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TAX REFORM ACT OF 1969

THURSDAY, SEPTEMBER 11, 1969

U.S. SENATE,
Co3oxriirE ON FINANCE,

Washingtn, D.C.
The committee met, pursuant to recess, at '10 a.m., in room 2221, New

Senate Office Building, Senator Herman E. Talnadge, presiding.
Present: Senators Long, Anderson, Gore, Talmadge, Hartke

Fulbright, Harris, Byrd, Jr., of Virginia, and Williams of Delaware.
Senator TALIKAD0E (presiding). The hearing will come to order.
This morning we will hear the first, I public witnesses testify at these

tax reform hearings. Before we are through over 300 witnesses will be
heard.

The witness list today was originally scheduled to be heard on Mon-
day of this week. Because of the death of Senator Dirksen of Illinois,
a beloved member of this committee, the committee did not meet on
Monday, Tuesday, or Wednesday. Tomorrow we will be back on the
regular schedule of hearings announced on September 3.

The 3 days of hearings on private foundations originally scheduled
for Tuesday, Wednesday, and Thursday of this week have been re-
scheduled for Monday, Tuesday, and Wednesday, October 6, 7, and
8, respectively.

Witnesses appearing today will speak largely on the bill in general.
We do have witnesses who will address themselves primarily to the tax
treatment of single persons.

Our first witness this morning was scheduled to be the Honorable
Paul Douglas. Senator Douglas served with great honor and distinc-
tion in the Senate as a member of the Committee on Finance. Unfor-
tunately, illness prevents Senator Douglas from being with us today
and in his stead his statement will be presented by Miss Betty Furness.
Miss Furness served the Nation with high honor as President
Johnson's Adviser on Consumer Affairs.

Miss Furness, you are recognized.

STATEMENT OF MISS BETTY FURNFSS, ON BEHALF OF NATIONAL
COMMITTEE ON TAX JUSTICE; ACCOMPANIED BY WOODROW
GINSBURG AND PHILIP STERN

Miss FURNESs. Good morning, Mr. Chairman. Thank you.
would like to report that alt ough we are-

Miss SIMNER. Pardon me for intruding. Mr. Chairman and mem-
bers of the Committee on Finance and the lady to my right, I protest
the fact-

3enator TALMADGE. You will be heard in regular order.
(918)
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Miss SHINDER (continuing). I have not been put-the lady does not
yield, sir. I protest--

Senator TALMADGE. You will please take your seat. You will be
heard in your regular order as scheduled its a witness.

Miss SiKiNDER. I protest the fact. that there is not a full committee
of the Senate Finance Committee-

Senator TALMADOE. The committee will come to order and you will
please assist the lady in retaining a seat, please.

Miss SmNDER. Thank you sir, but I do protest. Thank you.
Senator TALMADOE. Miss Furness, I am sorry about the interruption.

You may proceed.
Miss FuNF;ss. So am I, Mr. Chairman.
We regret that former Senator' Douglas was not able to be here to-

day, butI know you will be pleased toknow that his health is coming
along very nicely. He is recovering and he did ask me if I would
present his testimony.
Senator TALMADOE. We are delighted to hear that he is making a

good recovery.
Miss FURNESS. Thank you; I knew that you would be. You may

question what I am doing on a Committee for Tax Justice. It would
be a good question. When Senator Douglas asked me to serve on this
committee, we all recognize that I am not a tax expert, but I think
within the last couple of years I have become an expert on the con-
sumer, and I am a little afraid that with all the talk of tax reform
this year there is a possibility that the consumer's voice may not be
heard quite as loudly as the voices who plead for tax preference for
special interests. Obviously, we know that we are all consumers, but
as of this moment, I am especially concerned for the consumer whose
dollar is being increasingly spent for necessities. As we are all con-
sumers, so are we all victims of inflation, but there is a tremendous
number of consumers who are feeling this squeeze, I think very tight-
ly, because a loaf of bread and a pound of meat cost the same whether
it is bought by a low-income consumer or a high-income consumer.

I believe very strongly that every American is willing to pay his
fair share of taxes, but I hope that you gentlemen-and I am con-
fident that you will-will give special consideration to those who
do not have an official lobby, and we are counting on you to rectify
the iibalance so that each American will pay only his fair share
of taxes.
•I would like to ;ntroduce today two gentlemen who have accom-

panied me here, or who I am accompanying: Mr. Woodrow Ginsburg
is a member of the Technical Committee of the National Committee

AlT Iice, and Afr. Philip Stern, who has written a book called0&hW6eOrea Treasury Raid," Dae to the fact that you are hearing ,so

iiany wiitnesses, I am not going to iAd Senator DouglAs' testimony.
It has been placed into tie record, or perhaps I should officially
r est-
enator TAJMADOL. Without objection, it will be inserted in therecord.
Mies.FuNS. Thank you very mlieh, Mr. Chaiinan. If there areai~n¢-iony from youor Mr. Williams, T am sure that Mr. Ginsburg

would be more than happy to answer tLem from a technical view-
point,
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Senator TAL1ADGE. Senator Williams, any questions .?
Senator WILLIAMS. No questions.
Senator TALNMDoE. Do you have any further testimony'?
Miss FURNESS. I do not, but I would like to present Mr. Philip

Stern, who does have further testimony.
(Mr. Douglas' l)relpared statement referred to previously follows:)

STATEMENT OF RON. PAUL 11. DOUOLAS, CHAIRMAN , THE NATIONAl. COMMITTEE
o.% TAX JUSTICE

Mr. Chairman and members of the Finance Committee, I should like to thank
you for giving me the privilege of appearing before you it. behalf of speedy and
s!gniflcant tax reform. We have (liscuesed these nitters together in the Past as
friends around the conference table. They are more Important this year than
ever, for public interest and Indignation seems to be at an all thne high, con-
sequentily, this 11111y be the year for a successful conclusion to tle long strziggle
foe tax justice or. if not that, for a significant beginning. My former Senate col-
leagues and friends in the House of Representatives tell me that there is intense
public interest in tax reform. M1all protesting the injustices in our tax system is
reportedly higher than ever. The debate in the House of Representatives on the
Tax Reform Act before you clearly Indicated that the vast majority of Congress
wants tax reform now: the Administration has promised it. To assure that this
opportunity is not passed over, in May and June of this year 1 asked a number
of eminent citizens, prominent in their fields of endeavor, to band together as The
National Conmuitte'- on Tax Justice. All of the committee members share my feel-
Ing that tax reform is an itnedlate necessity. We have furnished you with a full
list of our committee members. Included among these members are experts on the
injustices in the present tax system.

The members of The National Committee on Tax Justice endorsed a five-point
tax reform package that would provide equity to taxpayers, relieve the tax bur-
den on low and middle income families and provide new funds for the Federal
government. TO achieve tax justice we have urged Congress to enact the following
reforms:

1. Eliminate preferential treatment of all capital gains.
2. Eliminate special deductions for depletion of oil and other minerals

beyond the cost of the mineral property and for the expensing of exploration
and development costs.

3. Provide federal assistance to state and local bond issues instead of al-
lowing.a tax exemption on their interest.

4. Withhold taxes on interest and dividends at the source as Is now done
for wages and salaries.

f5. Provide tax relief for low and middle income families by providing a
minimum standard deduction of $1,100 for all families.

It was estimated that this pregramn would provide $7 to $10 billion more in
Federal revenues while relieving 38 million low and middle Income families of
$2.5 billion in tax liabilities.

Congress was also asked to give prompt attenton to the ending of other un-
warranted tax favors such as accelerated depreciation on buildings, the multiple
surtax exemptions on corporations and the unlimited charitable deduction. The
tax laws should, also be revised to avoid encouraging the formation of con-
glomerates.

This reform program is a moderate one and has a broad-based acceptance.
The "Tax Reform Act of 1009" passed by the House of Representatives is an

Important initial step towards fulfilling the goals of the committee. True reform
will require even bolder steps.

Careful scrutiny of the act reveals that the rich continue to receive favored
treatment. Tax reform monies are to be used to reimburse persons with large
incomes among whom those who presently gain most from tax preferences are
found.

A third of the "goodies" provided relief to taxpayers will go to less than 10%
of the nation's taxpayers-those with adjusted gross incomes of more than
$15,000. The $3.1 billion tax relief package for this small minority of taxpayers
Is almost 2V times the $1.3 billion to be recouped by tax reform from them. Over
halt of the $4,5 billion In general rate reductions goes to this exclusive class.
The new lower maximum tax on earned incomes gives $100 million in relief to
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the less than of 1% who have adjusted gross incomes of over $50,000. Although
welcome relief is indeed given to low and middle income families, it is obvious
that the wealthy will benefit most from what should be labeled a "readjustment"
rather than a reform.

The measure passed by the House adopted The National Committee on Tax
Justice goal of a minimum standard deduction of $1,100 for all families. In
1971 this will benefit over 38 million taxpayers and take off the tax rolls six
million poor people. The raising of the standard deduction to 15% with a $2,200
maximum and the rate decrease in the lowest five tax percentages will help
working families earning $7,000 to $13,000 a year. More than half of the tax
reduction, however, will eventually go to those persons in higher income brackets
who comprise less than of the taxpayers. There is no tax justice when money
gained, from tax reform is used to reduce the rates of those who benefited most
from tax inequities. This is especially deplorable when it creates a deficit and
would reduce the funds available for much needed federal programs. More money
is desperately needed for education, slum clearance and programs to improve
our environment. The lost revenue will instead go to individual citizens who are
best able and should pay their fair share of these programs. The Senate should
closely examine this unfair redistribution of the tax burden. This re-examina-
tion should take place in the context of the re-ordering of priorities inherent in
the House bill. By 1972 there will be a revenue loss of $4 billion that will fall
into the pockets of less than of our taxpayers.

This will occur while there is a pressing need for expanding federal and state
programs.

The bill is advertised as a tax reform measure but more than half of the
revenue gain--%13 billion-comes from a repeal of the investment tax credit. This
halfway legislation falls way short of fully plugging all tax loopholes. Elimina-
tion of moat tax preferences should bring a revenue gain of over $12 billion-a
sufficient sum to ease the burden of the low and middle income wage earner and
provide some funds for the country's needs.

The House measure ignores unrealized gains transferred by gift or death-
a loophole that costs the United States Treasury over $2 billion annually. The
National Committee on Tax Justice called for the elimination of the preferential
treatment of all capital gains including unrealized gains transferred by gift or
death with some provision for averaging over a period of years. The adoption
of this proposal would yield an annual revenue gain of $0 to $9 billion. The
repeal of the alternative capital gains tax of 25% and the provisions in the
minimum tax and allocation of deductions only begin to reduce this unwarranted
preference.

