structure, a
substitute tax will be
transfers.

2. Imposition of wnified transfer taw

The tax will be imposed upon the aggregate amount of lifetime trans-
fers during the calendar year, except for the calendar year of death.
Upon death a tax will be imposed upon the aggregate of Yro rty pass-
ing at death plus any property transferred during the calendar year of
death. In all cases the rate would be determined by cumulating the cur-
rent transfers with prior transfers,

The tax will be imposed upon the fair market value of the property
transferred, including in the case of lifetime transfers the amount of
the Federal transfer tax incurred on the transfer, which is an integral
part of the making of the gift, Under present law the tax upon lifetime
gifts is based upon the fair market value of the Froperty transferred
exclusive of any gift tax, However, in the case of testamentary trans-
fers, the present estate tax is imposed on the full value of the propert
in the estate, including that portion used to pay the estate tax imposed.
Under the unified transfer tax this difference in treatment between life-
time gifts and testamentary transfers is eliminated by “grossing up”
the fair market value of lifetime gifts, thus causing the transfer tax in
effect to be paid out of the property taxed, as is the case with testa-
mentary transfers. A table would be provided showing the amount of
the grossed-up transfer in order that taxpayers will not be burdened
with complex calculations,

Fair market value will be determined as of the date of transfer in the
case of lifetime gifts. Generally, in the case of property passing upon
death, the value will be determined as of the date of death or 1 year
lamthe alternative valuation date), as under present law. The value
E: upon an included transfer in a transfer tax return required to

filed cannot be questioned for any purpose after the applicable pe-
riod of limitations with respect to such return has expired. Under a
unified tax system, where the tax rate applicable to transfers on death
depends on the rate bracket already attained by lifetime transfers, any
change in the valuation of lifetime included transfers affects the deter-
mination of the rate bracket for deathtime transfers, Under the present
dual-tax system, although a change in the valuation of prior gifts
affects the rate bracket as to subsequent gifts, it does not affect the rate
applicable to transfers on death.

3. Rate of taw
Saz Unified bracket rate—As under‘gresent law, the tax rate bracket
on lifetime transfers each year will be based upon the cumulative life-

mposed upon certain generation-skipping

1 Income tax on capital gain at death is fully discussed in VIII-A,
3 The If ulfiitg' pcr‘oehlon‘:nre tully dlscnms in VIII-D.
Iscussion of the substitute tax on generation-skipping transfers is contained .

s Full
in VITI-C.
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time total of such transfers. In determining the cumulative total of
lifetime transfers at the beginning of each year, the amount of a trans-
fer shall be determined under the gross-up principle described aboves
that is, the net amount received by the transferee plus the net Federal
transfer tax imposed on the transfer., )
Under present law, the bracket rate applicable to transfers at death is
based solely upon the aggregate of property passing at death (that is,
the gross estate) and is entirely independent of the aggre%nte amount
of lifetime transfers, Under the unified transfer tax, the bracket rate
upon transfers at death is based upon grevious aggregate lifetime
transfers, This is the essence of the unified transfer tax system.
©(b) Realinement of rate schedule.—There is widespread criticism of
the rresent structure of estate tax rates. The rate progression is exces-
sively steep within the estate tax brackets up to $J(’), (moving from
3 to 25 percent) and is not steep enough in the brackets from $50,000
(28 e(;i)ercent) to $500,000 (32 l)ercent). The unified transfer tax rate
schedule incorporates a general reduction from present estate tax rates
of about 20 percent. In addition, realinement is made of the rate
brackets, designed to produce a more e(‘uitable progression. The new
unified rate will become effective immedintely with respect to lifetime
transfers and will be instituted gradually \n month-to-month steps
over a 10-year period with respect to transfers taking place upon death,
The following table shows the entire proposed final unified transfer
tax rate structure, after completion of the 10-year transition period,
compared with the present estate tax rate structure:

PROPOSED TRANSFER TAX RATES
m )] ) ()
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4. Credits

(o) State and foreign death taxzes—As under present law, the
transfer tax imposed upon death may be reduced by any State or
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foreig}n death taxes paid with respect to property upon which Federal
transter tax is payable, subject to the maximum limitations which
apply under present law,

Fb}' Credit for taw on prior transfers—Under present law, if a
decedent acquired property from a prior decedent whose death occurs
within 10 years before (or 2 years after) the death of the decedent,
the decedent’s estate is allowed a credit against its estate tax for the
estate tax 'lpald by the prior decedent’s estate upon the transferred
Eroperty. he amount of the credit diminishes by 20 percent for each

ears intervening between the death of the two decedents,

his rule is designed to ameliorate the burden of taxation which
would result from subjecting the same property to multiple transfer
taxes within a relatively brief timespan., The situation which gives
rise to the most concern occurs upon the early death of a surviving
spouse, thereby u‘ndulﬁtaxing the marital wealth which passes to the
issue of the marriage. However, since the unified transfer tax proposal
includes a provision for an unlimited marital deduction, this problem
is eliminated, since no tax need be paid on the death of the spouse
first to die. The remaining situations in which two transfer taxes will
be levied on successive denths occurring within a brief period of time
do not involve patterns of disposition which warrant special relief.

Thus, the present credit for tax on prior transfers is eliminated.
However, the credit provisions of existing law will be retained in cases
of property held by a surviving spouse which was received on the
denth of the decedent spouse, and which was subject to estate tax under
existing law. Hence, after 10 years the present credit will be fully

eliminated.

5. Liability for tax

In general, liability for the payment of transfer taxes will be upon
the donor in the case of lifetime transfers and upon the donor’s per-
sonal representative in the case of transfers at death, as under present
law. Special rules are provided with respect to liability in cases where
the time for payment of the deathtime transfer tax is postponed in
order to avoid the forced sale of a closely held business.® .

In the cases of certain lifetime transfers by one spouse which are
. deemed to have been made by the nondonor spouse under the tax-free
interspousal transfer rules, the liability for the tax may be joint and
several, or the tax may be collectible only out of the property trans-
ferred, depending upon the particular situation.® . .

A special rule is provided to protect personal representatives against
personal liability which could arise under the unified transfer tax
system as a result of a later discovery of unreported lifetime transfers,
which would produce an increase in the aggregate amount of lifetime
. transfers and thus cause an increase in the rate applicable to aggregate

transfers at death. After 40 months ' from the transferor’s death no

rsonal representative may be held personally liable for any death-
ime transfer tax deficiency which results from an increase in the rate

8 This matter is fully dlscu in VII1-D,

¢ These situations are more fully described hereinatter,

'f 40-month Porlod 8 used (rather than 3 years) lmordor to asstire that ex re to
Hability does not terminate prior to the termination of the period within which ngnu used
{P mt‘l:s (L“md.:gt"u.tbr::l:fer tax return for the year preceding the year of death may be ques-
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bracket resultin%‘ from improperly reported or unreported lifetime
transfers of which he had no actual knowledge, except to the extent of

roperty transferred by the decedent which is under the representa-
ive’s control at the time he is notified by the Government of the
deficiency. The onl{‘ requirement to establish absence of actual knowl-
edge is a showing that all Jifetime transfer tax returns were examined
and no underpayments discovered. The fiduciary will be deemed to
have examined all transfer tax returns if he (1) requests in writing all
such returns from the Internal Revenue Service, and (2) examines all
such returns which the Service supplies within 8 months after receiving

the request.

6. Returns

The present gift and estate tax return requirements are essentially
retained in the unified transfer tax ?roposal. Thus, any individual
who during a calendar year makes a gift of a future interest or makes
outr(i)ggt gifts which total in excess of the annual per-donee exclusion
{ ,000) to any recipient must file a transfer tax return for such year.

n the case of a decedent, a return must be filed if the aggregate amount
of transfers at death together with the aggregate amount of all life-
time transfers (in excess of the annual per-donee exclusion) total more
than $60,000, the amount of the overall exemption,

Under present law a nondonor spouse is permitted to treat up to
one-half of a donor spouse’s gift as having been made by such non-
donor spouse, that is, “gifbsplittinﬁ.” If the total gifts by a donor
spouse under existing law exceed the amount of the donor spouse’s
annual exclusion ($3,000) then, even if the nondonor spouse elects to
gift-split and thus reduce the donor spouse’s gift to an amount less
than the annual exclusion, a return must be filed by the donor spouse
to show the gift-splitting election,

This filing requirement is retained in the unified transfer tax, Thus,
a transfer tax return must be filed for any year in which transfers by
one spouse to any one recipient exceed $3,000, regardless of whether
the nondonor spouse elects to split the gift with the other spouse,

INCLUDED TRANSFERS

1. General
Under present law a gift tax is imposed on an annual basis upon the
aggmgate amount of gifts made during the taxable year. Gifts up to
$3,000 to each donee are excluded, a lifetime exemption of $30,000 is
allowed, and a 50 percent marital deduction is allowed against gifts
to a spouse. Those transfers which are subject to tax are referred to as
“taxable gifts.” An estate tax is imposed upon the total amount of
roperty passing at death, reduced by the estate tax exemption of
560,000, and by certain exclusions and deductions, including the 50
percent marital deduction,
As under present law, the unified transfer tax is imposed upon com-
pleted transactions in which the owner of & particular property interest
dis of all or part of his beneficial ownership. Those transfers -
which are subject to tax at the time of initial transfer are classified as
“included transfers;” those dispositions which are not taxable events at
such time are “excluded transfers.” The tax is based upon value of life-
time transfers in each year, “grossed-up” as explained hereinabove. A¢
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death the tax is based upon the nggregate value of property passing
from the decedent by reason of his death, The rate applicable to trans-
fers at death takes into nccount prior lifetinie transfers.

8. Included transfers defined

(@) Beneficial interests.—A transfer by the beneficial owner of a
property interest of all or part of the interest is an included transfer
subject to tax, unless it is one of the excluded transfers set forth below.
A transfer takes place upon any disposition of a f)ropert interest
whether by lifetime transfer or at death, and regardless of the method
by which the transfer is effected, for example, by will or by statutory
rules of intestate succession, Property interests subject to tax include
all types of property and all forms of ownership interests therein,

(b) Powers of appointment—Under present law, a distinction for
sstate and gift tax purposes is made between general and special
powers of appointment, The exercise, release, lapse, or termination of
a general power of appointment, that is, one that is exercisable by the
powerholder in favor of himself, his estate, his creditors, or creditors
of his estate, is subject to tnx. On the other hand, a special power of
appointment, that is, one which may not be exercisable by the power-
holder in favor of one or more of the above-named class, is not so taxed,
_ The present rules governing powers of appointment will be retained
in the unified transfer tax proposal. A transfer tax will be imposed
on the partial or complete exercise, release, termination, or lapse of &

neral power of ap[]mintment (ns defined above) that is exercisable
~ by the powerholder alone or in conjunction with another who does not

have a substantial interest adverse to that of the powerholder. Where
a general power of appointment is exercisable jointly by two persons
in favor of each other, each shall be deemed the holder of a general
power over one-half of the ;;roperty sub{‘ect to the power. (As under
resent law, special rules will provide relief for powers created on or
fore October 21, 1042.) The partial or complete exercise, lapse, re-
lease, or termination of (1) a Feneml power of appointment (a) re-
quirinﬁ the joinder of one who has a substantial interest adverse to the
powerholder, or (b) which is limited by a reasonably fixed or ascer-
tainable standard, or (2) a special power of appointment, is not an
included transfer.,

A person may be given a noncumulative power to draw down for
his own benefit some stated amount annually. In each year, to the ex-
tent he does not withdraw the amount subject to the power, the power
lapses and the powerholder has made on included transfer of the
amount subject to the power. However, this rule shall apply to the
lapse of a power durin% any calendar year only to the exent that the

roperty which could have been appointed by the exercise of the
apsed power exceeded in value the greater of the following amounts:
$5,000 or 5 percent of the aggregate value, at the time of such lapse
of the assets out of which or the proceeds of which, the exercise of
;-he lapsed powers could be satisfied. This provision follows present
aw.
() Life insurance—The death of an insured is a transfer by him
of the proceeds of any insurance policy on his life if (a) the proceeds
are received by the insured’s executor or administrator; or () the
insured possessed at his death an incident of ownership with respect
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to such policy. (Present rules for determining what constitutes an
incident of ownership will be retained.)

Transfer of all of the incidents of ownership during life is an in-
cluded transfer. If the insured transfers some but less than all of the
incidents of ownership, this will not be an included transfer, and the
face amount of the policy will be treated as an included transfer upon
the death of the insured.

The insured may continue to pay the premiums on a transferred
policy of which he has made a completed transfer, and each premium
payment itself will constitute a gift. .

resent rules regarding the treatment of the ?roceeds of life insur-
ance transferred in contemplation of death would be modified. Under
current law, if the insured transfers all the incidents of ownership
of n policy on his life, but continues to pay the premiums thereon, a
transfer in contem',)lation of death of a part of the policy proceeds is
made because of the premium payments made during the 3 years
preceding death, The amount of the transfer includible in the decedent’s
estate is the proportion of the face amount of the J)olicy which the -
payment of premiums during the 8 years preceding death bears to the
total premiums paid under the policy. Thus, if the decedent has paid
15 premiums on a $10,000 policy which he had transferred durmg his
life, this rule values the transfer in contemplation of death at $2,000
(8/15 X $10,000).

There has been criticism of the present contemplation of death rules
because they do not reflect what any given life insurance premium pays
for. Each premium can be regarded as constituting three elements:
The annual increase in the cash value of the policy, a loading charge,
and the purchase of the protection element of the policy (essentially
1-year-term insurance). L )

In order to reflect the economic realities of life insurance, in
this regard, the contemplation of death rules as applied to life
insurance will be modified. If the insured transfers the incidents of
ownership of a policy but makes any premium payments during the
3 years preceding death, a transfer in contemplation of death of a
portion of the policy proceeds will be deemed to have been made. The
value of the transfer at death will be the increase in cash value in
the policy resulting from the premium payments so made plus the
difference between the face amount of the policy and its cash value
at date of death) the protection element of the policy). '

For example, assume an insured transferred a $10,000 policy to
his son more than 3 years prior to death and paid all premiums due
prior to his denth, At date of death the policy had a cash surrender
value of $5,000. Three years prior to death the policy had a cash value
of $4,600. Under this rule, $5,400 would be included in the decedent’s
gross estate—the $5,000 in term insurance protection purchased with
the last premium payment and the $400 increase in cash value occa~
sioned by the payment of the last three premiums.

Since term insurance generally has no cash value, each year's
premium is the purchase of the protection equal to the face amount of
the policy. Therefore, payment of a premium on a term policy within
the 8 years preceding death will be a transfer in contemplation of death
equal in value to the full face amount of the policy.
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Special rules will be provided to determine what constitutes the
payment of premiums by an insured for purposes of this rule. Gen-
orally, an insured will be treated as paying the premiums on a policy
if he, or his spouse, makes cash gifts or loans to the owner of the policy
during the 8 years preceding denth.

(d) Concurrent interests—Present law has certain unsatisfactory
complexities in dealing with the creation and maturing of concurrent
(joint ownership) interests in property, This proposal simplifies tax

treatment in this area.
(1) If the form of concurrent ownership created vests the entire

ownership in the surviving owner, but permits the coowners to take
down only a part or none of the interest during the {olnt lives of the
owners (e.g., tenancy by the entirety or joint tenancy), then under the

roposal the creator makes a transfer to the other concurrent owners
in the amount of the excess of his contribution over the amount of the
interest he retains, Each concurrent owner is treated as having an
equal undivided interest in the property unless their undivided shares
are in some other proportion under the terms of the transfer or con-
trolling local law, .

Under present law, the valuation of the gift made by the donor when
he creates a concurrent interest in himself and another with an
indestructible right of survivorship requires a calculation which takes
into account the ages of the donor and the other concurrent owner, In
other words, the younger of the two concurrent owners has a more
valuable interest in the concurrently held property than the older
because his chance of becoming the sole owner by the right of survivor-
ship is greater. This complication in valuing the interest of each con-
current owner is eliminated under the proposal, Under present law
there is an election given to the donor sponse under 1954 I.R.C, Section
2515 to treat the creation of a tenancy by the entirety (or joint
tenancy) in real property as a transfer for gft tax purposes, This
provision in present lnw hns been eliminated because the exclusion of
transfers by one spouse to another makes it unnecessary.

The concurrent owner who dies first makes a transfer at death under
the preposal only of that portion of the property that the decedent is
treated as owning at such time after the application of the foregoing
rules. Thus, in the case of & joint tenancy between two equal coowners,
there will be a transfer of only one-half of the jointly owned property
on the death of one of the owners, The consideration-furnished test of
present law is no longer necessary under the above rules, and has
g]eu?refore been discarded, except in the limited situation described

ow. . .

(2) If the form of ownership permits any one of the concurrent
owners to take down the entire interest during the joint lives of the
owners, as in the case of joint bank accounts or jointly owned Govern-
ment bonds, there is an excluded transfer at the time of the creation of
the transfer because the creator has retained the power to get back
what ha has transferred. The first owner to die makes a transfor
to the survivor of the portion of the interest corresponding to
the consideration he furnished to acquire the interest, g’urin the
joint lives of the owners, withdrawals by any coowner will be included
transfers to the extent that the aggregate of such withdrawals exceeds
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‘the consideration furnished by such coowner. Where there are more

than two coowners, & withdrawal which is treated as an included
transfer shall be treated as having been made by the nonwithdrawing
coownersin pros)ortion to the amounts each contributed.

The above rules may be illustrated by the following examples:

(A) A transfers an undivided one-half interest in Blackacre to B,
There is an included transfer of such one-half interest at the time of the
creation of the goint ownership. Any later disposition by A of his
retained one-half interest during lifetime or at death will be a transfer
at such time of such retained interest, . e

(B) A transfers Blackacre to A, B, and C as 2omt tenants with right
of survivorship. At the time of the creation of the interest A makes an
included transfer of one-third of the property each to B and C. If A
is the first of the three joint tenants to die, upon death he makes an
additional transfer of his one-third interest equally to B and C.

(C) A creates a joint bank account between A and B depositing
$10,000 therein, The creation of the joint account is an excluded trans-
fer since A has retained the right to draw down the full amount of the
account for his own benefit. If B makes a withdrawal of $5,000 during
the joint lives of A and B, an included transfer of that amount is made
from A to B. Upon the death of A there is an included transfer of the
balance of the account.

(D) A, B, and C created a joint checking nccount, A initially con-
tributes $10,000, B $20,000, and C $30,000, B withdraws $30,000 dur-
ing the joint lives of the owners, There is an included transfer of
$10,000 2$30,000-$20,000) to B. This transfer is deemed made
$2,800 by A’ ($10,000/$40,000), $7,500 by C (F30,000/$40,000). The
consideration furnished by A and C is reduced y the amounts deemed
to be transferred bgroeach. Thus, if A then withdraws $10,000, C makes

8 (ﬁ:ft to A of $2,500 ($10,000—8$7,5003 A’s consideration furnished as

adjusted for the gift to B).
here may be problems of tracing inherent. in the treatment of joint

bank accounts involving more than two joint owners, However, outside
of business or family arrangements, it is difficult to see that there is
any reason for widespread use of such accounts. Thus, the marital
exclusion, the nongift business situation, and the $3,000 annual per
donee exclusion should cover most multiple joint owner situations.

(¢) E'mployee death benefits.—Under present law employee death
benefits under & qualified pension plan, to the extent such benefits
stem from emfployer contributions (see sections §§ 2039 (c) and 2517),
are excluded from estate and gift taxation as long as they are not paid
to the employee or his estate. There is no justification for this preferred
tax treatment.

Under the proposal this exclusion would be eliminated and the em-
ployes would be treated as hwvinf);e made a deathtime transfer to the
E:rson entitled to receive such benefits. This rule would a L)ly to

nefits from employee annuities, employes benefit plans (qualified or
nonqualified), foup term life insurance proceeds, or any other cash
payments by the employer, regardless of whether such pnyments
are voluntary or pursuant to contract. Individual life insurance pol-

icy proceeds would be ﬁoyemed by the rules in paragmlph ¢ above, An
esignation by the employee of the beneficiaries
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to receive employee death benefits will not result in any included trans-
fer, The transfer will be regarded as taking place on the employee’.

death,

) Transfer of dower or curtesy interest.—Under present law
(LR.C. §2034) the gross estate includes the value of property to
the extent of any interest taken by a surviving spouse as dower or
curtesy, Under the unified tax system interests taken as dower or
curtesy will be classified as included transfers; however, in prac-
tically all cnses they will be treated as transfers of current beneficial
enjoyment to a spouse and hence not taxed,

EXCLUDED TRANSFERS

1, Annual ewolusion
As under present law, the unified transfer tax system permits rela-
tively small gifts to be made free of tax. Thus, the first $3000 of
intervivos transfers of present interests to any person during each
taxable year will be excluded from the total amount of transfers
subject to tax for such year. If gifts are made to more than one
donee, a $3000 exclusion is available with respect to each donee. A
married person may utilize his spouse’s exclusion with her consent,
so that in effect the annual per donee exclusion for a married person
is $6000. This annual exclusion applies only with respect to gifts of
present interests. Thus, the transfer of future interests will not qualify,
with one exception: gi}ta to minors to take effect at age 21, as presently

provided in section 2508 (¢). )
The annual per donee exclusion carries forward existing law.

2. Overall evemption

Each individual would be entitled to an overall exemption from
transfer tax of $60,000. This exemption may be used against lifetime
or deathtime transfers at the option of the taxpayer. To the extent
that the exemption is not used during lifetime 1t will be applied
against transfers at death.

Under present law there is a lifetime gift tax exemption of $30,000
plus an estate tax exemption of $60,000, The entire estate tax exemption
18 available regardless of the extent to which the gift tax exemption
may or may not have been used. Under the unified transfer tax a
single exemption, applicable to lifetime and deathtime transfers, is

rovided. The amount of the exemption has been set at $60,000. Al-

l;oggh.the.single $60,000 exemption is less than the total $90,000 com-
bined lifetime and deathtime exemption under the present dual tax
structure, the effect of this change is offset by the lower rate structure
and the unlimited marital deduction under the unified transfer tax.

3. Unlimited marital deduction

(a) In general—There will be an exemption from taxation under
the unified transfer tax for the full amount of any property (1) that
passes outright to a spouse (either during the life of the transferor
spouse or at his or her death), or (2) that passes subject to any kind of
legal arrangement assuring the transferee spouse for life or for any
other period of time commencing currently the enjoyment or use of
such property, or the income from it, or the right through the exercise
of an unrestricted power vested soleiy in him or her to such outright

334-8030 89 - pt,3 - 7
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ownership, enjoyment, use, or income, if the transferee spouse consents
to havmq}ha termination of such limited interest treated as a taxable
transfer by him or her.. Property received outright by the transferee
spouse will of course become part of his or her taxable estate, unless
“oonsumed, In addition, even thou¥h the transferee does not receive out-
right ownership, where the transfer of an intereet in the property was
excluded by virtue of the marital deduction then that property will
be taxable as a transfer by the transferee spouse upon termination of
his or her interest; if a transfer between spouses was tax free by virtue
of some provision other than the marital deduction (e.g., exercise of
certain powers of appointment) then this rule will not operate. -

To ;,)Moct the transferee spouse from liability for tax on property

not fully subject to his or her control or power of disposition, the tax
unpose({ on termination of one of the kinds of limited interests that
is suffioient to &ualify Kmperty for the marital deduction will be col-
lectible only out of such property. The amount subject to taxation will
be the value of the property at the time the transfer by the transferee
spouse i8 deemed to oocur, In the case of transfers occurring upon the
eath of the transferee spouse, the tax attributable to such property
will be the amount by which the total tax at death exceeds the tax
which would have been payable had such property not been included in
the total taxable transfers at death. In the case of property deemed to
be transferred during the life of the transferee spouse, the tax at-
tributable to the limited interest property will be the pro-rata portion
of the entire tax payable on all transfers during the same period.

In the case where a transferee spouse is given an income interest in
trust subject to @ power exercisable by the trustee to invade corpus for
the benefit or use of others, the transfer in trust qualifies for the
marital deduction. However, any payments from corpus to ;f)emons
other than the transferee spouse are treated as included transfers
the transferee spouse at the time such payments are made. If the trans-
feree s has no control over the invasion power, in accordance with
the rule discussed above, the tax will be collectible only out of the
pro distributed from corpus. .

(0) Partial interests.—11 the transferee spouse receives & determi-
nable portion of pmﬁerty (or & qualifying interest in such portion)
then such portion will qualify for the marital deduction, If the trans-
feree spouse receives the right to an annual myment specified in dollar
terms then the portion of the property to be excluded will be deter-
mined b multlply%tho tot:ldpropen transferred by a ratio equiva-
lent to the ratio of the specified annual income to the putative annual
income from the property, the putative income being 8 percent of
the value of the property. The ﬁ:rtion of the transferred property to
be taxed upon termination of the interest of the transferes spouse in
such cases will be the same as the portion originally excluded, regard-
]eesl of changes in value subsequent to the original determination and
exclusion,

Thus, if property worth $100,000 is transferred to a trust under
whose terms the transferee eg)ouso is entitled to 40 percent of the
income for life, and if, upon the death of the transferee spouse, the
&mperty is worth $200,000, then 40 percent of $200,000, or sg'(;fooo, will
treated as a taxable transfer by the transferee spouse. If the property
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had been worth $50,000 on the death of the transferee spouse then only
$20,000 would be treated as a taxable transfer. Similarly, if the trans-
fer in trust o&mvided for a fixed payment to the transferee spouse for
life of $2,000 per year, which would be 40 percent of the putative
income of the trust at the time of its creation, then upon the death
of the transferes spouse, if the property held in trust were worth
$200,000, the taxable transfer would be $80,000 but if the property
were worth only $50,000, only $20,000 would be taxable. In each case,

-a8 indicated in the preceding paragraph, the tax on these transfers
would be collectible only out of the trust property. To foreclose the
posgibility that a transfer by & remainderman might impair the Gov-
ernment’s right to a tax collectible from thekind of property discussed
herein, the property will be subject at the time of the initial transfer
to a lien for whatever tax is determined at the time of the termination
of the transfewee spouse’s interest to be collectible from it In other
words, the lien for taxes, even-thougirinchaate, will have priority over
all subsequent liens.

(¢) Concurrent ifiterests.—Where a transfer gives concurrent in-
terests in ;)ropo ¥ to a spouse ang to other persond, the respective
interests of the’transferee spouse ther persons'wyill be deter-
mined by apflication of ﬁhﬁ me\rules that govern thé\creation of
concurrent /interests with the interest trgnsferred to the .spouse
being tregted the spfhe as a tetained intérest. Thus, if A \transfers
an undivided one- % Hlackacre, '«Ahis wife \and the
other oge-half interest to Kjs-wg o one‘half interest \passing
to the wife will be excludabf¢y/and“the other bne-half interest|will be
taxable./A transfe he wi pr i will then result ih a tax
on this ¢ne-half ; dperty, Si
relating to retained i

* ?an

o

gtpys $10, :

) msfpr will be excluded since the
wife has\right to withdrg« the fullah own use. If/the son
withdray %G,OOOtatmnount iIFes er from the wife
to him at ¥hat time, ¥fid upon the wife's death the fyl amoung remain-
ing in the Wccount will be ed in heritaxabl¢’estate. If a person
creates a jomt bank t for himyelf and bif spouse tiat transfer
will of course ke fully ex ) N~ ’

(@) Deductions for State and foreign tawes.—Themarital deduc-
tion will cover ndt.only the amount transferred, whether during the
life or at the death ofte transferor, but also the-fmount of any State
or foreign gift or estate tax.payable by virtte of the transfer.

(e) jon to be tawed.—IN some instances where Froperty‘ is
passed from one spouse to the other and suhse(l:wntly out of the family
unit, it may be more advnntageous to have the transfer taxed at the
time of the interspousal transfer than at the time of the subsequent
transfer by the transferee spouse. An option would therefore be made
available to have taxed any portion of any property passing under
the marital deduction. The property taxed by election would not be
taxed aﬁnin upon transfer by the surviving spouse, with the burden on
the surviving spouse to trace any promrty to previously taxed “marital
deduction” property. The election to be taxed will be exercisable by the
transferor and, in the case of a transfer at death, if the -transferor
makes no election, then by the transferee spouse.

816 m thel

account for his wi
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(f) Splitting gifts—Because property passing to a spouse by gift
~ will also be excludable, a couple could ar’tr'alr)\ge toghave taxed to eit‘f\ler
husband or wife the.}ull amount, or any portion, of 'gifts to third
persons, by use of prior transfers between themselves. To make such
artificial circuity unnecessary, an option will be available to have
any portion of any lifetime gift taxed as a transfer by the nondonor
;spouse, if the nondonor spouse consents. This rule will apply to trans-

ers at death as well as during life.

(9) Delayed enjoyment—~In the case of a transfer by reason of
death, the application of the unlimited marital deduction will not be
defeated by & requirement that, in order to take or enjoy any prop-
erty or interest therein, the surviving spouse must survive the decedent
by a period of not more than 6 months, provided that such spouse
does in fact take or enjoy the property (or interest therein) within
such period. Any other condition precedent to immediate beneficial
enioyment will bar qualification for the unlimited marital deduction
unless such condition is in fact satisfied within 6 months of the de-
cedent’s death, Nonetheless, a cash legacy will qualify for the un-
limited marital deduction even if interest for delay of payment does
not begin to run for a period not in excess of 1 year. In addition, prop-
erty that in fact passes to the surviving spouse within 1 year of the
death of the decedent srouse as a result of a court decree é:(.{z., as a
widow’s allowance) will qualify for the unlimited marital deduction,

e marital deduction applies to trans-

(R) Definition of spouse.—
fers to the transferor’s legally recognized spouse at the time of trans-
fer. In addition, the following transfers will be regarded as trans-

fers to a spouse: ) )

(1) A transfer made to the other party in a divorce proceeding
as & part of any property settlemeng even though the transfer is
made after the marriage has been dissolved b&r & final decree,

(2) A transfer made to a person who would be the transferor's
spouse if all decrees of divorce rendered by a court of record are
assumed to be valid.

(8) A transfer made to a person who would have been the
transferor’s spouse but for an annulment of the marringe which
occurred su ent to the transfer.

(4) A tranefer made to & person to whom the transferor is
married before the date on which any transfer tax on the transfer
would be due (a transfer in contemplation of marriage).

In the case of a transfer with a retnined income interest, the trans-
fer will qualify if the transferee was the transferor’s spouse (or is
mfgarde.d'ags the transferor’s spouse under the above rules) on the date
of the initial transfer by the transferor spouse, regardless of a dis-
olution of the marriage before the date on which the transferor
spouse’s interest terminates.

(2) Delalzued effective date in respect of certain dispositions using
formula clauses.—While the unlimited marital deduction will gen-
erally be applicable to all transfers occurring after the date of enact-
ment, it will not be effective until 2 years after the date of enact-
ment in the case of any transfer pursuant to a provision of a will
executed before the announcement date of these proposals if the
amount passing to the surviving spouse is described in terms of the
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maximum allowable marital deduction under the Internal Revenue
Code (and not determinable without specific reference to the code).
For the purpose of this rule the execution of a codicil will not change
the date of execution of the will unless the codicil specifically refers
to the marital deduction provision of the original will.

4. Transfers to orphan children

A transfer at death to any child of the decedent under 21 years of
age will be nontaxable to the extent that it does not exceed $3,000
multiplied by the difference between 21 and the child’s age in years
at the date of decedent’s death, if the child does not have another
parent (including parents by aéoption) l?ving at the time of death.

5. Transfers to charity

. In general, under the unified transfer tax, a transfer of a property
interest to a charity is tax free if the amount of the interest trans-
ferred to charity can be measured with certainty at the time of the
transfer. Thus, outright transfers to charity will not be subject to
the transfer tax.

However, where a transfer creates split interests (e.g., & trust to
&\ay the income to the transferor’s son for life, with the remainder to

X charity or vice versa), the portion going to the charity will
qualify for the exemption only if:

(1) The income beneficiary receives an outri%‘l;t annuity (stated
in terms of a fixed annual dollar amount or a fixed percentage of
;he fair market value of the property at the time of the trans-
er); or

2) The governing instrument provides that the transferred
: groperty is to be valued annually, and a fixed percentage of the

air market value of the property on each valuation date is to
be distributed to the income beneﬂcia:ﬂ. The required distribution
is to be made first from income and then from corpus. To insure
that fair market values will be determined objectively, in the
case of lifetime transfors the donor will be subject to a 10-year
waiver of the statute of limitations with respect to assessment
of tax on the transfer. In the case of deathtime transfers, the
trustee or other person determining fair market value must be
independent of the beneficiaries of the transfer.

Only split interest transfers satisfying one of the above tests will
qualify for the charitable exemption, All other types of split interest
transfers will be subject to the transfer tax even though a charity
may be a potential beneficiary. Thus, for example, if there exists any
contingency which could result in the defeat of the charitable interest,
or a power to divert the l1;)01'01)91'ty to or for the benefit of someone other
than the charity, the above tests are not met and the transfer does
not qualify for the exemption. Also, in cases where the charity has
only an income interest, and the period of the charity’s interest is
mensured by the life of any person, no charitable exemption is allowed.
The purpose of these rules is to insure that the charity will in fact
receive a specified and determinable amount,

As a final guarantee of the integrity of gifts of income interests
to charity, a rule will be provided that the exclusion will not be avail-
able if the value of the income interest passing to charity exceeds 60
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percent of the value of the property transferred. This rule is intended
to deny the exclusion in cases where the remainderman’s interest is
so small that there would be a tendency to invest the principal specula-
tively in order to increase the remainder interest at the primary risk
of the charity’s income interest.

The rules for treatment of transfers to charity under the unified
transfer tax basically follow the proposal setting forth the rules for
deductibility of charitable contri[:utlons for income tax purposes.

6. T'ransfers for consideration

Transfers for consideration normally are excluded transfers not
subject to the transfer tax, oven if it be established that the value of
the property transferred exceeded the value of the property received
as consideration. However, where a transfer for consideration is not
the product of a bona fide arm’s length arrangement free of donative

intent, such excess will be taxed. )
The transfer is not for a consideration unless the alleged considera-

tion is reducible to n value in money or money’s worth, Thus, a transfer
for a consideration such as love and affection, or a promise of marriage
is not excludable. A transfer to a spouse in return for relinquishment of
dower or curtesy, a statutory estate created in lien of dower or
curtesy, support rifghts, or any other rights which the spouse may
possess by reason of the marriage will not be considered a transfer for
consideration under the unified transfer tax, whether or not such trans-
fer is made pursuant to n divorce settlement. However, any such
transfer to a spouse would qualify for the unlimited marital deduction.
This rule represents, in part, a change in present law under which
transfers of property to a spouse pursuant to & written agreement rela-
tive to the settlement of marital and property r(ights are deemed to be
transfers made for a full and adequate consideration in money or
money’s worth if divorce occurs within 2 years thereafter.

7. Transfer by a corporation or trustee

A transfer made by a corporation or a trusteo is an excluded one.
If a transfor which is in form made by a corporation or a trustee
is in fact made for an individual, the transfer will be regarded as
made by the individual, and such transfer is not an excluded one.

These rules do not change present law.

8. Deduotions

Prosent law provides certain deductions in determining the ndjusted
gross estate of a decedent. These are specified in prosent sections 2053
and 2054, and include funeral expenses, administration expenses, claims
] ai;\est the cstate, casualty losses occurring during administration,
et cetera. '

Generally, these deductions will be retnined. But two areas which
have given rise to Pmblems will be clarified. These involve (1) the
double deduction of certain items of expense for both estate and in-
come tax purposes; and (2) the election afforded an executor to take
some items of expense cither as an estate tax deduction or an income
tax deduction. ' .
_Although section 642(g) generally prohibits double deductions of
items of expense, some items are expressly permitted this treatment



383

and other items receive this benefit by implication. Section 601(b) de-
ductions * in respect of a decendent are specifically excepted from the
- double deduction prohibition. And since section 642(g) specifically
denies double deduction treatment only to those expenses set forth in
section 2053 and 2054, other deductions have been accorded the double
deduction treatment.® (Theso latter deductions apply to the fiduciary
return and the estate tax return, whereas the section 601 deductions
are reported on the decedent’s final return and the estate tax return.)

Under the capital gnin at death s)rogosal section 691 would ceaso to
have uyplication after December 31, 1069 Al items of income and ex-
pense formerly treated under section 691 would be accounted for in
the decedent’s final return. Also, the income tax liability determined
on the decedent’s final return would be a deduction from the decedent’s
gmss estate for transfer tax purposes. With the abolition of section 691,

t would no longer be appropriate for section 691(b) deductions to be
allowed also as deductions from a decedent’s gross estate. Hence, after
December 31, 1969, items formerly treated as deductions under section
691(b) would be deductible only on the final income tax return of the
decedent, and would not be allowable as deductions on the transfer tax
return filed by the executor. )

The proposal would attempt to eliminate the problems which have
arisen because of the election under which the executor has to take cer-
tain expenses as deductions either against estate income or against the
gross estate, This option often places the executor in a conflict of inter-
est position between the interests of the income beneficiaries and the
remaindermen, or between the surviving spouse taking property under
the marital deduction and the residuary legatees, This option also pro-
duces structural dislocations in that estate income is reduced by deduc-
tions which have no relation to the production of that income.

To solve these problems, the election granted to the executor to take
items of expense as either (or, in some cases, both) income or estate
tax deduotions will be eliminated. Expenses must be taken as either in-
come or transfer tax deductions under the following rules:

e31) The following expenses must be taken only as estate tax
deductions:
a; Funeral expenses,
b) Executor’s commissions,
o‘ Attorney’s fees,
d) Miscellaneous administration expenses, such ns court
costs, surrogate’s feos, accountant’s fees, appraiser’s fees, ote.
(e{ Claims ngainst the estate (cxcept medical expenses of
thadecedent), including alimony,
fg Casuul;y losses occurring during administration.
_(g)_Any of the foregoing attributable to the administra-
tion of assets not subject to probate,

(2) The following expenses occurring during administration
must tl;)o u‘\(!{en only as income tax deductions (or credits) by the
executor:

8 These Include acerned business and nonbusiness expenses J»r«lmth interest, taxes, etc,
’ 312::: I’:l:‘c;lel:.g:'aemu expenses, repayments under the seo, 1341 claim of right provisions,
MBI "
o Preaent law ritlen are retained to permit any exceas deductions In the final income tax
return of the executor to be carried forward ns deductions to the beneficiary of the estate.
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" Trade or business expenses.

a) Interest.

b) Taxes,

0 ,
) Selling expenses (in the form of reduction of sales

8).
d e) Section 1341 credits or deductions.

(8) Medical expenses of the decedent may be deducted only on
the decedent’s final return. (Under present law section 213(d), the
executor may, at his option, take such expenses either as an estato
ta: ded)uction or a8 an income tax deduction on the decedent’s final
return,

The foregoing rules will provide certainty for the executor in the
handling of deductible expenditures, and will relieve him of the pres-
sures from competing interests that presently arise solely because of

the operation of the tax laws.
TRANSFERS WITH CURRENT OR FUTURE INTEREST RETAINED

1, In general
Persons sometimes transfer property but retain the current benefi-
cial enjoyment or provide that the beneficial enjoyment will revert to
them at some future date. Under the present dual tax system, it is not
possible to treat many of these transfers as completed for tax purposes
until the death of the transferor. Under the unified tax system, many
more lifetime transfers of this type will be treated as completed for tax
As outlined below, the timing of the imposition of the tax

varies with the type of arrangements created.

2. Transfers with current bensficial enjoyment retained

Under present law, an irrevocable transfer under which the trans-
feror retains the right to current beneficial enjoyment for some limited
period of time, such as his life, is treated as a transfer of a future inter-
est which may be subjected to a gift tax.If the transferor still has the
right to the current beneficial enjoyment when he dies, the full value
of the property in which the retained interest existed 18 includible in
his gross estate for estate tax purposes (§ 2036), with a credit agninst
the estate tax for the gift tax previously nssessed (§ 20]2%. .

The unified transfer tax would simplify existing law by providing
that & tax would be imposed only once, when the current beneficial
enjoyment terminates, Thus, » transfer under which the transferor
retaing or grants to his spouse the current beneficial enjoyment .s
treated as an excluded transfer, An included transfer would occur
when the retained current beneficial enjoyment terminated by death,
lapse of time, transfer, or the occurrence of some contingency. For
example, if A transfers certain property to A for life, remainder to
B, the transfer would be an excluded transfer since A has retained
beneficial enjoyment. When A dies there is an included transfer from
A to B, the property being valued as of A’s death (or alternate valun-
tion date), (Similarly, if the transfer were from A to A’s spouse for
her life, then to B, there would be no tax upon the spouse’s taking
beneficial enjoyment, but when she died there would be an included
transfer from the spouse to B.) However, if A’s life estate is sold dur-
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ing his lifetime, an included transfer of the remainder int.erestSs)
would occur on the date of sale of the life estate, If A’s retained life
estate were conveyed as a gift instead of being sold, there would be an
included transfer of the entire value of the property on the date of
the gift of the life estate. )

The transferor would be treated as having retained current beneficial
enjoyment of the transferred property if he is entitled to whatever
income the property produces (but there need be no obligation to pro-
duce income) and If the right to physical beneficial enjoyment of the
transferred property is not given to someone else.

Where the transferor retains the beneficial enjoyment in only a
portion of the transferred property, then only the determinable portion
in which the enjoyment is retained would be an excluded transfer. The
portion of the transferred property in which current beneficial enjoy-
ment has been retained may be specified in terms of some designated
fractional share of the income, or in terms of some specified annual
sum, The rules for determining the amount to be excluded in such
cases are the same as the rules under the marital exclusion provisions
for valuing partial interests, (If the retained interest of the transferor
is only limited by some nonmonetary standard, such as the right to use
the income for his maintenance and support, the transfer would be an
included one.) '

If the remainder interest following the retained current beneficial
enjoyment is an indefeasibly vested one, the remainderman conceiv-
ably mifht. dispose of the same for n consideration and come into
spendable cash without any tax having been paid, This, however, does
not appear to open the door to any serious tax avoidance because of the

. unlikelihood that the remainderman can find a purchaser for his inter-
est, since such interest is reachable by the Government to pay any tax
due when the retained current beneficial interest ceases, The remain-
derman makes an included transfer of an indefeasibly vested remain-
der interest at his death if the retained current beneficial interest is
then still outstanding in the transferor.

The transferor may at his ?tion pay the transfer tax on the basis
of the entire current value of the property by electing to have the
transfer, which would be treated as an excluded transfer by reason of
the rt}tention of current beneficial enjoyment, be treated as an included
transfer.

If at the time a transfer is made with current beneficial enjoyment
retained a State or foreign ﬁift tax must be paid out of the transferred
pygtperty, a transfer tax will not be payable on the amount of such
gt tax,

3. T'ransfers with reversionary tnterest retained

The treatment of transfers with a reversionary interest retained
will depend upon whether or not the reversionary interest is certain
to become possessory. If it is not certain to become possessory (e.g.,
A gives to B for life, then to A for life, remainder to C and his heirs)
then the full value of the property transferred will be taxed as an
included transfer, If the reversionary interest is certain to become pos-
sessory (e.g., A gives to B for 10 years, remainder to A and his heirs,
then only the interests which precede the retained reversionary inter-
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ests will be treated as included transfers, The reversionary interest
and all interests which follow it will be excluded transfers at the time
of the initinl conveyance, A transfer tax is im‘)‘osed upon the interests
which follow the reversionary interest when the reversionary interest
is transferred, or if it has become possessory in the original trans-
feror, when the current beneficial enjoyment in the original trans-
feror ceases,

This represents & change from present law. Under present law n
lifetime transfer with reversionary interest retnined results in o gift
tax upon the date-of-gift value less the value ‘{ if determinable) of the
revevrsionary interest. If, at the time of the donor's death, the value
of the reversionary interest exceeds 5 percent of the value of the prop-
erty and beneficial enjoyment of the property is conditioned upon
survival of the decedent, the entire value of the property at death is
included in the decedent’s gross estate, with a credit allowed for the
gift tax previously dpuid. ) )

It may be argued that the value of a defeasible reversionary interest
should be excluded from the taxable transfer, as under present law.
However, such interests are difficult to value. Furthermore, if the
transfer of the reversionary interest is excluded, an additional tax on
the transferor would have to be imposed as and when it turns out that
the defeasible interest will not become possessory, since otherwise it
‘would be possible to make a transfer of what turned out to be the
complete interest in the property transferred without the full value
of the property being subjected to transfer tax, )

Since the value of a transfer is not reduced by the value of a retained
defeasible future interest, a subsequent transfer by the transferor of
his retained interest before it has become a present interest is an ex-
cluded one, However, if a reversion is acquired from someone else and

then tmnsfemd,bfhe transfer is an included one, If the transferor
ble

retains o defeasible reversionary ‘interest and the reversion in fact

takes place, the transferor is thereafter regarded as owning what
reverted to him. Thus, any further transfer of the interest received
upon the reversion may be subject to transfer tax—without any credit

for tax previously paid on the original transfer.

4. Transfers with power of appointment retained
Such transfers would be treated in n manner comparable to the
roposed treatment of transfers with revorsionary interest retained.
us&a transfer with power of ap¥ointment retained will be a com-
leted gift &i.e., an included transfer) except to the extent that the
ransferor will be certain to be treated as the owner of the transferred
property (under the rules described hereinabove) when the power is
exercised, released, allowed to lapse, or terminated. Many lifetime
transfers that are not completed ones under present law would be
completed ones under this proposal. For example, under present law
a transfer under which the transferor retnins the power to designate
who may enl;)oy the benefits of the transfer, even though he cannot bene-
fit himself by any exorcise of the power, is not a completed gift for
Federal gift-tax purposes. This change can be made under a unified
tax system because regarding lifetime transfers as completed ones does
not permit any significant tax avoidance. The change eliminates the
present law complexity as to powerholders, which turns the significance



387

of cortain powers upon whether they are held by the creator of the
power or by one other than such creator.

8, Transfers to acquire future intercsts previously transferred

In cases where n transfer tax is “deferred” because the transferor
has retnined cither current beneficinl enjoyment, an indefeasibly vested
reversionary interest or n power of appointment, an opportunity for
tax avoidance exists if the transferor is permitted to dgplete his as-
sets tax-fres by repurchasing from his transferee n future interest
which was previously transferred without tax then being imposed.
For example, assume A transfers Blackacre to B for 10 years, then to
A for 10 years, then to C for 10 years, remainder to D and his heirs.
Since A has an indefeasibly vested reversionary interest, only the 10-
year intervening interest in B would be an included transfer, During
B’s 10-year term, A repurchases from C, C’s 10-year term for cash,
Thus, A has managed to deplete his estate by the amount of cash paid
to “reacquire” an interest previously transferred tax-free, This poten-
tial avoidance would be prevented by a special rule treating as in-
cluded transfers amounts paid by the creator to rencquire future inter-
ests which were treated as excluded transfers at the time such interests
were created.

DISCLATMERS

Rules governing disclaimers of transferred interests will be more
specifically detailed than in existing law, A transferce will be entitled
to disclaim all or part of an interest within 15 months after the trans-
fer, or within 6 months after he learns of the transfer, whichever pe-
riod ends later, if he has not knowinﬁly accepted any benefits from or
exercised control over the property. No tax will be incurred as the re-
sult of a disclnimer sutisfying these tests, The property interest will
be treated as having paseed from the original transferor to the person
taking by virtue of the disclnimer, which person may be named by the
transferor or by local law, in the absence of direction by the transferor.
The disclaiming purtg, in the absence of n controlling provision in the
governing instrument, will be permitted to disclaim in favor of a per-
son to whom the original transferor could have made an excluded
transfer; i.e., the survwin%spouse or an orphan of the oriﬁmal trans-
feror, or & qualified charitable organization, In such cases the property
interest will be treated as having passed from the original transferor
to the person taking by virtue of the disclaimer, )

A disclaimer may be made by a transferee’s legal representative.

EFFECTIVE DATE AND TRANSITION RULES

The rules of the unified transfer tax will become effective on January
1, 1070, Each individual will be entitled to n $60,000 lifetime exclusion
which may be applied agninst any transfers mnde after December 81,
1969, regardless of his nge or the total lifetime gifts made under pres-
ent Inw prior to that date,

For pur%):s of determining the rate bracket applicable to trans-
fers after December 81, 1969, all included transfers after December
31, 1068, will be counted as transfers for pur of the new unified tax
even though such transfers will be taxed under the rules of present law.
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VIII-C. GENERATION-SKIPPING TRANSFERS
" (JENERAL EXPLANATION

BACKGROUND

Normally, a family’s acoumulated wealth is passed from parent to
child and 18 subject to a transfer tax at each generation, This repre-
sents an orderly and equitable application of a transfer tax system.
However, under present law it is possible to escape this progressive
aspect of the transier tax system by transferring proll\)erty in a way so
that it can be obtained by the transferor's grandchildren or great-
grandchildren without a transfer tax being paid by the intervening
goneration or generations. This does not involve any reduction of tax
at the time of the original transfer; but having paid this tax, the trans-
feror can transfer the property in such & way as to avoid future taxes,

This result can be accomplished by outright gifts. For example, an
outright gift to & grandchild enables the family to completely skip
a transfer tax at the generation represented by the son or daughter of
the transferor,

Moreover, by use of highly complex devices generally in the form
of trusts, a transfer tax can be avoided even where the skipped genera-
tion has substantial enjoyment of the property and, in some cases,
virtual control over it. Thus, for example, an individual can transfer

yroperty in trust with the income therefrom payable to his son for
ife, with provision for the distribution of part of the corpus to the
son in the event of need, and with the remainder payable to a grand-
child on the son’s death. There is no transfer tax on the son in this
situation, In fact, even the disposition of the remainder interest may
be left to the discretion of the son!® without the imposition of the
transfor tax on him. .

Although these devices for avoiding one or more steps in the transfer
tax system are theoretically available to all, only the wealthy really
have the necessary flexibility to take advantage of them. This fact is
borne out by the evidence bearing on generation-skipping transfers
summarized in table 1.* For the 2 years covered by the data, decedents
whose gross estates were under $300,000 made 9.4 percent of the
amount, of their noncharitable transfers in a generation-skippin
form. On the other hand, among the wealthiest decedents, those wi
gross estates of $1 million or more, 25.4 percent of the amount of non-
charitable transfers were generat%on skipping, 6.6 percent outright,
18.8 percent in trust. The concentration o ]generution-skipping trans-
fers in the high-income classes, particularly in trust, can be further
illustrated by this comparison: Among husbands with estates below
$500,000 who established family trusts on their death, 77 percent set up
trusts which involved no generation skipping; but among husbands
with estates over $2 million who established family trusts, only 25 per-

2 However, to avolid a transfer tax on the kon, the son must be prohibited from direeting
the disposition of the property to hia estate, his creditors, or the creditora of his estate,

9 Extensive analyses of tranafers durin life and at death made by decedents for whom
an estate tax return was filed efther in 1957 or in 1089 have been completed by Prof, Carl
Shoup and others in studies published by the Brookings Institution ax well ar by the
Treasury, Summary analysis of the data has been published in “Federal Estate aud Gift
Taxes,” by Prof. Carl 8houp, and in “Trusts and Estate Taxatlon," by Dr. Gerald Jantscher.
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cent set up trusts which involved no generation skipping, and 60 per-
cent made their trust bequests entirely in generation skipping form.

TABLE 1.—~PROPORTION OF TOTAL NONCHARITABLE TRANSFERS SKIPPING A GENERATION, BY ESTATE SIZE

AND TYPE OF DISPOSITION
[Dollar amounts in millions}
Ganerstion skipping transfers?
Total Not in trust in trust

Noa- t rcent reent
e . .
_— @ fEm W
PR A R K e e L
doliars) Oml'('ﬁ ?2) (1-2) Amount fors  Amount fors  Amount fors

memc v WM M OB W OH WO

1 Total value of noncharitable transfers made during life snd at death plus the amount of transfer taxes paid.

1 A special study prepared by IRS identified remaindermen of trusts as chiidren, grandchildren, gml grandchildren,
other relatives and nonrelatives (as well as additional categories not hare relevant such as charity, brothers and sisters,
stc.). Thus, the beguests to lineals could be clearly distinguished between generation skipping and others. For other
relstives and nonrefatives it was necessary to look to dispositions to lineals to estimate the likely portion of bequests to

other relatives and nonrelatives that were generation skig&;ni.o ""?u':ﬁ'.'i..'.' din oloso{;:ﬂtw. (%uls the . portion

that was generation skipping was 5 percent below $300, and 15 percent
above $1,000,000, For trgspt t.mlindn:\'on the portion generation § l%l‘ among lineals was 33 plmn( below n’&m

50 percent from $300,000 to $1,000,000, and 75 percent above §1,000,
Source: IRS, Special Tabulation on Estate and Gift Tax Returns, 1957-59.

The ability to skip generations causes an inequitable distribution of
the transfer tax in that some families are required to pay & transfer
tax at each generation as the family wealth moves from generation
to generation in the normal fashion, while other families avoid the tax
at some generations. This situation unfairly discriminates against
those persons of relatively modest wealth who cannot avail themselves
of the opportunity to skip a tax, as well as against all persons regard-
less of wealth who for personal family reasons do not desire to make
use of these generation-skipping arrangements despite the tax sav-
ings, It leads to all individuals, in determining how to distribute their
wealth and care for their survivors, having to choose between per-
sonal and family considerations, on the one hand, and tax savings on
the other. A fair tax system would not demand this choice.

PROPOSAL

The basic objective of the proposal is to obtain a transfer tax with
respect to each generation regardless of whether that generation re-
ceives the ro‘mrty oris Sk(iip&d in favor of a succeeding generation.
Thus, a substitute tax would be imposed if {:roi)erty is transferred, l()iy

ift or bequest, so that it will be received by the transferor’s ¥mn -
child, or any other person who is more than one degree in family
relationship below the transferor, without the payment of a trans-
fer tax by the intervening generation under the normal procedure.
In the case of a transfer to & person unrelated to the transferor, the
transferee would be considered more than one degree below the trans-
feror if he is more than 25 years younger than the transferor. The
substitute tax would af)ply whether the transfer is in the form of an

!

outright gift or through a trust.
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(1) Taw liability may be elected by intervening generation~In a
generation-skipping situation, the alternative would be open for the
family to treat the transaction as though it followed the normal pat-
tern; that is, the property was first transferred to the skipped genern-
tion and then retransferred by him to the next generation. The trans-
fer tax payable on the constructive retransfer would constitute the
substitute tax,

More specifically, if an individual bequenths property, for example,
to a grandchild, who is u child of u living son or dnughter, the son
or daughter could elect to treat the transaction for transfer tax pur-
poses as though the property were nctually transferred to him by the
original transferor and then retransferred by him to his child. The
constructive retransfer would be the taxable event and would be
treated like any other transfer by the individual making the election.
Thus, the normal rules as to when the return and the tax are due would
apply. The election would be made on the electing individunl’s trans-
fer tax return, The actual transferor could, of course, provide the
electing individual with the funds needed to pay the tax.

Setting a date as of which the retransfer is considered to have
occurred is, of course, an essentinl ingredient in applying the election
procedure since it triggers the transfer tux and the various dates by
which action must be taken. In the case of an outright gift or bequest,
the intervening generation will be considered to have received and re-
transferred the property on the duy that the original transferor made
the transfer, Thus, if an individual makes an outright gift of $10,000
to a grandchild on July 1, 1070, the grandchild’s father or mother
could elect to treat the transaction as though the $10,000 were first
given to the father or mother on July 1, ltglo, and on the same day
retransferred by him to his child. If the father or mother made this
election, he would reflect on his transfer tax return for 1970  transfer
of $10,000 and would compute and pay the tax just as though he
actually made the transfer.

As to gifts in trust, it is often impossible to tell, at the time the
trust is created, to what extent there will be distributions which will
involve skipping a generation. For example, if an individual estab-
lishes a trust which provides that the income and, to the extent neces-
sary, the corpus is to go to his son, with any amount remaining at
the son’s death to go to the son's children, it will not be certain until
the son’s death as to whether any amount will actunlly 'ﬁo to the
transferor's grandchildren, thereby skipping o generation, Thus, in a
trust situation, the intervening generation (in this case, the son)
would not be required to make his election to be treated as an inter-
vening transferor at the time the trust is created, Instead, he would
be given an election, at the time the trust is established or as of the
first day of any subsequent calendar quarter up until the date of his
death, to treat the property then in the trust as if it were distributed
to him and then retransferred to the trust. If the son makes this election,
he would be considered the transferor; that is, the creator of the trust,
for purposes of determining whether future distributions involve
generation skipping. For example, if instead of naming his grand-
children ag recipients of the remainder interest in the trust, the trans-
feror had named his great grandchildren, then even though the son
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elected to :my o transfer tax, there still would exist a skipped gen-
eration in the person of the trunsferor's grandchildren. They in turn
would be eligible to elect to treat the property as flowing through them
to their children.?

In sum, one alternative open to a family in meeting the proposed
rg?tummont that a substitute tax be imposed on a ]genera,tion-skipping
gift or bequest of property to compensate for the avoided transfer
tax is for the skipped generation to elect to be treated as within the
chain of distribution of the proli)erty. This alternative will produce
a tax treatment comparable to that under the normal transfer pat-
tern of from father to son. .

However, it does not scem practical to impose this type of a tax
on a mandatory basis since to do so would, in effect, result in the
tax treatment of the intervening goneration being controlled by the
actions of the transferor, whose interests may bo entirely different.
For exnnple, not only would the intervening gencration be subject
to a tax on the basis of a transfer over which he may have had no
control, but also each succeeding transfer he makes may be taxed nt
a higher rate because of the progressive and cunulative nature of the
transfer tax structuve. Therefore, the alternative of having the in-
tervening generation pay the substitute tax would be at the election
of this individual,

(2) Substitute tam when no election is made.—~In the event of a

neration-skipping transfer where there is no election by the interven-
ing generation to assume the tax liability (either because the eligible in-
dividuals did not choose to so elect or because those who would have
been eligible are decensed), the substitute tax would be imposed on
the transferor, or his representative whers appropriate. As a general
rule, the substitute tax would be measured by reference to the trans-
feror’s transfer tax rate bracket instend of that of the intervening
genemt-lon and would be imposed in addition to the normal trans-

or tax on the transfer involved. Howevor, to reflect the fact that the

transfer tax bracket of the intervening generation, the transferor’s
children, may be less than the tax bracket of the transferor, the sub-
" stitute tax would be determined by taxing the amount transferred
at 60 percent of the marginal transfer tax rate applicable to the
transferor after taking into account all his transfers, both during
lifeand at death,

As indicated above, this method of calculating the substitute tax
is intended to roughly approximate the tax that would have been
paid by the skipped generation. This imprecision is necessary for sim-
plicity. If the result is thought unfair in a particular case, the elec-
tion 18 open to obtain precision by having the sk;;:ped generation
pay the tax as though he received and then retransferred the prop-
erty. Further, in a case where there are no living members of the
intervening or skipped generation who may elect to pay the sub-
stitute tax, the tax, though payable by the transferor or his representa-

8 In general, therefore, a tax would be payable ench generation. This would not be true in
all cares, however, Outr| rhl gifts to great grandchildren would trigger only one subatitute
tax an would trust distributions to such persons during the life of the transferor and his
children. While the proposal could be amended to require a tax each generation, it scems
that the possibilities of avoldance are not serious enough to require this complication.
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tive, may be determined on the basis of the intervening generation’s
marginal transfer tax rate bracket.

In the case of an outright gift or bequest, the substitute tax would
be payable by the transferor or his executor on the transfer tax return
relating to the transfer itself.

When the generation-skipping gift or bequest is by trust, there
would be gnem.lly the same options as to when the tax must be paid
as would be available to the skipped generation had he elected to pay
the tax. Thus, the transferor or his representative (i.c., oxecutor or
trustee) ¢ may elect to treat the taxable event as occurring at the time
of the original transfer or as of the first day of any calendar quarter
thereafter. In no event, however, may the tax be postponed beyond the
date of the death of the last survivor among the group consisting of
the transferor, his children, and any beneficiaries under the trust
who are not within the category of individuals to whom a gift would
be considered a generation- ip?(ing gift. At this time, it becomes cer-
tain that thore is a generation-skipping transfer involved and no rea-
son to further defer the tax,

The substitute tax would be computed on the value of the trust
corpus as of the effective date of the election or the date of the taxable
event. Thus, if an individual put $10,000 in trust, with the income pay-
able to his son and the remainder to his grandchildren, and elected to
pay the tax at the time he established the trust, he would be subject
to a substitute tax on a transfer of $10,000. If, however, no election to
&Ly the tax was made prior to the death of the transferor and his son,

en at that time, o tax would be due computed upon the value of the
trust corpus at that time. Since the transferor would be deceased at
this time, the substitute tax in this case would be paid by the trustee
out of the trust property. Any trust distributions prior to this time
which skip a generation would also be subject to the substitute tax
asapplied to the amount of the distribution.

Once the substitute tax has been paid on the value of trust property,
the substitute tax would be further applied as if the intervening gen-
eration was the transferor. Thus distributions to porsons two degrees
below the original transferor would not involve an additional substi-
tute tax, but distributions to persons three or more degrees below (e.g..
great-grandchildren) would be subject to a second substitute tax.

EFFECT OF PROPOSAL

The proposal would achieve more equitable distribution of the trans-
fer tax and would eliminate the tax differences now inherent in alter-
nate methods of distribution of property. The proposal is not intended
to imply that long-term trusts or other genemtion-ski[:*)ing arrange-
ments are unnatural or wrong from the standpoint of dispositions of
family wealth. It merely suggests that those who use such arrange-
ments should bear their fair share of the tax burden as compared with
those who do not use such arrangements. The estate tax—and the
possibility of its avoidance—should not be a factor which forces
family dispositions in one direction rather than another.

4 To avold the possibllity of having to choose between the confiieting interests of {ncome
beneficiaries and remaindermen, an executor or trustee could so elect only if directed to do

80 by the transferor.,

N
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EFFECTIVE DATE

The generation-skipping proposal, like the unified transfer tax,
would apply to transfers on or after January 1, 1970, However, safe-
guards would be Krowded agninst avoidance by generation-skipping
transfers while the legislation is being considered. Thus, the sub-
stitute tax would also be applicable to distributions on or after Janu-
ary 1, 1970, from inter vivos trusts created on or after January 1, 1069,

VIII-C. GENERATION-SKIPPING TRANSFERS

TecnNical, EXPLANATION

In order to obtain a transfer tax with respect to each generation a
substitute tax would be imposed to compensate for the regular transfer
tax that is avoided on generation-skipping transfers,

1, WHAT 18 A GENERATION-SKIPPING TRANSFER

Any transfer of property (either by gift or bequest) to a person
(or his spouse) more than one degree in family relationship below
the transferor would be considered a generation-skipping transfer
subject to a substitute tax to compensate for tho fact that the normal
transfer tax is avoided by the intervening generation. Thus a transfer
to a grandchild, a grandnephew or a more distant relative of the same
degres would be a generation-skipping transfer. In the case of a
nonrelative, a generation-skipping transfer would be deemed to occur
if the donee were more than 25 years younger than the transferor.
The substitute tax would apply whether the transfer is in the form
of an outright gift or through a trust.

2. ELECTION BY SKIPPED GENERATION TO PAY TAX

_ The o(lﬂective of this proposal is to compensate for the tax that
is avoided when property is passed from the transferor to an indi-
vidual who is more than one goneration removed from the transferor
so that tax is skipped in one or more generations. For example, if an
individual leaves property in trust with income to his children for
life, and the remainder to his grandchildren, the grandchildren would
obtain the J)roperty without a transfer tax being paid by the trans-
feror’s children. )

Thus an election would be provided when property is transferred
to an individual more than one degree below the transferor, who has
a living mother or father who is not more than one degree below the
transferor. The mother or father (for example, the son of the trans-
feror) may elect to be taxed as if the property were first transferred
to him and then retransferred by him to the ultimate transferee. If
the elecgion is made, no additional tax would be imposed under the

m .
Im cases this would be treated the same as an actual transfer by
the electing parent in measuring the amount of his tax and the effect
on the tax payable on future transfers, If the transferor pays the tax
due from the electing parent the amount of the constructive gift from

334-8030-69 - pLLI- 8
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the transferor to the electing parent would be increased by the amount
of tax paid on the latter’s behalf by the transferor. .

For example if an individual makes a gift of $10,000 to his grand-
child, the transferee’s father, the transferor's son, may elect to treat
the $10,000 as if it were first transferred to him and then retrans.
forred to his son on the day the gift was made. The individual making
the election would report a gift of $10,000 on his transfer tax return
in the same manner as if it were an actual gift.

The original transferor would also pay the normal transfer tax
on a $10,000 transfer to his son. However, if the son's transfer tax
liability on the constructive transfer to the grandehild is paid by
the original transferor, the amount of his gift to his son would be
increased by the amount of this tax, For examyle if the son’s tax
{)i:glll;tgoavere $2,000, the total amount of the gift to the son would

’ (]

An election would be made on a transfer tax return for the period
for which the election is applicable as though a transfer actually
took place during such period. The election must be made on or
before the due date of such return unless the transfer was on death
in which case the election could be made until the due date of the
return to be filed by the transferor's executor. If the parent of the
transferee dies before the return on which the election 18 to be made
is filed, this election could be made by his executor. )

In the case of an outright gift or bequest, the intervening genera-
tion will be considered to have received and retransferred the property
on the day that the original transferor made the transfer.