The excess oil depletion allowance was reduced from 27 % to 20%. Deple-
lon allowances for other minerals were correspondingly reduced. This action
only reduces the unwarranted $1.6 billion subsidy by a quarter and is not a
true reform measure. There is no logic to sustain this wasteful practice that
produces only 9 cents worth of additional mineral resources for every federal
dollar expended. The bill curbs the so-called carved-out and ABC production
payments that made It possible for the mineral resources industry to further
avoid income taxes. This commendable action will bring an estimated revenue
gain of $200 million.

Left untouched were the present tax preferences accorded to the oil industry
alone that permit oil operators to deduct in the year paid out most of their
costs of explorationn for/and development of oil wells--a $300 million subsidy.
These costs are comparable to capital outlays which in other industries have
to be deducted over a period of years.

The Income gained by excess depletion allowances and expensing of explora-
.t10o and developmental costs are not subject to the minimum tax provisions of
the bill, another special concession to the oil industry lobbying effort. The mini-
mum tax Itself Is an indirect approach to tax preferences. The provision pro-
vides that those with considerable meaus who have escaped taxation pay some
tax. the basic inequities of the tax code still remain.

The section on state and local bonds providing for an option of a federal sub-
sidy, 0n tazabe issues will confuse the bond market and not dispense with the
preference, i'ax-exempt interest on state and local bo4ds should be eliminated.

mraxkO adequate subsidy to the cities would eliminate the need for tax-
'xe 1 stat and municipal bonds.

wbe bill does not provide for withholding taxes on interest and dividends at
. s t otb'ee, a goal of The National Committee on Tax Justice. This allows nearly

4,4 billion of dividend and interest Incqme to go untaxed annually.
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The bill now before the Senate also falls short in fully plugging the loophole
accorded to the real estate industry to deduct depreciation from income faster
than the depreciation actually occurs. This preference for real estate opera-
tions should be ended. Its need can only be supported in the field of low income
housing.

The reform measures in the bill will have to be tightened to cure the present
injustices in our tax system that:

allow 381 affluent Americans to enjoy incomes of more than $100,000 with-
out paying a penny of Income tax;

make it possible for one super-rich American to enjoy more than $20 million
of income In one year without paying a cent in taxes;

allow another super-affluent citizen to enjoy more than $1,500,000 of in-
come without even having to file a tax return;

impose the same effective tax rate on those earning over $200,000 as
persons earning between $15,000 and $20,000.

The plain fact Is that most Americans--those with incomes of less than
$15,000--more than 90% of the taxpayers-shoulder most of the burden of the
Income tax rates we all see in the tax tables on our tax return. Ironically,
though, the higher a person's income and the better able he is to bear tax bur-
(lens without sacrificing the necessities of life, the more escape hatches open
up to him through which he can avoid paying his fair share of taxes.

Those escape routes, those tax favors, impose a dual hardship on the less
well-to-do in America. For not only are they called upon to pay more than
their fair share of the tax burden; they are also asked to sit by and do without
public programs and services for which they have the greatest need-programs
dealing with poverty and the decay of our cities and schools and the pollution of
the air and water-supposedly because the government cannot "afford" su.h
programs. For, of course, If the government were collecting the billions of dol-
lars that are currently being siphoned off through gaping tax loopholes, thery
would be funds for the rebu!Iding of our slums and schools, for the purifying
of the environment and many other programs which are now suffering financial
asphyxiation.

The American people know that essential public programs must be paid for;
they only ask that their share of that payment be Just; that every individual be
taxed according to his ability to bear the burden of taxation; and that no one
be asked to bear more than his fair share of that burden because of special tax
favors accorded others.

We believe that people with approximately equal net incomes should pay
approximately equal taxes. I do not see how this principle of horizontal equity
can be opposed by any sensible person. That is what we are trying to obtain.
The reforms we advocate would move us much closer to that goal.

The Ways and Means Committee and the House of Representatives have
made a beginning in the "Tax Reform Act of 10609." The Senate is in an op-
portune position to complete the task to provide equity for the taxpayer and
recoup funds lost through existing loopholes so that Congress will be able to
make some progress on the dire social needs of our country. I know the Senate
will take up the- challenge and fully meet the growing demand for real tax
reform.

Senator TALMADGE. Mr. Stern, you are recognized at this time.

STATEMENT OF PHILIP STERN, NATIONAL COMMITTEE ON TAX
JUSTICE

Mr. STnzN. Thank you, sir. Mr. Chairman, I have a statement that
I would like to ask be inserted in the record.

Senator TAL3M1AE. Without objection, the statement will be in-
serted in full after you present your summary.

Mr. STewN. To economize your time, I would like to summarize it
as briefly as I can, sir.

Senator TALMADOE. Thank you.-
Mr. STER. I appear here to urge you to end a feature of the tax

system that I consider outrageously unfair to you Senators and to
your colleagues in the Senate and House.
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The matter can be put fairly simply: You Senators now receive an
annual salary of $42,500. And having had the honor to work for
Senator Paul Douglas for 2 years, I know how you work prodigiously
hard for that. Now, assuming for simplicity's sake, that you have three
dependents and take the standard deduction, you stand to be in the
45-percent tax bracket.

Now, it is no secret to Senator Long, your chairman, and perhaps
other members of this committee, that I am blessed with considerable
wealth. And a significant portion of my income comes in the form
of capital gains or which by and large I exert little or no personal
effort. I invest in company X or Y and having done that I just sit
back and let somebody else do the work.

For example, a number of years ago I had the great good fortune
to invest in the Xerox Co. Having done so I just sat back while Mr.
Linowitz and his colleagues made Xerox grow and prosper. And when
it did, I reaped the berefits-and I paid no more than a 25-percent f
tax.

Now, what a situation this is; you having worked enormously hard
to earn your salaries pay 45 percent and I having done little or noth-
ing to get my capital rains paid only 25 percent.

I consider that a disgrace. I think it is disgracefully unfair to you,
and if I were in your position I wouldn't stand for it. And I am here
tday to urge you to end this outrage against yourselves and to end
tLe artiflcia1 distinction between ordinary income and, capital gains
and tix the'two on the same basis.

Now, that proposal carries three important provisos. First, that youprovide for so-called constructive realization of gains at death.

Second, tb'at you include some mechanism for averaging gains accrued
over a period of years. And third, that after and to the extent that
you have done the above, that you significantly lower the top bracket
incoipe tax rate.

'Tnmy opinion, that single action of taxing capital gains as ordinary
income would eliminate the greatest single cause of both inequity and
complexity in the American tax system.
.That may sound like an extravagant statement but I think I can
document it.'

Firstlet mi take up the matter of equity. I think the matter ismost,
dramatically sunmed up with this astounding fact, that the topmost
income, group in the country, those whose incomes exceed $5 million
a year, pay just half as much tax, half as much tax proportionately
as do those with lust one-tenth as much income. Now, how can that
be in a system of graduated income taxes, supposedly, going up to
70pwert tt The answer is that among those superrich people with
inomes of $5 million or more, two-thirds of their income is in so-
called capital gains, not taxed at 70 percent or 50 percent, but taxed
at ,o.-'4ger than 25 percent, the same top bracket rate that is paid
by'a married couple ith a taxable income of $12,000.

.Clearly the preferential capital. gains tax throws the principle 'of
ability to pay right out the Window. It makes a mockery of the gradu-

1~;7:i''ispecil capital gains rate is of enormous benefit to, the

suvrich. R, eaves 'a man with a million-dolhtr income $224000 a
ypv r,,ntout th in ordinary lpguage, it gives him added take-

"ayo than .4,00 a wek.
• Y -+.,/.-.: . ,,.
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But, of course, to talk of the capital gains tax as a 25-percent tax is
only telling part of the story. For those who are patient enough, by
which I really mean wealthy enough, to hold on to their appreciated
properties until death, as you know, the capital gains tax is not 25
percent; it is zero. I don't think I need to explain to you gentlemen
why that is'.Thhe prodigious total of $11.5 billion goes wholly untaxed every

year. Because of the failure to tax capital gains at death the annual
revenue loss is $2.5 billion. This brings me to the one very important
point about the special taxation of capital gains; namely, the enormous
revenue loss that is involved now estimated at $8.5 billion a year, far
more than we are talking about when we talk about extending the
surtax.

Another point. The preferential tax treatment of capital gains is a
major reason behind the fact that there are 255 multimillionaires in
this country who paid no tax whatever in 1967, as pointed out to you
by former Secretary Barr.

Now, the reason for that is something that most people don't
realize; namely, that half of all capital gains are wholly discarded
and ignored for tax purposes, and most people don't realize how this
fact cut in half the amount of income that has to be offset by other
kinds of key deductions in order to achieve this blissful state of total
taxlessness. But as one example in the recent Treasury Department
reform studies shows, that feature enables one man to enjoy a total
income of $1.3 million in a year, almost all of it in capital gains, and
still pay a tax of just $383. That is three one-hundredths of 1 percent
of his total income. I wonder how many members of this committee
achieved paying that snall-

Senator WILLIA31S. Can I ask a question at that point?
Mr. STERN. Yes, sir.
Senator WILIAIS. Just how could a fellow-any individual have

a million and a quarter capital gains and pay only $383 tax, unless
his income was in some other category?

Mr. STERN. Unless his income was-
Senator W iuAmus. If he had a million and a quarter capital gains

at 25 percent, his tax would be higher than that.
Mr, STEM. No, sir. I am glad you asked that question because it

illustrates precisely the point.
Senator WILLIAms. That is what I am asking for. What exemptions

do you have?
Mr. STERN. This gentleman had about a million three in total in-

come. A million two of that was in capital gains. Of the million two,
$6,00.0 was just tossed aside completely excluded from any tax com-
putation. That left him with a taxable income of roughly $600,000.

$enator WILWAUS. That is correct.
Mr. STERN. So this gentleman went out and borrowed about $10

million and he had interest charges of $587,000, all of them deductible,
every penny of it.

Senator WILLIAMS, That's the reason I asked it. There had to be an
offsetting expense, Of course this bill deals with that.

Mr. &.RN. Yes, sir. The point I am making is if his million two
had been in ordinaryy income, all of it would have been includable
and he would have had to have found a million two in deductions

84-865 o-69--pt. 2-2
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to get to this low tax state. But the fact that half of them were ex-
cluded right off the bat cut in half the amount of money that he had
to find offsetting deductions for.