A transfer in trust would not be considered a generation-skipping
transfer on a nonelective basis until the death of the last survivor
of the group consisting of the transferor, all of his children, and
any beneficiaries of the trust who can receive a distribution which
would not be a generation-skipping distribution,

Accordingly the intervening parent could elect to be treated as
the transferor with respect to trust property at the time the trust
is established or as of the first da;i‘of any subsequent calendar quarter
up until the time of his death. The amount of the property in the
trust at the time of the election would be considered for the purpose
of computing the transfer tax, to have been distributed to the inter-
vening generation and then retransferred by him to the trust. An
election with res?ect to a trust corpus would be allowed only as to
such portion of the trust property as is vested (both as to income
and principal) in the electing person and his descendants. However,
tllle tposslbn ity of a contingent remainderman will not preclude an
election.

Following such election, the electing parent would be treated as
the donor of the trust property for purpose of determining whether
future distributions are generation-skipping, For example, assume an
individual transferred $25,000 in trust with the income payable to
his son for life, then to his grandson for life and on his grandson’s
death the remainder is to be transferred to his grandson’s issue, The
son may elect to treat the $25,000 as a gift to him und a retransfer
to the trust at the time the trust is created. He may make a similar
election as of the beginning of any subsequent calendar quarter but
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if the value of the corpus had increased to $30,000 at the time o
the election, the son's gift would be $30,000. I{" the son makes an
election, distributions to the grandson would not involve generation-
skippitla:g because the son would be considered the transferor of the
trust. Distributions to the %randson’s issue, however, would involve
generation-skipping unless the grandson made « similar election,

I1 no clection were made by the son, distributions to the grandson
would be subject to the substitute tax, If, however, the trust provided
for such distributions during the son’s life, the son could eloct to treat
the distribution when it is made as if it had been made to him and
then retransferred to his son (the transferor's grandson) on the day
of the distribution. For transfer tax purposes this would have the same
effect as an actual gift by the son.

3, SUBSTITUTE TAX IN ABSENCE OF AN ELECTION BY TRANSFEREE'S PARENT

If the intervening parent does not elect to assume the tax liabilit’y
the substitute tax would bo imposed at 60 percent of the transferor’s
marginal rate or if both parents of the transferee are docensed, and
the person liable for the tax so elects, at the marginal rate applicable
to property transferred at the death of the last parent to die.

n the case of an outright gift the substitute tax would be shown on
the same return and be payable by the transferor or his executor at
the same time ag the basic transfer tax.

In the case of a bequest the executor in addition to the regular trans-
fer tax would pay the substitute tax at 60 percent of the transferor’s
marginal rate on the total amount of generation-skipping transfers
grossed up for the substitute tax. For example, if an individual whose
marginal transfer tax rate at death is 40 percent made an outright
bequest of $15,200 to his grandchild, the executor in addition to the
regular transfer tax wou Imy o substitute tax at a 24-percent rate
(60 percent X 40 percent= 24 percent) of $4,800 ($20,000—$4,800 (24
percent X $20 0005)0=$15,200;‘. .

If o transfor subject to tho substitute tax occurs during the trans-
feror’s lifetime, the substitute tax would be lmfosqd by requiring
the transferor to increase the amount of his taxable gifts for the cur-
rent period by an amount equal to 60 percent of the amount of the
transfer subject to the substitute tax l‘(grossed up at 60 percent of the
transferor’s current mar%inal rate). For example, if an individual in
the 50 percent transfer tax bracket makes a net Fift subject to the
substitute tax of $50,000 he would compute a transfer tax on the basis
of a net taxable gift of $92,857.14 computed as follows:

Net gift ==~ $50, 000. 00
60 percent of net gIft. v eeeeaann (80, 000. 00)
Gross up for generation—skipping tax at 60 percent of current mar-
ginal rate or 80 percent (60 percentX 50 percent) 'ceeeeeeeeaee. 42, 857. 14
Taxable transfer.. e 92,857 14

1$49,807.14~$12,857.14 (30 percent X $42,857.14) =$30,000,
The resultant tax would meet both his regular transfer and substitute

tax liability.
If the generation-skipped gift or bequest is by trust, there would be
generally the same options available to the transferor or his representa-
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tive? as to when the tax must be paid as would be avnilable to the
ski;ixged genera.t.ion had he elected to pay the tax. Howover, the tax
could not be postponed beyond the date of death of tho lnst survivor
among the group consisting of the transferor, his children and any
other trust beneficinrics who are not more than one degree below the
transferor.

Trust distributions which skir a generation would also trigger a
substitute tax. Thus, if an individual created n trust for a period
of 20 years with the income puyable to any of his children or grand-
children, as the trustes may direct, & tax on the value of the trust
property could bo postponed while the transferor or his children are
alive, However, a distribution to a grandchild would trigger the
substitute tax.

Whether a trust distribution is a generntion-skipping distribution
depends upon whether or not n substitute tax has been paid, Thus,
once the tax has been paid, tho category of people to whom distributions
would not be generation si«ipping would be expanded. As stated above,
if the intervening gencration elects to pay tax as if the property wore
transferred to him and then retransferred to the trust, the determina-
tion of what is a generation-skipping distribution would be made on
the same basis as if there had been an nctual transfer by the person
making the clection. If a substitute tax were puid distributions to
relatives not more than two degrees below the transferor and to un-
related persons not more than 50 years younger than the transferor
would not be generation-skipping distributions,

While the transferor is alive, an clection, following the year of the
original transfer, to pay tax on the value of trust property, which
could be effective s of the beginning of any calendar quarter, or a

eration-skipping distribution from a trust would result in the
!}c'}gmon on lz;s retlt:.m of an mm}unt(umal to 60 )petxicent oflt.hotnmm;nt
of the generation-skipping transfer %rossedu , the regular transfer
taxhavglgng been paid ?l{) oognection with his enrl?er return.

In caso of distributions from either an inter vivos or testamentary
trust after the transferor's death or n tax at such time on the value
of trust corpus the linbility for the substitute tax would be imposed
on the trustee. An election to pay tax on the value of trust corpus
after the donor’s death could be made by the trustee only if directed
by the transferor, If an election is made or if the tax is due on n distri-
bution or otherwise it would be paid by the trusteo at 60 percent of
the donor's marginal rate. The tax would ::]pply to the gross amount
of the distribution or corpus without mn{; reduction for the tax, There-
fore, if a trustee is instructed to distribute n particular amount net
of tax, it will be necessury to gross up the amount for purposes of
computing the substitute tax. For exnmple, nssume a trust distribution
of $7,000 (after tax) and an applicable tax rate of 30 percent. The
substitute tax payable would be $3,000 since $3,000 withheld out of
$10,000 would produce a net distribution of $7,000 as directed.?

8 The executor could not elect to pay tax on the value of a trust bequest, which In uot due

on a nonelective baais, unless directed to do so by the teansferor.
S$For the purpose of Income taxation of the trust and its beneficlarien, this would be

treated asa J"I. distribution.
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4. EXAMPLES

The following exnmples illustrato the application of the generation-
skipping tax. For conveniencoe the transferor is reforred to as GF
(grandfuther) the transferee as GC (grandehild) and the intevening
generation, GC's parent. and GF's child, as C (child).,

Erample 1.—GF makes » net after tax bequest of $50,000 to G(.
GF’s top bracket on the transfor tax return llilod at his death is 40

percent,

Substitute tar

The substitute generation-skipping tax would be applied at 60 per-
cent of GF's marginal transfer tax rate, or 24 percent (60 percent
times 40 percent), to the gross before tax bequest, The substitute tax
would thus be ®15,780.47 out of a total bequest of $65,780.47 ($65,-
8047 minus $15,780.47 (24 pervent times $ﬂ}’»,’¢’89.47) equals $50,000),
"The tax would be payable by the executor, ‘

Electionby C

If vither of the grandehild’s parents (') were alive, at the time the
teansfer is made, C could elect to treat the $50,000 a8 u bequest to him
and an immedinte vetransfer by him to GC, In such case, in view of
tho elective tax that ix ‘mid no substitute tax would bo myublc. Cenn
muke this election by filing » transfer tax veturn on or before the duo
dute of the transfer tax return due on GF’s death. Assuming C so
clects und at that time is in n 20 percent transfer tax bracket, the tax
would be $12,600 to produce a net gift of $50,000 ($62,500 minus §12,-
500 §20 percent times $62,600) equals $50,000), "This could be paid ont
of C’s own funds or, if provision is made therefor by GF, out of GF's
estate, Whether or not (! paid the tax, he would be treated as if he
made a gift of $62,500 for the purpose of computing his tax on his
future transfers,

C isdeccased

If both parents of G(* were decensed at the time of the transfer,
(F's executor would have the option to pay the substitute tax at the
marginal transfor tax vate attnined by the last parent (C) to die, 1
(s top rate were 20 percent, the tax payable to make u net bequest to
GC of $50,000 would be $12,600, The option would be exercised b
(18 exeentor because the sui»stituw tax otherwise due is $15,780.47.

Ezample 3—Assume the same faets as in example 1 except that
(RF mnkes a net lifetime transfor of $50,000 to GC a at time when he
is in the 40 percent transfer tax bracket,

Nubstitute tar—In this situntion the substitute tax is in effect
merged with the regular transfer tax, GF's total transfer tax (includ-
ing the substitute tnx element) is computed by increasing the net gift
by 60 percent of the actual amount ($30,000) grossed-up for the sub-
stitute tax at 60 percent of GF's marginal rate or 24 percent. ($9,-
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473.08)4, Thus, GF's lgift of $50,000 would be incrensed hy $39,473.68

to $80,473.68, and GF’s transfer tax would be computed ns follows:
Total gift n——— cmesceeremreanmac et e $80, 473, 08
Total transfer after gross-up for 40 pereent 44X oo ccaccmcmccancace 140,122, 80
Tax at 40 percent - - eecencmssancsnucaneann 09, 640, 12

This would be a regular transfor tax of $13,850.65 (40 porcent
multiplied by the amount of property transferred-—($50,000 gift plus
$590,649.12 tax) and an immedinte generation-skipping tax of $16,
780.47 (40 percent times §39,473.68). .

The nmount of the genemtion-sknpgng gift after gmss-u » for the
substitute tax is $65,780.47 ($065,789.47 minus $15,789.47 (2 |lmrceut
times $65,780.47) equals $50,000). The substitute tax payable eur-
mntlg' i8 equal to 60 percent of the current marginal rate (24 percent)
multiplied by the total amount of the gift but it is cxlwossed us the
marginal rate (40 percent) multiplied by 60 percent of the gift ($30,.
+73.08 7.0, 60 percent times $65,780.47).

For purposes of determining tho transfer tax rate to be applied
to the remaining gifts and bequests mado by GF, the present trans-
action would be considered to consist of a transfer of $149,122.80,
although the actunl transfer was $100,640,12, Thus, all future trans.
fers would be taxed at & |l)oint $30,478,08 further along the rate scale
than they would be if only actunl transfers were considered, There-
fore, in the end, the total additional amount paid by reason of the
substitute tax will equal the top attained rate multiplied by 60 per-
cent of the amount of transfers subject to the substitute tax (grossed-up
¥ reent of the marginal rate at the time of the gift). This
approximates 60 percent of the marginal rate multiplied by total

transfers,
Eleotion by C

Either of GC’s }mrents (C), could elect to treat the $50,000 as o
gift by C to GC following a gift from GF to C. If the tax on the
constructive transfer by C to GC is paid by C, the transfer by GF to
C is $50,000 and the total tax on the transfor assuming C is in the
30 percent bracket is $54,761.00 computed as follows:

Grossed-up gift by GF t0 O e ceeeeeeeae $83, 333. 33
Tax at 40 percent. —coececrcecaceccaccmrcancaccaranan 33,333,833 £33, 333, 93
Net transfer t0 O.eeeeencmnconecacncecncaca. 50, 000. 00
e ——
Qrossed-up gift by O t0 Q0. eanevaencanmcaccanna 71, 428. 67
Tax at 80 pereent... e macm i mcacaccccccncanaa 21,428, 67 21,428 187
Net transfer o cccccmncanccnccnvocanananas 80, 000, 00
Total X v cacccanacncrcnccnareaancan i, 701, 90
It GF armnFos to Puy C’s tax, GF's gift to C is $71,428.67 ($560,000
gnft to GC plus $21,428.67, C's tax) and the total tax would be
00,047.62 dotermined as follows:

4$30,473.68-—$0,478.68 (24 percent X $30,473.68) =$30,000,
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Grossed-up gift by QR cccmaaaans £110, 047. 02
QF'utax at 40 Pereenta . oo e ccccnecnccacacaen- 47,010,03 $47, 610,03
GIft from GF 10 Co oo 71,428 87
s tnx at 30 PEreent o e e ecmae s 21,428,857 21, 428,57
Net transfer t0 GCuvevevevaeceeurvecnncvennn 50, 000, 00
TOAl X ece e cmcmccmecr e cmcnermermm e o e 60, 047. 62

Election if C i# deceased

If both of GF’s parents (C) are deceased at the time the transfer
is mado, GF could elect to compute the substitute tax on the basis of n
constructive transfer to CC in lieu of the method illustrated above, If
C's marginal rate were 30 pereent, GF's total tax burden would be
$60,047.62 s determined above, In contrst to the method described
tbove, for purposes of determining the transfer tax rate to be applied
to the remaining gifts und bequests made by GF the present transac-
tion would be considered to consist of a transfer of $119,047.62 rather
than $149,122.80, Thus, although the $69,047.62 ix morve than the tax
mynble on the alternative method enrlier deseribed, an estimate wonld
ve to be made of future transfers to be made by GF to determine
whether it was preferable to choose this means of computing the tax.
In other words the substitute tax payable currently at 24 percent is
less than the tax at. (*'s marginal rate of 30 percent, but if GK’s mar-
ginal rate were to exceed 50 percent, the ultimate substitute tax would
exceed the tax based on C's rate,

Example 3—QF creates a 10-year infer vivos trust with income
payable to his grandehild (GC) and the principal to be distributed
to GC, at the end of the 10-year period. There is no election by GF to
pay tax on the creation of the trust and there is no election by GC's
samnt (C) to pay tax as if there were u transfer by him. An income

istribution is made to GC in the amount of $2,000 when GF is alive
and in the 40 percent bracket,

Substitute tax

G is linble for n transfer tax at 60 pereent of his marginal rate or
24 porcent. The tax on a net gift of $2,000 would be $631.58 ($2,031.58
~$631.58 (24 percent X $2,631.58)=42,000), If GF had g0 provided in
the governing instrument this amount, $631.58, could be paid out of
trust assets, GF wounld show a transfer on his return of 60 |'m'cont
of the total gift, $1,678.05 (60 percent X $2,631.58), ‘This would pro-
duce an immediate tax liability of $631.58 (40 percent X $1,678.05),
paid out of the trust, and an eventual substitute tax of GF's finul
marginal rate X §1,578.05, -

If GF paid the tax himself, his total linbility would be $1,052.63
and he would be considered to have made a gross transfer of $2,631.58
lenving a net transfer of $1,A78.05,

If GF were deceased at the time of the distribution, the trustee
would be liable for the tax and would withhold $480 (24 percent (60
percent of GF's marginal rate) X $2,000) from the distribution to GC
who would receive §1,520, If the net distribution was to be $2,000, the
tax would be $631.58 as computed above, If both of GC’s parents were
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deceased the trustee could elect to pay tax at the marginal rate of the
last one to die and would do so if this rate were less than 24 percent.

Election by C
If C were alive, he could elect to bo treated us if the $2,000 were
transferred to him nnd retransferved. Assuming such an election and
that C is in the 20-percent bracket, the tax would be $400 if paid
out of the distribution (20 percent X $2,000) $500 if paid by C (20
%cent X $2,500 equals $500, leaving a net distribution of $2,000) and
3.38 if paid by GF (GF in the 40 porcent bracket pays a tax of
$338.33 to transfor $500 to C to pay C’s tax of $500).

Ewample 4—GF, by will, creates n discretionary trust to pay the
income, and under certain circumstances the corpus to any of his issuc.
The trust is to last until 21 years nfter the death of the last survivor
within the g‘mup consisting of GF’s children and grandchildren, living
at his death. At that point, the trust corpus is to be distributed to
GF’s surviving issue per stirpes,

Oreation of trust :
No genemtion-skippinﬁ tax is paynble at GF’s death unless an
olection to ?ay is made. It GF so provides in his will, GF’s exccutor
could elect to pay a substitute tax on the value of the trust corps. This
would be computed in the same manner as the tax on outright be-
quests. A tax could be paid by the trustee out of the trust corpus at 60
percent of GF’s marginal rate if GF directs the trustee to elect to do
80, If no election is made, distributions to GF’s children would be free
of the substitute tax but any distributions to GF’s grandchildren or
gh andchildren would be generation-skipping transfers subject to
e

substitute tax, .
If an election is made to pay a substitute tax on the value of trust

property, fluture distributions to GF’s children or grandchildren
would not be subject to a generation-skipping tax, but a second sub-
stitute tax would be imposed on any distribution to GF's great-

grandchildren,

Death of GF and ¢

Under the assumed facts, the trust will not terminate upon the lnst
to die of GF's children. Thus, if when this occurs no substitute tnx has
been paid, n tax would be payable based upon the value of the corpus
as of the date of the death of the last survnvinﬁ child of GF. The tax
would be paid by the trustee at 60 percent of GF’s marginal transfer
tax rate. Thereafter, distributions to GF’s grandchildren would be
tax free, but distributions to great-grandchildren would continue to
be taxable unless an election is made by the trustee (under directions
provided in the trust instrument) to pay another tax on the flall value
of the corpus,

Similarly, upon the death of the last grandchild, if no such eclec-
tion had been made, a second substitute tax would be payable on the
whole value of the corpus as the date of the death of the last surviving
grandchild of GF. No tax would be payable on further distributions
from the trust unless they are made to great-great-grandchildren of
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6. EFFECTIVE DATE

The generation-skipping tax would become effective on January 1,
1970. However, for purposes of determining thoe rate bracket appli-
cable to transfers after December 31, 1969, 60 percent of the amount
of nll generation-skipping transfers after December 31, 1968, would
be counted as prior transfers even though such transfers will be taxed
under the rules of present law and will not be subject to a substitute
tax, Thus, if an individual on January 31, 1969, made a $50,000 gift
to his child, he would bo mnoved $50,000 up the rate scale in computing
the rate on future transfers, If the gift were to his grandchild, he
would be moved $80,000 up the scale. ‘ .

_The generation-skipping tax would not be applicable to distribu-
tions from inter vivos trusts created before January 1, 1969, or to
trusts created by will of decedents dying before January 1, 1970.

VIII-D-1. LIBERALIZATION OF PAYMENT RULES
GENERAL ExPLANATION

BACKGROUND

Estates which contain farms or closely held family businesses some-
times encounter difficulty in finding the cash needed to pay the Federal
taxes which become due shortly after death. This problem can arise
a8 o result of impraper estate planning, rapid appreciation in the value
of an asset, or reluctance to sell an asset for sentimental or business
reasons, The inability to pay death taxes in a timely fashion is here
referred to as the “liquidity problem,”

. Careful business and estate planning can help to eliminate the liquid-
ity problem, Moreover, the Internal Revenue Code already provides
installment payment privileges for use in situations in which an estate
containg & farm or other closcly held business, However, experience
has shown that little use of these installment payment privileges is
?msentl being mad:(i partly because certain other provisions of the

nternal Revenue Code create barriers to the use of these privileges.
The following proposals include both general and specific relief for
estates which encounter liquidity problems, '

PROPOSALS

General relief
_ It is expected that the proposal to allow an unlimited marital deduc-
tion will substantinlly ease liquidity problems by postponing the death
taxes which would otherwise be payable on assets transferred to a sur-
viving spouse. This will give the surviving spouse more time to plan
for the disposition of an illiquid asset at the best possible price or,
alternatively, more time to accomplish business and estate planning
to insure the availability of funds when death taxes eventually become
due with respect to the asset, Moreover, the unlimited marital deduc-
tion will help to insure the security of a surviving widow, because it
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will not usually be necessary to raise funds to pay taxes with respect
to a family farm or business until after the death of the widow herself.
It is expected that these benefits will be of special help in connection
with estates of moderate size.

In addition, the proposal to decrease transfer tax rates will help to
enso liquidity problems, by lowering the amount of tax due with respect

to any given asset.
Specific relief

In addition to the proposals outlined above, which will generally
nssist all estates, specific proposals are included which are designed
to ease liquidity problems in the case of estates containing farms and
closely held businesses. Additional relief in these cases scems ap-
propriate, because such estates tend to encounter more severe liquidity
problems than do estates containing other types of assets, These specific
proposalsare:

Changes will be made in presont. rules to make it easier for
estates containing farms or other closely held businesses to qualify
for installment pnyment of denth taxes over Yeriods of up to 10
years, The installment }myment privileges will be made available
not only in the case of transfer taxes imposed at death but also
in the case of income taxes imposed on appreciation in nssets
transferred at death.

Executors, and certain fiduciaries will be able to obtain a dis-
charge from personal liability for taxes on illiquid assets, when
the time for payment of those taxes has been extended, provided
that the executor or fiduciary pays those taxes which are not
subject to the extension and furnishes adequate security for pay-
ment of the remaining taxes. In general, subject to normal busi-
ness saiefuards, a security intorest in the illiquid asset will con-
stitute adequate security in such cases. Accordingly, the Govern-
ment will not only &)eumt deferral of taxes, but will bear part
of the risk that the illiquid asset may decline in value during the
deferral period, ‘

Executors will be permitted to enter into security agreements,
in lieu of bonds, when extensions of time for payment of taxes
are requested. A modified bonding requirement would be retained
for use in those situations in which the security ngreement pro-
vigions are not utilized. In general, the security n%reements per-
mitted would resemble those nuthorized by State law under the
Uniform Commercial Code. )

More realistic rates of interest will bo established for use in
situations in which the time for the payment of death taxes has
been extended. In general, the Secretary of the Treasury would
be authorized to establish a rate of interest which approximates
the market rate of interest at any given time. Consequently, use
of the installment payment provisions will not entail an interest
Fenalty or subsidy, and the rate of interest charged at any fiven

ime will more accurately reflect the charges which would be
made if an estate were to borrow from a commercial institution

to pay death taxes,
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Additional time will bo provided for making redemptions of
closely held business stock at capital gains rates to pay denth
taxes attributable to the inclusion of that stock in the gross estate.
At the same time, steps will be taken to insure this relief is made
available only to the extent that funds are needed for the pur-

ose of gmyin the taxes imposed at the time of death with respect
o stock in a closely held business,

. Postdeath accumulations of earnings for the purposo of mak-
ing such redemptions will be permitted. This provision, taken
together with the additional time provided for making post-
death redemptions, will permit death taxes to be paid in many
cases out of the postdeath earnings'of a closely held business.
Hovwever, amounts nccumulated in this fashion must actually be
used within a reasonable period of time for making redemptions
to pay death taxes,

It is expected that these specific relief provisions, taken together,
should make it possible for the owners of any viable farming opera-
tion or closely held business to generate the resources needed to pay
the transfer and capital gnins taxes which become due at the time of
death with respect to such nssets,

VIII-D-1. LIBERALIZATION OF PAYMENT RULES
TecnNicAL EXPLANATION

A. THE PROVISIONS OF EXISTING LAW

The Internal Revenue Code presently contains four provisions which
assist in solving liquidity problems, These are:

1. The provisions of section 6161, which permit the time for pay-
ing estate taxes to be extended for a period of up to 10 years in
instances in which timely payment would result in undue hard-
ship. On May 27, 1967, the re;fulations under section 6161 were
amended to indicate more clearly that the sale of a small business
at a sacrifice price to pay estate taxes constitutes “undue hardship”
for purposes of section 6161,

2, The provisions of section 6166, which permit the time for pay-
ing estate taxes to be extended automatically for a period of up to
10 years in instances in which an estate contains a farm or closely
held business interest the value of which exceeds either 35 percent

of the lgross estate or 50 percent of the taxable estate of a decedent.

3. The provisions of section 303, under which capital gnins treat-
ment is accorded to certain redemptions of corporate stock to pay
death taxes, or funeral and administration expenses. In order to
qualify for this favorable treatment, the redemption must be ac-
complished by a corporation whose stock comprises more than 35
percent of the value of the decedent’s gross estate, or more than 50
percent of the value of the taxable estate, )

4. The (s)rovisions of section 6601(b) which provide that interest
on unpaid estate taxes accrues at a rate of only 4 percent per year in
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instances in which the tax is not timely paid. The applicable rate
of interest in the case of other unpaid taxes—such as income or

excise taxes—is 6 percent.
B. THE PROPORED REVISIONS

1. Rovision in Section 6166—The Automatio Extension of Time
Provision

Under the existing provisions of section 6166 of the Internal Revenue
Code, an estate containing a farm, partnership interest, or stock in a
closely held corporation may elect to pay the estate taxes attributable
to such interest In up to 10 annual instaliments, However, this relief is
not available unless the value of the interest in a closely held business
exceeds either 85 percent of the value of the gross estate or 50 percent
of the taxable estate of the decedent.

It is proposed that liberalization be made in the Percentage limita-
tions of section 6166, Installment payments of capital gnin and transfer
taxes (including taxes on %eneration skipping transfers) will be per-
mitted if the value (as finally determined for Federal estate tax pur-

) of an interest in a closely held business—as defined in section

166 (c)—exceeds 25 percent of the taxable estate of a decedent. In

addition, the extension of time privilege will be available if the taxed

ins in connection with an interest in a closely held business are more
an 25 percent of all gains taxed upon the death of the decedent.

In addition, the shareholder limit in section 6166 will be raised
to 15, Similarly, the “voting stock” requirement of existing section
6166(c) (3) (A) should be eliminated. A minor proposed c anlge in
section 6166 involves Shiftmi from annual to quarterly instaliment
payments. This conforms with existing collection preictice in connec-
tion with estimated taxes and certain other taxes which are paid in
installments. This change will also provide earlier notice of possible
delinquency on the part of the estate. L

A similar extension of time will be permitted in the case of the
income tax imposed on gains taxed at the time of death in connection
with an interest in a closely held business, Installment payments of
taxes on death-time capital gains are to be elected not later than the
time for ﬁlmF the decedent’s last income tax return. The amount pay
able in installments may not exceed an amount which bears the same
ratio to the total tax imposed on capital gains at death as the gains so
taxed in connection with a closely held business bears to the total gains

of the decedent at death.

2. Revision of Section 6166

Under existing section 6165, District Directors may require, as a
precondition to the granting of an extension of time to pay taxes, that
the tax?:lyer furnish a bond for up to double the amount with respect
to which an extension is granted. Administrative practice under sec-
tion 6165 varies widely and the procedure may be expensive to
taxpayers.

It is proposed that section 6165 be revised to permit the use of
security arrangements, in lieu of bonds, when extensions of time for
payment of taxes are requested. The bonding requirement would be
retained for use in those situations in which a satisfactory security
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agroement is not furnished. The bond would be in the amount of unpaid
tax, Plus any anticipated additions thereto, including the interest
which may reasonably be expected to accrue on the unpaid tax during
the extension of time for payment.

The major proposed revision in section 6165 would authorize use
of security arrangements such as mort , pledges, and escrow .
ments, in lieu of bonds. The precise form of security interest which
will be required in a specific situation is left to the discretion of the
District Director, These provisions would also establish the method of
creating security interests in property in accordance with the terms of
a security agreement, the furnishing of -collateral which is to be
subject to these security interests, the standards for determining the
necessary amount of collateral, the way in which security agreements
bocome effective, the method of terminating security agreements and
interests, and the rights of the District Director in the event of
default in the payment of taxes. These proposed provisions of section
6165 follow the basic pattern and terminology established by the
Uniform Commercial Code, which has now been adopted in & majority
of the States.

When determining the amount of collateral to be furnished to secure
the payment of taxes, when an extension of time has been granted
under section 6166, the proposed revision of section 6165 will provide
that the decedent's interest in a closely held business (including farms)
shall, in all cases, constitute adequate collateral to secure the payment
of taxes imposed with respect to that business interest. Such coll’l'lteml
will normally be adequate to secure the Government’s interest, since the
tax with respect to a closely held asset will always be smaller than the
value of the nsset itself. However, an exception to this rule may be made
in situations in which the closely held business is encumbered by prior
liens, In such cases, the District Director may demand enough addi-
tional collateral to give reasonable assurance that he will ultimately
collect the unpaid tax and any additions thereto.

In instances in which the decedent’s closely held corporate stock has
been furnished as collateral subject to a security interest, the District
Director will be entitled to all the rights granted to stockholders by
local law, including notice of corporate actions which might impair
capital. In addition, in order to provide for instances in which local
lnw does not provide adequate safeguards, section 6165 will specifically
provide that the District Director is entitled to 90 days notice of sales
of corporate assets of a value greater than $1,000 (Y)ther than sales
in the ordinary course of business), to notice of the declaration of a
dividend, and to notice of any other action calculated to have a sub.
stantial effect upon the liquidation value of a firm, including changes
in the salaries of officers or directors. Failure to furnish such notice
will constitute a default, which will authorize the District Director
to enforce his security interests.

3. Revigion of Section 220}

Section 2204 relieves the executor of personal liability for sub-
sequently determined estate tax deficiencies only in those instances in
which the executor pays in full the amount of the estate tax which has
already been determined to be due. Consequently, & section 2204 dis-
charge cannot be obtained when an extension of time to pay estate
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taxes has been requested. A related problem arises in instances in
which trust assets are includible in the estate. In such instances, fidu-
ciaries administering the trust may find themselves liable a8 trans-
ferees for unpaid estate taxes, even though the executor of the estate
mz}Iy have been discharged under the provisions of section 2204,

o deal with these problems, section 2204 will be revised to permit

an executor to be discharged from personal liability if two conditions
nre met, First, the executor must pay all taxes and additions, including
deficiencies, which have been assessed prior to the date of discharge
and for which no extension of time for payment has been requested.
Second, the executor must enter into a section 6165 security agree-
ment (or furnish an adequate bond in lieu of n security agreement) to
assure payment of taxes in those instances in which an extension of
time has been requested.
. Similar rules will apply to fiduciaries who hold assets which are
includible in the gross estate. If such a fiduciary makes a timely appli-
cation for a certificate of discharge from personal liability for unpaid
estate taxe::s and if the executor fulfills the two conditions outlined
nbove, the fiduciary will also be relieved from personal liability for
those taxes.

Another minor chanlge in section 2204 would give the Service up
to 18 months from the date of filing of a deathtime transfer tax return,
to issue a certificate of discharge to an executor or fiduciary. This
conforms with the Service's normal estate tax audit cycle.

4. Section 308 revisions

Under present law, capital gains treatment is accorded to certain
redemptions of corporate stock to pay death taxes, or funeral and ad-
ministration expenses, In order to qualify for this favorable treatment,
the redemption must be accomplished by a corporation whose stock
comprises more than 35 percent of the value of the decedent’s gross
estate, or more than 50 percent of the taxable estate, '

It is proposed that section 303 be revised to conform to the revised
provisions of section 8166, Section 303 redemptions will be permitted
to extend over a period of 10 years—but the use of notes or similar
devices to avoid these time limitations would be ended., Thus, the
maximum time period for section 303 redemptions would match the
10 year muximum time period for panyment of taxes set forth in
section 6166,

In nddition, section 303 will be changed so that redemptions will be
permitted only to the extent necessary to palv taxes on closely held busi-
nesses as defined in section 6166. Accordingly, only those persons liable
for payments of taxes with respect to a closefy held business would be
allowed to make use of the provisions of section 303. Taxes on capital
gains at death and deathtime transfer taxes could both be taken into
account. for purposes of section 303, but not State taxes or other ex-
penses incurred by an estate. Because section 303 relief will be limited
to closely held businesses, ns defined in section 6166, there is no need for
retention of the percentage limitations set forth in existing 8303(b) (2)
(A), since the percentages set forth in the definition of the term
“closely held business” in section 6168 would determine the applicabil-

ity of section 303 relief.
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6. Amendment of taw on unreasonable corporate accumulations

. Under present law, there is some uncertainty as to whether the earn-
ings of a closely helgi corporation can be accumulated for the purpose
of making redemptions under the provisions of section 808, Conse-
guently, a new paragraph will be added to subsection (c) of section

85 of the Code to permit post-death accumulations by a closely held
business for the purpose of making section 303 redemptions, Predeath
accumulation of funds for this pu will not however be permitted.

Under the revised provisions of section 535, the amounts accumu-
lated in a given year must be utilized to redeem section 303 stock
not later than the close of the year following the year of accumula-
tion. Thus, a corporation will have not less than 12 nor more than
24 months in which to make a redemption of a decedent’s stock. This
provision will insure that funds accumulated to make section 303
redemptions are actually used for that purpose within a reasonable
period of time,

The revision in section 535, taken together with the revisions in
sections 308 and 6166, should permit death taxes to be paid in many
cases out of the post-death earnings of a closely held business. Thus,
in & case in which the time for paying death taxes with respect to a
closely held business has been extended for 10 years, a corporation
could accumulate earnings during that period to make periodic redemp-
tions of stock under section 803, thereby permitting the executor or
beneficiaries of the estate to make timely installment payments of

taxes.

0. Revision of section 6161

The provisions of this Code section, as presently drafted, apply
only to extensions of time to pay estate taxes, where hardship can be
shown, These hardship extension provisions will be revised to applfv
not only to transfer taxes im(i)osed at death, but also to taxes on capi-
tal gains taxed at the time of death.

7. Rate of interest on deferred payments of death taxes
At present, section 6601(b) of the Internal Revenue Code provides
that interest on estate taxes accrues at a rate of 4 percent per year
in instances in which the tax is not timely paid. When interest rates
are high, this provision constitutes an incentive to delay payment of
estate taxes. During periods when interest rates are low, this provi-
sion may impose a slight senulty on estates which are unable to borrow
elsewhere and which find themselves forced to apply for extensions
of time to pay death taxes. The applicable rate of interest in the case
of other unpaid taxes—such as income or excise taxes—is 6 percent.
To achieve interest neutrality so far as decisions regarding payment
of taxes are concerned, a provision is J)roposed, similar to section 483,
iziving the Secretary or his delegate discretionary authority to estab-
ish the rate of interest at any given time in light of market con-
ditions, To facilitate this exercise of discretion, and to ease adminis-
trative difficulties, the following guidelines for the exercise of this
power would be followed: (1) The rate of interest should be adjusted
only on January-1 of any given year, and should remain constant
throughout that year. (2) Adjustments to interest rates should be
made in whole point units, rather than in fractions of a percent.
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(3) Adjustments should be made in light of market conditions, de-
termined by adding 2 percentage points to the Federnl Reserve ;Slﬁs-
tem’s recommended rediscount rate, (4) The rate of interest applicable
on the date on which a tax becomes payable will remain the same for
that tax liability until it is paid. For example, if a tux becomes pay-
able on December 81 of a given year, when the rate of interest under
section 6601 is b percent, that rate of interest will remain applicable,
even though the interest rate is raised a few days Inter by the Com-

missioner.

VIII-D-2. PAYMENT OF ESTATE TAXES WITH
GOVERNMENT SECURITIES

General, ExpLANATION

BACKGROUND

Under the provisions of existing law, certain designated Treasury
securities enjoy specinl estate tax pnyment privileges. These securities
can be redeemed at ,ml' in payment of cstate taxes, even though the
securities may be selling on the date of redemption for & price which
is substantinlly below par, For example, if an issue of securities which
carry such redemption privileges hus a coupon rate of 814 percent
and is selling for 86 so as to yield 414 percent, the Treasury ordi-
narily must redeem these securities at their par value of 100 if the
socurities are offered in payment of estate taxes. The effect is the same
n8 selling the securities for 100 and realizing a 14-point tax-free profit,

At the time when estate tax payment privileﬁea were written into
the law, during World War I, it was believed that inclusion of these
privileges in the terms of issue of Trensury securities would make it

asible to market those securities more readily and at lower rates of
interest, However, experience has shown that the tax losses sustained
when such securities are redeemed at par prior to maturity consider-
ably outweigh any possible benefits realized at the time when such
securities are issued, Moreover, the inclusion of tax payment privileges
in the terms of issue of Treasury securities tends to obscure the actual
cost of carrying the national debt. Finally, the benefits of these securi-
ties are conferred in o very haphazard fashion from one year to an-
other and from one taxpayer to another. For example, the benefits
conferred by existing law are usually available only to those taxpayers
who have the cash or other liquid nssets needed to buy such securities
and who die during periods when interest rates are high, There does
not appear to be any reason for preferring such taxpayers over those
whose estates are illiquid, or those who die during periods when in-

terest rates are low.
PROPOBAL

The statutory provisions which require the Treasury to include estate
tax payment I)rivileges in the terms of issue of certain Treasury
securities should be repealed prospectively, Adoption of this proposal
will gradually reduce the substantial tax losses caused by the provi-
sions of present law. In addition, the cost of carrying the national debt
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will be made clearer, and there will be greater equity in the treatment
of similarly situated taxpayers. This proposal would not alter the
redemption features of any outstanding Treasury securities, To the
extent that existing issues of Treasury securities carry estate tax pay-
ment privileges, those securities will continue to be redeemable at par
in pnyment of estate taxes,

VIII-D-2. PAYMENT OF ESTATE TAXES WITH
GOVERNMENT SECURITIES

TronNicaL EXpPLANATION

PRESENT LAW

Under the provisions of 31 U.S.C, 765, United States Treasury
bonds which bear interest at.a rate of more than 4 percent must be made
redeemable in payment of estates taxes. 1f an estate owns securities
which carry tax pnyment privilef{es, and if such securities were held
by an individual at the time of his death (or, in the case of certain
securities, for at lenst 6 months prior to his death), the securities may
be redeemed in payment of Federal estate ¢axes, cven though the secu.
rities have not yet matured. Upon redemption, such bonds are valued
at the higher of par or the mean selling price on the valuation date,
and the securities must be included in the cstate at the same valuation,

PROPORED AMENDMENT

It is proposed that section 14 of the Second Liberty Bond Act, as
added by section 6 of the Third Liberty Bond Act, 81 U.8.C. 765, be
amended by adding the following sentence at the end of existing
section 765 : “This section shall not. apply to any bond or other securit
issued after [enactment date].” This pro revision would repeal,
prospectively, the provisions of 31 U.8.C. 765,

RELATED MATTER

Under a related provision, 31 U.S.C, 762, the Treasury has discre-
tionary authority to establish the terms of issue of Treasury securiti
and, in the past, this discretionary authority has sometimes been us
to confer estute tax payment grivilqges on certain issues of securities.
No amendment. to section 752 has been proposed because, consistent
with its proposed section 765 amendment, the Treasury Department
will refrain from using its discretionary authority to issue additional
bonds or other similar securities (except bona fide tax anticipation
certificates) which are subject to a term or condition permitting such
bond or security to be received in payment of taxes imposed by the
United States,
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IX. SUPPLEMENTARY MATERIAL







IX-A—SUPPLEMENTARY MATERIAL: TAX TREATMENT
OF MINERALS
Introduotion

This paper is a statement on some of the effects of the tax treatment
relating to minerals, The detailed statistical analysis relates to oil
and gas. This concentration on oil and gas statistics is undertaken for
sovern! rensons:

1, Depletion on oil and gus constitutes three-fourths of the total
dollar amount of depletion allowed under the tax law.

2, The statisticn] data relating to oil and gns are far more adequate
than isthe case for other minerals.

3. Historically, the first porcentnFu depletion provision, and the
Inrgest, was accorded to oil and gas. The others were extended to some
extent by analogy to oil and gas.

These rensons do not necessarily imply that the economic effects of
the present tax treatment would be the same for other minerals as for
oil and gas. The reasons do suggest that pending the development of
such other nnalyses there is a busis for using the analysis of oil and
g ng o ense study that should have important implications on the tax
provisions relating to minernls gencrally.

This paper docs not attempt to veach u conclusion s to what should
be done nbout the present tax provisions respecting oil and gns. This
is something that would have to be decided as n matter of overall policy.
This paper considers predictions of how much oil and gus reserve
additions, prices, and production would change under different tax
troatments. If it were concluded that these changes would be very
small, it could bo suggested that the present eflects of the existing
treatment. is not worth the cost of the present tax benefits (that is, the
additional taxes now imposed on other tux{myers to permit the present
tax reduction for oil and gns producers). 1f the indicated changes are
very large, it ig still a question whether the present effects are desirable
from a national standpoint. ..

Outline of paper

Chapter 1 describes the tax provisions relating to oil and gas from
tho standpoint of whether they constitute a special benefit and how
much of & benefit they offer. In general, it is not particularly contro-
versial that the provisions relating to ol and gas constitute a special
benefit, although there has been a good deal of discussion of this
aspect, The chapter refers to some relatively recent material on the
size of the special benefit accorded oil and gas.

Chapter 2 comments on the literature as to the impact of these
tax benefits on oil and gns reserves, prices, and_ production. It will be
seen that the early discussions of the depletion issue were replete with
nonquantitative assertions to the effec that the impact was either
negligible or enormous, In recent years there has been some significant

(413)
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attention directed to quantitative studies, pm-ticnlurlﬂ by Franklin
Fisher, Edward Erickson, and a project undertuken by the Consad
Research Corp. of Pittsburgh, Pa., under contract with the Treasury
Department, .\ careful review of this literature suggests some general
aren of ngreement, Some other discussions of price output effects from

the technical liternture are also considered,

Chapter 3 articulutes some issues relevant to evaluating the kind
of effects discussed in chapter 2, It is suggested that technical analysis
will help clurify some of the issues and permit a more rationnl expres-

sion of individual preferences regarding those issues. L
Chapter 4 comments briefly on the %meml set of resource policies
open to and to some extent utilized by the United States us they

bear upon the gonls sought by the tax provisions,

Cnarrer 1.—Tne PriNciean Present Tax Provisions ReLaTing 1o
O1. axn Gas

As a general tax rule, the capital costs of business oYemtious are
spread over the expected life of the capital assets involved and de-
ducted from the business income. In the main, oil and gus well

operators obtain different treatment in two ways: _ '
Sa) Most capital costs (intangibles) are deducted immedintely

rather than being deducted over the life of the nsset.
&b) The annual deduction for depletion is measured by reference
to income and thus can exceed the actunl cost of the nssets used up,

often by many times,
INTANGIBLES

The costs of developing oil and gas productive capacity can be
described as falling in one of four categories of tax treatment:

(1) Charged off as inourred

(a) Intangible drilling costs éull costs of drilling except for the
cost of depreciable propertﬁ' used in drilling). This charge-off treat-
ment is allowed whether the hole is dry or producing.

(b} Lease rentals, . .
(e) Costs of general exploration studies not related to an area of

interest.
(2) Capitalized but charged off when property is abandoned

(a) Lease acquisition costs and exploration costs on nonproductive
properties. (Exploration expenses include costs of things like geologi-

cal and geophysical studies.)
(3) Capitalized and taken as depreciation (in addition to depletion)

(a) Costs of drilling equipment.
(4) Capitalized and taken as cost depletion (unless percentage de-

pletion is used)

(a) Exploration costs and lease acquisition costs on productive

properties.
DEPLETION

Tho taxpayer is permitted to deduct each year the greater of cost

dopletion of percentage depletion :
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Percentage depletion—This is computed as the lesser of 2735 per-
cent of the value of oil (or gas) at the well or 50 percent of the
net income from the property. .

Cost depletion.—This is computed by combining the capitalized cost
of the property, that is, the lease acquisition cost plus the specific
property exploration costs less prior depletion (cost or peroentafe}
and taking o portion of this each year equivalent to the ratio of o i
(or gus) extracted to the estimated recoverable reserve on the property.

In general, the percentage depletion exceeds the cost depletion ex-
cert on a property that was purchased when it was already a success-
ful producer. . : . )

o problem surrounding oil and gas tax treatment is that only in
the natural resource businesses is a taxpayer's deduction for wasting
capital permitted to exceed his actual unrecovered capital cost. This
arises becauso such a large part of the actual capital cost is permitted
to be deducted as incurred, and then depletion is allowed as a per-
centage of receipts without regard to the rbmaining unrecovered cost.

Anexample will olarify this:

Totalcost  Tax trestment

Itom
10 explotatory wells dry at $10,000 esch............ $100,000 $70,000 m anmtly. -
' X
| Bl i e o e B0 G il g
Woll incoms cumulative over lifetime ... ... ... $00, 000 ,000 m“hgnm -
Lifting costs over woll litetime............ . _.... 200,000 '%mmum. pun.

Looking at the whole operation, the taxpayer will have enjoyed
net income of $190,000 when he has used up the successful well
($800,000 gross income less $110,000 exploration cost and $200,000
lifting cost)., However, taxable income is only $275,000 as his tax
deductions come to $525,000, adding $220,000 of percentage de?letnon
to the $305,000 of costs deducted cnrrentl{.‘ Thus, the taxable income
i8 onlgr $275,000 in an operation in which the gain was clearly $180,000.,

This exnmple not only makes clear that percentage depletion can
oxceed costs, but it also brings out an issue that has been much discussed
in the nonquantitative debates on depletion. When our illustrative
driller hit oil in his 11th explomt:eliy hole, he suddenly became the
owner of a valuable asset, viz., leasehold rights to oil in the ground
worth §220,000, Prior to 1027, the trentment of oil and gas income was
to calculate this “discovery value” on the successful welﬁsnd then take
this as a des)le.tnon deduction allocated over the well life. When per-
centage depletion was adopted in 1027, the rationale was to skip the
calculation of discovery value and approximate the result of deducting
discovery value depletion by takin 27?5 percent of gross income,
Implicitly, this estimated that the value of an oil deposit in the ground
is about 2714 percent of the estimated well-head price of the recover-

able oil.?

'le'}:e $5.000 leane cost on the successful wo|ll '!n not deducted because it would go jnto cost
t ha

1
depletion which is leas than percentage depletion.
e"l has been amm«: by some lnduatr;p spokeamen that at current prices the value of ofl
lg the ground is about 88 percent of the expected ﬁmn and on this ground they assert that
the a‘c:’eg:'uee of the discovery value theory would imply & 83-percent percentage depletion

rate



416

Even though one might use phrases sucli as “§220 0 of the well
owner’s proceeds are not income but only a recovery of the capital that
was represented by the value of the successful well before production-
started,” the deduction of $220,000 with respect to this nsset is clearly
inconsistent with general rules of income taxation, A close annlogy
would be to n builder who puts up a building for his own account
which cost himn $110,000 to build and which was worth $220,000 when
it was completed, At that point, it could be said that the builder has
capital of &20,000; but, if he continues to operate the building him-
self, his future deduction for capital wastnge (depreciation) is limited
to the previous undeducted cost. Using the figures in the driller exam-
ple, the deduction should be limited to $35,000.* The oil operator with
the same overall experience ns n builder gets extva deductions of

$2185,000,
This analogy brings out another point, viz., that even apart from

the extra $215,000 of deductions from percentage depletion, the oil well
driller is favored in that his basic capital costs are recovered more
quickly because of the writeoff of intangibles, In the example, $75,000
of the $110,000 capital costs were written off at the ontset. For a builder
only about 10 to 15 percent of the costs would be deductible at the
outset,

The extent of the special preferences given the mineral industry
has been detailed in a number of recent studies.*

In 1060, individuals reported $1.17 billion of gross income from
mineral properties. Agninst this, they claimed deductions of $0.24
billion for exploration and development expenses and $0.38 billion for
percentage depletion, The combined net income after deducting these
amounts and other costs was $0.53 billion. Of the $0.38 billion of
percentage depletion $0.87 billion was taken with respect to oil and gas,

Partnerships reported $0.55 billion of gross income from mineral

roperties, $0.05 billion of exploration and development deductions
and $0.08 billion of percentage depletion, of which $0.065 billion was
from oil and gas.

Corporations reported $8.8 billion of gross income from mineral
)prertles. Their exploration and development deductions were $1.1
illion and their percentage depletion deduction was $2.9 billion, The
figure of $2.3 billion of the percentage depletion and almost all of the
exploration and development was on oil and gas. Of the $2.9 billion of
depletion, $0.75 billion wason foreiqn properties,

Among corporations that were classified as in the mining indust
the depletion allowed was $0.88 billion of which $0.84 billion was al-
lowed to corporations with assets over $1 million, but $0.30 billion was
allowed on returns with no income. (A taxpayer is limited to a deple-
tion deduction of 50 percent of the net income from the property. I
exploratory drilling is extensive on other properties, the net income

can be “drilled up”.)

'1’“!- amonnt fa the aum of the undeducted depreciation of tangihle drilling costs which
the oll operator alno takes as depreciation and the lease cost on the succeasful well which
would have been cort depletion to the oil operator.

4 Effects of Special Federal Tax Provisions on Selected Aspects of the Ol and Gas Indus.
try. a special report of the %NMD Research Corp. to the U.8, Treasury.

Jletlon 8urvey, 1988-60, Treasury Department, Feb. 8, 1003, Parts of this were pub.

lished in Hearings on Tax Revision, vol. 1, Committee on Ways and Means, 1068,

Statistics of Income, 1960, Supplementary Volume, Depletion Allowances, Internal Reve-

nue Service.
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It is estimated that if percentage depletion were disallowed com-
pletely in 1068 the tax increase wonld be $1.5 billion, This figure rec-
ognizes some growth in the base since 1960 plus the fact that lower
rercentago depletion on foreign operations would in large measure
»e offset by larger foreign tax credits, If gercenta depletion had
never heen allowed, the cost depletion in 1968 would have been higher;
and the revenue gain might have been about $1.8 billion, .

If exploration and development exrcuses were required to be capi-
talized, the revenue gain in 1968 would have been about $0.75 billion ;
but this would fall in the future to perhaps $0.3 billion as cost depletion
deductions were taken. . .

In total then the current srecial tax advantages of depletion and
current expensing of intangibles result in loss of revenue to the Treas-
ury of $2.25 billion annually in 1968, If percentage depletion and ex-
pensing of exploration and discovery costs had never been gerrmtted,
cost depletion deductions would be larger than at present and the long-
run revenue cost at 1068 levels of activity would be $1.6 billion, Under
present law, the revenue cost would tend to grow with the growth of

the industry.

Cuaprer 2—The Errecr oF THE Sprciat Tax Provisions oN
Om AND Gas

The problem of the effects of the special tax provisions on oil and gas
is a complex one. This chapter undertakes to identify several distinct
elements of the effects problem and to comment on the available liter-
ature in each area. A summary evaluation is attempted at the end. To
survey the ground to be covered, we first give attention to three assump-
tions, viz., that the increased tax from a change in the tax provisions
could be absorbed by reduced royalties, or met by increased product
{»rices, or offset by lower costs, (To the extent that these changes occur,

he Proﬂt position of the oil and gas producer is unchanged.) Follow-
in{x his, attention is given to the questions of how the investment polic
of the producer might change if the tax revision should be absor|
by lower profits and how the financial methods of operation might
change to minimize the tax effects.

A. THE PRICE ASPECT

0Oil and gas producers sell their products under various degrees of
competition, Natural gas is subject to public utility type rate relgula-
tion and is sold prmciimlly to regulated interstate pipelines who in
turn sell the gns to local distributors (also regulated) who sell the gas
in competition with electricity and fuel oil. Crude oil is sold subject to
a field price system where prices are not directly regulated but are
conditioned by the decisions of several key States with respect to pro-
duction controls which tend to support the price posted by the major
integrated oil companies, The largest final product is gasoline, which
has a lthly inelastic demand. Other products are fuel oil and petro-
chemicals, both of which involve competitive pressures.

It is plausible, @ priori, that a major effect of reduced tax benefit
provisions would be to raise crude oil prices which would offset in
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whole or in part the loss of profitability of the drillers. There is no
completely satisfactory analysis of what would happen along this
line.* Given tho present crude oil price of around $3 per barrel, a price
increase of $0.70 would be necessary to completely compensnte drillers
for the loss of percentage depletion, and probabliy another $0.25 (less
in the long run) to compensate for the loss of deductibility of intan-
gibles, If this incrense were spread over all products, the price of
gasoline might rise by 215 cents per gallon.® Since the demand for
gasoline is more inelastic than some of the other products, the gasoline
wrice might rise more than this (and other oil products less). This

ind of & price increase would involve some small drop in volume of
grasoline sold.

Such a potential price increase might result in ti];Ying the scale of
comparative economics to liquefication of coal or shale oil produc-
tion so that crude could be supplied from these domestic sources at
a price lower than from drilling for new oil. It could be argued that
the present tax laws thus result in a misallocation of resources which,
among other effects, is inhibiting the development of our vast coal and
shale resources,

A constraint on any price increase is the import situation, Crude
oil already sells in the United States at a price nearly $1.25 above
the price of Mediterranean oil delivered in the United States,” a result
maintained by import controls, In princi {)]e, .8, crude oil prices could
probably be increased further as a result of reduced special tax pro-
visions with little impact on sales by U1.S, producers if import quotas
were maintained at current levels. A larger disparity between the U.S,
price and the world price would no doubt add to the pressure for in-
creased import quotas and thus make U.S, producers reluctant to
raise prices. In effect, the price of crude oil in the United States is
being underwritten by import controls, by State controls on produc-
tion, and by favorable tax provisions, It is legitimate to investigate
what would be the impact on U.S, drillers if the tax provisions were
changed without any price increase, Separately, we can offer some
speculation about the effect of possible price changes.

The case of natural gas is somewhat different. Because of the price
regulation process it is highly plausible that the effect of the loss of
tax benefits from natural gas would be fully reflected in the price. An
offsetting increase in natural gas prices would be 5 cents per 1,000 cubic
feet at the wellhead. This would amount to only a 10-percent rise in
the average delivered price if passed on equally to all consumers, No
doubt such an increase would tend to price gns out of some uses or
markets where it is now marginally competitive with conl. But if so,
this underscores the misallocation of resources under existing law. It
can be argued that the Federal tax laws should not be the instrument
for giving one form of fuel an advantage over its competitors at the
expense of the taxpaying publie,

§ The unsatisfactory state of our knowledge of ::gd% :2, l:nd ol pra:lugu ltnrlenlloa Baem-vaed
OI‘ e “"' . ', .
fess i Puith

to In U8, Enorg Po Ic;u. An Arnd for N

"l‘ylplcally a barrel of crude (42 gallons) is refined into 20-22 gallons of gasoline, w
thg Mﬂ:{‘aezn“""%::?n?:hl’t:cepm;'::.&lndmtrlal Structure and the S8upply of Crude Ol Dis
coverles In the U.8, 1046-58/69," ubpublished Ph. D, theets, Vanderbilt Untversity. . -
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B. THE ROYALTY ABPECT

Oil producers search for oil prospects and then pay the landowners
for the right to drill and extract oil. Typically the payment takes the
form of a royalty interest of 12 percent—15 percent and in addition
it may include lease bonuses.® If the rvoﬂtab lity of drilling for oil
were reduced, drillers would be less willing to pay for prospects. If one
nssumes that the supply of potential oil land is_homogeneous and
;;erfectl inelastic, the royalties would be reduced dollar for dollar
or the loss of tax benefits (until they were near zero).® If on the other
hand there is an extensive graduation of prospective oil lands, only
small changes would occur in the level of royalties as the result of a
reduced profitability from drilling (e.g., due to a change in the tax
provisions) .1

To make this point in nontechnical language, oil depletion allow-
ances create initially a prospect for a “windfall” for oil drillers;
that is, they would have more income after tax than others earning
the same income before tax. If there was an absolutely fixed supply
of land with oil possibilities and the probability of finding oil was the
same on every tract, then the landowners could charge for this
windfall Hrospect an amount equal to the windfall (the oil drillers
would still obtain normal profits, by definition). The fact is, as both
Davidson and Campbhell agree, the supply of oil land is not competely
fixed and uniform; less promising prospects can be explored. There is
considerable disagreement, however, on the exaot shape of the dis-
tribution of oil prospects,

Given that there would still be a range of oil prosFects by quality,
even if the tax ndvantages were eliminated, owners of the better pros.
peocts could still command royalties, There are no historical data avail-
able as to oil and gas royalties in the past during times of better or
worse oil market prospects, Hence there is no precise method of judg-
ing how much a reduction in tax preferences would be offsot, so far as
drillers were concerned, by lower royalties, This could be as hifh.as
60 percent.’* An offset as low as 14 percent would simply involve divid-
u;e the tax loss between producer and royalty recipient proportion.
ately.

C. THE COST ASPECT

There is a possibility that the effect of loss of tax benefits could be
lnrgoly offset by decreases in costs which could leave the profit incen-
tives to drilling relatively unchanged. Two cost reduction circum-

stances may be noted. Under presently used technologies, only 33 per-
cent of the estimated oil in place in known reserves is considered recov-

SHenry Stecle refers to the figure 14.5 percent for the average royalty as “frequent)
used by pm?lenm lnduat‘v economists.” c.pﬁ. Steele, “The Prosp‘e.éu gor {he Dav?lgpmen{
of a Shale Ol Induutrg." eatern Kconomic Journal, 1968, p. 60.

® Paul Davidson, “Policy Prohlems of the Crude Oil Industry,” 58 American Economic
Review 85, March 1064,

WD, R. G. Campbell, Comment on Davidson article, op. ¢it,, 54 AER % March 1068. Also,
of., rel)ly by Davidson loc cit.

UIf a barrel of crude is $2.93 at the wall, the value of pemntn’o depletion over cost
depletion considered at 23.0 percent, that is, the difference between 27.8 percent and a cost
depletion of 9 gerﬁent is_worth, after a C'G&ercent tax, $0.33. A 14.5-percen roult{
deducted is worth $0.204. Thus elimination of the royalty could compensate for 60 percen
* of the elimination of percentage depletion.
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erable hy the Interstate Oil Compact Commission, There is consider-
nble opinion by industry engineers that with improving technology
this recovery rate can be doubled, either gradually as technology im-
proves or by more intensive use of these methods at n higher cost.’®
Existing State conservation practices result in significantly higher oil
prices, through encouraging unnecessary drilling and through increas-
ing the share in output of high-cost wells.’* Revision of conservation
practices could reduce costs.!*

In the specific task of forecasting the effects of price changes, it does
not seem sensible to prediet that reducing the benefit of percentage de-
pletion will cause a cost reduction, since these matters ure not really in
the control of individual companies. It would be better to regard this as
an area of possible alternative Government policies, One particular
connection is noteworthy, however, Under present tax law, the large
integrated companies benefit from higher prices for crude oil since
higher prices would cause more of their income to be from mining,
rather than refining, and they mainly are producing their own crude.
These companies probably gain little from regulatory policies, If per-
centage depletion were removed, this factor itself might cause the inte-
grated producers to move more aggressively to achieve production cost

economies,*

D. IMPACT OF CHANGES IN THE TAX PROVISIONS IF NOT OFFSET BY ROYALTY,
PRICE, OR COST CHANGES

To complete the analysis of the effects of the tax provisions on oil
and gas, it remains to say something about what could be expected to
happen in the unlikely event that the tax benefits were removed and no
offset through lower royalties, lower costs, or higher prices were avail-
able to producers. There is no basis for a direct empirical examination
of this problem because the tax provisions have not been significantly
changed for decades, There has been investigation, however, of the re-
actions within the oil industry to changes in price and changes in cost.
Since the import of percentage depletion and the expensing of in-
tangibles can be converted into equivalent increases in the prices re-
ceived by ail producers. or into equivalent reductions in cost of produc-
tion, these analyses provide some basis for evaluating the tax question,

A path-breaking study in this aren was undertaken by Franklin
Fisher.!® Fisher examined the short-run effects of changes in wellhead
prices of oil on the annual rate of new discoveries measured in barrels.
On the basis of data for the period 1946-i5, he concluded that a 1-
percent increase in wellhead price resulted in a 0.3-percent increnss
in barrels of new discoveries. An extension of Fisher's analvsis by Ed-
ward Erickson, which incorporated additional data and methodologi-
cal refinements, also concluded that changes in barrels of new discov-

B CONSAD, n. 4.18
1] W. MeKie and 8. L. McDonald, “Petmlca-;l!n‘ls Conservation in Theory and Practice,”

J.
Journal of Political Economy. February 1962. p. 116,
1M, A, Adelman estimates the cont of wastefn] practices due to current State regulator
practices In the nelghhorhood of $0.80 to 81 per barrel of domestic crude, at current ontput.
M. A, Adelman, "Emclenef of Resource Use in Crude Petroleum,” 31 Southern Economie
Journal 108, 122 (October 1964).

18 Erlckson, op clt. p. 87.
1 “Supply and costs in the U.S. Petroleum Industry Two Econometric Studies” (for

Resources for the Future), Johns Hopkins Press, Baltimore, 1964,
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eries are less than Proportional to changes in wellhend prices.!” Ac-
cording to Erickson’s findings, a 1-percent increase in price resulted in
a 0.89-percent increase in the annual rate of new discoveries, Both
writers attributed the nonproportionality of discovery response to
grico change largely to the fact that, in the short run, increases in

iscovery can be obtained only from drilling less attractive prospects
and this increases the discovery cost per barrel of oil and tends to
discourage the expansion of discovery activity.

Another study, which was undertaken by the CONSAD Research
Corp., examined the effects of changes in wellhead oil prices and
changes in the cost of replacement (discovery and development) of oil
reserves on the levels of reserves which oil producers would wish to
hold.** This study found that, holding the cost of replacing reserves
constant, a 1-percent change in wellhead prices wonld result in a cor-
responding change of 0.27 percent in the level of reserves producers
desire to hold; and, holding wellhead prices constant, a similar 1-per-
cent change in the cost of replacing reserves would result in a change
of 0.27 percent in desired reserve levels, but in the opposite direction.

In the long run, then, elimination of the percentage depletion olp-
tion, which is equivalent to a reduction of nearly 12 percent in the
wellhend price of oil from the point of view of oil producers, would
lead to a 3-percent reduction in the level of reserves producers would
wish to hold; and since a discontinuance of the privilege of expensing
intangibles would be the equivalent of a 15-percent increase in the
cost of replacement reserves, this would lead to a further reduction
of 4 percent in the reserves prodncers would wish to hold.

Thus, according to the CONSAD results, the longrun effect of
removing the differential tax treatment of oil would be approximately
a reduction of 7 percent in the level of reserves held by oil producers.
If, under present conditions, oil producers hold reserves equal to 12
times current production, under normal income tax treatment,
they would strive to hold only slightly more than 11 times current
production,

The Fisher-Erickson and the CONSAD analyses examine the past
behavior of oil and gns companies to see how they have modified their
behavior as oil and gas market conditions varied. They use different
technical approaches. Fisher separates three elements of drilling;
that is, he estimates the relation of price and cost factors separately to
(1) additional wells. (2) the success ratio, and (3) the average yield
of successful wells, This pattern can take into account that, when oil
market conditions are such as to enconrage more drilling, less promis-
ing prospects are developed because the best prospects are used first.
Similarly, when poor market conditions develop, the marginal pros-
pects are not drilled so that reserve discoveries do not go down as much
as drilling. Erickson builds on the same analytic technique as Fisher

17 Economie Incentiven, Tndustrial Structure, and the Supply of Crunde Ol Dincoveries
in the United Rtaten 1046-5R/59." unpublished thesis. Vanderdilt University, 1988, Erick.
ron argued that there were *‘significant errors” in Fisher's data and he acknowled
Fisher's help in tracing down these errors (n, 17). In fitting Fisher's equations to the
revised data, he gnt nonsignificant reaults. The main part of Erickson's paper involves a
m‘;»eclﬂcaﬂon of Fisher's equations. atil) using the general form of Fisher's analyais,

‘“The Economice Factors Affecting the Level of Domestie Petrolenm Reserves.” a r
search atudy prepared for the Office of Tax Annlgm. U.8. Treasury Department, by
CONSAD Research Corp., Pittsburgh, Pa., Dec. 27, 1968,
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but introduces severnl refinements, such as regional disaggregation
of the data.

The CONSAD study accommodates the “Fisher effect” by relating
oil reserves discovered to market factors in one equation; but in the
ono equation they trent the cost and price factors in n more sophisti-
cated way, following the user cost of capital definition as defined hy
Jorgenson,* and others. The CONSAD study also finds a more satis-
factory explanation of oil market behavior by looking at the combined
United States and Canadian markets. Also the CONSAD approach
uses n smoothing technique to deal with time lngs and intercorrelations
which appears to be an improvement,

For specific comparison of results, we may nssume that Erickson’s
work replaces that of Fisher and the question arises as to what the
differences in results amount to.

It is important. fivst to renlize that Erickson tries to caloulate the
difference in eurrent drilling for new reserves that can be associated
with various factors, including the current price of crude oil. CON-
SAD tries to calculnte the difference in the Jevel of rserves held that
i8 associated with current and recent past factors, including the price
of crude oil,

The significance of this difference can be seen by recognizing that
each year oil companies undertake drilling at a level that finds new
reserves large enough to replace the reserves used up by current pro-
duction and to provide a reserve margin for the increase in output,
Since World War IT the ontput has grown about 3 percent n year, and
the ratio of known reserves has fluctuated around 12 times annual out-
put. This is consistent with new reserve discoveries ench year of abont
136 percent of output to cover the output used up and to provide the
12-to-1 margin against the 3-percent incrense in output.