Now, I said earlier that the special taxation of capital gains adds
to the inequity of the tax system and to the complexity of it and also
to the pressures to which you Senators are subject. Naturally, people
are extremely anxious to transform their high-taxed ordinary income
into low-taxed capital gains and so they invent elaborate mechanisms
such as collapsible corporations and spinoffs and personal holding
companies and stock options, et cetera, to achieve it.

Now, to counter tax abuse in that area, you gentlemen have to write
extraordinarily complex provisions into the tax code. For example,
section 341 dealing with the collapsible corporation includes 3,000
words added to the tax cod&. Also, this creates tremendous pressures
on you. I am sure you all remember the iron ore industry wanting to
have iron ore royalties accorded the same special cap ital gains treat-
ment that coal royalties enjoyed and I am asking; why subject your-
selves to these pressures? I implore you to make life easier for your-
selves by ending the artificial distinction that creates those pressures.
Think of the number of tax avoidance avenues that would-be closed
*or would fall into disuse if you took this one step. First depreciation
'on buildings, airplanes, railroad cars, and the like, corporate stock
options, so-called farm losses, the favorable tax treatment for timber
and other thins would all fall into disuse because they all depend on
the special capital gains rate for their tax advantage.

Whole sections, whole subchapters of the tax code could be elimi-
nated. Supehapter P, for example, dealing with the contribution of
appre iated porperty to partnerships could be wholly eliminated if
you eliminated this distinction.

And if it would be of interest to you, I would like to submit later
for the record a list of the provisions that I think could be stricken
from the tax code if you took this step.

My question is, why take on these various pressure groups one by
one I Why not have it all over and done with in a single step I

Now, r hope that no one will invoke the image of defenseless widows
and orphans who would be ruined by an increase in the capital gains
tax, for the facts are these and I think they are important to each of
you.
oTh6 first is that only one taxpayer in 12 reports any capital gains
at all. Eleven out of 12 have none. So we are really talking about
affectiing only a Small proportion of the population.

In the undet, 5,000 group, only one taxpayer in 20 reports any capi-
tAlWgainb, apd these account for just 2 percent of this group's income.

B 1 ot%, in the over a; million, over $1 million income group,
nine out of 10 have capital gains, and those amount typical y for
thiaigou hs6'f this groups income. Third, and this to me is the
astundi blt, those with incomes of $10,000 or less make up four-
flh ol t-he poplatgn but get only one-flfth of the capital gains.

lye 0gh, the same propftion of capital gains, namely
ab6 t fth, goes to those fortunate few with incomes over $200,000.
O* Ilv $OO ~ts. padres get one-fifth of all'the capital gIns.

i: AM .: 1 nl /po concdins the dstortjon of values an"i the diversion
.... otg ad energy caused by s~meb al taxation of capital gains.
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Think of the effort and talent that goes into trying to transform
ordinary income into capital gains by financial alchemy, because that's
what it'amounts to. Couldn't. that energy be better used in minimizing
profits and minimizing prices?

Also, consider the kind of values that are expressed in what amounts
to a penalty to earned income, on income earned through personal
initiative, ingenuity and effort, for it is the man who makes his moneY
by the dint of his own brawn or his own wit--doctors, lawyers, engi-
neers, yes, and U.S. Senators-who are the most 'hard pressed and hard
hit by the American tax system and the most penalized. It seems to me
that penalizing earned income is hardly consonant with the moral pre-
cepts that we teach in our schools and churches and is hardly con-
sonant with what's made this country what it is.

I know that it is not protocol to end a statement of this sort by pos-
ing a question to the committee, but may I presume to conclude by
begging the members of the committee to explain to me the answers to
two simple questions. One, why should the work of money be so vastly
favored over the work of men? And secondly, and most importantly,
wh is a dollar of capital gains income different from a dollar of earned
income when it comes to buying food or shoes or a yacht or for paying
taxes? Will somebody explain the answer to that question to me?

That concludes my statement, Mr. Chairman. I would like to ask
permission, if I may, to insert in the record at this point the text of
the chapter from my book that deals with capital gains.

Senator ANDERSON. Without objection, that will be done.
(The chapter follows. Testimony continues on p. 949.)
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The Great

Capital Gain& Trial*

(The adene hs a packed U.S. courtroom. The occasion- the tria
bf People v. The Capital Gains 'Tax. The jurors-(twelve regu.

sta and tour alt~eaq)-have been chosen, and the opposing
lawyers are scheduled to make their opening statements. The
nOie in tw courtroom subsides as the fudge enters.)

cum: Oyez, oyez, oyezl All persons having business before
this honorable court are admonished to draw near and give
their attention, for the court is now' sitting. Gd save the
United States and this honorable court.

3UDGE: Be seated, please. The jury having been dulY selected,

0 The capital gains tax has here been placed on hypothetical trial simply
as a maz, of simplifying and dramatizing the arguments, pro and con.
Reo~drs who happen to be trial attorneys are asked to indulge the obvious
deviations from regular courtroom procedure, especially the fhoedom ac-
c otth Jury to question counsel and to debate issues in open court.

t c~uulon of the t14* the author appears, thinly dlsgu1.d as the
1sMuaan of the Jury.
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we may now proceed with the case of People v. The Capital
Gains Tax.

This case is, of course, most unusual. The Defendant, the
Capital Gains Tax, stands accused of two contradictory of-
fenses. On the one hand, the People contend that because the
tax is so low, it is guilty of injecting unfairness end complexity
into the American tax system. On the other, the Investors, in
a separate brief, maintain that because the tax is so high, it is
hampering the free flow of American capital, Apparently, the
Defendant can do no right.

Counsel for the People, you may proceed with your open-
ing statement.

PzoPLE'S CoUNS: Thank you, your honor.
Ladies and gentlemen of the jury, his honor, with his usual

succinctness, has ably stated the People's case. Our charge is
two-fold: first, that the Defendant, the Capital Gains Tax, is
perhaps the greatest source of unfairness in the American tax
system; and second, that it is the most significant single cause
of tax complexity.

To understand these charges, picture, If you will, a dam in
a river-high water behind it, low water in front. As you know,
the high water exerts steady pressure against the dam as it
seeks the level of the lower water.
0 Our tax system is not unlike that. On the high side of the
tax dam lies what the tax laws call "Ordinary Income"-the
wages' and salaries al of us earn, as well as any interest or
dividends we might receive. This Ordinary Income is subject

"to the regular income tax rates that run as high as 91 percent.
On the low side of the dam are so-called Capiti1 Cains"

-the profit you make when you sell a share of stock or, say,
a piece of land, for more than you paid for it. The profits on
property you've owned six months or more don't come under
,the regular tax rates. They get a special rate that 1* reye
more than 25 percent*-far less, Obviously, than the top in.
* It a be ls& See Gomary.
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come tax rate of 91 percent. The tax bill passed by the House
of Representatives in 1963 provides an even lower rate-a1
percent-on most property you've held more than two years.

The pressure on the dam results from the difference be-
tween the rates. Everybody in the upper brackets would
naturally like to pay less taxes--and they're constantly bad-
gering Congress and the courts to have this or that kind of
iao e clasified--and taxed--as a 'capital gain." After years
of pressure. the dam has deteriorated quite a bit so that to-
day the distinction between so-called *ordinary income" and
"capital gains" sometimes doesn't make much sense.

In order to illustrate this point to you ladies and gentle.
men of the jury, I have prepared signs describing certain
ordnary income and capital gains situations, which I have
played side by side on easels

Orctk Inoom Skuation No. t
You are a novelist.
You have written a widely.

asmd, best-wiling novel.
Yma have jUstiold your novel to

th. mvie fOr $300,00.
YOM PA Ita Z$98140t

In front of you, for easy qom,

Captl Gdn Sguation No. i
You are an inventor.
You have invented a new pretzel

bender,
You have just sold your inven.

tion to a prete company for
$300,000.

You pay a tax of $75,000.
You got to keep $*S,oo0.

p r jvTa : You mean to say, Counsel, that the
yr get to keep nearly three times what the novelist

pIJ ., luets right.
, ; jaw:n But why? ,What's the difference be-

PA~ylo,*h.a both used t* brains to -qmut some-
~ Why~bo~4done pay thre times As Muck tax

S0 1

/
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PRoPLx's CouNSEL: Because Congress says so.
FORmAN OF THE JUnY: What do you moan?
MOPLE's COUNSEL: In 195o Congress simply decreed, in effect,

that the proceeds of an invention can be classified as capital
gains, whereas the proceeds from a 'literary, musical or ar-
tistic composition" must be classified as ordinary income.

ommAN OF THEjuRY: It doesn't make sense. Did Congressgive any reason for all this?
PEOPLE'S COUNSEL: They just said it was desirable to "foster"

the work of inventors. Let's look at the second pair of signs..

Ordinary Income SltUaio No. a
(pre.19 6 4)

You are a businessman, in the
75% tax bracket.

You own an interest in iron
mines.

You receive $ao,ooo of iron ore
royalties.

You pay tax of $i5,ooo,
You get to keep $5,ooo.

CapiW Gains Situatfin No. a
(pre.1g64)

You are a businessman, In the
75% tax bracket.

You own an interest in cod.
mines.

You receive $so,ooo f coal
royalties.

You pay tax of $s,ooo.
You get to keep $is,ooo.

xmimm ju z mn: I don't understand. Isn't a dollar of iron
ore royalty exactly the same as a dollar of coal royalty?

iwza's cowm: Thates what the iron ore people kept telling
Congress. Congress gave capital gains treatment to coal royal.
ties, they said, why not iron ore? So in 1963, the House voted
to give iron ore royalties the special rate, too-even though it
admitted there was no real 'capital gain" involved.

Emwwncf JUYMAN: But why was Congress so generous to coal
royalties In the first place?
otds couosm: The coal royalty owners claimed they were
in a bind because their contracts forgot to take into account
the rising price of coal. Congress concluded this was a hard.
ship situation and simply decreed that coal royalties should be

. 0 .
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taxed as capital gains-even though there clearly isn't any
"capital asset" involved, and even though other kinds of royal-

ties are taxed as ordinary income.
nEmmm YmYUN: It's a kind of "legislative alchemy," isn't it?
You take a dollar that comes from a coal royalty or selling an
invention: one day it's ordinary income and then, Prestol
Congress transforms it into a capital gain. It's the same dollar,
from the same source, earned in the same manner-but it's
suddenly taxed differently

hugmo Counsel, may we proceed to the next signs, please?

Ordnorj Income SituatiOn No. 3 Capital Gains Situation No..3

You are an apple farmer, with You are a Christmas tree farmer,
a top tax rate of 5o%. with a top tax rate of So.

You make a $4,000 profit on the You make a $4,ooo profit on the
apples you have grown. Christmas trees you've raised.

Youa taxY a W ooo. You pay a tax of $ ,ooo.
You get to keep #aooo. You get to keep 3,ooo.,

LADOR..,M M )%MYMAN: Christmas trees! You mean there's
something special in the tax law for Christmas trees?oi mmami , I quote, sir, from Section 63x(a) of the In- j
ternal Revenue Code which states that the capital gains treat-

.vnent fot timber speoI ,y extends to "evergreen trees Which
at morne than 6 yftr old at the time severed from the roots
And Aft ldk1r ornamental purposes." In plain Engls h, !

7 Wn'Christmas trees.
LBO-ID =)avwE: But why? Why Cfiristmas trees?
3UL OW~~- Well when Congres gave capital gs
treatment to certain tree sales-another case of legislative ol-
Owm ot 'by-the .way- tees were ruled ineligible,

;'i tm w omplaints of, dicio, Con"x

.w tu sf of s ign lustrte, itfa moM I** point: I

; I
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Ordinary Income Situation No. 4

You are a lawyer.

Your top income tax bracket is
6a2,%

By working extra-long hours on
a big case, you earn an extra
$30,000.

On your added $30,000, you
pay a tax of $19,380.

You get to keep $xo,6ao.

Capital Gains Situation No. 4

You are a corporation vice-presi-
dent.

Your top income tax bracket is
62%.

For your extra-hours work and
superlative job performance,
your company has given you
the right to buy company
stock at a favored price. You
buy the stock and later sell it
for a $30,000 profit.

On your added $30,000, you
pay a tax of $7,5oo.

You get to keep $aa,soo.

4,AWYE]R JUYMAN: Counsel, that one really hits home with
me. No matter how hard I work, or how big a practice I build
up, everything I earn from my practice is ordinary income, and
Uncle Sam ends up with most of it.

LABOR-LEADER JURYMAN: What's wrong with that? Your fees
are no different from my weekly paycheck. It's all ordinary in.
come, Isn't it?

LAmwY,, At;RMN: That's right, and if the rule applied to every.
body, I wouldn't kick, But these stock options are nothing

*but salary bonuses--and what gets me is seeing some of my
own clients getting twice the income I do, but paying a lot
less In taxes-just because they happen to work for a corpora.
tion. I tead about one lawyer who quit Wall Street and went
to work as general counsel of Ford, and It wasn't long before
he had nearly half a million dollars worth of these stock
6O0ptons. He certainly, couldn't have done that on Wall Street.

tk6im jm]um.N Nearly everybody on this Jury is in the-

The prm 01 a ler o e i a ters bow^ $l.W" s Or&
w0uttywstor~s matno sr mw to 

f DlscussWd nwoe fully on Mp 48zbig&
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same boat. All we have to sell is our services-and the more
successful we are, the rougher our taxes are.

PEOPLE'S COUNSEL: You gentlemen have made my point for me.
Why, I hope you will all ask yourselves, should people be
taxed differently on their earnings just because of their pro.
fession?

Next pair of signs, please.

Ordinary Income Situation No. 5

You are a junior executive,
single, with a taxable Income
Of $14,000

Your hard work has .arned you
a $ ioo raise in your yearly

Your top income tax bracket is

47%; your ' extra aoo f
Wlary is taxed at 47%.'

bn-yow' added 41,o6o you pay
a tax of $470.

You get to keep $s3o.

Capital Gains Situation No. s

You are a junior tycoon, shigle,
with a taxable income of
$200,000.

Your broker has sold one of your
stocks for a $i,ooo profit.

Your top income tax bracket is
9)A but your $i,ooo" stock
profit is taxed at 25%.

On your added $i,ooo you pay
a tax of $15o.

You get to keep $750.

LABR-LEw= J UYMAN: How can that be? Why this junior
tycoon, or whatever you call him, has--let's see-about four-
teen times as much income as this junior executive, but he

,.pays about half as much tax on his extra $,o00.
nuz's 4owsxz.: Absolutely correct.
LA -oAms j .mw : But our tax system is supposed to be

based -on "ability to pay"-with people with bigger incomes
payingg higher taxes, not lower.
ton's omugsm: Sir, you are perspicacious, discerning, and
astute. -As you, have perelved. -the capital gains tax and the
pd lle .b~lty, of pay", have nothing whatever to do with

oth . factthe oc oon might have had fifty or
a a times the income of te Juno execuiUve And sM
paid lm taxes on the extra thousand.

!
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LABOR-LEADER JUYMAN: You know, I've always read about this
capital gains tax, but I don't think I've ever met anybody
who's been able to use it.

oPLzi&s couNsEL: That's not surprising, when you consider
that if this jury happened to be P typical cross-section of
American taxpayers, chances are that only one of you would
have listed a capital gain on your tax return.

DoCTOR JIRYMAN: One out of sixteen? That's only about 6 per-
cent, Counsel.

PFOPLE'S cOUNSEL: That's correct, sir. Out of sixty-one million
tax returns filed in 196o, less than four million listed any
capital gains.

But that's only part of the story. Even among the lucky four
million, the gains were heavily bunched in the upper brackets
-so much so that of the four million, the top z/o of i per-
cent get more than a third of all of the capital gains. This
chart will show you what I mean.

Those ih
incomes of:

Comprise only this
of al pyers:

But get th1s % of
4l capital gains:

$aoo,ooo and over
$10o,ooo and over
$5o,ooo and over
$&O,ooo and over

g6/io,ooo of 1%
4/100 of 1%
2/1o of iS
87%

jmudz: Counsel, may we move on to your next signs, please?

Ordinary Income Situation No. 6

You are a businessman in the
75% tax bracket.

You buy a 2o-acre tract in the
suburbs.

Being a go-getter, you subdivide
,'your prperty and build houses

on It.

Capital Gain Situation No. 6

You are. a businessman in the-
75% tax bracket.

You buy a so-acre tract in the
suburbs.

You do nothing with your land;

iO6
24%
35%

M.-~
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Ordinary Income Situation No. 6

You sell the lots and houses and
make a $ioo,ooo profit.

Your tax is more than three.
fourths of your profit
($81,ooo).*

You get to keep $19,ooo.

Capital Gains Situation No. 6

You sell the land and make a
$50,000 PlOfit.

Your tax is Just one-fourth of
your profit ($ia,5oo).

You get to keep $37,500.

xNJNEEmI JUHYMAN: Let me be sure I understand, Counsel.
Do you mean the 'go-getter," as you put it, who does some-
thing With his land, makes twice the profit-and yet ends up
with half as much take-home money?

PEoPLs COUNSEL: That's correct.
ENGINEE JMYMAN: But doesn't that amount to penalizing in.

tiative and rewarding inaction?
PmOPL 's COUNSEL: That's the way It seems to work out-.al-

though I'm sure Congress didn't intend such a result. None-
theless, more than two pages of the tax law are devoted to
warning taxpayers how little they must do with a piece of
land if they want to be sure of getting the special capital gains
tax rate.

Let's move on.

Ordinary Income Situation No. 7

You are a baseball player.
For 1o years you have been

working your way up through
the minor and major leagues.

You have just beep voted Most
Valuable Player in your league.

You sign a contract for *ioo,ooo
for the next seamn.

WThe addd $ooooo, on' to of
the 8% perot bradt.

CapitalGains Situation No. 7

You are a drug store manager.
For io years you have owned so

acres of unused land, left you
by your father. -1

A company has just d6clded to
build a huge factory right
next to your property.

You sell your land to a developer
for a $1ooo00 profit.'

yout -gui -N=& throw, Yft law
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Ordinary Income Situation No. 7

You will pay a tax of $45,576.
You'll get to keep $54,44.
P.S. The following year, due to

a serious injury, you are forced
to retire, and yor income
drops back to $8,ooo.

Capital Gain* Situation No. 7

You pay a tax of $2s,oo.
You get to keep $75,000.
P.S. The following year, your In.

come is back down to your
$8,000 alary..

LXnOa-LrZ jmunm : How do you like that? This drug store
fellow -gets $iooooo dumped in his lap-doesn't lift a finger
to earn it-but pays about half as much tax as that guy who
worked his heart out for that MVP award.

Doc-oR jUYMAN: Counsel, would you explain to us the sig.
nificance of the P.S. at the bottom of each poster? I know you
put it there for a purpose.

moPLE.'s couNstL: Gladly, sir. As I know Defense'Counsel will
explain,' one of the main reasons behind the special capital
gains rate Is the 'so-called "bunched".incomo problem. That
is, a person like the drug store manager, suddenly getting
$Sooooo in one year, will pay more taxes than another per-
son getting the same amount of money, but spread evenly
over, say, ton years. You'll be hearing more about the pros
and cons of this later. My point here is that the 'bunched.
Income problem is not unique to. capital gains. Movie stars,
athletes, writers, composers share it, too, but they don't get
any special 25 percent rate on their income.

juwz: Counsel, you seem tohave shunned the Jury Into nre
silence. Proceed with yqur next illustration.

Ordinary Income Situation No. 8
You are a single lady, supporting

your aged aunt.
Your taxable' income Is $6,ooo.

Capital Gakn. Situaton No. 8

Yo1 arC a single lady, supporting
your uged aunt:

Your taxable income is
*$o.oa0.

P -97
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Ordunay Income Situation No. 8

On May i you buy a share of
Alleghany Stovepipe, for $40.

5 months and a days later-
October a--you sell the stock
for $6o in order to meet an
insurance premium payment.

Your profit on the sale of the.
stock is taxed at your regular
income tax rate of 30%.

HOUSE VFE jUywoMAN: Why,

Capital Gains Situation No. 8

On May i you buy a share of
Alleghany Stovepipe, for $40.

Six months and one day later-
November a--you sell your
stock for $6o.

Your profit on the sale of the
stock is taxed at the special
capital gain rate of a%.

that's perfectly outra eousl
'Why should that poor lady with the $6,ooo lncomo pay a
higher tax than the other lady with more than thirty times as
much income?

no'sPLa COUNsE.: Because, madam, the $6,ooo lady Is a *spec-
ulator" while the $aooooo lady is an 'investor."

jiousvwwf: What do you mean, "speculator*?
nopiz's coUsEL: She sold her stock in less than six months

-and that makes her a speculator, at least as far as the tax
law is concerned.