The difference in the two analyses is that Erickson looks at current
drilling. the 136 percent, and CONSAD looks at the reserve level, the
12 to 1. Assume that the oil business hecomes less profitable so that
operators are less willing to explore for reserves, They may decide,
for example, that reserves aro so much less valuable than they were
before that they only want to earry an 11-to-1 multiple of reserves to
output, This i« reduction of only 8.3 percent in the reserve Jevel (the
variable which CONSAD estimates). but. it would be achieved by n
larger reduction in drilling (the variable which Erickson estimates).
For example, to cut the reserve level from 12to 1to 11 to 1 in 8 vears.
the companies conld reduce drilling so as to reduce the annual level
of new reserves discovered from 138 percent of output to 100 percent
for 3 years, a reduction of 2614 percent. There is no evidence as to how
rapidly oil companies would adjust their reserve planning to new
levels, and the 8-year period used above was somewhat arbitrary. The
important thing, whether the transition would be 1 year or 4 years,
is that it could be expected that the Erickson technique of explaining
the change in drilling would show a higher price coefficient than wou'd
the CONSAD technique.

¥ D, W. Jorgenson. “Capital Theory and Investment Behaviar,” 88 American Economie

Review 247 ()May 1083), n?so R. E. llall and D. W. Jorgenson, “Tax Policy and knvestment
Behavior,” 87 American Economie Review 301 (June 1067).
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The CONSAD technique appears to be preferable as a method of
analyzing the long-run effect of changes in the tax provisions on
the level of oil reserves, which presumably is the principal concern
of the provision. A further reason for preferring the CONSAD tech-
nique 18 that the Erickson’s technique handles only indirectly an
important long-run aspect of the problem, If the price of oil should
turn unfavorable o that reserve drilling is reduced relative to current
production, and if this continues to prevail for several years, then
this will itself mean that the stock of known reserves will fall relative
to current output and thus reserves will become more valuable, cre-
ating an improved incentive to go looking for them. This factor tends
to reduce the initial decline in dl‘millﬁ -and aﬁuin to sug%est that
Erickson’s w(&y of formulating the problem, which shows short-run
effects, should reflect a higher price effect than CONSAD's way.
Granted the different approaches, the results seem broadly consistent.

E, INCREABSED BALES OF S8UCCESSFUI. WELILS

A further possible reaction to the removal of the favorable tax
rovisions relating to oil and gas is that oil drillers would sell success-
1l wells and the proceeds would be realized at capital gains rates.®

This is a different kind of effect than the three discussed earlier since
this implies that drillers can change their financial operations, that
is, realize ca:{)ital gains, so ns to reduce the dollar impact of removing

percentage depletion, .
To evaluate this possibility we need to estimate the net receipts

that the oil driller will obtain if he operates the well with percentage
depletion, operates the well with only cost depletion, or sells the well
and realizes a capital gain,
1, Operation with percentage depletion

Assume n successful well with estimated reserves having a dis-

counted wellhead value of 100, a life of meam, and estimated dis-
counted lifting costs of 23, The discounted value of percentage de-

pletion would be 27.5.
Operation with percentage depletion
Discounted gross income $100. 00
Less discounted lifting cost 28.00
Less discounted percentage depletion..... 21.50
Discounted before tax net Income..eveeveecaenuae. 49. 80
Less tax (48 percent) 23.176
Discounted after tax net income 28. 74
Discounted net receipts (25.744-27.50) .. ——— 53. 24

If the oil driller operates the well with percentage depletion, the dis-
counted net receipts would bo the sum of the discounted after tax net
income plus the discounted percentage depletion, or $53.24,

 This is emphasized by A. Harberger, ‘“Taxation of Mineral Industries,” in Federal Tax
Pollc‘ to{, Eco'x:omlc Grognh and Stability, Joint Economie Commlttee.”i'ﬁbﬁ. pp. 430-448
and by P. Steiner. “Percentage Dj' letion and Resource Alloeulon." in Tax Revision
Compeadium, Committee on Ways and Mennn, 10 .nr. 940 -NAA,

2 The eatimate of discounted lifting cont of 23 In obtained by dividing the estimated
}ifting cost per barrel of $0.68 for the rﬂod around 1060 from Adelman by the constant
dollar average field price per barrel of $2.03 from the Bureau of Mines, Adeiman, M, A., "Ol}

roduction Coats in Four Areas,” Proceedings, Council of Economics, American Institute o

Mining Engineers, 1000,



424

2. Operation with cost depletion

Further assume that the true cost depletion base is $5.50,2 If the oil
driller operated the well with cost depletion, the discounted value of
the depletion deduction would be less than $5.50, Since cost depletion
i8 caleulated by the unit of production method and sinee oil wells typi-
eally produce a large proportion of total life-time output in the early
vears of the well, it is assumed that the dizcounted value of the cost

depletion is $4.00,
Operation with cost depletion

Discounted groxs ICOMIO. o . v veeeeeercrcece v ammeemoemeaammoann $100. 00
Tess discounted HEINE CONt. oo eeenenncccecnvcnercecrcmnanean~ 2.
Less discounted cost deplotlon. e e e eececmeecmaeencecanne 4.00

Discounted before tax net eoMe. . ce v e e ceevnreearcemenmeean—e= 73.00
Less tax (48 percent) ceveeeeenn- wmmeemeemre e mremm—m——————————— 33, 04

Discounted after tax uet INCOME. - .o vveeeceeeceeercrcccnemcneeen 37.00

Discounted net receipts (87.0644.00) oo ieaeann 41,08

Tf the ail driller operntes the well with cost depletion, the discounted

net receipts of $41.98 would be significantly less than the $53.2¢ under

wreentage depletion, the difference of $11.28 representing the tax bene-
t of percentage depletion,

3. Sale of well

If the oil driller sells the producing well, he will realize a capital gain
represented by the difference between the sale price and the true cost
basis of $3.50. Tho dollar magnitude of the capital gain depends on
how much a willing buyer would va for this producing well, If the
well is sold under competitive conditions, the sale price will just equal
the discounted net receipts of the buyer, In short, the sale price will
equal the discounted gross income minus the discounted liﬂing costs
minus the discounted taxes, The discounted taxes depend on the dis-
+ counted cost depletion which in turn depends on the sale price,

Bailo of well (and operation 10ith coat depletion bascd on aale prico)

Discounted gross income - $100, 00
Tces discounted HEHING COBL. ccenneecnemccnacncarranancroncesnanns 28,
Less discounted cost depletion. .. cc e cemccccamcccnccacaaa weeuae 4478

Discounted before tax- net income. ... ammmreeee————- 82.22
Tess taxes (48 percent) e e cccmemanaceax mmemcatsam—mec 10. 47

Discounted after tax income..... crreemenm— .- —————— (1,;1. g

Discounted net recelpts (10.765+444.78) ... .

The xale price ig equal to the discounted net receipts, or §61.53, This cost can be
depleted over the life of the well, If the discount factor is the same as assumed
nbove in discounting the $8.60 of true cost depletion for the ol driller; that is,
4.00/3.50 equals 727, then the discounted cost depletion for the new owner would
be $44.78 (.727X61.03),

Thus, a competitive buyer would be willing to pay up to $61.58 for a producing
well expected to yicld $100 discounted gross Income with §28 of discounted litting
costs and cost depletion based on the selling price. I the well is sold, the cost
basis for depletion Is stepped up from $3.50 to $01.58.

ug, C’trl#ler'l estimate of the excesn of depletion claimed over true cost depletion s 80
%mnt. erefore, one-ffth of the percentage depletion would he equal to true cost depletion,

us in the example ahove where discounted gross income Is ansumed to be ,loo. true cont
;l:'pletlon would $8.00 (.20X27.0). The cost basia would be higher If expensing of

angibles were not allowed.
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Qalculation of capital gain
8810 PrHCe..ceeeaccenecccncmnnen $61. 63
CoBt DABE. e e e caeeemenmecccoaenne 8.80
Capltal gain before taxes... 56. 03
Lesx taxes (20 POreent) - eeeeecnercecneenccace 14.01
Capital gain after taxes. ... eeeorernoueene -- 4202
Net receipts (42.0248.00) - cevveeeecnvnannn- - 4152

From these examples It appears that discounted net receipts of the ofl driller
will be $33.24 if the well is operated by the ofl driller with percentage depletion,

1.08 if the well is operated by the oll driller with true cost depletion, and

1.62 if the well is soid and capital gain realized.” Therefore, if the percentage
depletion were not allowed, there would be an incentive to sell producing wells,

The conclusion that the removul of percentage depletion would lead to increased
sales of successful wells can be utilixed In several directions:

(a) The effect of complete removal of percentage depletion on enter-
z)rlses engaged in exploration and development will be moderated by

he orportumty to convert discoveries into ca;ntnl guins, As much as

half the apparent incrense in taxes resulting from restricting drillers
to cost depletion could be recouped by them were they to sell and real-
izo capital gains, . . .

(5) In order to offectively eliminate any tax preference to this in-
dustry, the tax Inw would have to consider that gains from the sale of
successful wells by n driller be considered ordinary income, since he is
in the businesa of selling oil wells, or that gain from the sale of success-
ful wells is ordinary income to the extent of previous deductions of
drilling expenses. : )

The calculations above made a particular assumption about the sales
price in relation to the expected gross income, If selling prices typi-
cally run lower than this, the capital gain prospect would be less attrac-

tive relative to continued operation.
.
F. OVERALL COMMENTS ON EFFECTS

The most. comnletely worked ont estimates of the effects of removing
the special benefita for oil and gns, assuming no price, royalty, or cost
offsets, are those of CONSAD, which suggest a longrun decline in
known oil resorves of 3 percent from repeal of percentage depletion
and 7 percent from elimination of both percentage depletion and the
immediate deduction of intangibles.

On its own terms the CONSAD estimate is too high in that it as-
sumes zero offset through higher prices, lower royalties, or cost reduc-
tions, While none of these possible offsets can be estimated lpmciscly, a
judgment that they would reduce the profit impact by & half would
seem modest,

On the other hand, the CONSAD study, given all the practical diff-
culties that beset statistical studies, may involve either an underesti-
mato or an overestimate of the tax effect under the assumption of no
price, royalty, or cost offsets, The issuc is uncertain, It may be per-
tinent to observe that judging the effects of percentage depletion is

3 In thin last cane where the well is sold and the capital gt lizsed and the new owner
ohtalns a high baxis for cont doRYetlon. the tax revenue':l totn‘l‘ s"aﬁ'i‘n .(tbn aum of 'u.n‘f":n
the capital gain and $18.47 by the bu‘m' who operates the well), midway between the $2%.76
tax in case 1 with percentage depletion and the $35.04 tax in case 2 with cost depletion,
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hard because the provision has not been changed in the period for
which we have datn regurding the industry. If one is impressed with
the uncertainty of any estimate, this would’ not suggest. doing nothing
but rather changing percentage depletion, either up or down, to see
what happens,

This chapter dealt only with divect effects on the oil and gus industry.
The significance of these effects to the United States is dealt with in the

next chapter.

CHAPTER 3.—EvALUATION oF THE Resvrms or Decreasing TAx INcen-
mives 10 O aNp Gas DRiLLING

Chapter 2 described soveral possible economic effects of a major
change in the tax provisions relating to oil and gas, It remains to say
something about the importance of these effects from the standpoint.

of national policy.
1. PRICE AND ROYALTY EFFECTS

On balance the United States docs not gain by tax provisions which
increase the income of royalty recipients. Already rovalty rates on oil
and gas far exceed rovalty rates on other minerals. It must be noted,
however, that the 1.8, Government is the largest recipient of lease
bonuses from its ownership of naval and Continental Shelf oil lands.

Tt would also appear that the United States has nothing to gain by
continning tax provisions which merely reduce the prico of gnsoline,
petrochemicals, or natural gas. The whole logic of the free market sys-
tom argues for the users of gnsoline and-other forms of energy paying
the full price. In a free market economy consumers can best make
rational choices if they are confronted by prices that cover full costs,
Considered from the standpoint of possible price effect, the present
situation can be regarded as unfairly favoring oil and gas over com-
peting forms of energy and thus inhibiting the market in performing
its function of the rational allocation of resource development.

2, IMPLICATIONS OF THE FISHER-FRICKRON AND CONSAD ESTIMATES

The longrun implications of the CONSAT) estimates of tax changes
on the level of longrun annual reserve development are rather small,
Presently, known recovernble oil reserves are about 12 times the an-
nual output (reserves nbout 36 billion barrels, output 3 billion). Out-
put has been rising a* the level of about 8 to 4 percent a year (if we ig-
nore the bulge in output associnted with Suez). Oil companies have
maintained a level of exploration and development, such as to incrense
known reserves each year by an amount equivalent to the reserves
used up by production plus an amount. about 12 times the increased
production. (Since World War II the ratio has fluctunted between 13
and 11.) With growth at 8 percent a vear, the longrun average level
of new reserves developed would have to be about 1.36 times annual
production,? Tf the desired reserve stock fell by 8.3 percent from 12
times annual production to 11 times annual production (which is
slightly higher than the 7 percent decline predicted by CONSAD

® That is 1.0 times production for replacement plus 13 times .03 to cover growth.
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from repenl of hoth percentage depletion and expensing of intangi-
bles), the longrun annuanl increase in reserves would be 1.33 times
annual production, a decline of 2.3 percent. Roughly the decline in
drilling expenditures would be about the same level.

In addition to this long-run effect there wonld be a one-time reac-
tion to the lower level of desired reserves when the multiple of re-
serves to production drops.®® Theoretically, n drop of about 8.3 percent
in the level of reserves to output (i.e., a multiple of 12 to a multiple of
11) could be nccom,)lished by stopping all exploration for a i'ear. This
is hardy likely to happen since companies would want to keep their
“exploration teams” intact, would not want to loso good prospects to
competitors, ete, An indiention of this adjustment is given by the
experience since the hoom in drilling during the Suez crisis left oil
companies with a reserve level of about 13 times output, and it took
them about 5 years to reduce this to n more normal 12 times, If an
adjustment from 12 to 11 were spread over 5 years, the decline in drill-
ing would be about 20 percent. for § years and then about 2,3 percent
below the levels that conld be expected without any change in the tax
provisions,

These are merely numbera and thus are hard to interpret, It is useful
therefore, to consider the favornble tnx provisions re ating to oil nmi
s as equivalent to a subsidy and then examine the question of how
the cost of the subsidy pays off in additional reserves.

In these terms we should use the longrun estimates of the revenue
cost of the provisions, §1.3 billion for percentage depletion and $0.3
billion for expensing intangibles, (This means putting aside the nddi-
tional transition effect of removing the tax provisions, which effect
would be due to the fact that taxpayers would have virtually no tax
basis on current investments.)

An estimate that the percentage depletion deduction reduces the de-
sired reserve level by 8.3 percent (which, us explained above, means
a 2.3-percent difference in the long-run annunl reserve finding level)
means that the annunl outlnys on exploration and drilling would be
lower by about 2.3 percent, Since the annual outlays at current levels
are about $4.5 billion, then the reserve finding expenditures resulting
from the tax provisions should be below $0,15 billion. This can be com-
pared wtih the revenue cost of $1.6 billion for the combined tax bene-
fit—that is, one-tenth of the revenue loss goes to additional drilling.

Thia result is not inconsistent with an observation that could be made
by an oil driller that he uses most of his present tax saving in invest-
ment, The point would be simply that the resulting investment in
oil and gas reserve finding is only $0.156 billion higher than it would
have been. The rest of the tax saving could be invested in refining
or general diversification, or it could serve to make the industry less
dependent on outside capital sources than would normally be

ex{)ected.“
n any caso the indicated result sugﬁmts a rather low payoff for
the revenue foregone, and the payoff would be low even if it were three

or four times larger than the indicated $0.15 billion.

S This s the same point that was referred to in the comparison of the Erickson and

CONBAD estimates in the last chapter.
S The ofl lndmtﬁ‘ .llh nerally lesg dependent on outaide capital sources than other

industries because o gher cash flow.
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Another way of putting this in comparative terms is to utilizo a
current industry figure that resorves in the ground sell at about 33
percent. of the expected wellhead value of the reserves as they ure
drawn out.#’ Since new rescrves developed annually are about 4.5
billion barrels and the curront oil wellhend prico is about $3, this
implies & market valuntion of the addition to reserves of $4.5 billion,
‘This suggests that. the Fedeml Government is paying, in tax benefits,
about. $1.6 billion for resources which the market values at $0.15 billion
(3.3 percent. of $4.5 billion). Even if the supply response was consid-
crably higher than the CONSAD and Fisher-Evickson estimates, the
market value of the extrn oil resorves developed wonld be lexs than
the revenue foregone.

The foregoing has compared the loss from total percentage deple-
tion with additional oil reserves despite the fact that some of the
depletion goes to ;)ms well drilling, The procedure is followed becnuse
( 15 the CONSAD report estimates no drilling response from gas tax
benefits and (2) general market. considerations suggest that gas tax
henelits are completely reflected in gas prices,

30 POSKIBLE TAX STRUCTURE BIASES OPERATING ON OIL AND QAR WELL
DRILLING

The literature on oil and gus taxation includes discussion of various
ways in which the tax structure may, by itself, be distorting oil and
gas well-drilling decisions, One argument. suggrests that oil and gus
well-drilling wonld tend to be discouraged by the existence of a non-
integrated corporate tax and thus some compensating allowance is
called for. The other urfnmwnt- suggests ways in which the tax struc-
ture tends to overstimulate exploration and development even apart
from the general yuwntugn depletion effect analyzed by Fisher,
Erickson, and CONSAD.

@. The oapital intensity of oil und gas .

An argument. developed by McDonald holds that oil and gas well
drilling 18 o high-risk capital intensive industry and that the existence
of & nonintegrated .corporate tax imposes n penalty on various indus:
tries according to their risk and capital intensity., He concludes that
unless offset by some specinl allowances this would tend to distort
downward the investment in oil and gas well drilling compared to
what it would be in a neutral tax system.?* In his latest article ® Me-
Donald appears to conclude that for the domestic oil industng his argu-
ment. suggests u percentage depletion rate of 14 percent. He further
indicates that various criticisms of this modified position have “some
validity,” and that the importance of his argument also rests on un
nssumption that the general corporate income tax is not shifted for-

ward in price.

# Cited in the vecent Interior Department study on ofl reserves

= This thesis was advanced by 8tephen McDonald in "l‘rrcfnmxe Depletion and the Allo-
vation of Resources : The Case for Ofl and Gan” 14 *National Tax Journa) 323" (Decrmber
1061). There ensued an extensive debate with eritionl views expreneddlera Mungrave, Stelner,
and Eldridge, A detalled bibllography on this literature Is provi in K. McDonald's
"l'on-enh-n{n bopletlon l-}xlwnnlna of Intangibles, and Petrvleum Conwervation” in “Ex-
tractive Kesources and Taxation,” Mason Gaffney, Editor 1967, in which McDonald sums
up his views and makes some concessions to his critles.

% In the GafMuey volume at p. 284.
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The debate on the McDonald thesis itself has not given adequate
attention to the possibility that an opposite bias arises from the treat-
ment of immediate expensing, discussed below in b.

b. The expensing of intangibles on exploration

Tho risk character of oil and gas well drilling introduced a peculiar
tnx advantage to this activity which has beon recognized in the litera-
ture.®® On general economic grounds, and abstracting from taxes, one
would expect relative investments in different industries to proceed
until the rate of return at the margin was equal (or reflected the pref-
erences of investors about risk, m'ﬁ. As apf) ied to exploratory oil and

as well drillin com‘)gred to, say, a steel plant, this would su

that resources should be invested in oil and gas exploration until the
marginal return on resources invested was the same as the marginal
return on building steel plants, Exploratory oil and gns well drilling
has the peculiarity that about 1 in 10 wells is successful so that some
kind of marginal equivalence would come about in t‘:is fashion: the
expenditure of $100,000 in drilling 10 exgloratory wells would, on the
average, produce one successful well which would have a value of
$110,000, and the expenditure of $100,000 in building a steel plant
would create a business prospect worth $110,000.2* But the technologi-
cal feature that tends to favor drilling is that the cost of the nine dry
holes would be immediately written off, even though in the large the
oxpense of nine dry holes is part of the cost of one producer, The rule
of permitting deduction for dry hole costs, therefore, indicates that in
oil and gas well drilling 90 percent of the cai)ital cost is written off as
incurred while the capital cost of the steel plant would only be recov-
ered through depreciation over its life. Ample tax literature supports
the point that n 00-‘|)ercent writeoff in 1 year is an enormous advantage
under a tax rate of 48 percent. This argument is not advanced to rec-
ommend denying the deduction for dry hole costs but only to note that
this feature alone causes a tax system without any other special bene-
fits for oil and gus to favor these activities, This earl{fwrite-oﬂ advan-
tage for exploration tends to offset the effect of McDonald’s point
about capital intonsitir. In exploration activity, the unrecovered capi-

tal investment is smal

e. A note on risk

In the liternture favoring percentage depletion the argument is
sometimes advanced that the nllowance 18 necessary “because of risk.”
The problem involved is highlighted by the previous discussion which
at lenst suggested the risk feature.® Even if one in 10 exploratory
wells is successful, one driller of 10 or 20 wells could have no suc-
cesses, This would be irrelevant if businessmen were completely un-
emotional about risk, that is, if they regarded an outlay of $100,000
on 10 wells each with a one in 10 chance of a payoft of $110,000
a8 exactly equivalent to a sure thing payoff of $110,000 on an outlay

# A, Harberger, “Taxation of Mineral Industries,” supra and P, Steiner, “Percentage
Depletion and Resource Allocation” in “Tax Reviston Compendium” vol. 3, Committes on
Wya and Means, 1959, ![lm. 149-966.

R mXe assume that there would be an excess of value over cost to provide a normal
L o

8 An extenxlve analysin of the {l-k problem s rem‘ted fn C. Jackeon G n, g;l..
“Decisions Under Uncertainty—Drilling Decisions 50! and Gas Operators.” The tech-
niques for apreading and thus reducing risk *vhich Grayson describes are numerous.

334-8930-69 - pt.3- 12
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of $100,000. Presumably businessmen are willing to pay somethin
to avoid risk, or equivalently, that they would want a better payo
on a risky investment than one which would on the average cover
* the risk plus normal return. One question on this asks why the

Government should deliberately set ont to offset this risk, If busi-
nessmen are reluctant to undertake risk, the price of the product
produced under risk conditions ought to reflect this, just as it would
reflect any other circumstances that made businessmen reluctant to
enter a particular line. )

Another comment is that if percentage depletion were concerned
with the risk problem it should apply at a lower rate for large tirms
since risk can be reduced by large repetition of the risky event, If
the probability of success of a well is one in 10, then for a driller
of 20 wells the probability of having only one or no successes (half
the expected number) is about 29 %29 chances out of 100). For a
driller of 500 wells, the probability of 25 or fewer successes (half
the expected number) is less than one in a thousund.**

A final comment is that if risk were the problem this would not
justify the present rcenta‘xe depletion E;ovnsion because it pays
off only on success; that is, the reward it bestows has the same risk
attached to it as the reward of a successful venture and would also
be undervalued by investors. A more rational approach would be to
reduce risk by making unsuccessful ventures less expensive; for ex-

ample, by paying some dry hole costs.

d. The significance of a higher reserve

Percenvt;ﬁe depletion obviously does not put more oil below the
ground. What it does is induce more drilling so that a larger amount
of oil at an]y time is in the category of known (and thus-more or
less available) reserves. It was indicated that the market value of
this increment to known reserves is less than the cost of getting it.
What other value does it have to the Nation?

Potentially, this margin of known reserves may have value for de-
fense purposes. This would appear limited since the capacity of pres-
ently existing wells considerably outstrips current production rates
and refinery capacity. The question is whether more useful ways could
be found to produce things of defense potential with a Government
expenditure of $1.6 billion per year. It would seem, for example, that
this amount e?ent directly on reserves, transportation, and refinery
capacity keyed to defense needs might be more useful. Further, the in-
creasing lmgortance of nuclear fuels, possible synthetic oil from coal
or shale, and rocket fuels raises questions about oil needs in the future
for defense.® In fact the porcentage depletion allowance for oil and
gas by encouraging petroleum development and thus indirectly handi-
caprmg efforts toward development of shale oil and liquefication of
coal may be slowing the development of these enormous s:grlementnry
fuel sources which could more than meet our strategic needs.

% Note the McDonald theals discussed above does not say that the risk should be off-
set but that the extra burden of an unintegrated corporate tax on the extra premium ?or

sk taking constitutes an added deterrent to risk taking. We have commented on the
literature surrounding this point in section a.

% This point is dev g{;«ht ter length In Grayson, op. cit., pp. 270-276.

SThe authors of “U.8. Energy Policles, Agenda for Research.” (Resource for the
Future, 1968), argue that the specific national security objective in resource policy has

not been seriously formulated and analyzed, pp. 45, 148-144,
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e, General oil “needs" and output

Some writers have extrapolated oil and gns consumption at rates
faster than current growth of supply and have concluded that the
resulting “shortage” demands special incentives for production and
finding reserves.

From an economic point of view this is illogical, If demand tends to
outspace supply, the proper market adjustment is an increase in price.
This leaves it to free market. choice whether the excess demand will be
eliminated by some buyers shifting to substitutes (in view of the higher
i)rice) or by producers increasing output (in view of the higher price).

n any case a free market can make the proper output adjustmen
and Government management of the oil supply is unnecessary. It coul
be said that in the light of potential shortages a free market will un-
derinvest in research and technology (especially on substitutes) be-
cause any one producer who could spend money on research may believe
that it is not worthwhile to him because he will not recover much of
the benefit. It is conceivable, for example, that a million dollars spent
~on experiments in hydrogenation of coal would produce in the ag-

gx:)sate a gain of many millions to the society, but each single coal

producer may be reluctant to spend this money because even 1f he is
successful he may think that he will increase the value of his coal by
less than a million dollars. If analysis of liquid fuel “needs” and sup-
plies indicate this possibility of underinvestment in research, the a‘)‘-
propriate response is to introduce Government subsidies for research,
or other devices to let conl companies undertake the research collec-
tively. While o free market may in some circumstances underinvest in
research, preferential tax treatment of one fuel source would seem to
further impede development of substitutes,

Cuaprrer 4.—OtHER GOovERNMENT Povicies RenaTiNg 7o O1n, AND Gas

The previous analysis has been directed at the specific question of
how prices, exploration, and development in the oil and gas industry
might change, given changes in the distinctive tax provisions applica-
ble to this industry, but assuming other Government policies with
respect to oil and gas are unchanged. Further, chapter 8 raised some
questions as to whether the effects of the provisions were of sufficient
value to the United States to be worth their cost.

One could, of course, argue that the effects of the tax provisions on
oil and gas exploration and development are higher than the estimates
cited; and, whether or not the effects have been underestimated, one
could argue that on balance the effects are favorable to U.S. *licy
interests even after considering the cost of the provisions. These
arguments would not by themselves demonstrate that the special tax
provisions relating to oil and gas were desirable. The question would
remain, “Can these benefits be achieved, at less cost to other taxpayers,
by means of some other Government poficy i

With regard to these broad issues of alternative oil and gas policies,
the Treasury Department is not in a position to offer final answers.
We can, however, raise questions which su at least, that there
are alternative polices that could be pursued. A brief survey would
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suggest four main areas in which alternative policies might come
about, These are: _ ‘ .
(1) Manadgement of presently known oil and gas reserves in
private hands,
2) Management of oil and gas reserves in the hands of the
Federal Government.
3) Policy with regard to oil imports.
4) Policy with respect to alternative liquid fuel sources,
We will comment on each briefly.

1. MANAGEMENT OF PRESENTLY KNOWN OIL AND GA8 RESERVES IN
PRIVATE HANDS

Several commentators have suggested that two effects of State regu-
lation, under which oil wells are operated, are to increase the average
cost and to maintain the price. For example:

An outstanding technical fact about proration (s a systematic bias toward pro-

ducing oil from the less productive wells. Production from flush, low-cost sources
18 kept severely in check. The limits placed on total production support the price
structure under which the high-cost groducers can continue to exist, instead of
being forced into early abandonment.
Without presuming to say just how State regulations might be changed
it is pertinent to note that on balance the profitabilit og petroleum in-
vestment could be enhanced if more efficient production were per-
mitted. Some of the specific directions in which tglis might be achieved
are through wide spacing requirements in wells, revision of proration
formulas to assign higher quotas to efficient wells, more encourngement
to unitization, ete. (Cf. “U.S. Energy Policies,” pp. 37-38.)

It is plnusil’)le to expect. that revisions in regulation that permitted
lower cost operation would enhance profit and thereby provide some
stimulus for exploration. The R.F.F. report states “* * * * to a degree
the State regulntory systems embody a pattern of disincentives for ex-

ploration” (p. 49).

2. MANAGEMENT OF OIL AND GAS RESERVES OWNED BY THE FEDERAL
GOVERNMENT

Some of the most prolific deposits of crude oil are located in areas
that the Federal Government owns or controls. The particular way
in which the Federal Government manages its stewardship with regard
to these resources will have some effect on the general situation of
availability of petroleum production.

The R.F.F. study suggests that there is good reason to review Fed-
eral Government policy with respect to both the western lands and the
Outer Continental Shelf. The aim should be to investigate ways in
which leasing poli%y could be modified to require more efficient opera-
tion and to provide more incentive for exploration. Specifically, it
appears possible for the Federal Government to exclude lands on
public domain from State regulation. This opens up the possibility
that the Federa] lands could be used as a laboratory to develop efficient
production methods, Such a development would in the long run have

# 4[] 8. Energy Policles, An Agenda for Research,” R.F.F. op. cit., p. 34.
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(1 c(;gs;ructive influence on State systems, (Cf, “U.S. Energy Policies,”
P. 25.) :

If it is thought that a larger backlog of known reserves is needed
for potentinl defense needs, the oil under the Outer Continental Shelf
could be mannged from a national security standpoint, for example,
by providing for exploration but discouraging production.

3, POLICY ON OIL IMPORTS

It is said of the oil import policy, as it is often said of the tax pro-
visions relating to oil and gas, that the purpose of the policy is to
strengthen the national defgnse. The cost of the import restrictions
to the American public was estimated by a 1962 Report of the Office
of Emergency Planning to be around $3.5 billion a year.*” In the very
short term an increase in oil imports might have some implications for
the balance of payments. For the longer run it isl nevertheless, a pos-
sible policy, that should not be overlooked, that the U.S. could econo-
mize significantly by relying more on imported sources for current
petroleum needs. From a long-run stund*mmt, insisting on using U.S,
sources to meet current needs reduces oil underground in the United
States, The R.F.F. st.ud{ suggests the desirability of doing research on
the possibility of using the savings from increased imports to subsidize
exploration in the United States to develop known-reserve stockpiles
(p- 46). (Possibly the relaxation of oil import controls could be asso-
cinted with reciprocal reduction of controls affecting some U.S.

exports.)
4. POLICIES WITH REGARD TO ALTERNATIVE SBOURCES

At least two alternative sources for liquid fuel ae[()})ear to be near
the level of economic feasibility. One process is called hydrogenation
of coal, in which hydrogen is added to the hydro carbons in coal in
order to make the molecular structure closer to that of petroleum.
Another is the retorting of so-called oil shale to produce kerogen. Both
of these rmcesses have been conducted experimentally. In both cases
the supply of the raw material is very large so that an economical

rocess would assure a very great addition to the supply of liquid

el. An alternative to present policies would be a massive Federal
effort to underwrite large-scale pilot operations in both areas, “U.S.
Energy Policies” describes the Government expenditures on shale re-
searc‘; a8 “very small” (p. 126) and on coal research as “exceedingly

small” (p. 77).
5. CONCLUSIONS ON ALTERNATIVE POLICIES

Other natural resources policies besides the tax provisions have
major effects on oil reserves, prices, and utilization. Various policy
changes and combinations of changes offer promisinf possibilities for
meeting all our needs, including national security. These various poli-
cies and combinations should be the subjects of careful research and

consideration.

# Cited in U.8. Energy Policies, p. 45,
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IX-B. SUPPLEMENTARY MATERIAL: TAX TREATMENT
. OF TIMBER

1. PreseNT TrREATMENT OF TiMBER INcoME

. Income derived from the increase in the value of standing timber
is, in general, taxed as capital gains. Prior to 1944, only the taxpayer
who sold his timber in a lump sum or sold histimber and land outright
was entitled to pay tax on the increase in value of the standing timber
at the preferential capital gains rates, In contrast, the taxpayer who
cut his own timber or sold it under a cuttinF contract in which he
retained an economic interest, such as a so-called pay-as-cut contract,
Eoéid tax on the increase in value at ordinary income tax rates. The
Revenue Act of 1048 extended capital gains treatment to the taxpayer
ig éxtheg (;f these latter two situations. (Sec. 631 (a) and (b) of the
code,

One result of the present capital gains treatment of income derived
from the increase in the value of standing timber is a significant reve-
nue loss to the Treasury. In 1965, corporations in the lumber and paper
industries reported $443.4 million of long-term capital gains. This
represented a tax savings for the corporations of $102 million.! The
capital gains provisions lead to an effective tax rate of 20.6 percent for
the lumber industry, and 89,9 percent for the paper industry as com-
pared to a 44.4 percent effective rate for all manufacturing except the
petroleum and lumber industries.®

Partnerships and individuals also report timber capital gains, The
1962 Statistics of Income, Supplemental Report, Sales of Capital
Assets Reported on Individual Income Tax Returns indicated that in
1962 $114 million gross capital gain was claimed by individuals for
timber and coal. These data give no breakdown between timber and
coal. The sug{;lemental report does break down capital gains claimed
by broad AGI classes. Using estimates of the differential in marginal
tax rates between these broad AGI cla it is estimated that the
individual revenueloss in 1962 for coal and timber was $29 million,
most of which was for timber., .