HmousEwI: How ridiculously She sold that stock to keep her
insurance from lapsing. She's no speculator.

fl.P Lin s coUrsEL: This, strangely enough, Is one point on
which, the People and the Investors agree. We both feel it's
ridiculous to distinguish speculators from investors by an
artificial time cut-off. But there has always been a holding
period requirement in the law. At first it was two years, but
now it's been shortened to six months.*

I haw one fina--and crucial-point to make.
Up until now, you may have gotten the impression that the

only way a person could cash in a capital gain was by paying
a-%$ percent capital gains tax. But that's not the case. It can
be done tuhout paying any tax at all.
* In i983 Prsident Kennedy proposed lengthenin the hd ld

to one yus, but Congres would have none of it.
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DOCOR JURYMAN: How can that be, Counsel?
PzOpOL'S COUNSEL: Because all the capital gains on property

you hold when you die escape tax entirely. Suppose your
grandfather gave you some General Motors stock. At the
time he bought it and gave it to you, it was only worth $5,0oo,
but over the years, what with stock splits and a rising stock
market, it's come to be worth $ioooo. Now if you sell it for
that during your lifetime, You have a capital gain of $iooooo
and you'd pay a $25,ooo tax. But if you leave that stock to your
wife in your will, she can sell it for $1o5,ooo and pay no cap-
ital gains tax at all

LABOR-LEADER JURYMAN: How come? The stock only cost
$5,ooo. Why isn't the gain taxed?

PiOPLE's COUNSEL: Because the law makes believe that after
you die the "cost" of the stock is its value at your death. That
is, according to the law, your wife's cost" of the GM stock
you leave her Is $io5,ooo, she sells it for $Sos,ooo--so there's
no gain, and, of course, no tax.

LAwon-IADiE junymAN: You mean to say there's zero tax on
all the gains that pass at death?

PEOPLE'S COUNSEL: That's a good way to put It.
LAWYR JURYMAN: That's not quite fair, though, Counsel. The

$ioo,ooo doesn't really pass tax-free, since there's an estate, or
death, tax to pay on it.

PEOPLE'S COUNSEL: Not necessarily. $5o,ooo of it can pass tax.
free to your wife automatically, and there's a $6o,ooo estate
tax exemption, so there need not be any death tax." But even
if there were, there's still an enormous advantage to leaving
capital gain property over leaving cash. Suppose all you can
leave your wife is the cash you've managed to build up from
your take-home pay. You've already paid an income tax on it
-and you pay a death tax besides, Your neighbor, who leaves
the General Motors-stock, only pays the death tax, so l's
way ahead.
;S Chapt 14.
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LAWYE my AN: But, Counsel, is it really as important as you
make it out to be? After all, most of the gains must be left by
just a few rich people, so the number of dollars that escape
tax at death must be pretty small.

wuopz's couNsz: Sir, I think you are in for a major surprise.
Not one person I havo ever asked about this has come any-
where near guessing the right answer. The fact is, though, that
from $zn billion to $13 billion escapes tax at death every year.

By failing to tax these billIons, the government Is passing
up nearly $3 blion a year of revenue.

zNNCIE juRYMAN: And how much revenue are we losing by
not taxing capital gains the same as other income?

PwopSZ's CouNsEL: Something over $2 billion. One tax expert
figured out that if you taxed capital gains on a par with other
income, you could afford to take the top tax rate down from
91 percent to 5o percent, and take two percentage points off
of each tax rate below 5o percent-and still not lose any
revenue. That top 50 percent rate ought to please all the
people who moan about Uncle Sam being their *majority
partner."

LAoaO-LADmn JRYMAN: Yes, but what a sop to the rich-
taldng the top rate down to So percent.

u'on's coUNsEL: That's the way it looks at first glance-but
let me ask you this: did you know that taxpayers with incomes
vf over $s million pay taxes, on the average, of less than aS
percent?

z1m3-LzADE junmyma: That's impossible. Twenty-five per.
cent-that's only a little more than the lowest-bracket rate.
How can that be?

P30oM's oouMns: Well, 70 percent of their incomes is taxed
at the special a5 percent capital gains tax. That is, their aver-
age hime is just uider $9, million, but over $6 million of this
capital gains, and soft escapes the regular income rates. So
you see, lowering the top rate to 5o percent, along with end-
ing the speca capital gains rate should certainly not be
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looked on as a "sop to the rich.* This chart I've prepared will
show you how important capital gains are to the wealthy--and
how little the lowly share in this tax favor:

Percent of this in. Percent of this group'.
come group having income that come
any capit gains fom Capita gain.

Under $50oo 86% ii

$1o-25,ooo 4% 4%
$50-0oo,000 38% 18
Sioooooo and over 58% 64%

JuMx;E: Counsel, you told the jury, initially, that you had a two-
fold indictment against the Capital Gains Tax, but you haven't
covered the second part of ydur charge.

PEOPLE'S COUNSEL: Your honor and members of the jury, a
justified complaint is frequently leveled at our tax laws and
regulations that they are so complex as to be virtually ncom-
prehensible-sometimes even to the experts. The People
maintain that the special capital gains tax rate is the principal
culprit-and we cite, as our authority, Mr. Stanley S. Surrey,
top tax advisor to the Kennedy Administration and former
Harvard law professor, who has said that capital gains are
"the subject singly responsible for the largest amount of com-
plexity" in the American tax laws.

The explanation for this lies in the image of the dam I cited
earlier, with the high water pressing against it, seeking the
lower level of the water below. Taxpayers on the high side of
our two-level tax system exert a similar pressure as they seek
the lower-level capital gains tax below the dam. They press
upon the Treasury, Internal Revenue, the' Congress and the
courts in a never-ending battle to create new and more in-
genious ways by which "ordinary income" can be alchemized.
Into capital gains. They devise schemes with intriguing names
like "collapsible corporations" and "corporation spin-offs.!

Where does the complexity, come in? Well, as an example,

33445S 0 - 60 - pt. 2--3
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Congress' effort to prevent tax avoidance through the "col-
lapsibles" ended up adding 3,000 words to the tax law itself,
and the Treasury added 5,6o0 words to its own tax regulations
-and even with that, "collapsibles" can still be put to great
advantage in the real estate field.* "Spin-offs"t were slightly
easier to control-it only took x,ooo words in the law and
4,o00 words of added regulations to curb them.

Those, of course, are only two of the capital gains contriv-
ances in the law. There are personal holding companies and
stock options, real estate "tax shelters" and cattle raising
timber and lump-sum pension settlements, and many others.
Government officials estimate that roughly half of all tax cases
in the courts involve the capital gains field..

Members of the jury, it would be difficult to measure or
describe to you the effort, talent and ingenuity devoted to
working the capital gains angle." What a shame this talent

isn't being channeled into minimizing costs and prices and
maximizing profits.

Preodent Kennedy asked Congress to undo some of, the, leg.
islative alchemy it has performed in the past, and to end
capital gains treatment for such things as cattle, timber, stock
options, coal royalties and some others. Fine--but these are
merely attacks on the symptoms, rather than the cause, which
iL our two-level tax system. (In fact, the lower capital gains
tax in the 1963 tax bill passed by the House would increase the
pressures for special capital gains treatment.) Even if'Con-
gress had closed up all the capital gains 'loopholes" suggested
by the President, new ones would, in time, spring up to take
their place. For as long as the two-level system exists, these
prepares %il persist, Close Up this major avenue of escape,
sud the p res s may not vanish, but they will subside pub-

u mambw.of the Puy, that we should put an 'nd

t Dwdlbed in mor detail on pp i11137-4116.4-6 Anasago
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to the preferred status that capital gains enjoy in our tax laws.
We should tax all income at uniform rates, whether the income
be from wages or the sale of stock, from novels or inventions.
And we should end the zero tax on gains passing at death.
These changes should, of course, be accompanied by a system
of income-averaging' that would mitigate or solve the
"bunched"-income problem.

If we take these steps, we can-and must-drastically lower
the top tax rates, down to a 5o percent maximum.

I ask you, members of the jury, to envisage the dramatic
benefits that would flow from such a reform.

It would make our tax system fairer: everyone would be
taxed according to the same rate schedule, and according to
his ability to pay.

It would restore sensible values to our society: no longer
would'the work of mimey be vastly favored over the work
of people.

It would put an end to much of the pressure for special tax
treatment, and would liberate much of the energy and talent
now devoted to tax avoidance.

Finally, no more than 5o cents of any dollar would be taken
by the tax collector.

I submit, your honor and members of the jury, that the
abolition of the special capital gains tax rate Is the single
greatest tax reform this nation could undertake.

FUDGE: Counsel for the defense,' you may proceed with your
opening statement.

DmNsic couwsn: Your honor, I am aghast at the radical
proposal made by People's Counsel, which would, of course;

shake the very foundations of our enterprise system. This
country has had a separate capital gains rate ever since 3Lqa,
and so far as I know, Cbngress has never, In all those yewts,
seriously questioned the principle of a separate rate.

s. GlOsr.
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jurcz: Would you tell the jury what prompted Congress to
enact the separate rate in 3L920

DEM SE COUNsEL: Two considerations, your honor, which re-
main the principal reasons behind the special capital gains
rate today.

The first is the manifest unfairness of taxing, in a single
year, all the gains that may have accrued over a number of
years, in, say, .,. share of stock or a piece of land. Clearly, to
do so would push a taxpayer into an artifically high tax
bracket. For Instance, take a man who buys a piece of land,
holds it for twenty years and sells it for a $ioo,ooo profit. Now
if this were to be taxed as if the gain had occurred evenly over
the twenty years he held the property, this would mean just
$Sooo of added income a year, which would probably affect
his tax bracket very little. But if the entire $iooooo were taxed
in the year he sells the land, he would suddenly be catapulted
into the 75 percent or 89 percent bracket (depending on
whether be's married or single), and the government would
take mott of his profit. As long as the tax rates get stiffer as a
person's income goes up, this so-called 'bunching" effect is
going to be unfair.

jUDG,: What was the second main reason for the capital gains
tax, Counsel?

mmms S oOUNsEL: Congress felt that having to pay a tax on the
sale of stocks and other properties was tending to make people
hold on to them instead of selling them, and that capital was
becoming too "frozen.*

There is, members of the jury, a crucial difference between
capital gains and ordinary income. Most of. the income you
recelve--saries, wages, interest, dividends and the like-.
involves no cholc on your part. The In.crno is paid to you,
you're taxed on it, and that's that.

But with capital gains, you do have a choice. You can either
sell a particular stock or bond or piece of land, and pay a
capital ga ns tax, or you can hold on to the property and pay
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no tax. It's this element of choice that creates a tax barrier to
selling property-and it's this that justifies special tax treat-
ment of capital gains. It's important to lower that barrier and
make capital more mobile..

juvcr: Perhaps, Counsel, a numerical example would illustrate
what. you mean by a "barrier.'

DEFsENS cOuNSEL: Well, suppose you have a slare of stock
you bought for $2o. It's now selling for $ioo and paying you
a $3 dividend. Your broker suggests you sell. If you do, of
course,. youll pay a $o capital gains tax and have only $8
left to reinvest in a new security.

Now that may make you pretty reluctant to sell. Say, for
instance, you're mainly interested in maintaining the $3
dividend you've been getting. If that's the case, you ought
to turn down your broker's suggestion unless he can find you
a stock with a 3.75 percent return-considerably 'higher than
the 3 percent return your old stock paid. Remember, after
paying the $:o tax, you'll only have $8o to put into a new stock
and it takes a 3.75 percent return for an $8o stock to pay a $3
dividend.

On the other hand, if you're more interested in preserving
your $ioo of capital, it won't pay you to sell unless you can
find a stock you're'pretty sure will go up from $8o to S10o In
the reasonably near future. At. best, youll be trading the
chance that your new stock will go up, for the certainty of
having to pay the $ao tax and having only $8o to reinvest.

So you see, the capital g-ins tax gives you every incentive
to stay "locked in" to your existing investments, instead of
switching to now ones. Of course, raising the tax, as Peo-
plo's Counsel proposes, would only intensify the locked-in
effect.

So if People's Counsel, with his tender regard for the
Treasury, is trying to increase revenues by raising the capital
gains rate, he's going about it the wroug way, because raising
the rate will simply make people hold on to their stocks in.
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stead of selling and paying the tax, and the Treasury will raise
loss, not more, through the capital gains tax.

NoNGWX jMiM": Let me make sure of one point. You don't
contend, do you, that the tax deters new capital from coming
into the market? After all, a person pays no tax when he makes
a new investment.

DBwEN= couNsKL: That's corect.
xomNm jvRy Ar: So your point is not that the tax starvesw

industry from getting the volume of capital it needs, but
• merely that It deters people from switching the money they've
already put into the market from one particular investment to
another.

uxws .couNs=: Right again.
m1 n1N jRymA: Well, I don't understand what's so "bad"

aboutt people holding on to the stocks they have and what's
5,0 o good" about their switching from one stock to another.

lwmisz couwav.: Well, "switching," as you call It, Is the way
dtpltal finds Its way out of the staid old conservative blue-
chipstocksand into the pioneering, venturesome new com-
panies. It's an essential ingredient to a dynamic and forward-

'moving economy.
I Your honor, that is the essence of the two main arguments

the Defense will offer.

" People's Counsel, do you wish to rebut the points made. by
the -Defens?

mawns VOUNsU Thank you, your honor. I shall try to take
them up point by point,

, r st, Defense argues that we should not change the pref-
entlal capital gain rate because it has been in the law since

_i9*p, But must we accept the notion that just because .a pro-
yds lshw, ae1.- in, the tax laws for years, t Is ipso. facto

1; tojut an4 in:.Utable? .so, we might as well end this

4 OW gW .p &l ontf tax reform.
.,2 ,:a h spe cial capital i rate does not enjoythe

Ie
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historical sanctity with which my adversary seeks to endow
it. On the contrary, my supposedly '"radical* proposal is, in
reality, the soul of conservatism. It simply calls for reverting
to what the Founding Fathers of our tax system wrote into the
original 1913 income tax law. In fact, this "radical" plan of
mine prevailed for a full nine years for individual taxpayers,
and for nearly thirty years .for corporations. Yet the country
survived quite nicely.

DEFENSE COUNSEL: Ah, yes, but the 1913 law had a top tax rate
of 7 percent. You can't compare that with the 91 percent rates
we have today.

PzOPLE'S COUNSEL: True, but during the first nine years, the
tax rates went as high as 77 percent-nearly as high as we
have today.

DEFENSE COUNSEL: And soon after that, Congress saw the error
of its original decision, and established a :L9 percent rate for
individual taxpayer's capital gains.

PzoPLE'S COUNSEL: But for the most specious reasons. Take,
'first, the so-called "bunched"-income reason-as exquisite an

exercise in illogic as the mind of man could invent. Now, I
readily admit there is a "bunched"-income problem with
capital gains. But as a solution, a flat preferential tax rate is
the acme of absurdity.

First of all, the six-months' holding period makes a mockery
of Defense's "bunched".income argument. Suppose a man
sells a stock for a profit after holding it just six months and
a day. His gain all took place in one year and he is taxed in
the same year. He has no "bunched*-income problem-yet he
gets the same delicious 25 percent rate as the man who held
his stock for twenty years.

zNGIEE MYmAx: And what about corporations? I don't see
why the "bunched"-.income argument applies to them, since
no matter how "bunched" their income is, Its always taxed
at their flat pa percent rate, Why do they need a spcal
W4t~
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12L's cOuNsL,: As to that, sir, I am as baffled as you. Now,
if the capital gains rate were really what it is supposed to be-
a device for averaging out the "ordinary income" rates-
you'd expect it to go up and down as the regular income tax
rates rise and fall. But it hasn't. For instance, in 195o, the
income tax rates went up some 1o to 2o percent, to finance the
Korean war, but the increase in the capital gains rate only
amounted to about 4 percent.

VIGNm JtmYMAN: It would seem to me, Counsel, that to the
extent there is a hardship from "bunched" income, it would
be different in every case, depending on a person's income
and tax bracket, the length of time he's held the property, the
amount of the gain, and so on. low can a single flat rate,
such as we have now, be an accurate and fair answer to the
"bunched"-income problem in every case?

zoPZu's COUNSEL: It can't-and as a matter of fat, the present
capital gains tax rate is so low that it more than offsets any
"bunched".income hardship and really gives most taxpayers
a big windfall tax break. For example, take a person with a
$a5,ooo taxable income who suddenly realizes a $5o,ooo capital
gain on a stock he's held for twenty years. Taxing the entire
$So,ooo to him in the year he sells the stock makes him pay
nearly 58 percent of it in taxes. If, however, you tax him as
if he'd received the $5o,ooo evenly over the twenty years he
owned t he stock, he'd only have to pay 43 percent of It ii taxes
-but that would remove the "bunched"-income problem. But
the existing capital gains tax goes far beyond that. Instead of
paying 43 percent (which would be fair), he only has to pay
25 percent. In other words, he gets nearly twice the concession
that equity requires, And, of course, the wealthier he Is, the
greater his windfall ti.t break as the table in front of you
Plearly shows. #

PmwpMs coom, Turnign 0ow to Defense Counsel's second
wgum*m t -called locked-in" argument-my adversary
haathe right chrgs, but the wrong culprit. The existing system



943

THE "BUNCHED"-INCOME PROBLEM AND TWO SOLUTIONS
(Comparison of tax that has to be paid)

Income Level Problem Two Solutions

MLAT 25%1
IN o M INCOME CArrAL G NS

"'BUNCED"e "IJNBUNCDef RT

On a gain of $50,oo

$5,ooo 44.6% 22.0% 16.9%1
$.25,000 57.6 43.0 25.0
$100,000 77.4 75.0 25.0
$500,000 91.0 91.0 25.0

On a gain of $zoo,ooo

$5,000 56.4% 23.6% 22.3%

$25,000 65.3 44.6 25.0
$1,oo000 81.o 75.0 25.0
$500,000 91.0 91.0 25.0

Entire gain taxed all in one year.
f Cain spread evenly over 20 years (on the assiumnption the property

has been held for that period)-i.e., tax Is computed as if V2o of the gain
had been taxed in each of :o years.

I The rate can be lower than a5%, since a person is entitled to choose
between having his gain taxed at 25% (the maximum), or at half his regu.
lar top-bracket rate. If this latter Is less than 50%, it pays to choose the
second method4

does have a locked-in effect, but the preferred capital gains
tax rate is not to blame-in fact, it produces an opposite or
anti-locked-in effect. No, the real culprit is the failure to tax
capital gains at death.

FoMAN or THEt UrY: Counsel, you covered too much ground
in one breath. Could you explain why the failure to tax gains
at death creates a locked-in effect?

P.oPLw's coutsEL: Because, as Defense Counsel has explained,
the deterrent to selling comes from a person asking him.
self, "Shall I sell and pay a tax or hold on and pay no tax?"
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But he's able to pose the question in this way only because if he
holds on long enough-namely, until he dies-he will indeed
'"pay no tax." So of course there's an incentive to hold on rather
than sell.

But if the rules were changed, and gains were taxed at
death, as President Kennedy proposed in 1963, then a person
would pose the question differently: "Shall I sell and pay the
tax now or hold on and pay the tax later?" Either way, the
tax would have to be paid; it would just be a matter of timing,
so the incentive to hold on would be much less.

roREmAN or Tmh UroY: And why do you say that the existing
capital gains tax encourages *switching--an "anti-locked-in"
effect, I think you called it?
o PLz's cotmsEL: Well, put yourself in the shoes of a person
in the 75 percent tax bracket. You have two choices: you can
leave your money In AT&T stock, which fluctuates very little
In price but pays a nice, steady dividend, on which you keep
only a5 cents out of every dollar. Or you can sell your AT&T
and put yoxtr money in a stock that stands a good chance of
doubling in price in the next three years, wiih you keeping 75
cents out of every dollar of profit, instead of s5 cents. Which
would you do? Wouldn't you be tempted to sell the AT&T
and go for the stock profit?

zcumE jUnymAN: Your argument sounds logical In theory.
But does it work out in actual practice?

nopzu's couNsm: Three professors of the Harvard Business
School made a nationwide survey of the habits and behavior of
actual investors, and their findings were summarized as
follows:

Quite contrary to the indictment, the facts established by
cross examination of investors show that it is precisely in
drawing funds into new ventures and unseasoned securi-
ties that the capital gains tix at present rates exerts its
strongest influences.
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Actually, as far as over-all stock sales and purchases are
concerned, non-tax reasons seem to be much more powerful
than tax considerations. Take the ycars 192: through 1933,
for example. During that time, both the income tax and the
capital gains tax rates were consistently at fairly low levels
so that the supposed tax impediments my adversary has con-
jured up were at a minimum. Yet those years included both
the fattest and the leanest in history in the volume of capital
gains. The point is that economic conditions and market judg-
ments are far more important than the level of taxes.

Also, a large proportion of stock buying and selling is done
by colleges, pension funds, foundations, and insurance com-
panies that are wholly or partially tax-exempt. For them, of
course, taxes couldn't be a factor.

DoCToR jutmm: Counsel, I am quite persuaded by what you
say about the present tax system, but frankly I am concerned
about what would happen to the economy if we were to tax
capital gains the same as ordinary income--at rates as high
as 50 or 65 percent.

For instance, you yourself have admitted that the present
special capital gains rate has powerfully attracted investment
into so-called venture or pioneering companies, where the
risk is high and dividends may be years away. Where are those
companies going to get capital under your proposal?