The total revenue'loss to the Treasury'in 1965 for corporations, in-
dividuals, and partnerships is probably greater than $125 million
($100 million on co rate returns and $26 million on individual re-
turns). This should comg‘ared to the 1966 fiscal year ezipenditures
for forest resources by the Forest Service and Bureau of Land Man-
agement of $406 million, The tax subsidy to timber through capital
gains in 1965 is at least 25 percent of the direct expenditures for forest
resources in the 1966 fiscal year.

The tax advantage of capital gains treatment of timber accrues
mainly to larie corporations and high-income individuals, Small cor-
porations with taxable income less than $25,000 do not benefit from
the caﬁital guins provision. In 1965 there were 18,251 corporate re-
turns filed in the lumber and paper industries. Of these, the 16 corpora-
tions with assets over $250 million reported 64.8 percent of the long-

1The statistics of income data do not s:{mue timber eapital gains from other capital
gains. The assumption is that almoet all of the capital gains reported by the lumber and
paper companies are in fact from timber, In addition, some corporations not in the lumber

r industries do report timber capital gains,
”Fgge effective tax ra?g)la the actual ta:?‘both domestic and foreign, as a percent of

taxable income.



435

term ca({)ital gains. The 63 corporations with assets over $50 million
reported 80.4 percent of the lon%-term capital gains, In fact, five com-
E:nies reported 51.3 &ercent of the long-term capital gains. The table

low flves the capital gain reported as a proportion of taxable in-
come for the years 1962-66 for “an average large firm” distilled
from four of these large corporations and for the lumber and paper
industries,

TABLE 1.—PERCENTAGE OF TAXABLE INCOME LONG-TERM CAPITAL GAIN, 1962-66

{Dollsr amounts in millions)

. co&ml ’:In -
Yoar Taxable income  Capital gain uumn lngmo

b
!

1 The possibility of capital gains component belng larger than total taxsble income is expisined below.

The individual returns filed in 1962 with timber and coal capital
Euins reveal that a dis;ln‘o rtionate share of the tax benefit goes to the
igh-income individuals. Of the 43,977 taxable returns with net capital
ain or loss from timber and coal, 3,427 returns or 7.8 percent had ad-
fusted gross income of $25,000 or more, These returns reported 25.4

percent of the gross gains,
2. JUSTIFICATION OF PRESENT TREATMENT OF TiMBER INCOME

Capital gains treatment was provided timber in lieu of an explicit
averaging technique and as an incentive device for good conservation.
It can be argued that there are alternative ways of handling the lumpi-
ness problem (averaging) and either that the incentive for conserva-
tion is not (or no longer) needed or that there are better ways of giv;ig
the incentive (for example, through direct expenditures or at 1
tying the incentive to conservation expendituresf.

8. ProBLeMS oF CAPITAL GAINS TREATMENT oF TiMBER INCOME

There are four main problems associated with the capital gains
treatment of timber income
(@) Inequity between individuals or corporations owning timber and
those with other income sowrces which leads to a n::'zdlocatzbn of
tnvestment
The basic economic argument a%ainst the present tax treatment of
income from timber growing is that investment in business assets
should be treated neutrally. The favorable tax treatment of timber in-

Paper:
{ ............................................... m: H
............................................... \
194, oeiiiartrncnsvecterossrarmenasevaranas l.gg. { ,
l '] J .

...............................................
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oreases the profitability of investing in timber and leads to a distortion
of investment. away from other industries to the timber industry. Iow-
ever, the incrensed investment in timber does not necessarily imply
increased conservation expenditures, Under present law, capital gains
treatment is allowed regnrdless of whether the taxpayer practices con-
sorvation, In fact, fast liquidation operations to make n quick profit
at favorable tax rates may be encournged. This is just the opposite of
good conservation practices, . ,

In the long run, a part of the tax advantage might be shifted for-
ward in the form of lower prices for timber products and part of the
tax advantage might be shifted backwards in the form of higher prices
for land suitable gor timbor. Therefore, in the long run, after-tax pro-
fits in timber might be no higher, given the risks, than after-tax profits
in other industries,

(b) Distortion of timber ownership within forestry

Small corporations with taxable income of less thun $25,000 do not
benefit from the capital gains provision because the tax rate on capital
gains is 25 percent whereas the tax rate on ordinary net profits 18 22
percent. To the extent that integrated firms are successful in shifting
manufacturing profits to timber growing to gnin the advantage of
capital gains over ordinary income tax treatmnt, timberlands will
become even more valuable to them, For individuals theve is an increas-
ing ndvantage to timber ownership as taxable income inerenses because
the differential between ordinary and capital gains tax rates incrensea
with taxable income. Therefore, the capital gains treatment of timber
income leads to u shift in ownership of timberland away from small
corporations and low-income individuals to large or integrated cor-
porations and to high-income individuals,

(¢) Inherent difficulty in determining fair market value when the
timber owner logs and processes such timber

When the timber owner cuts his own timber, the determination of
the fair market value of the standing timber essentially divides the
total taxable income between capital gain and ordinary income, This
point is illustrated by several examples.

Lot ussuppose that a corporate taxpayer in the 50 percent ! marginal
tax bracket cuts its own timber and sells the logs and that the cost
basis of the timber is §5 million, the loggil}g costs are $7 million and
the selling price of the logs is $20 million. In absence of enpital gins
treatment of timber income, the taxpayer would have $8 million of
income taxed at ordinary tax rates ($8=%$20--$7~§5). It thus would
have a tax linbility of $4 million.

However, under section 631(a), the difference between the fair
market value of the standing timber on the first day of the taxable
vear in which it was cut and the cost basis of the timber is considered
for tax purposes n capital gain, Thus let us further suppose that an
estimate of the fair market value for the timber is $11 miMnn. The tax-
payer would then have a capital gain of $6 million (§6=$11-%5).
Tt has ordinary income of $2 million ($2=$20—-87—-$11), The $8
million of taxable income in the first example has been divided between'

1 The 50-percent marginal tax rate wan chosen no an to simplify the exposition,
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$6 million of capital gain and $2 million of ordinary income. The tax
linbility is 25 percent of the $6 million plus 50 percent of the $2
million or $2.,5 million, The capital gain provision has decreased the
tax linbility from $4 million to $2.5 million,

Except as noted below, it is to the taxpayer’s advantage to clnim as
high a fair market value as possible.! This increnses the capital gain
which is taxed at the preforentinl capital gnins tnx rates and decrenses
the ordinary income which is taxed at the ordinary tax rates, For
example, if the taxpayer had claimed a fair market value of $12 mil-
lion instend of $11 million, it would have 87 million of capital gain
{$7=$12-$5) and §1 million or ordinary jncome ($1=$20—$7-§12),

ts tax linbility would be $2.25 million ($2.25=.25 X $7+.50X§1).

The taxpayer can minimize its tax liability if all its taxable income
is capital gain, To do this our taxpayer would need to claim a fair mar-
ket valuo of $13 million, It would then have $8 million of capital gnin
($8=813-8$5) and no ordinary income ($0=$20~$7 -m.\’. All its
taxable income would be taxed at the preferential capital gnins tax
entee Thyz the ¢nv linbility would be 25 percent of the $8 million capi-
tal gnin or $2 million.

1 the watreane situation where the capital gain exceeds taxable in-
come, the taxpayer can decrense its tax linbility by decreasing its capi-
tal gnins, For example, suppose the fair market value is $15 million. If
the mxlmyer reports its income using that value, it has a capital gain of
$10 million ($10=8$15—$5) and ordinary loss of $2 million ($—-2
=§20—§7-815), Under the alternative tax computation, the taxpayer
receives ho tax savings as a result of the ordinary loss and the tax lia-
bility is 2.8 million (2.5 million=25 X 10 million). The taxra er’s tax
linbility has been incrensed by 0.5 million as compared with the prior
cnse where the capital gain was just equal to taxable income, Thus, if
it were to report its income claiming a fair market value of only 18
million, its tax liabi]itr would be $2 million computed as in the prior
nse, Oiwiously in such a case there is an inducement to report fair
market value 80 as to minimize the tax liability.

It is not unknown for two different taxpayers to claim very different
fair market values for similar timber on adjacent tracts, A large inte-
grated corporation with high profits from Inter manufacturing ma
claim & high fair market value to minimize the proportion of taxable
income taxed at ordinary rates. In contrast, a single product corpora-
tion, for example, a lumber producer, with low profits from later manu-
facturing may claim a lower fair market value for the standing timber.
If this lumber producer claimed as high a fair market value as the
integrated corporation, it would end up in the extreme situation where
the capital gain is greater than the taxable income. Thus, the fair
market value which minimizes the tax liability of the lnrge integrated
corporation does not ininimize the tax liability of the lumber producer.
Therefore, it i8 not surprising that these two taxpayers claim very
different fajr market values for similar timber.

An examination of table 1 indicates that the average large firm has
nearly minimized its tax liability by having almost 100 percent of its
taxable income taxed at the preferential capital gains rates, It pre-

1 For estate tax purposen, an individual taxpayer would want to claim as low a fair
market value as possible.
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sumably was the intention of Congress in 1043 to provide capital gains
treatment only for the income derived from the increase in the value
. of standing timber. However, it appears that lnrge integrated corpora-
tions with income from logging and later manufacturing are able to
shift all their income into the liﬁhtly taxed capital gain category, This
would not appear to accord with the purpose of the special treatment,
In summary, the determination of fair market value is a valuation
question with important tax consequences, The taxpayer has a strong
incentive to adiust the fair market value claimed o as to minimize the
roportion of total taxable income taxed at ordinary tax rates. It is,
herefore, not surprising that the Internal Revenue Service has fre-
quent disagreements with the taxpayers on the determination of fair
market value when auditing the returns of large lumber and paper

companies,

(@) Inkerent diffioulty of allocating ewpenses between those which
may be currently deducted and those whioh muast be capitalised

There are two tax advantages to current deductions. First, current
deductions reduce present taxes whereas capitalization will ater re-
duce future taxes, Current deduction thus leads to an interest saving
on t:\&aomponed taxes, Second, by deductin? aﬁainst ordinary income
the costs necessary to produce a capital gain in timber hgrowt:h, the tax-
payer is able to increase the future caﬂg:al in which is taxed at the
preferential capital gains rates and uce the ordinary income
which is taxed at a relatively hlgl‘ler rate, The economic and account.
ing question is, “What expenses should be capitalized §”

nder tax practices prevailing within the timber industry property
taxes, interest on a mortgnge, premiums for insuring standing timber
against loss by fire or other hazards, contributions to fire protection
organizations, protection costs incurred for controlling outbreaks of
forest insects or disease are now being deducted. Cost of these types
would seem to be costs necessary to carry trees to merchantability and
in thie view should thus be capitalized and added to the cost basis of
the stand of timber. If timber is to be considered a capital asset then
all costs going into its creation should be capitalized.

Requiring capitalization of these costs necessary to carry trees to
merchantability would in ﬁperal be consistent with the accountin
practices of many firms within the timber industry in their financia
reporting to stockholders and to the Securities and Exchange

Commission,

IX-C. SUPPLEMENTARY MATERIAL: TAX TREATMENT
OF REAL ESTATE

1. InTRODUCTION

The income tax laws now provide preferentinl treatment in the
real estate fleld which subsidizes commercial and industrial build
hotels and motels, shopping centers, office buildings, and rental hous-
ing operators, These preferences consist primarily of highly favorable
tax depreciation enhanced by thin equity ﬁmmcinf and reduced or
deferred taxation of gains on the disposition of the investment, These
are frequently combined into varying arrangements called the real
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estate tax shelter which not only provides tax-freo cash flow but may
offer syndicated investors an opportunity to npply excess real estate
deductions to shelter other income from tax,

The total revenue cost of this system of tax preferences is difficult
to estimate because of the limitations of availnble data on real estate
investment activity and the complex interplay of the relevant tax
E)I'OVlsl(ms and real estate transactions. Nevertheless, it is conserva.

ively estimated that some $750 million of revenue concessions attrib-
utable to accelerated depreciation ‘)lus another $100 million due to
favorable trentment of gnins on real estate dispositions went into the
real ostate field at 1967 tax and economic levels,

This memorandum examines these provisions and the cost and
effect of the existing preferential tax trcatment in the real estate fleld.

I1. Naturre or THE RealL Kstate Tax Sueurer

The following reviews the highlights of the provisions giving rise
to the real estate tax shelter.

ACCELERATED DEPRECIATION

The income tax law allows accelerated depreciation methods which
the Treasury considers unrealistic for investors in buildings, includ-
ing industrial buildings, even though they may not be heavily debt-
financed or involved in the artificial tax shelter arrangements which
frequently appear in other real estate areas,

For new buildings, as on machinery and equipment, the law per-
mits the use of the 200-percent declining balance and sum-of-the-years
digits methods, The former permits the annual writeoff of the original
cost of a building at a rate equal to twice the corresponding straight-
line rate. An approximately similar pattern of writeoff is allowed
under the sum-of-the-years digits method. For used buildings, the law
and regulations permit the 150-percent declining balance method,
which provides a rate equal to 150 percent of the corresponding
straight-line rate,

The following brief summary indicates the first year, first 5-year,
and first 10-year writeoff as a percentage of a building’s cost with 25-
and 40-year lives and under the four major alternative depreciation
formulas:

(I porcent}

Stright e 200-perceat declining hn-cw:m '”"Wm“‘““"

e e I e
s 4 o & 40 & & & I3

RESALE AT CAPITAL GAIN RATES

After accelerated depreciation begins to run low, the investor may
sell the real estate subject to capital gain rates, As a result of the
limited recapture rules (discussed later) the gain representing the
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excess depreciation is subject srimarily to capital gains tax though
the depreciation deductions had offset income taxed at ordinary rates,
The seller can then ropeat the accelerated dopreciation process on
-another now building. The buyer can recommence depreciation with
& stepped-up basis on the old property using the 150-percent declining
balance method, but with a generally shorter tax life which may give
about as favorable a rate as the 200-percent declining balance rate
on the original investment.

ADVANTAGES OF LEVERAGED FINANOING

In combination with levemging—-—uee of a high ratio of mortgage
debt to the property’s cost—the accelerated depreciation advanta
are concentrated on a relatively thin equity capital commitment, giv-
ing rise to the familiar real estate tax shelter. Under this arrangement,
depreciation and mortgnge interest not only wipe out the taxable
rental income, thus permitting tax-free cash flow from the oﬁmpertgg
but also give rise to depreciation-caused “tax lossas” which can
applied :;guinst other income,! Where the syndicated or limited part-
nership form of organization is used, the real estate project’s “tax
losses' may be taken directly as deductions by the individual partici-
&mts who may purchase “pieces of the action” at $5,000, $10,000, or
0,000 a project.
CAPITAL GAINS ON RESALR

Gains on resale of the property—including book gains created by
the excess of tax depreciation over the fall off of actual value—are
taxable at reduced capital gains tax rates (half the ordinary rate for
individuals and in no case h(ifher than 25 percent of the gain for
individuals or corporations). On the other hand, any net loss on these
and similar transactions is fully deductible against income subject
to regular tax rates.' The gains created by excess depreciation on real
estate, unlike those on machinery and equipment,® are subject only
to limited, if m;{, recapture, as outlined under the next heading. These
book prodts reflecting the artificial writedown of the depreciable in-
vestment by nccelerated depreciation represents deductions previously
taken against ordinary income, so that the whole process represents
a conversion of ordinary income into capital gain for tax purposes.

LIMITED RECAPTURD OF CAPITAL GAIN DUB TO PRIOR OVERDEPRECIATION

Although the Treasury has recommended stronger recapture of
capital gains on real estate which reflect prior overdepreciation, the

! Depreciation, In contrast with other expenses of operating real estate such as utilities,
sumnd rml property taxes, an Janltg:m mﬂc':. is l. deduction for tax purposea
but is not an out-of-pocket expense conntltutlnf an actuad cash outflow from the operatl
Ccﬂ'lt{i On the other hand, mortgage amortization payments represent a cost paymen
which is not a tax deduction, However, accelerated iation allowances in the early
years exceeds by far the relatively low element of principal repayment in the mortgage
service, Consequently, depreciation deductions, and particularly fhose in excess of any

of the property’s value, merve to provide a tax-exemption cover for
cash flow, enabling the cash flow to be withdrawn by the investor without being subject
to Lndlvl&unl income taz, Tax-free cash flow of this type is far more attractive to the
hl‘ -hracket investor than ordinary dividends or profits,

s Section 1231 of the Interna) Revenue Code,

# Bectlon 124 rmg‘un rules adopted In the Revenue Act of 1962 provide that galn
on disporition of machinery or equipment is uxalale as ordinary income to the extent of

all prior depreciation taken on the property since 1961,
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modified version of depreciation recapture applied to buildings limits
the recapture to gains realized on property hold less than 10 years
and (except for short-term holdings up to 12 months) to a specified
sliding scale percentage of the excess of the depreciation taken after
1963 over straight line.* Under this provision, for property held for
20 months of less, the applicable percentage is 100 percent, For Pmp-
erty held over 20 months, the percentage is 100 percent minus 1 per-
centage point for each full month the property is held over 20 months.
If property is held for 10 years or more (120 months or more) the
percentage is zero and no portion of the gain is treated as ordinary
gain by reason of section 1200, .

TAX-FREE OR TAX-DEFERRED DISPOSITIONS

Real estate investors also enjoy advantages of tax deferral on their
goins through the tax-free swapping rules, installment sale provisions,
and the refinancing to withdraw equity capital growth as tax-free
borrowing proceeds.

DEDUCTIONS FOR MORTUAGE INTEREST AND PROPERTY TAXES DURING
- THE CONSTRUCTION PERIOD

Another tax advantage to real estate investors involved in new
construction is the fact that they can deduct the interest on construc-
tion loans and local property taxes incurred during the construction
period. In effect these are paid like other building costs largely out
of borrowed money, but offsetting thess costs against other income
provides n tax savings which benelits the e?uity owners, As a result,
owners of a thin equity may enjoy the ability to obtain an early tax-
free return of a major part of their equity commitments almost at
the outset through these tax deductions.

II1. Revenve Costs

As ?revionsl y indicated, it is difficult to estimate the overall revenue
cost of the real estate tax shelter in its various forms and arrangements,
taking into account the fact that while the capital gains tax provides
some, although only partial, recoupment of excess tax depreciation
it also encoutt::fes repeated cycles of sales to restore tax basis and renew
the accelerated writeoff process. The inadequate recapture of depre-
ciation-caused gnins mg::ents a conversion of ordinary income into
capital gains, The tax-free exchange and instaliment provisions post-
pone the collection of even capital gains tax.

1. Accelerated depreciation

Looking at the accelerated deprecintion provisions by themselves, it
is evident that where allowable tax depreciation exceeds the actual
rate at which buildings are used up and become obsolescent, income

8 Rectlon 1260 of the Internal Revenue Code, adopted in 1864, A special rule provides that
for gropmy held for 1 year or less the recachm rule appliex to the entire amount of poat-
1063 depreciation taken on the property, not juat the excese aver atraight line,

¢ No gain or losa §s recognised for income tag purpores um“h@ exchange of business or
luveatment property solely for property “of a like kind” to be held for use in business or for
favestment. Under this provision, an exchange of rea} esatate for other real estate gualifien
as a “like kind" exchange, Where cash or other “boot” in also involved. the gain Is taxnble
only to the extent of the cash or other boot received, See nection 1081 of the Internal

Revenue Code.,
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tax liabilities are deferred resulting in revenue reductions, It is esti-
mated that this involves a current revenue cost of about $750 million
of which $250 million relates to rental residential investments and
-some $500 million to other kinds of real estate, including industrial
:}xlxdl i(l}ommarcio,l buildings, hotels and motels, shopping plazas, and
e like. '

.. In view of the Nation's concern with housing construction goal
it seems worthwhile to examine in more detail the rough estimates o
the breakdown of the $750 million revenue cost or “tax expenditure”

by destination:
Some $500 million as just indicated is used for tax advantages

for motels, office buildings, shopg:ng centers, and commercial and

industrial construction of all kin
As much as another $100 million is used for continued tax ad-

vantages for older housing which is undergoing its second, third,
or fourth round of depreciation writeoffs at rates above straight

e,

Probably another $100 million goes for relatively recent housing
construction in the semiluxury or luxury highrise category.

Only about $50 million feeds directly into the process of re-
warding investors who currently or recently have made commit-
ments increasing the low- and moderate-income housing supply.

8, Capital treatment on gain reflecting prior overdepreciation
Capital rather than ordinary gain treatment on gains reflecting prior
de llieoiation probably represents annual revenue losses of about $76
million.
3. Installment payment and other taw deferment procedures
Still another $25 million annual revenue is probably involved in the
continuous (from the social viewpoint) tax deferment arising from
the tax rules permitting installment reporting of capital gnins on real

estate, tax-free exchunfes, and mortgage refinancing as a technique
for cash withdrawal of appreciated equity in real estate investment.

IV. Errecrs oF Pmr.srgm' Rearn Esrate Tax Rures ON ConsTrucTION

It is virtually impossible in the present state of the economic art
to reach reliable quantitative estimates of the effect of the present pref-
erential tax provisions on construction and housing supply. Lacking
quantitative measures of these effects of the millions of “tax expendi-
ture” dollars now being spent to assist building generally and housing
in particular, what are the aua]itative effects?

n broad outline, the effects of the Federal income tax assistance
seoms to show the following pattern: .
The tax assistance provided, through accolerated deprociation
and capital gain treatment, for building investors generally and
landlords, presumably tends to encourage construction and rental
housing supply in the aggregate but by unknown amounts; the a
priori effect one would logically expect—after all, millions of tax
dollars are being provided annually—cannot be reliably measured
either in terms of building in the aggregate, housing generally, or
low-income housing,
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In the housing field the tax stimuli are probably more effective

for luxury and moderate-income rental housing where profitability

-and appreciation prospects relative to risk are inherently more at-
tractive than in lower income housing.

The “trickle down” supplf' effect for the lower income rental
housmF market is apparently slow and uncertain in a growing
general housing market,

Cupitnl and other resource demands engendered by the existin
tax stimuli probably tend to expand luxury housing, commercial,
office, motel, shopping center, and other forms of more glamorous
investment, squeezing out lower income housing.

The investor tax stimuli depend on and are sensitive to favor-
able financial levernge and interest rates relative to rents, so that
they are turned on and off abruptly with abrupt changes in
monetary golicy; a8 a consequence, investors apparently rank
:Ot;n-tex;m nctors high and ahend of taxes in deciding whether
oinvest,

The tax benefits are not focused on new construction but are
spread over repeated turnover of older properties; this mus
support the market and prices for older housing but the benefici
feedback to new construction incentive is proba ly not proportion-
ateto the revenue cost.

The present treatment seems to create a tax environment favor-
able to frequent turnover which tends to discournge long-ran
“stewnrdship” and adequate maintenance; it also encourages th
equities and unsound financial structures which could topple if the
market for real estate and rental housing weakened.

The tax stimuli probably aid new construction more than im-
provement or remodeling of existing housing since it appears that
remodeling of risky low-income projects cannot be conventionally
financed as well as new housing.

V. Omer Errects

A, INCOMPATIBILITY WITH AN EQUITABLE TAX SYSTEM

The cost of tax incentives for bnilding—residential and other—
cannot_he counted solely in terms of revenue aggregates. It has a
compelling significance in terms-of its impact on individual taxpagers,
on the sharing of Government costs under a system supposedly dedi-
cated to progressive and equitable tax principles, and on the phenom-
enon which so fm‘uently discredits the American income tax system—
the individual with hundreds of thousands or even millions of dollars
of income who makes little or no contribution to the Nation’s revenue

resotrcees,

1. Real estate operators

The Treasury recently examined a sample of tax returns cf tax-
payers (more aptly termed “nontaxpayers”) engaged in real estate
operations who enjoyed substantial income receipts,

As an illustration of what this examination showed, out of one
group of 13 individual returns for the year 1968 depreciation losses
reduced the Federal tax liability of nine of them to zero and of two
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others to less than $25. In tho aggregate, the 18 taxpayers studied—

all of whom had substantial gross incomes—reported cn&utal gains

on real estate of $1,260,000, depreciation deductions of $462,000, and

. net rental losses o $3’10, W after deducting nll expenses and de-
preciation, ) .

-~ QOver a T-year period one taxpayer had capital gnins (chiefly from
real estato sales) of over $514 million, and dividends, management
fees, and other income of nearly $2 million—a total income of about
$7%4 million. Yot because he had real estato losses arising from
dgprecmtlon deductions, he ll)élid only $800,000 in tnxes, an average
effective rato of 11 percent. Eloven percent is the effective tax rate
gmd annually by a married wage earner (two children) with around

10,000 of income.
2. “Passive” investors in real estate

The above taxpayers represented individuals actively engaged in
real estate operations, What about the larger group of “passive” real
estate investors—investment bankers, corporate executives, stock-
brokers, and other high-bracket individuals who participate in syndi-
cates leasing buildings of various kinds?

The Treasury has also examined the returns of a number of passive
real estate investors for 1064, Almost without exception, the real estate
investments were made through syndicates or limited partnerships
which leased the property, often to substantial business enterprises.

On the average, these taxpayers showed a wage or salary income of
$140,000 and reported real estate deductions in excess of real estate
income of $77,500, which offset other income. On the average, those
real ostate investors paid tax on only 53 percent of what would have
been their taxable income cxcept for the real estate losses, This average
loss of $77,500 resulted in avernge tax savings of about $45,000 per
taxpayer or 58 percent of the loss, Depreciation and interest exgenses
amounted to $1.47 for each dollar of real estate income reported.

These investors presumably systomaticalliv sought and exploited
unreal tax losses from real estate, The unreality of these tax losses is
indicated by the fact that the cash rentals exceeded all cash expenses
plus mortgage amortization payments so as to provide a favorable
cash return to the taxpayers, culcn]uted at over 10 percent on equity,
on the basis of reasonable assumptions as to the depreciable base and

financing,

3. Oapital gaina on disposition

The Treasury has also studied a number of sales transactions in
which gains on renl estate were reported, Nearly all of the onperties
had been deprecinted under accelerated methods ! and had operated
at a “loss” for tax purposes during an average holding period of 4
years, The properties were sold at an average price in excess of original
cost, Many of the gains reflected })m-lﬂm depreciation not subject to
section 1250 recapture, But even if these section 1250 limited recapture
rules had been fully applicable to the gains, about two-thirds of the
prior depreciation deductions would not have been recaptured by sec-

1 A great preponderance of the taxpayers used the 200-percent declining balance method.



445

tion 1250 at ordinary rates but would have been reported as capital
gain, To be more specific, if section 1250 had been full[y applicable
nbout 70 percent of the gain would still have been capital gain an
about 70 percent of that capital gain would have been attributable
to prior depreciation deductions on the properties, This indicates
the inadequacy of the recapture under section 1250.

More detniled tabulations relating to the cases studied by the
Treasury relating to passive investors, capital gains on real estate
dispositions, and the tax losses and capital gains of real estate oper-
ators are presented in the accompanying appendix A. .

B. INCOMPATIBILITY WITI{ BUDGET CONTROL AND EXPENDITURE ALLOCATION

The present special tax provisions for construction and housi
investment have an annual revenue cost of approximately $850 mil-
lion, This is roughly the amount of tax expenditures—the revenues
forgone—due to these special provisions, . .

18 direct expenditures (exclusive of net lending) in the Federal
budget to assist private building construction will come to about $500
million for the fiscal year 1969, Thus the nmount of budget resources
used for buildings in the form of tax expenditures is over one and
one-half times as large as comparable direct expenditures,

To sum up on the effects of the present system of accelerated de-
preciation and related tax treatment of real estate operators and in-
vestors—the real estate tax shelter—the system—

is costly and ineflicient as a means of getting more housing or
other construction;
offers no assurance that construction resources are directed to
riority needs; indeed—it may be surmised—it diverts promo-
ional talent, capital, and other resources into forms of building
which are less essential than mangv basic housing needs;
i basically incompatible with the operation of a fair tax system
and the important objectives of tax reform; and
is also incompatible with budgetary responsibility since it in-
volves substantial tax-expenditure commitments via the revenue
side of the budget which escape the tests and controls of sound
modern budgetary procedures.

VI, Soxe Historica, BACKGROUND ON ACCELERATED DEPRECIATION

Theso observations on the wisdom of the prosent depreciation sys-
tem for buildings are reinforced by its historical background.

The present accelerated methods were intially adopted in 1054 with
industrial machinery and equipment primarily in mind, Acceleration
of depreciation for buildings in 1954 appears to have been a happen-
. stance, coming along as an inadvertent appendage to the liberalization

directed at machinery and equipment. No conscious decision was made
to adopt the present system as a useful device to stimulate building or

1Thus, about 80 percent (70 percent times TO percent. or roughly half, plus the 80.
percent ordinary galt':e recoguized 't;;der sec. 12080) v'v‘ould repmeut‘ml’or deprgeutlon.

334-8930-69 - p1, 3 - 13
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to provide us with more or better housing, let alone lower income hous-
ing. The present tax system for buildings just happened.!

his “inadvertency” in the extension of accelerated provision to
buildings, however, has created a variety of unanticipated problems.
Because of the typically high rates of debt financing in real estate, the
advantages of acceleration based on the entire depreciable cost loom
much larger relative to a thin margin of equity capital, The availubility
of the accelerated methods for buildings has thus created a variety of
tax problems: Deferral of tax; conversion of ordinary income into
capital gain; tax-free dividends; spillover of depreciation losses
against other income; the phenomenon of the negative tax on real
cstato earnings with the result that the after-tnx income from real
estato is greater than the before-tax income; and the development of
all the exnggerated forms of tax avoidance inherent in the debt-

financed real estato tax shelter.

VII. Treasory’s Previous Errorts To CorRRECT ACCELERATED DEPRE-
CIATION FOR BuirbiNgs AND Recarrure Rurrs

In his tax message of 1061, President Kennedy recommended that
capital gain treatment be withdrawn from gains on the disposition
of depreciable property, both real and personal, to the extent of prior
depreciation allowances,

t was felt that such gnin reflects depreciation allowances in excess
of the actual decline in value of the asset and under the proposal
would be treated as ordinary income, Any gain due to the portion of
selling price in excess of the cost of the asset would still be treated
as capital gain, This reform, it was indicated, would eliminate an
unfair tax advantage which the law gave to those who depreciate
Froperty at a rate in excess of the actual decline in market value and
hen proceed to sell the property, thus, in effect, converting ordinary
income into a capital gain, It was felt that this reform was particu-
larly essential at that time in view of the impending administrative
revision of degreciation guidelines. :

Under the Revenue Act of 1962, in resgonse to the President’s recom-
mendation, gain on the disposition of depreciable personal property
and certain other groperty which is eligible for the investment credit
was treated as ordinary income to the extent of depreciation taken
after 1961, Initially, the House failed to act on the President’s pro-
i))osal as it applied to real estate, for rensons described in Secretary

illon’s statement before the Senate Finance Committee in April
1962 on the 1962 legislation as due largely to “difficulties in reaching
a consensus on the appropriate remedy * * *, There nevertheless ap-
pears to be recognition that excessive depreciation in the real estate

1t Dan Throop 8mith, one of the prime architects of the 1864 liberalisation, has sald, in
commenting on the need for further liberalization for machinery u}d equipment as of 1061
(prior to the 1062 guideline revision and the investment credit) : “It ia not noeded for real
estate, depreciation allowances on which are probably too liberal. These allowances might
even be reduced, though the repeal of the capital gains provision may take care of the
worst of the present unfair tax advantages achfeved through real estate teansactions.”
Smith's remarks clearly indicate the primary concern in 1954 with liberal tax depreciation
on machinery and equipment, in his words “the most Important form of depreclable
Rroperty from the standpoint of industrial productivity.,” Dan Throop Smith, “Federal Tnx

eform,” McGraw-Hill Co., New York, 1961, ch. 6, p. 157.