PEOPLE'S COUNSEL: Sir, Defense Counsel has sought to char-
acterize the People's proposal as radical. Actually, It is based
on the old-fashioned, laissez-faire, free enterprise principle
that a free market is the best regulator, sifter and adjuster of
economic forces.

The People believe that investors, given a free choice and
free competition among companies for capital, will make sound
decisions. Worthwhile ventures will get all the money they
need. Since when did we need'to subsidize risk-taking in
America? After all, men Invest-or even gamble-their per-
sonal energies and. talents, oven though they are taxed at the
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regular income tax rates. Is money so much more precious than
a man's own talent that its risks must be coddled?

Besides, stock issues play a relatively unimportant role in
meeting corporations' capital needs. In 1962, for example,
they furnished less than 4 percent of total corporate funds.
Corporations get most of their capital either by borrowing or
by plowing back their depreciation reserves and their pro.
fits.

My plan would also offer more liberal tax treatment of
investment losses than is now allowed, which would provide
considerable inducement to risk investment by top-bracket
taxpayers.

-umz: I'm afraid we may be turning this trial into a seminar on
economics. If neither side has anything further to submit to
the jury at this time, this trial will-stand adjourned for the day.

JUDXE: Mr. Foreman, has the jury concluded its deliberations?
FOmANor Tm jUmY: Yes, your honor, and we are prepared

to render our conclusions.
We start from a simple proposition: a dollar is a dollar,

no matter how it was earned or where it came from. It will
buy just as much in groceries, or shoes, mink coats or Cadillacs,
whether it was made from a sale of stock or a sale of the sweat
of a man's brow or the fruits of his brain. It will pay taxes
just as well, too. The voice of Equity, therefore, calls clearly
and eloquently for taxing unformly "all income, from what-

eo source derived"-to use the words of the tax law itself.
The voices of Practicality and Simplicity speak, too. The

voice of Practicality tells us that the pre-1964 top income tax
rates of go and 91 percent not only stifled initiative, but also
stimulated tax avoidance. Because such rates were intolerable,
means were found to avoid them and very few were actually
paying those rates. Mich the same is true of th6 7o percent
rate approved by the House of Representatives In 1963. Tax-
.;og (pital gains on a.par with ordinary income, however,

#9--
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would not only make it possible but, in our opinion, essential
to do away with useless top rates, and bring the maximum
rate down to 5o percent. That way, as People's counsel put it,
Uncle Sam would no longer be anyone's majority partner-
either in business or in every-day life.

At the same time, the Voice of Simplicity tells us, a major
avenue of tax avoidance would be closed. The incessant pres-
sure for special tax treatment would be enormously lessened.
Energies now devoted to minimizing taxes could be more
constructively dedicated to minimizing costs and prices and
maximizing profits, as People's Counsel put it.

We note the apprehension felt by many that the equal
taxation of capital gains and ordinary income will dry up the
wellsprings of capital and greatly reduce American risk-taking.
But this viewpoint supposes the American economy to be so
frail as to require a subsidy for risk-taking. We do not share
such a view, and even if we felt a subsidy were required, we
would certainly choose a device less clumsy and ill.directed
than a blanket tax preference to all investment, safe as well as
risky.

We have faith in the free enterprise system. We believe
the free play of the market is the best regulator of economic
forces-that investors, operating freely amid a free and open
competition for capital, will produce the soundest economic
and investment decisions. Institutions and investors will ad.
just themselves. Values will find a new--and sounder-level.
As long as there are reasonable investment opportunities in
America, there will be investors and capital to take ad-
vantage of them, with or without a tax subsidy. But if no
such opportunities exist, no amount of tax preference will lure
investors into the market.

We are well aware, your honor, that what we propose would
be a sharp departure from the past. But we are persuaded
by People's Counsel when he says that this would be "the
single greatest tax reform this nation could undertake.". And
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as Justice Brandeis once said, "If we would guide by the
light of reason, we must let our minds be bold."

The light of reason tells us that we can have a far simpler
and far fairer tax system. The question is whether our minds
are bold enough to make this a reality.
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Senator ANDERSON. Senator Gore.
Senator GORE. If a preference is to be given to earned income, do

you think it should be limited to the brackets above 50 percent?
Mr. STERN. If a preference is to be given to earned income-no, sir;

I don't. It seems to me that what we are doing with the tax system as
it is now is penalizing earned income across the board, including
everybody who earns his income in a factory and has his tax withheld
before he even sees it.

Senator GORE. Well, my question relates specifically to the provi-
sion in the bill which lowers the ceiling on earned income, so called,
from 70 percent to 50 percent. It seems to me that if a preference is to
be given to earned income, then all earned income is entitled to pref-
erence.

Mr. STERN. Well sir, I think that the House bill is going about it
from the wrotg ena. It is true that earned income, particularly in the
top brackets, suffers a very high tax. But I think that the way to do
this is to end the distinction between capital gains and ordinary in-
come. And having done that, plus providing for constructive realiza-
tion at death to close up that avenue of escape, then I would be all in
favor of lowering the top-bracket rate for everybody substantially. It
would depend-

Senator GORE. Well, I would disagree with you on that. Instead of
a change in the rates, it seems to me that the tax reduction should be
centered on raising the personal exemption for each taxpayer and de-
pendent. This is where a tax reduction, where tax relief is direly
needed. The man trying to rear and educate a family is the man who
needs most sympathetic consideration, and particularly in the lower
middle income brackets. Would you agree with that I

Mr. STERN. Yes, sir; I do, and I point out that if you eliminated the
distinction between ordinary income and capital gains, the revenue
gain would be in the neighborhood, at least its been estimated as high
as $8.5 billion. Now, you could raise the personal exemptions a fair
amount for $8.5 billion and come out with a balanced revenue.

Senator GoR.. Well, this is so justified and it is so needed, I shall
lose no opportunity at any day during the consideration of this bill to
call attention to it. This I will press.

Thank you, Mr. Chairman.
Senator ANDERSON. Senator Talmadge.
Senator TALMADOE. No questions.
Senator WIuumMs. Mr. Stern, you have raised some interesting

questions, and as I understand it, your proposal would be that under
the Revenue Code we treat all capital gains as though it were regular
income in all instances.

Mr. ST=rJI. Yes, sir, including an averaging mechanism so that if
you earned, - your capital gains were accrued over a period of years,
that would be averaged out so that it is not all bunched ir, 1 year.

Senator WIWLAMS. I understand. Now, would you make any ex-
ceptions to that rule or would you go right across the board I

Mr. STrzm. No exceptions occur to me at the moment.
Senator WLLIAMS. No exceptions. One of the instances that has been

called to our attention is when somebody that has a stock at a low
price, forms a foundation and then donates that stock to the founda-
tion. And say it costs them $10 and it is worth $200. They get a $2
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tix exemption or credit. And then when the foundation sells that stock
!or the $M or $500, whatever it may be, they don't pay capital gains.
Now, do I understand that you would suggest that they be taxed at
capital gains or how would you tax the donor I

Mr. STRtN. I don't see any reason why either the tax deduction
should not be limited to the original cost, or if you want to take the full
tax deduction you have to pay the capital gains tax.

Senator WI LAMs. Well of course, we are eliminating capital gains
in our thought. Now, woulA you suggest that these foundations when
they dispose of this stock which they got at a cheap price, that they
should pay tax on that, either the capital gains rate, whatever the
law is, or regular income I

Mr. STriuk. I think the donor ought to have to pay whatever gains
tax is involved when he makes-

Senator WiL mMs. At the regular rates?
Mr. SrzRx. Yes, sir.
Senator WiLuuIAs. And if it costs him a hundred thousand dollars

and it is worth $10 million and he gave it away, he should pay the
regular tax on the difference between the $100,000 and the $10 million
w he gives it to his foundation, is that your argumentI

Mr. S'nnN. If he wants the full deduction, yes, sir. I don't see why
he should have it both ways, to get a deduction as if he had sold it at
a profit and still not have to pay the tax on that. That seems to me
double dippM.

Senator WuwxMS. Yes. Now, how would you handle the situation
where we cannot retroactively impose the tax on the individuals?
Some of these foundations have this. Would you tax them under your
proposal now when they sell that stock which has already been do.
nated m prior years and whioh has a substantial gain today and they
decide to dispose of it I

Mr. STum. As you say, sir, you get into real problems when you
start taxing things retroactively--

Senator WILiiMs. No, you couldn't tax it retroactively but we could
tax them from this day forward and that is what I am asking you. I
am not suggesting it. Are you suggesting-that all capital gains from
now on be taxed as regular income with no exceptions, and does that
include any exceptions or do you except foundations from that

Ka . Well, you gentlemen-
Senator Wxuzxms. You mentioned the foundations and I just want

to get clear what you are recommending.
Mr4 Saw. Yes, sir. You gentlemen exempt foundations from

taxation.
Senator WLIAs. We exempt a lot of things but you are proposing

we close those exemptions and I am asking-
Mr. &Srwi. No, sir. I appreciate the question because I am suggest-

ing that for any entity subject to tax, that entity must pay the same
tax on his or its capital gains as on his or its ordinary income.

Senator WLUAXs. Well, the bill that is before us upon which you
are testifying does propose to tax foundations on their investmentincoe.

Mr., mr. Yes, Sir.
Senator WnuAx. Now, as I understand it, under your proposal

investment income will also include capitall gains.
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Mr. STzRN. Yes, sir; it would.
Senator WILLIAMS. So you are recommending that they be taxed on

the straight sale of capital gains as far as foundations are concerned.
Mr. STaNi. Yes, sir, although I have to say I am presiding over two

foundations-
Senator WILLIAMS. I realize that and that is the reason I recognized

you as an authority in this case.
Mr. STER . Yes, sir.
Senator WILLIAMS. And I appreciated your testimony that you

thought you should pay some tax in that foundation.
Mr. STERN. Anything that is taxed ought to pay tax on ordinary

income and capital gains is what I am saying.
Senator WrjuAMs. And the stock that is in your foundations, when

that stock is sold do you think it should be taxed as regular income
the same as we tax other corporations and other individuals?

Mr. STERN. If you impose that tax on investment income, yes, sir;
,I do.

Senator WILLIAMS Yes sir. Thank you.
Mr. STERN. I would like to point out, sir, that capital gains and

ordinary income were taxed on the same basis during the first 8
years of the American income tax system. So what I am proposing
here is hardly radical. It is in a sense conservative. It is going back to
what the founding fathers of the tax system originally enacted. And
it existed, this equal taxation existed even though tax rates in that
period went as high as 77 percent. So this is no radical new departure
in American taxation.