)
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aren is a serious problem and that some action is required.” * He fur-
ther indicated that it would be unwise to delay action and renewed
his recommendation for remedial legislation at that time. Secretary
Dillon specifically recommended that depreciation with respect to all
real estate hereafter acquired be limited to an amount not in excess
of the degreciation allowed under the straight-line method. He indi-
cated that accelerated depreciation a]ppli to real estate is not an
appropriate measure of decline in value. Real estate, he said, unlike
personal property, does not generally suffer unusually heavy deprecia-
tioninthe earlf' enrs of itslife,

Secretary Dillon further suggested that, while gain on the sale of all
real estate should be treated as ordinary income to the extent of depre-
ciation nfter 1961, to meet the assertion of real estate investors that
such ordinary income treatment would operate peculiarly in the real
estate area to lock them into their investments after a long period of
time, such treatment could be subject to a sliding-seale cutoff, Under
the sliding-scale cutoff recommended by Secretary Dillon in 1962, gain
would be ordinary income to the extent of 100 percent of all deprecia-
tion taken after 1961 in the case of real estate held for 6 years or less.
The cutoff would begin for real estate held for more than 8 years prior
to disposition and the percentage of depreciation to be treated nas
ordinary income would he reduced by 1 percentage point for each
month the property was held in addition to 6 years. This reduction
would, therefore, accumulate to 100 percent after 814 years, thus pro-
viding full capital gain treatment regardless of prior depreciation
after a total holding of 1414 years,

Since no action was taken by the Congress to provide recapture of
excess deprecintion on real estate, the administrative revision of depre-
ciation guidelines in 1962 was confined, in effect, to personal property.
While guideline lives were provided for buildings, they were essen-
Itia‘l]lg. the same as those in Bulletin F with the exception of farm
nildings.

There the matter rested for a short time, but in President Kennedy's
1063 tax message he specifically referred to necessary definitional
changes in the capital gnin area. He indicated that details regarding
specific proposals in this aren, including real estate gains, would be
presented by the Secretary of the Trensury. In the list of definitional
changes mentioned by the President were “real estate tax shelters,
which are giving rise to increasingly uneconomic investment practices
and are threatening legitimate real estate developments.”

Following the President’s message, Secretary Dillon recommended
that depreciation on future acquisitions of real property should not
exceed that allowed under the straight-line method and that the pro-
visions of section 1245 of the Internal Revenue Code adopted in 1962
with respect to capital gnin treatment on the sale of depreciable equip-
ment should be extended with appropriate modifientions to depre-
cinble real estate. The technical explanation accompanying Secretary
Dillon’s statement described a sliding-seale cutoff to provide a special
trentment. for long-term investments in real estate, 'hle sliding-scale
cutoff recommended by the Secretary in 1963 utilized the same 6- and

1 Revenue Act of 1062, “Hearings Before the Committee on Finance, U.8. Senate,” 87th
Cong., 24 sess., p. 1, p. 88.
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1414-year cutoff periods which he had described in his earlier state-
ment before the Senate Finance Committee on the Revenue Act of
1962, The action taken by the Congress in 1964 watered down the
recommendations made by the administration, The House bill and the
final legislation in 1964 provided that if a building is sold within 1 year
after its acquisition, any gain up to the amount of post-1063 deprecia-
tion taken on the build n;f)is to bo treated as ordinary income. It fur-
ther provided that if the building is sold during the first 8 months of
the second year, gain is to be treated as ordinary income to the extent
of the excess of depreciation taken over straight-line depreciation,
Beginning with the 21st month after acquisition, the excess of actual
depreciation taken over straight-line depreciation which is to be treated
ag ordinary income would be diminished by 1 percent per month, Thus,
after 10 years, any gain would be treated as long-term capital gain
excegt that major improvements were to be treated as having a sepa-
rateholding period.

It was estimated that this provision would increase revenues by
$16 million o year. By contrast, the 6-year, 143-year cutoff plan
directed at the entire amount of prior depreciation since the effective
date plus limitation of future acquisitions to straight line which had
been recommended in 1962 had been estimated as adding about $80

million to tax receipts.

VIII. Work oF THE Dovaras CoxmissioN (NATIONAL COMMISSION
oN UrsaN ProsrLems) oN Rear Estate Taxartion

The Douglas Commission (National Commission on Urban Prob-
lems) has devoted considerable attention to the tax treatment of real
estate in the form of rental housing propert particularl){‘ for people
of low and moderate incomes and in the urban ghettos. This section
of this memorandum gives the highlights of the Douglas Commission
work in this area with some of the Commission’s findings and recom-
mendations which appear in its recently released report.

One of the Douglas Commission’s studies, The Federal 1ncome Tax
in Relation to Housing (the Commission's Research Report No. 5),!
suggested a package tax reform in the real estate investment area
which would incorporate the following set of interrelated changes:

Limitation of depreciation on all buildings to a straight-line basis,
in order to lessen motives for quick turnover.

Provision of liberalized depreciation guideline lives on buildings, in
keoigin with the machinery and equipment life system.

stablshment of full recapture rules to backstop the easing of
depreciable building lives.

1Prepared by Richard E. Slitor while he was on leave from the Treasury to serve as a
Professor of Economics at the University of Massachusetts in Amherst. y
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Allowance of an investment tax credit for new construction and
major structural rehabilitation, suitably tailored to the building life
and to the extent of mortgage financing.

In viow of the special risks and ¢ﬁaterrents to investment in low-
income housing and rehabilitation of older residential properties, such
a balanced reform package might well include some type of differential
benefit for such outlays, 1f that is feasible without requiring & highly
detailed and selective certification procedure,

This [])roposed approach would tend to equalize tax incentives—now
focused heavily upon luxury and highrise development—and distribute
the interest of private enterprise more evenly over the whole housing
field. It should also eliminate existing tax’incentives toward excessive
property turnover. Revenue gains in areas where taxpayer advantages
now produce little or no new investment could thus be employed to
provide tax benefits for desirable housing construction.!

The Douglas Commission Research Report No. b also recommended
a kind of incentive plan called a supplementary allowance approach
designed to stimulate the better upkeep and rehabilitation of old
rental housing. This plan would permit, subject to some limitation,
the current expensing for income tax purposes of all expenditures on
improvement and rehabilitation as well as repairs and maintenance
on rental housing structures of 80, 40, or 50 years of age and, in addi-
tion, would cut back on the depreciation ordinarily allowable on
such property unless matched by expenditures for repair and
improvements.

he Commission report endorses the objectives of the tax reform
package outlined in its research study but indicates that the Com-
mission is not prepared either to endorse this particular plan or to offer
s similar plan, It indicates that the whole area needs further careful
exploration as promptly as Rrossib]e. Accordingly, the Commission
ma(}elfs its recommendation No. 1, a U.S, Treasury study, described
as follows: .-

The Commission recommends that the President direct the Treasury Depart-
ment to make an intensive analysis and submit explicit findings and recom-
mendations concerning tax law changes best suited to provide materially more
favorable treatment for investment in new residential construction (including
major rehabilitation) than for other forms of real estate investment.!

The second recommendation of the Commission is concerned with
tendencies of the tax law to reinforce mnder]yinﬁ conditions which in-
hibit sound maintenance and rehabilitation of old rental housing, espe-
cially in deteriorating city neighborhoods, Thus with respect to “tax
incentives for upkeep of older rental housing”:

1The Federal Income Tax in Relatlgguto Housing, National Commission on Urban Prod-

lems, Research Report No. 8, pp. ~100.
2 This and the sl:lbsequentiy”guoted recommendations of the Douglas Commission appear

in its re,lport. part 1V, Investment Structure, Finance, and Taxation, chapter 7, “Federal
Income Taxation and Urban Housing,” pp. 20-22,
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The Commission recommends that the Internal Revenue Code be amended to
provide specific incentives for adequate maintenance and rehabilitation of rental
residential property by allowing, within appropriate limits, for esneclally gen-
erous tax trea.ment of investor-owners’ expenditures for these purposes with
respect ¢o etructures of more than some specified age, such as 30 or 40 years.

In this regard, the Commission report cites ns one specific plan the
gé:p%lementary allowance appronch discussed in its Research Report

(N
Although the Commission report earlier pointed out the defects of
the tax incentive approach to housing problems and indicated that
the Nation’s efforts in this area should rely primarily upon diroct types
of subsidies, it nevertheless recognized an imporfant potentinl role
for the income tax system. This role consists of reinforcing those sub-
sidy &mgmms by which the Federal Government seeks to attract
private capital for construction and rehabilitation of low- and mod-
erate-incomo housing on n limited-profit basis, Accordingly, in its
recommendation No. 3, for “tax incentives for low- and moderate-
income housing investment”:

The Commission recommends prompt revision of the Federal income tax laws
to provide increased incentives for investment in low- and moderate-income hous-
ing, relative to other real estate investment, whero such housing Iz govern-
mentally subsidized and involves a legal limit upon the allowable return on
investors’ equity capital. Specifically, we propose that the Internal Revenue Code
be amended to provide especially favorable treatment (whetber through profer-
ential depreciation allowances or through Investment credits) for investments
made under governmentally-aided limited-profit programs for the construction
and rehabilitation of low- and moderate-incomeé housing.

Still other findings and recommendations of the Douglas Commis-
sion are concerned with more effective taxation of the “unearned incre-
ment” in land values, both at the State and local property tax level
and through various provisions of the Federal income tax laws,!

Specifically, the Commission report recommends that the President
direct & Treasury Department study of mears by which Federal taxa-
tion might be used to recoup a materml!iy increased portion of increases
in land value along with published findings and specific recommenda-
tions on this subject. The report mentions as possible types of Federal
action differentially higher taxation of gains in land value and a
specially tailored “transactions tax.”

In regard to State nction the Commission recommends that the
State governments vigorously explore the desirability and feasibility
of placing new or differentially higher taxation on land values or land
value inorements,

Supplementax?v views on the taxation of land values submitted by
Chairman Douglas and three other members of the Commission take n
stronger position than the Commission as a whole with respect to the

18¢0 pt. IV, chap. 6, of the Commission report entitled “The Need for New Approaches
to Land Valae Taxation. po o
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taxation of Innd or location valucs and mako somo suggestions which
might involve the Federal income tax as well as the State property

taxos,
IX. ConTRAOT STUDIES FOR TREASURY

Studies undertaken under contract with the Treasury by academio
cconomists at the University of California have indicated, among
other things, that debt financing leverage and other financial factors
tend to be more important than tax factors per se in determining
the profitability of real estate investiment projects. These studies
have also indicated that whatever reduction in the rate of return
to investors would be involved in eliminating the nccelorated depre-
ciation formulas for real estate could be offset by n combination of
somewhat shorter depreciable lives in combination with the straight-
line method and n moderate investment credit. There is good reason
to believe that o more effective program can be developed along these
lines at less cost in terms of revenue and the equity of the tax
structure, In particular, it seems desirable to focus incentives more
effectively on new construction, thus avoiding the continuing revenue
crosion which nccompanies the repeated turnover of used real estate
properties with step-up of tax basis at capital gains rate and multiple
rounds of overliberal depreciation.

Recoﬁmizin the importance of the real cstate sector of the economy
gonerally and of low and moderate income housing in particular, it
18 nevertheless evident from the foregoing that the present structure
of tax lin'ovisions for real estate seem ill-suited and costly. Moreover,
it provides individuals with an unwarranted and excessive escape
from tax liabilities. Clearly,  now set of tax provisions together
with suitable nontax measures that meet proper tests of efficiency
and effectiveness are required.

APPENDIX A

This appendix consists of three tables with explanatory comments,

Table 1 shows detailed information concerning the group of tax-
payers which were clnssified ns real estate operators in the text.

. Tnble 2 gives detailed information on the income position, tax
linbilities, and tax savings of the passive investors in real estate dis-
cussed in the text. .

Table 3 re‘)orts information concerning certain sales of real estate
included in the cases studied by the Treasury. It is divided into two
sections, The first page summarizes cases where sale of improvements
was reported with the sale of tho undorlyin% land. The second pnige
reports on sales where the taxpayer reported the land sales separately.
The final column on this page aggregates all the cascs.
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TABLE 1.—SAMPLE OF REAL ESTATE OPERATORS FOR 1966
. ‘s
Excess of share
Wages anf ine real astate  of Muctg
come from deductions
non-real-astate  Over real estaty resl estate on 82
Investments Income ¥ Ips

W @ ® ® ® ®

N

i R

I B
M0

995,090 369, 1,213,000 1,260,200 412,510

1 Negative figures in this column indicate an excess of deductions over income,

$ Nogati res in this column indicate an excess of income over deductions,
. ﬁﬁnﬁ%‘m not lmlud:' any poition d.m losses reported by real estate partnerships in which the taxpayer was

Tolal of all
ftoms ¢

Rean Estate as Business: CoMMENTARY ON TabLe 1

The effects of the tax treatment on the real estate holdings of persons
actively engaged in the real estate business can be illustrated by ex-
amining in detail the returns of & group of 14 taxpayers, 18 of whom
were examined for the year 1966 and 1 of whom was examined for
the 7-year period commencing in 1960 and ending with 1966.' As noted
above, these taxpayers were en in real estate operations as a busi-
ness producing a substantial portion, but not all, of their total income.

Tho findings for the single year may be summarized as follows:
In 9 of the total 13 cases, no tax at all was paid, and in 2 other cases
the total tax amounted to less than $25.* This group thus shows a com-
bination of investment or other business income, real estate capital
gains, and excess real estate deductions large enough to ‘)em'nt many
of them either to pay no tax or to J;?{y a tax only at capital gnins rates,
In 11 of the 13 cases, real estate deductions, including a Kmper share
of real estate losses realized by partnerships in which the tuxpagers
were i)artners, exceeded ordinary income from real estate. In 5 of
these 11 cases, real estate capital gnins were more than the excess of
ordinary real estate deductions over ordinary real estate income. In
the aggregate, aside from real estate partnership losses, these 13 tax-

1The one taxpayer whose activities for a seven year period are reported was chosen from
a group of returns from which it ap{mred that real eetate activities were the major, if
not the only, business in which the taxpayer was engaged. Such operations were not the
only source of Income, however. The 13 taxpayers examined for a single year were drawn
from a group of returns selected only because one source of reported income wam sub-
stantially greater than adjusted {rom income. Seventeen of such returns indicated that
real estate activities were & substantial portion of the taxpayer's total activity, but four
of the returna contained deficlencles in information which led to thelr exclusion from this

analysis.

3 lselther ta1 liabilities nor taxable income is shown in the table, To reach taxable income
the amounts in Column 6 would have to be reduced b.f the deduction for one-half of
long-term capital gains, personal itemized deductions, and personal exemptions.
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ayers reported (1) depreciation deductions on rental real estate of

2,000 (not shown in Table 1), (2) rental deductions in excess of

o1l rental income by $370,000 (Coiumn 3), and (3) real estate capital
goins in the amount of $1,260,000 (Column 5).

In addition, as shown in bolumn 4, 7 of the 18 taxpayers reported
partnership real estate deductions in excess of gurtnershxp income by
more than $1,270,000, just slightly more than the total capital gains
on real estate. On the whole the total for these taxs)uyers of their
other income plus their real cstate capital gains less their excess real
estate deductions, was over $610,000, as shown in the last column of
the table. Indeed, only 4 of the 13 had deductions in excess of income
when their outside income and real estate capital gains were added
to their excess real estate deductiong, and of these four only one
lSTnxpayer 9) reported n net loss greater than his excess real estate

eductions.

What was true of the single year remained true over a number of
years, For example, the returns of one taxpayer not shown in Table 1
were reviewed for a 7 year !)eriod commencing in 1060 and runnin
through 1966. During that time the taxpayer reported total adju
{Ix‘t]':)ss income of $1,700,000 on which a tax of about $800,000 was paid.

is adjusted gross income, however, consisted of capital gains from

real ostate of ﬁ:gao,ooo, other capital gains of $1,220,000, dividends
of §1,110,000, interest of $110,000, management fees and miscellaneous
income of $700,000, and an excess of real estate deductions over rental
incomo by about $3,000,000. Thus, the total income before the excess
real estate deductions was $7,470,000 on which the total tax was
$800,000, an effective rate of about 11 percent, Even after taking the
excess real estate deductions into account the effective tax rate was
less than 18 percent,
. In 3 of the 7 years no tax at all was &a:)id althoulgh the capital gain
income in those tyears was over $1,500,000 and included capital gains
on real estate of about $760,000, In 2 of the remaining years, when
capital gain income—including about $445,000 of gains attributable to
real estate—was $850,000, taxes totaling less than $5,000 were paid.
In these 5 yearsasa wl’nole, interest, and miscellaneous income exceeded
$1,500,000, but was offset by excess real estate deductions from as many
as 70 different organizations, sufficient to reduce taxable income for
the B-year period to slightly more than $130,000. The balance of the
tax w%sm})md in two years, in which total capital gains exceeded
$3,000,000 and consisted entirely of capital gains from real estate
except for $55,000.

A better picture of this mx*niyer’s operations may be gained by
examining a single year in detail. In 1962, capital gains were $1,150,000
which was re‘s)ort.ed a8 $575,000 since only one-ha]ggf long term capital
gain is included in taxable income, In addition, dividong and interest
income was about $250,000, These amounts were offset by excess real
estate deductions of $863,000, thereby also insulating a $38,000 salary
and his other dividends, interest and capital gains from any tax
linbility and permitting the taxpayer to obtain a refund of taxes

withheld from that salary.
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TABLE 2.—SAMPLE OF PASSIVE REAL ESTATE INVESTMENTS FOR TAX YEAR 1964

Tonable ine . Taxes s
come withe Tax withe 83 percen
Excess  out excess out excess oxcess
Tox-  Business  Taxsbie res! estate redl estate real estate , 100l ostate
payer  income income deductions!  deductions Tax deductions Tex savings  deduclions
$125.7 X $122, . t:%. 5 $3].810 10.4
ﬁ?ﬁ ?ig { Z?‘g ‘S}ég 12% n:m 3
X L1 X ;.003 44,7 18, .
lg.l .6‘3 2 .& ne '2;’02 f’&g ‘“
:3 :3‘! 4,008 912 'S61 11,440 2.6
W oE 5 ote mE b
: ;f? GV B I T B
o g o BN 5
! \ 2&« 92 \133 :s‘, Zzﬁ 1.
64, 13,89 % 8,315 1;. “ 8 X
9, 9. 032 01, ,830 4,91 2, S,
L
! .333 199, ' & 12 108182 52.8
1,608,840 91,473,775 3,083,198 735,354 1,591,620 856,268 58. 1
Deprecia- Totaloxs  Deprecia-
ion a3 lnum':n: .p;:'s::n? o ll:a o: ;:‘l:mt. "
Intorest Rent ""35'5‘.%1 "“:?nsll age of rent lm‘n ol Imi:
IR gg M
&«y :ﬁ g '8 ﬁ: . S
sr.ga 8.8 [ 13.5 ,
49,8 8 ” 3.0 xg;. X
%31 . 1158 8. ;
210,421 z?i: i 3;1 i 5. 04
4,5 L1 n 4 40. 98
6”. 113 g;ls :g .81
137,850 184,664 "1 SS. .
32,857 4,9 3. g&g , . 18
,g 1 .933 16 . l?. 2
' V Zgr ;1 .is s§2 ?ls
Wl Em o Wi e R
Tolal.... 2,224,310 2,095,787 2,938,083 5.7 n3 31501 8.15 1.63

1 When used in column titles, the term “‘excess real estate deductions’ means the excess of deductions attributable to

real sstate aver the real estate income.
1 The addition of “taxable income'* and *‘excess real estate deductions' will not totalto ““taxable income witout excess
real astate deductions'® because (1) in the cass of laxpayer § the computation of taxable income without the excess deduc.

ns would be sffected by the c!un,u in limitations on deductible contributions and medical expenses and (2) in the case

[ t%xwor 19 iris negative taxable 0 is shown a3 2010,
3 Tots) expenses exceed the total of depreciation and interest because o fow cash expenses aggregating less than

$92,000 have been omitted.
REal Estate a8 A Passive INVESTMENT: CoMMENTARY ON TABLE 2

This table is based on the 1964 tax returns of a number of stock-
brokers, investment bankers, corporate executives, and other taxpayers
rimarily occupied in fields other than real estate, Their real estate
investments were passive investments in syndieates or limited partner-
ships which leased real estate improvements to major corporations
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such as department stores, oil companies, grocery stores, automobile
manufacturers, and other blue chip organizations under agreoments
where tho lessces paid all cash expenses excopt interest and principal
on the mortgnge debt. Aside from minor administrative expenses, the
syndicates incurred no expenses except interest and dopreciation. Nor
so far us can bo nscertained was there an{ risk beyond the initial
equity which in the typical situation would amount to a small per-
centage of cost,! since the portion of cost financed by borrowed funds
was borrowed on nonrecourse notes and also because the taxpayers
wero limited partners in limited )amwrshi‘))s. .

: 'l‘lu; cases aro individunlly analyzed in table 2, but in tho aggregate
they show:

()i) There was an average income of $141,000 from the major
economic activity, Reported taxable income averaged just over #85,000,
On the average, real estate deductions exceeded rental income by
$77,5600. Such excess renl estate deductions thus averaged 91 percent
of the taxuble income. Stated another way, the excess deductions
sheltered from tax ordinary income equal to 48 ercent. of the tax-
payer’s total amount of income, ‘This portion of the ordinary income
which was sheltered by the excess deductions otherwise would have
been taxed as ordinary income at an effective rate over 58 percent.?
These excess deductions resulted in ux average net tax savings of
nearly $6,000,

(2) Depreciation claimed amounted to 75 percent of the rental
income reported. Interest pnid was over 71 percent of the rental income.
Thus, the ratio of the total of these deductions to rental income was
nearly 147 to 1, In other words, these real estate deductions—for
the most part known and computable before the purchase of the prop-
erty—oxceeded rental income, also predictable, by 47 percent.

8) Despite the fact that real estate deductions exceeded real estate
income, the cash rentals appear to have exceeded all cash expenses plus
payments on amortization of loan principal. For example, if the
deprecinblo portion of the proporties were fully financed by funds bor-
rowed at a 7.63-porcent interest rate (the averago interest stated as a
percentage of average basis)® over a 20-year [)eriod, the cash rent
would be more than all cash expenses plus equal annual payments on
l)rincipnl. Again, making the conservative assumptions that the
hat the depreciable portion is fully financed and equal to 80 percent
of the cost, the equity supplied by the owners wnum be 20 percent of
cost, On these assumptions the cash available to the owners nfter pay-
ment of all cash expenses and principal amortization would annually
exceed 10 percent of their equity investment. ' :

1The ’?rororuon of Interest pald to depreclable basls suggests that the investments
were highly leveraged with a minimum of ulty capital,

20f the 10 taxpayers, 4 had an effective tax savings of less than 80 percent of the
excers deductions; 4 hetween 50 percent and 60 percent : 10 between 60 percent and 70
percent : and 1 over 70 pereent. In the year under review the top tax rate was 77 percent,

31t should be noted that these averages nre derived from information taken from only
12 of the 10 taxpayers. Ax to the other 7, the Information concernin basls was reported
in o manner which precluded an accurate determination of basis and therefore also pre-
cluded computing Interest as a percentage of depreciable basts,



TABLE 3.—SELECTED CASES OF CAPITAL GAINS ON SALES OF REAL ESTATE FOR THE YEAR 1962 THROUGH 1965

Cases in which land sale was aot reported separately from improvements
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Gains oN DisrosiTiON oF REAL EsTATE : COMMENTARY ON TABLE 8

This table is based on a stu'cll,Y of a number of sales transactions on
which gains were reported, The information which follows repre-
sents se?:;ted examples of such sales transactions. These sales repre-
sent (1) instances in which the taxpayers reported the sale of the
land and the sale of the improvements on a combined basis, and (2&
cases in which the sale of the improvements and the sale of the lan
were reported separately. In the Intter case, the land sale has not been
taken into account in the discussion below. These transactions may be
summarized as follows: g

(1) The taxpayers held the properties an average of 814 years
out of an average useful life for depreciation purposes of 2014 years.
Double declining balance depreciation was used in 15 of the 17 cases
and straightline in two,* In 18 of the 17 cases, the properties produced
deductions in excess of income; two operated at the breakeven point for
tax purposes; one produced a small tax profit; and income data con-
cerning one case was unavailable.

(2), Depreciation deductions averaged 6.8 percent of cost ? per year
resulting in an average write-off of 22.3 percent of the cost over the
814 year holding period. On the other hand the average gain was
21.6 percent of cost.’ Stated another way, there was no delpx;ecmtnon in
value, even though depreciation deductions had been claimed equal
to 22.8 percent of the cost. Instead there was an increase in value;
and significantly where gain on the land and improvements was sepa-
rately reported, the reported gains on the improvements averaged a

reater percentage of cost than the reported gains where the gain on
the land and on the improvements was not segregated. .

(8) The aggre te sales price exceeded aggregate cost (basis before
adjustment for depreciation) by about 5 percent. In the five cases
where the sales price was less than the cost, the sales price averaged 96
percent of cost. Even in these cases, however, the actual decline in
value averaged about 1 percent per year over the average 41-month
holding period ; whereas depreciation claimed in those five cases aver-
aged 29 percent, or about 8.4 percent per year. ) .

(4) Man of the gains reflected pre-1964 depreciation not subject
to section 1250 recapture, However, even if section 1250 recapture had
been fully applicable to the gains, about two-thirds of the prior
depreciation deductions would have been ;o;f)orted ag capital gain,
Stated another way, even if section 1250 had been tully appllcabl&
about 70 percent of the gain would still have been capital gain an
about 70 percent of that capital gain would have been attributable to
prior depreciation deductions on the properties. That is, for all the
cases in the sample, about one-half of the capital gain would be excess

11t is interesting that the sum of the years digits method was not used in any case,
Where useful lives typlcally associated with new real estate improvements are used,
doxble declining balance produces a larger deduction in the first year. However, the
end of 3 years cumulative depreclation deductions under the sum of the years igits
method exceed those under double declining balance.

31In casen where land was not segregated from lmproremenu‘ cost includes land cost.

3 Bince the sales fell into four different J;ears (1962, 1963, 1064 and 1963), section 1250
fr the Code war not applicable to all the sales or to depreciation taken before 1964,
Towever, after eliminating the deprociation recaptured as ordinary fncome by that section,
the depreciation amounted to 21. roent of cost while the capital gain was 26.4 percent
of cost. In other words only slightly more than 19 of the sales price, less than 4% of
the gain, and less than 6% of the depreciation was recaptured,
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depreciation deductions; just over one-quarter of tho gain would have
been recaptured as ordinary income; and just under a quarter of the
ain would represent price appreciation. Of the cases in which the
and and improvements were not segregated, about one-half of the

ain would have been excess depreciation converted to capital gnin;
ust over one-third wounld have been recaptured as ordinary income;
and about one-sixth would have been price appreciation. Where the
sale of improvements was reported separately, about 40 percent of the
gain would be excess depreciation converted to capital gnin, about 20
percent would have been depreciation recaptured as ordinary income,
and about 40 percent would be price appreciation.

IX-D. SUPPLEMENTARY MATERIAL: TAX TREATMENT
OF FINANCIAL INSTITUTIONS

1. INTRODUCTION

The average effective rate of corporate incame tax on net income, as
usually defined for business purposes, paid by commercial banks, sav-
ings and loan associations, and mutual savings banks is substantially
lower than the average effective rate for all corporations. In addition,
the average effective rate for ench of these three types of financial
institutions differs substantially.

The tax reform program includes a proposal to eliminate one method
of computing the deduction for additions to the reserve for bad debts
now gfan to mutual savings banks and savings and loan associn-
tions. If adopted, this proposal is expected to raise the average effective
rate of tax on mutual savings banks to approximately the level being
paid by savings and loan associations. This reform recommendation
does not, however, cover the larger questions of: (1) should mutual
savings banks and savings and loan associations continue to be taxed
at a lower effective rate than commercial banks; and (2) should com-
mercial banks, as well as mutual savings banks and savings and loan
associations, continue to be taxed at an effective tax rate substantially
less than the average for all corporations?

The average effective Federal income tax rate (on a broad income
base) for all manufacturing corporations, other than those for whom
special tax provisions apply, has been about 43.3 percent in recent years
(exclusive of the 10-percent surcharge). For commercial banks, the
effective rate has been declining, from about 38 percent in 1960 to prob-
ably 22-28 percent in 1967. The decrease is much larger than can be
accounted for by the rate reductions in the Revenue Act of 1964 and
the investment credit provision of 1062,

Mutual savings banks and savings and loan associations paid very
little in the way of income tax prior to 1963 when an amendment in
the Revenue Act of 1962 came into effect. Kven after this change in the
law, the effective rate for savings and loan associations averages about
18-16 percent, and for mutual savings banks about 6 to 6 percent
(see tables 1 and 1a).

It should be pointed out, however, that the Treasury Department
had prepared a study in 1961 on the taxation of mutual savings banks
and savings and loan associations which was in the direction of taxing
them on the same basis as commercial banks.
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Savings and lonn associations and mutual savings banks compete
with commercinl banks and other financinl institutions in attracting
savings and in lending. As a result of this situation, the 1961 Treas-
ury study of mutual savings banks and savings and loan nssociations
summarized the tax aspects as follows:

Tho reasona which have been advanced in the past for specinl tax treatment
of the mutual thrift institutions no longer scem sufficlent to justify n special tax
treatment amounting to virtual tax exemption, particularly in the context of the
nutional need for appropriate sources of revenue and the finnnclal strength of
these Institutions. From the viewpoint of a logical and equitable application of
the Federal income tax, the mutunl thrift institutions should be able to retain
corporate earnings tax free only in accordance.with a provision comparable to
established concepts for computing bad debt reserves. Possible adverse effects on
housing, * * * may justify consideration of alternative methods of taxation over
a transitional period or a method of partial taxation which later could be re-
examined in the light of future developments in the housing Industry, but addi-
tional tax revenue can be obtained at this time without significant disruption to
the mutual thrift institutions or impairment to national housing programs.'

The legislation in 1962 res.ulting from the recommendations in-
cluded in this 1961 report provided for more effective taxation of these
institutions, leading, s just stated, to Federal income tax rates on a
brond income base of about 15-16 percent for savings and loan associa-
tions and about 5-6 percent for mutual saving banks,

2. Errecrive RAaTE oF Tax (TaBrEs 1, 1a, AND 2)?

In making this analysis of the tax burden of the financial organiza-
tions, an attempt was made to obtain a measure of their income which
would encompass what the organizations really earned after payments
to depositors (including depositors of mutual savings banks and share-
holders of savings and loan associations in the term “depositors”).
This concept is designated “economic income.” This term constitutes
taxable income with the addition of : tux-exempt interest, 85 percent
of domestic dividends received, the amount of deductions for bad
debts allowed for tax purposes that is in excess of actual bad debt
losses, and the net operating loss carryover.

While there may be reasons for not taxing all income of the
organizations at the full corpornte rate (e.g., dividends received), it
was thought desirable to start out with a definition of economic income
because this makes it possible to obtain a full picture of the effect of
special tax provisions as they relate to the organizations.

' “Treasury Department Report of July 1961 on the Taxation of Mutua! S8avings Banks
and Savings and Loan Assoclations,” Hearings before the Committee on Waye and Means
on ?msury Department Report, etc,, 87th Cong., Firat sess., pp. 14-156 (Washington, D.C,,

1961).
L V&hlle m%::atory agencles publish current statistical data on the three types of financlal
institutions ""f reviowed herein, theso data are used only when necessary. Instead,
primary reliance {s Plnced upon the Source Book of Statistics of Income (801). While the
data in the different rources often are in relatively close agreement, there are a number of

cific cages where the uﬂnato;{omncles statistics (Federal Deposit Insurance Col]oou-
tion, Federal Home Loan Bank Hoard) differ from SBOIL. 8ince these differencen could not
be fully adjusted or coordinated, it was decided that the basle source to be used should be
801, since 801 figurea are collected from Income tax returns and we are interested in the
effect of the tax laws, SOl data also bave the advantage of providing a more detailed
breakdown of receipts and expenses in most cases than the regulatory agencles data—
except as to actual losses from Joans,

Since SOI data become available with a relatively long lag. this study can not be effec-
tively extended beyond 1866. Regulatory agency data are available, however, through
1067, Table 1a, 18 inserted to supplement the cffective rate of tax eonwmonn through
1067, using regulatory ug.\nc{ data for the most recent year. Ratlos for 1065 and 1966 from
both 'sources show that the effective rate of tax on economic income as computed from both

sources did not differ significantly in those years.
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The 1962 legislation revising the taxation of mutual savings banks
and savings and loan associations continued the policy of taxing the
latter two t{pes of institytions at a lower effective rate than commer-
cial banks through the allowance of a more generous bad debt reserve
. deduction for mutual savings banks and savings and loan associations
While it was intended that mutual savings banks and savings and loan
associations should be taxed less heavily than commercial banks, it
was expected that the two types of savings institutions would be taxed
on a relatively equal basis, This has not worked out as expected.

The Federal income tax paid by mutual savings banks on 1962 in-
come was only $1.5 million, By 1965 this had increased to $8.2 million
but dropped to $7.2 million in 1966. By way of contrast, the $7.2 mil-
lion tax payment of savings and loan institutions on 1962 income in-
::nmreawedi to ¥126 million for 1965 income. For 1966 it dropped to $98

on,

The aggregate amount of tax payments, of course, is really signifi-
cant only when related to the income against which tax is incurred.
If income tax is related to income subject to tax as reported on tax
returns, there are differences in the effective rate paid by the three
syses of institutions, as shown below, but nothing as striking as the

ifference in aggregate tax paid when related to economic income.

INCOME TAX AS A PERCENT OF INCOME SUBJECT TO TAX

Mutual Savings

Commercial savin and loan

Your banks banks  associations
4 31 38

i P

3 35 4]

28 U 40

3 k]

Source: Table 1.

The effective tax rates on economic income were as follows:
INCOME TAX AS A PERCENT OF ECONOMIC INCOME

Mutual Savings

Commercia' $8vi and loan

Yar banks banks  assoclations
0.

REJVBII=nLL

O DRI Oy
W mdneoy, ,
RGO OB NC

fat b ot atat dcal)

Source: Tables 1 and la.

The above table shows three important facts. The first of these is
that commercial banks have been able to significantly reduce their
effective rate of tax since 1960, so that they paid only slightly over 22
percent, for 1967, The second is that the 1962 legislation succeeded in
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raising the effective rate of tax for savings and loan associations
from about 1 percent to the 15-16 percent level. Savinﬁs and loan
associations are now paying tax at about 60 percent of the rate paid
by commercial banks,

As to mutual savings banks, the table shows the 1962 legislation has
had no really significant effect. Although the effective rate of tax was
raised from the pre-1963 level of 1 percent, the increase was only to
213& reent for 1965, and perhaps around 5-6 percent for 1966 and
The difference between what these banking institutions paid in tax
and what they would have paid if they had been taxed at the statutorg
rate on their economic income is shown for 1955-66 in tables 1 and 2.

For 1966 the figures are as follows:

{In mitlions)
Tax on economic
Actual tax income
COmMOrCIl DaNKS. ... oeeneneniiieianiaeneencanceenraeeaotancansencacsanen -] $1,676
Mutual Savings DONKS. ... ...oooeeitciiiriitienerereiirenrtrevosansoncsnenas 54
Savings and loan asS0CIatioNS.........ccereiiiiecnciiiaiiiciicnrcirasiernnene 266
TOMe e ecnrencrncencsinonsensssencssscasesennesanacsonnssnsccanncens 950 1,996

In the aggregate, full taxation of the income of these organizations
would have increased their tax for 1966 by $1 billion, or 109 percent.
The increase for commercial banks would have been slightly less than
100 percent and for savings and loan associations about 170 percent.
Since mutual savings banks paid only a token amount of $7 million,
the increase in this case would have been nearly 700 percent.

3. Causes oF THE Low Errecrive Rates oF Tax

A. BAD DEBT DEDUCTION

(1) Deductions comrared to actual losses (table 3).—Attention is
first directed to the relation of the allowable bid debt deduction to
actual losses and the size of bad debt reserves to uninsured loans? 4
The next section (B) then will integrate the bad debt deduction with
tho other factors which cause taxable income to be much lower than
economic income.

Deductions taken by these financial institutions for tax purposes
and actual losses on loans are shown in table 3 for the years 1951
and 1955-66.5

One of the most noticeable features of the table is that the ratio of
actual losses to uninsured loans by mutual savings banks is only one-
fifth to one-tenth that of commercial banks, and even relatively less
on total loans, Yet, mutual savings banks énnd savings and loan asso-
ciations) are permitted a much higher bad debt reserve ratio.

3These financial institutions do not have to use a reserve system, and a few do not.
Although the computations reflect the experience of those companies which use the direct
charge off, the text, for the sake of convenience, i8 phrased as though all units used the

reserve approach.
¢ Some uninsured loanr also are practically riskless due to the credit worthiness of the

borrower or the valne of the collateral dpl N
§ Actual loss figures for savings and loan associations are not available. The loss ratio

experienced by mutual savings banks is used a a proxy.

334-8930+ 60 - pt, 3 - 10
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This table also shows that in the period 1955-66 commercial banks
were deducting each year for tax purposes between three-tenths and
four-tenths of 1 percent of uninsured loans outstanding.® Actual losses
- never reached two-tenths of 1 percent, As a result, in the 12-year

eriod, bad debt deductions of {5.7 billion exceeded actual losses by

.68 billion, or by 167 percent,

Losses by mutual savings banks were extremely low relative to
outstanding uninsured loans, In only 2 years in the period did they
exceed two one-hundredths of 1 percent. Prior to 1063, the mutual
banks were taking a bad debt deduction for tax purposes of 1 to 1.2
percent per year of outstanding uninsured loans, After the 1962 law
went into effect (in 1968), the deduction ratio dm{)ped to less than
0.5 percent by 1966, As a result of the low actual loss ratio and ex-
tremely generous bad debt deduction, deductions for tax purposes
of $1.8 billion in the years 105566 were approximately 50 times the
losses of $27 million, For the years 1963-66, following the 1962 amend-
ment, deductions for tax purposes have been about 22 times losses.

Savings and loan associations’ tax deductions for bad debts rela-
tive to uninsured loans outstanding were 10 to 20 percent higher than
those of mutual savings banks during the period 1055-62. The changed
rules for such deductions effective in 1063 appear to have brought the
deduction ratio for savings and loan associntions down to the level to
which mutual savings banks also were reduced by the 1962 law. Thus,
the 1062 legislation restricted bad debt loss deductions for tax purposes
relatively more in the case of the savings and loan associations,

If savings and loan associations had the same loss ratio as mutual
savings banks, their deduction for bad debts for tax purposes of $6.1
billion in 1955-66 exceeded nctual losses by $6 billion, or by more
than 50 times.

In the aggregate, these thres groups of institutions took bad debt
reservo deductions of $10.8 billion more than losses on loans over the
12 year period. In 1966 alone the excess was $860 million.

(2) Reserves relative to loans outstanding (table 4).—The bad debt
reserve deduction system has enabled commercial banks to keep their
bad debt reserve ns reported to regulatory authorities at about 2-
2.1 percent of uninsured lonns from 1057 forward. In 1951 the ratio
was only 1.8 percent. Since 90 percent or so of loans by commercial
banks are uninsured (ns defined for purposes of this study), the bad
debt reserve ratio to all loans is only slightly lower,

While some figures for reserves for bad debts are shown in the
statistics published by regulatory authorities with respect to mutual
snvings banks and savings and loan associations, the figures have no
relation to what has been ntilized for tax purposes, The reason for
this discrepancy is that the income tax rules permit the bad debt
reserve to be kept in a dual set of books, one for tax purposes and
one for bank regulatory purposes. Bad debt reserves for tax purposes
of these institutions generally show up in their reports as “surplus”

¢ The term “loans” encompasses all items classified as “Loans and disconnts” in the FDIC
Annual Report. “Ulnsured loans" are all loans and discounts other than FHI%‘ or VA
insured o:egnarnme«l mor_tpnlfea and loans to farmers directly (slmrantml by the Com-
modity Credit Corporation. “Uninsured loanx™ ax used hereln are larger than those quali-
fied for income tax purposes as recently outlined in Rev. Rul. 88-630.
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or “resorves.” In any case, practically all of tho surplus and reserves
of these institutions has been built up free of tax.!

Surplus and reserves of savings and loan associations have been
about 8 percent of all loans outstanding over the 1955-66 period. For
uninsured loans the ratio has been 9 to 11 percent.

The ratio of surplus and reserves to uninsured loans of mutual
savings banks is of an entirely different magnitude than that of sav-
ings and loan associations. While the ratio has been gradually de-
clining from a high of 42 percent in 1051, it still was 22 percent in
1066. Because mutual savings banks have a high ratio of insured
loans to total loans (54 percent in 1966), the ratio of surplus and
reserves to total loans is much less, In 1060 the ratio was only 10 per-
cent, having declined over the years from 24 percent in 1051,

B, OTHER DEDUCTIONS, EXCLUSIONS, AND SPECIAL TAX TREATMENT OF
S8OURCES OF INCOME (TABLE 0)

The oxcess of tax deductions for bad debts over actual losses is a
principal, but not the only, reason for the low effective tax rates for,
and the variation in rates between, these groups of institutions, The
favorable and nonparallel treatment of capital gains and capital losses,
the exemption of interest income on State and local government se-
curities, and the deduction for dividends received are other provisions
which reduce the effective rates of tax and which have an uneven
impact on the three different types of financial institutions.®

he importance of various types of tax exempt income relative to
ceconomic income is shown in table 5. Half of net long-term capital
going is included because the 25-percent tax rate on such gains is
roughly equivalent to exempting half of them from the rate of tax on
ordinary income.

Several facts stand out in this table. In the case of savings and loan
associations Eracticn]ly all tax-exempt income is the result of the
excess bad debt deduction. Pract ically nothing is derived from tax-
exempt interest, dividends, or long-term capital gains, While excess
bad debt deductions are the principal source of tax-exempt. economic
income of mutual savings banks, dividends received are quite impor-
tant and tax-exempt interest and capital gains are of some significance.

Commercial banks in turn have their own tax-exemlpt income pat-
tern. Beginning with 1957, tax-exempt interest has always been the
most important source of such income, This is followed by the excess
bad debt deduction. Dividends reccived but not subject to tax never
have been important sources of exempt income for commercial banks.

7The surplua and reserves figures used to calculate the tax free bad debt reserve ratio
for mutual savings banks and savings and loan associations should be adjusted to reflect the
fact that minor amounts of tax were pald by mutunl savln% banks between 1952 and 1066
and by savings and loan associations between 1952 and 1962. The amounts of tax are ro
minor, however, that it is perfectly reasonable to assume that the organizations were
really free of tax. The years 196345‘0 are somewhat different in the case of savings and
loan associations. In these years the organizations paid an effective rate of tax on economie
income of 15-18 percent. Consequently, the tax free bad debt reserve ratlo of these orga-
nizations should be adjusted downward from the 8-percent level gshown in table 4 for thexe
years, However, it i8 not necessary to try to make such a complex adjustment for it is
obvious that savings and loan associations have a tax-free bad debt reserve ratio con-
ult}embl,r- higher than that of commercinl banks.
The deductibility of “interest” on "de:)oslts" in mutual sacings banks and mln{n and
loan associations is not included in the list. Such deductibility is taken to he equivalent
to the deductibility, of interest on deposits in commercial banks, although there 18 an equity
aspect to the deposits in the mutual institutions.



464

Ordinarily, long-term capital gains have not been of any signifi-
cance, but there was aslight bulge in thisarea in 1060-03.

A few trends in the tax-exempt income factors show up, Tax-ex-
empt interest shows an upward trend as a proportion of economie in-
come for commercinl banks, Starting at 12 percent of economic income
in 1085, it reached 33 percent in 1068, This growth has been the pri-
mary cause of the declining effective rato of income tax on commercial
banks. Excess bad debt deductions dm&wd from 18 percent of eco-
nomie income in 1955 to 5 percent in 1960 and then steadily increased
to 18 percent in 1965, A new dm? to 11 percent was recorded in 1966,

The importance of tax-exempt interest for mutual savings banks
has dropped precipitously in recent years. After having risen to 20

ercent of economie income in 1960, it was 5§ percent in 1965, Divi-
dends received but not taxed have been n somewhat erratic propor-
tion of economic income, but generally have been 20 to 25 percent of
such income—in 1065 they were 23 percent. The excess bad debt deduc-
tion prior to 1063 was 65 to 70 percent of economic ipcome but reached
92 percent in 1062, After that it dropped and was only 47 percent in
1065, Long-term capital gains were important in 1950-62 but drop
back to b to 10 percent of economic income in 1963-65. The 1966 ratios
for mutual savings banks are shown in table 5 but not cited here as
theisdiﬁer greatly from those of more normal years, In 1966, these
banks distributed much of their tax-exempt income to depositors
which caused tax-exempt income to exceed cconomic income.

In the case of savings and loan nssociations, excess bad debt deduc-
tions were extremely stendy at 98 to 08 percent of economic income from
1055 through 1962, The change in the allowable bad debt deduction
a8 o result of the 1962 legislation reduced the excess deduction to a
steady 63 to 65 percent of economic income in 1963-06,

4. ANALYSIS

A. RESERVE FOR BAD DEBTS

Section 166(c) IRC permits corporations and individuals to take
o deduction for a reserve for bad debts.? In the ordinary case, it is the
practico of the IRS to permit a taxpayer to maintain a bad debt re.
serve equal to the ratio of the taxpayer's average year's losses to ac-
counts receivable. The average is computed on the basis of data for the
current year and the 5 preceding years. Roughly speaking, the formula
permits the (expected) losses of year @ to be deducted in the prior
year.'® Since the loss ratio is & moving average, it takes into account
(with some Ing) changes in the nature of a firm’s risk exposure and
the business cycle. Industrywide ratiosare not utilized.

The genernl bad debt reserve approach does not |])el*mit building
up « tax-free reserve to meet catastrophic or unusual losses, except to
the extent that such situations enter into the moving average formula

for some time after they occur,

* 8ec, 8582 also permits banks (including mutual savings banks and savings and loan
assoclations) to create n reserve for losses on sccutitios (stocks and bonds), but it is under-
stood that few take advam?go of this Prlvll e on thelr Income tax returns,

10 An alternative concept I8 that the losses determined to have oceurred in yenr 2 men-l'\;
represent losses which were inherent in the transactlons at the time they originally too

place.



465

Commercial banks, however, are permitted by administrative ruling
» much more generous bad-debt reserve than other taxpayers. Rev.
Rul. 65-02 (C.B. 1905-1, 112) gmntcd commereial banks on an indus-
trywide basis the privilege of building up o bad-debt reserve equiva-
lent to 2.4 percent of outstanding loans." ** If banks were subjoct to
the ordinary bad-debt reservo rule, they would (nccordinf to the
figures in table 8) be allowed on the averago to build up n bad-debt
reserve of less than 0.2 dmrcent of outstanding lonns other than those
insured by the Federal Government.

Without going into the long background of Rev. Rul, 05-02, the
history of the ruling indicates that the 2.4-percent ratio is roughly
threo times the annual average of commercial banks’ bad-debt loss
experience during the period 1928-47 (which included the most dev-
astating bank losses in modern history).,

Mutual savings banks and savings and loan associations are per-
mitted by statute (sec. 583, LR.C".) toset up n bad-debt reserve nccount
for mortgage lonns which has no relationship to the bad-debt experi-
ence of the two industries as a whole or the individunl institutions.®
Furthormore, the reserve account computation is not limited to un-
insured mortgnge lonns, ‘

Omitting the numerous qualifications in the Inw so us to simplify
exposition, mutual savings banks and savings and loan associatibns
can be said to have two alternative bad-debt reserve systems available
to them.'* First, they may deduct an amount equal to 3 percent of the
increase in their outstanding mortgage loans during the year, provided
the deduction does not bring the reserve account above 3 percent of
total mortm(;go loans outstanding at the end of the year, Alternatively,
they may deduct 60 percent of net income (before the bad-debt reserve
deduction but after distributions to depositors), provided the deduc-
tion does not bring the reserve nccount above 6 percent of total mort-
gage loans outstanding at the end of the year, There is no requirement
that either of the alternatives be followed consistently.

As can bo seen from table 3, both the 3-percent and 6-percent rule
have no relationship to actual loss experience, Not only are they more
generous than the 2.4-percent ratio allowed commercinl banks, but
since they aPply to a larger portion of the assets of the savings institu-
tions than the 24-percent ratio for commercinl banks, the value of the
excess bad-debt reserve deduction is further enhanced for mutual sav-
ings banks and savings and loan associations, This effect is indicated
below for 1965 data

11 Seo Rev, Rul, 68-630, C.B. 1068-30, 6, for definition of items Includable in the loan
base, A bank may establish a higher reserve If use of the 6-vear moving nverage formula
avallable to ordinary firms gives it a higher ratio than 2.4 yercent,

BThe only other Industry nllowed to use an industeywide Joss ratio was SBIC's (small
husiness _Investment companies). Their temporary Industrywide loss ratlo was preseribed
by Rev. Rul, 6448 (C.B. 10041, 104). This provided that these flrms may eatablizh a bad
debt regerve equal to 10 percent of outztanding loans for the perlod through 1068, After
1088, indlvidunl SBIC's will be required to use thelr own loss experience to establish a
celling on_thelr loas reserve, ‘The ure of a temporary industrywide figure was baged ont the
lack of adequate loss experience, BBIC's being a new institutlon.

8 Indlvidual nssocintions can use thelr individual loss experience for building up a _re.
rerve If they 8o wish, but they then will have to operate under the genecral rule dercrlbed nt
the first part of this section,

1Ty obtain the full benefit of the formulasg, savings amd lonn assaclationr must keep n
;er:nhz ’prmﬁ)ruon"ol thelr nssets In cash, Government securlties, or Joans on residential

- to 4-famlly units, ~
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MAXIMUM BAD DEBT RESERVE PERMITTED COMMERCIAL BANKS, MUTUAL SAVINGS BANKS, AND SAVINGS AND
LOAN ASSOCIATIONS, BY LAW OR REGULATIONS, A8 PERCENT OF TOTAL ASSETS, 1965

{Ooliar amounts in millions)
Commercial .5'3:‘”..:.' .snsv'lg.p”
ban&‘:hl banks®  sssoclations?
BB eeeevaseneriesiaticorsecnstsonncnnenasensesnnscesnssense 7 $50, 500 127,474
Uninsured l0ans. ... ... oo i i T ’Mzw veererigoss ‘ ceoss
Mortgage loans. . ..o o oo eerieees 39,43 108,488
rmbodd i reserve permitied:
."p':.m'n:' mg:n.lum:.«‘ MBevsooameneanacarorsncnenrsnnneces 04,68 .......... i i
NC OV MOIIBABES. . .. .cocvvnerioninivaccirercercssarornsncovoacorcocne 3
zumml morgages. .. Lo 1:30 , 508
Rese rmitted as parcent of sssets:
."ﬁzwsﬁ mgnn{'n:&u IOBMS . ceieenmininienieenerevannanas NAu........... (TR .
B diE ¢ IR |
§ Insured by the FOIC.
3 Membars of the Federal Home Loan

Bank System.
3 Slightly overstated as definition of “‘uninsured loan" used herein includes some items not so included by Rev. Rul.

Sources: ‘'‘Annual Report of the FDIC, 1967;" FHLBB, “Combined Financial Statements of Members of the Federa
Home Loan Bank smﬁ? 1965." “ Com '

As to the history of the gresent treatment of commercial banks, in
mimeograph 6200 (C.B. 10472, 26), the Depnrtment allowed each
bank to compute its bad debt ratio by using a 20-year moving average
(including the current year as the 20th year) of its losses and to build
uz_reserves to threo times the annual average loss ratio. In Rev. Rul,
54-148 (C.B. 1954-1, 60) the Department permitted a commercial bank
to use its loss experience for any 20 consecutive years after 1027 as the
basis for determining the loss ratio to be applied to currently out-
standing lonns, Then Rev, Rul. 65-92 set forth the industrywide reserve
ratio of 2.4 percent, Rev. Rul, 68-630 (C.B. 1068-30, 6) clarified the
rules regarding the loan base to which the 2.4 percent is to be applied.

The action of the Treasury Department in 1947 set a precedent in
income tax policy, The commercial bank bad debt rescrve gosition of
the Department departed from a true measure of income by permit-
ting: & ) the use of quite remote experience as part of the loss ratio
norm so a8 to achieve a larger deduction than warranted hy current
experience; and (2) the use of a catastrophe reserve (the three times
rule).

In substance the présent bad debt reserve provisions for commereial
banks, mutual savings banks, and savings and loan associations are
minomers, and to a large degreo are merely techniques for lowering
the tax burden of these institutions. This tax reduction intent is quite
obvious in the case of the two latter types of institutions where the
lower effective tax rate is the result of the law itself. While the reasons
were not fully spelled out, it appears that the Congress desired to con-
tinue to provide some preferentinl tax trentment to these institutions
and that the way to achieve it was through the bad debt reserve deduc-
tion, The Con presumably was influenced by the two factors that
originally had led to outright tax exemption for many years: (1) the

1 This situation was further helghtened by the 1954 action.
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use of the two institutions by small savers, and (2) the emphasis o
home mortgage lonns in the institutions’ lending policies. Also -
ably a factor was the influence of the view earlier advanced that -
catastrophe type reserve was needed because of widespread mortgag
defaults in the 1030’s.

While the Treasury Department also probably fmnwd commercial
banks o very gencrous bad debt reserve provision in 1047 because of a
feeling that the place of banks in the economy warranted their being
prepared for catastrophic losses of the type incurred in the 1930's, the
subsequent two decades of fiscal and financial developments have made
this :ﬂ;e of reasoning less tenable, As of today, the commercial bank
bad debt reserve formula has become more of a tax lowering device
_than a necessary precaution ngainst catastropho losses,

The 3-year carryback of net operating losses permitted by law
(together with the quick refund procedure) is the procedure available
to ordinary firms to recoup taxes paid in good times to meet unexpected
or extraordinary losses,!® If this is not considered sufficient in all
cases, the nction taken by Congress in 1068 with respect to mortgage
guaranty insurance companies points up a way of allowing special
reserve trentment to companies or items with exposure to the possibilty
of losses on long-term financial contracts while at the same time re-
moving the major tax advantage of excess reserve deductions,

The 1968 legislation (Public Law 00-240) setting forth rules for
measuring the taxable income of mortgage insurance companies per-
mits the deduction of all amounts (but not in excess of the lesser of 50
{::rcent of premiums earned or taxable income for the year computed

fore any mortgnge guaranty loss reserve deduction or any carryback
of net operating loss) requived by State law or regulation to be set
aside for a reserve for mortgage guaranty losses, Any part of the gua-
rantee fund not used within 10 years is to be returned to gross income,
The legislation, however, recognized that State law and regulations
contemplated n reserve to meet cntnstro')hiq losses and that inappro-
priate tax benefits would arise from deductions which were excessive
in relation to normal loss possibilities. Therefore, the law provides
that the deduction for the guaranty loss account should be permitted
only if a company in turn purchased noninterest bearing, nontransfer-
able Federal bonds to the extent of the tax benefit attributable to the
deduction of amounts sct aside in the reserve for mortgage guaranty
losses. This provision thus removes the tax benefit from that part of
the reserve required to meet the possibility of catastrophic losses.

B. CAPITAL GAINR AND LOSSES

Commercial banks, savings and loan associations, and mutual sav-
ings banks bencfit from nonparallel treatment of long-term capital
gains and capital losses on bonds. They are permitted long-term capi-
tal gains trentment on gains but are allowed to deduct losses without
limit from ordinary income (sec. 582 IRC). This nonparallel treat-

¥ The bad debt reserve formula accorded all other businesses is suficient only to meet
expected and ordinary losses. ‘
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ment of gains and losses on bonds is available only to these banking
institutions."’ _

The present tax situntion generntes security trading by banking

institutions to obtain gains from this tax provision, Changes in market
conditions and the Federal Reserve System's actions to provide mone-
tary and credit conditions conducive to economic growth, full employ-
ment, and stable prices causo price fluctuations in fixed income securi-
ties, These fluctuations create the opportunity for banking institutions
to achieve tax savings without any economie purpose being served by
their portfolio switches, As the net of capital gnins and capital losses
determines the gain or loss for tax purposes for a particular year, theso
institutions seek to maximize their tax ndvantage by renlizing only
gains in one year and only losses in another. As the market prices
for fixed-interest securities rise during periods of casy money, the
banking institutions seek to sell securities at peak prices to realize
maximum paper gnins taxable at 25 percent, but immediately buy
similar bonds, notes, or certificates to have n new high basis, When
the market prices fall during the next period of tight money, the
institutions seek to sell these securities at the bottom of the market,
to realize the maximum losses which are deductible against ordinary
income taxable nt up to 48 percent, The banking institutions immedi-
ately reinvest in approximately equivalent issues to maintain their
wortfolios. When monetary policy has gone full-cycle from ensy to
ight and back, the banking institution will have vealized a substan-
tial tax gain while holding continuously essentinlly the snme security
portfolios.

Tho major rationale offered for the present treatment when ndopted
in 1042 was to encourage these institutions to support the lnrge new
issues of war bonds which were then being offered to finance the war-
time Federal borrowing. It is highly questionable whether this special
tax provision strengthens the market for Government securities, What-
ever value the provision had in World War II has long disappeared
with changed economie circumstances.

C. TAX-EXEMPT INTERERT

Commercial banks are the largest owners of tnx-cxempt securities,
holding %526 billion out of $118 billion outstanding at the end of
June 1968, The commercinl bunk holdings of these securities have
risen rapidly in recent years from $20.3 billion at the end of 1961
to $33.5 billion in 1064, $41 billion in 1966, $50 billion in 1967, an
$£52.0 billion on June 20, 1968. Mutual savings banks held about $206
million, and savings and_loan associntions held only small amounts
of State and local securities at midyear 1968, The importance of tax-
exempt income for these different institutions is presented in table 5,
Especially obvious is the large and incrensing significnnce of tax-
exempt interest for commercial banks, The trend has been sharply
upward since 1960 and by 1968 tax-exempt interest amounted to 33

17 A similar nonparallel treatment exists to some extent in the case le bl
used in any trade or business. ¢ case of depreciable property
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percent of economic income. At the same time, the effective rate of
tax for commercial banks has declined &mntl'y. oo

In computing taxable income, these financial institutions currently
may deduct all their expenses ngainst income which is subject to tax
with none of their operating expenses, including the cost o borrowed
funds in the form of deposits, charged against the tux-exexpgt inter-
est.’® In effect, these institutions, and especially commercial ban
borrow funds by paying interest on time and savings deposits an
uso these funds to ncquire tax-exempt securities, Their interest revenue
on theso securities is exempt from tax, but their interest pulyments
on time and savings deposits is deductible against ordinary income,

D. DIVIDENDS RECEIVED DEDUOTION

Commercial banks and mutual thrift institutions, as well as other
corporations, in general, may deduct 85 percent of the dividends they
receive from domestic corPomtions in calculating income subject to
income tax. The purpose of this deduction is to limit triple taxation of
co%ram income, under our nonintegrated corporate tax.'*

ile triple taxation can occur to some extent for stock institutions,
it cannot arise for mutual thrift institutions. So long as these institu-
tions get o full deduction for interest paid, any dividends they receive
aro taxed to the depositor (sharcholder) as interest if distributed, or
to the institution if retained, Sinco these institutions do not pay non-
deductible dividends, there is only one layer of taxation beyond the
taxes paid by the payor corsomtion. The same is true for commercial
banks and stock savings and loan associations to the extent dividends
received constitute part of the income paid out to dopositors as deduc-
tible interest rather than becoming part of the bank’s net income for
immediate or eventual distribution to shareholders, Thus, paralleling
the situation with tax exem{rt securities, these financial institutions may
now use borrowed funds (deposits) on which interest payments are
deductible to buy corporate stock on which 85 percent of the dividends
received are in effect tax exempt. As shown by table 5 mutual savings
banks have utilized the dividends received deduction as a method of
achieving a significant reduction in the effective rate of the corporate
income tax, While all corporations could avail themselves of this op-
portunity to the extent permitted by their charters,® nonfinancial
corporations would not generally raise capital out of “borrowed” funds
to the extent that financial institutions would.

18 The Internal Revenue Code at sec. 2&5(2{ provides that interest on fndebtedness in-
curred to purchase or hold tax-exempt securities is not deductible, The legislative history
indicates that the Congress did not intend that this provision apply to interest on deposits

banks. The statutory rules for life insurance companies require them to allocate tax-
exem&t interest (and dividends) between expenses and net income.

1 Without the intercorporate dividends received deduction, the Federal Income tax might
apply three times (or more) when one corporation owned shares in another. For example, {f
corporation A pays dividends to corporation B which in turn paya dividends to its stock.
holders, the income tax would apply on the net income of A, again to R on the dividend
from A, and also to stockholders in B on their dividends. Companies with subsidiaries
qualifying for consolidated returns may avold any tax on intercorporate dividends within
the consolidated group. Regulated investment companies and real estate lnvestment trusta
which distribute 80 percent of thefr income (exclusive of net long-term caplial gains)
within & specified rerlod are not taxed on income distributed to shareholders,

® Savings and loan assoclations, for instance, are severely limited in thelr right to buy

corporate stock,



TABLE 1.—INCOME TAX REPORTED IN “'STATISTICS OF INCOME'’ AS A PERCENT OF INCOME SUBIECT TO TAX AND AS A PERCENT OF ECONOMIC LNCOME OF COMMERCIAL BANKS,
MUTUAL SAVINGS BANKS, AND SAVINGS AND LOAN ASSOCIATIONS, 1955-66
{Doliar amosnnts in millions} :
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by adding the bad debt deduction in SO and subtracting actual lsses as shown in table 3.
Sources: Internal Reveous Servics. Statistics of tacome, Source Book: Federal Depesit Iaswcance
Corpocation, sonual repoct; and table 3.

3Econemic income includes receipts from sit sources less deductions as shown ia SOI adjusted

3Figures for 1962-65 are after tax credits; for prior yesrs, tax is gross tax before tax credits.

1 Not available.
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TABLE 1.—EFFECTIVE RATE OF FEDERAL INCOME TAX ON ECONOMIC INCOME! OF COMMERCIAL BANK.
MUTUAL SAVINGS BANKS, AND SAVINGS AND LOAN ASSOCIATIONS, 1965-87

{in percent]
1965 1968 196!
ot i : 2.3 n2 ¢
n OOOOOOO seraPBsnntpne XYY Y RN BBV EE PSS I RN NG s
Insured banks (FDIC)I.................. %1 23:' " 2,
b T 3 o
o T e 4 ¢ .
Savio |:mm‘?$', ns: 15,2 18 )
mmbmoln:l.ssi.'.'.':l:I:I:I::::fil::::::::::::::2:::'.: 143 13:2 13,

1 Economic Income is receipts from all sources less all expenses. Payments to depositors or shareholdersol mu
savings banks and savings and loan associstions are considered expenses. The deductions for additions toreserves lor
bl’d '?:m :l'l: l;i'imwd and to the extent possible from published data, only sctusl net losses on loans are deducted.

.

3 Represent some 99 percent of the assats of all commercial banks.

4 Represent over 85 parcent of the sssets o‘ all mutus! savings banks.

3 Represent over 98 percent of the assets of all savings and loan associations.

s lfoh‘:nmu. $01 Source Book; FOIC annual report; Federal Home Losn Bank Board, Members Combined Financial
.“ v



SABLE 2.—INCOME TAX THAT WOULD MAVE BEEN PAID BY COMMERCIAL BANKS, MUTUAL SAVINGS BANKS, AND SAVINGS AND LOAN ASSOCIATIONS IF THEY HAD BEEM TAXED
ON THEIR ECONOMIC INCOME, 1955-66

fia millions of dollers]
1958 1956 1957 1958 1959 1960 1961 962 1963 1964 1965 1966
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(1Y ot ls yoors 195583, 43 poscont for 1964, and 46 percant for 1965-68. Source: Table 1.
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TABLE 1 -DEDUCTION FOR BAD DEBTS, ACTUAL LOSSES ON LOANS, AND RELATIONSHIP TO UNINSURED LOANS AT END OF YEAR:; COMMERCIAL BANKS, MUTUAL SAVINGS
BANKS, AND SAVINGS AND LOAN ASSOCIATIONS, 1951, 1955-66
{Oolier amounts in willions]
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1951,
Doliar amounts in millicas}
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TABLE 4.—LOANS OUTSTANDING (INSURED AND UNINSURED), AND BAD DEBT RESERVES OF COMMERCIAL BANKS, MUTUAL SAVINGS BANKS, AND SAVINGS AND LOAN ASSOCIATIONS,
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TABLE 5.—TAX EXEMPT INCOME OF COMMERCIAL BANKS, MUTUAL SAVINGS, BANKS AND SAVINGS AND LOAN ASSOCIATIONS AS A PERCENT OF ECONOMIC INCOME, 1955-66
{ia percent]

1955 1956 1957 1958 1959 1960 1961 2 1962 2 1963 2 1964 1965

vocolved. ____.__ . .. __._.....
overactusl losees ... _____
goins

2.2 2.6 2.9 0.1 23.7 2.2 3L3 3.5 3.3 M5 45.2

22.3
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Totol....... ..

14. 13. 6. 20. 10.1 13.2 9, & & 8
26, 18. 4. < 17.1 3L3 - 30 2. < 2.
65. 7. 72 72 63. 2.4 52, 63. 4. 77.
4 & 16. 13 1L6 2.7 7. 9. S 2.
10.7 110.6 129.4 139.3 102.1 158.5 “100.4 106.8 7.9 160.3
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and lean assccistions:

dedt deduction over actual losses.... ...
of long-term capital gains_____.__._._..

[ P
of dividends received. ... .. ... ........
Excess of
S0 pescent

A Tax
8 85

Ja

L Savings

92.5 9%.9 9.3 w07 6.1 6.7 651 67.6

9%.4

Seurces: Internal RBevenue Service, Statistics of Income, Soarce Book and tables 1 and 3.