Senator WruaAMB. No further questions.
Senator AxDERSON. Senator B rd.
Senator BYRD. No questions, Mr. Chairman.
Senator ANDE.SoNz. Thank you very much for appearing here today.
Miss FNzss. Thank you.
(Philip Stern's p repared statement follows:)

ru gzw" or Putut M. STmW 1 Buroax TrE CoMMrrTEE ox wnAxou,
U.& SVLIATI, 8'muumN, 8, IM

I appear here to urge you to end a feature of the tax system that I consider
outrageously unfair to you gentlemen on this committee and to all your colleagues
In the Senate and Uouse.

This matter can be put simply: you Senators now receive an annual salary of
$42,500 (and having had the honor to work for Senator Paul Douglas for two
years, I know how hard you work to earn that salary). Assuming, for simplicity's
sake, that you have three dependents and take the standard deduction, you have
a taxable Income of about $3,000 and pay a top-bracket tax rate of 45 percent.

Now It is no secret to your Chairman (and perhaps to other members of this
committee) that I am blessed with considerable wealth. A significant portion of
my income comes In the form of so-called "capital gains"-profits on the sale
of stocks or other property.

Now compare the amount of work you and I do to earn property. By and
large, those capital gains are the result of little or no effort on my part: I Invest
In Company X or Y and from then on I don't lift a finger. Some years ago, for
example, I had the good fortune to invest in the Xerox Corporation. Having done
so, I sat back while Mr. Sol Linowits and his colleagues worked their heads off
to make the Xerox company grow and prosper. And when they succeeded. I reaped
the benefits -and paid no more than a 25 percent tax on the proceeds.

?,Mr. Stern, a member Of the National Committee on Tax_ Justifet i author of Trh Greo
TreUurv , a bst4belling book on tax loopholes pubUsbod In 1964.

-865 10-4pt. -
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What a situation: you, having worked enormously bard, pay a 45 percent tax
on your top dollars. 1, having exerted no effort at all, pay no wore than 25
percent.

I consider that grossly unfair; and if I were In your position. I would not stand
for it. I urge you to put a prompt end to this outrage and to take an action that
would, In a single stroke, eliminate the biggest single source of inequity and
complexity in the American tax system. Specifically, I urge you to put an end to
the artificial distinction between so-called ordinary Income and capital gains and
tax the two on the same basis.

That proposal carries three Important provisos: first, that you provide for so-
called "constructive realization" of capital gains at death so that the gain on
appreciated properties held until death will no longer pass, in effect, tax-free;
second, that you Include some mechanism for the averaging of capital gains
accrued over a period of years so that such gains, when realized In a single year,
will not be unfairly subjected to the graduated income tax schedule; and third,
after you have accomplished the above, that you significantly lower the top-
bracket Income tax rate.

It may sound extravagant to contend that to tax capital gains on the same
basis as ordinary Income would In a single stroke remove the greatest cause of
Inequity and complexity in the American tax system. But I can document that
clalu.

Take first the matter of equity, which Is moat dramatically summed up in
this astounding fact:

The topmost income group In the United States--those whose Incomes exceed
$5 million per year--pay jwe hall a* muck J!", proportionateli, as do those
wtk ome4entk as much iscomw.'

To anyone looking at the tax table on page 11 of the Income tax Instructions,
suchb a result must seem Impossible. After all, those tax tables show tax rates
rising, up to 70 percent, as Income rises. How can the super-rich pay half as
much tax, proportionately, as those with one-tenth as much income? The answer,
of course, lies in the preferential capital gains tax, and in the fact that among
the hyper-afluent people with Incomes of more than $5 million, two-thirds of
their total Incomes are In the form of capital gains-not taxed at TO percent,
or even 50 percent, but at no more than 25 percent-the same top-bracket rate
OIhM is paid by a m4rried oople with a tamable isoome of just $12,000.

Cetrly, then, the preferential capital gains tax throws the principle of ability
to pay right out the window. It makes a mockery of the graduated income tax.
A person can have an Income of a million dollars, or five million, and receive
another million (or five million) in capital gains, and still pay no more than a
25 percent tax on It.

T to of enormous benefit to the super-rich. The special capital gains rate
saves the average persou with a inillion-dollar income at least $228,000 a year.'
To put that In the language of the man on the street, It gives those multi-million-
airs added" "take-bome pay"--added spending money in their pockets--of more
than 400* w•eek.

But, of course, that Isn't the whole story. I have been talking of the capital
gaths tiO as a 25 percent tax. But for literally billions of capital gains each year,
It isn't m percent at all. It's sero. For those who are patient enough (by which
I raill a wealthy enough) to hold on to their appreciated properties until
deat, the a ptal gaIns tax is ere. By way of Illustration, when I die the Xerox
stock I miUloned earlier will be passed on to my heirs at its value at my death,
That Is I bought at #W that rise, say, to *NO In ry life will be treated,

In dwe 0' bands, as If they bad been bought for 20 and all the gains
thatok pliee d~in 'MY lifetimwill be wiped out, for tax purposes. Each

,the,Astoudin total of $11.5 billion wholly escapes capital gains tax In
ta T ual reveue ls from that feature alone is estimated at

t 4 rental tax trestfnent of capital gains, including
the U.8. Treasury-i.e. costs those taxpayers

ft t*l gains advantage-an estimated $85 billion atinuslly.'

COmus0tt66 bIA oN Reveu a 1914, p. 279, which shows
M ae mdeI 40 Income (tlue ag excluded capital gains)

d-over class to be 2. percent, whlie the comparable rate for those

41w ad Proposals," p. 81, Table 5, especillya l I F
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The preferential tax treatment of capital gains Is also a major reason behind

the impressive fact brought out by former Secretary Barr that in 190T 255

Americans were able to enjoy incomes of more than $200,000 without paying a

penny of Income tax. No less than 381 American millionaires with incomes over

$100,000 achieved total taxlessness that year.
How does the favored tax treatment of capital gains contribute to this total

taxlessness of the rich? After all, you might say, the capital gains tax is 25

percent-how can It lead to total tax avoidance.
The answer lies in a popular misconception about the taxation of capital gains.

Most people think of the capital gains tax as a simple 25 percent tax. But, of

course, it is something quite different: 50 percent of all captial gains are wholly

discarded, Ignored, for tax purposes, and the remaining 50 percent is subject to

a tax of no more than 50 percent. Now a 50 percent tax on half the gains does

indeed amount to a 25 percent tax. But the total exclusion of that other 50

percent is of extreme utility in achieving the blissful state of total taxlessness--

because it reduces by half the amount of income that has to be offset by other

kinds of deductions.
An example will illustrate. Take the case of Mr. G, an actual taxpayer whose

financial wizardry was set forth in a recent Treasury Department study.' Mr. (

enjoyed a total economic income of $1,284,000 nearly all of which-41A10,000-

was in the form of capital gains. Half of those gains-about $05,0(D-was auto-

matically tossed aside, placed wholly outside the reach of the tax collector, and

ignored in computing his taxable income. This reduced by half the amount of

income that Mr. G had to offset with other deductions. This he was able to do

simply by borrowing about $10 million (which he may well have channeled

into other tax-avoidance ventures), on which he paid Interest--entirely tax

deductible-Of $587,000. This plus a few other deductions very nearly wiped

out his otherwise taxable income, and on his total intake of $1.8 milios, he

ended up paying a total tax of just $883-three one-hundredths of one percent

of his Income. By contrast, as the Treasury Department study notes, the average

single individual living at the poverty level pays nearly 7 percent of his income

in taxes--twenty tknes as much, proportionately, as the multl-millionmire Mr. 0.
(I wonder how many members of this committee contrived to pay just three

one-hundredths of one percent of their incomes in taxes last year.)

CAPITAL GAINS AD TAX COUPLE IT

Let me turn now to the extent to which the favored tax treatment of capital
gains adds to the complexity of the tax system-and, in so doing, adds enor-
mously to the pressures to which you Senators are subjected.

The pressure is not difficult to understand. It is not unlike the force exerted
on the wall of a dam in a river, with high-level water behind it, exerting tremen-

dous pressure as it seeks the level of the lower water below the dam. The
same is true of our tax system which artificially divides income into two kinds:
so-called "ordinary income," subject to high taxes, up to 70 percent; and capital
gains, the low-level income taxed at no more than 25 percent. Naturally, there
is an immense desire on the part of those who earn the high-taxed kind of income
to transform it somehow into low-taxed capital gains. Enormous amounts of
talent and ingenuity are devoted to satisfying this desire, resulting, over the
years, In such elaborate mechanisms as collapsible corporations, corporate
spinoffs, personal holding companies, lump-sum pension settlemnis and the.
like.

To illustrate the great complexity this adds to the tax system--and the prodi-
gious work to which it puts you gentlemen in order to prevent abuse of these
devices-the curbing of unwarranted use of the so-called collapsible corporation

reqUired the addition of no less than 8,000 words to the tax code-you'll find

It it Section 841-and the addition of nearly twice that amount of verbiage
(5,800 words) to the tax regulations. I am advised that entire subchapter. of
the tax code could be eliminated If capital gains were taxed on the same basis
as ordinary income. Won't you spare yourselves all the unnecessary labor you
haveput Into the drafting of such intricate provisions of the tax law, by ending
the artificial distinction that underlies them?

1 'Tax Reform Studies aDd PrOposals," U.S. Treasury Department, Veb. , iW, p. 92.



Then, of course, there are the various definitional quirks that plague tax.
payers and translate themselves Into pressures on you. I am sure you remember,
perhaps with considerable pain, the wholly illogical distinction that formerly
existed between the tax treatment of iron ore royalties and coal royalties-
until the inevitable pressure from the iron ore industry persuaded you to accordthem the same favorable capital gains treatment that coal royalty recipients
had enjoyed. Why subject yourselves to such pressures? I implore you to makelife easier for yourselves by abolishing the artificial distinction that bringsabout those pressures.

Think of the number of tax-avoidance provisions that would fall In one fellswoop if you adopt the step I am urging upon you today: corporate stock
options; so-called farm "losses"; fast depreciation on buildings, railroad cars
and airplanes; the favorable taxation of timber-all would fall into compara.
tive disuse if you would but take the single step I recommend to you. If you
want to effect substantial tax reform why take on each of those provisions-
and their respective pressure groups--separately? Why not have It over and
done with in a single action?

Now, lest any defenders of the preferred capital gains tax invoke the image
Of defe les widows (or orphans) who would be mercilessly taxed if this
tax preference were to end, let us be clear about who are the fortunate recip-
tents of these lightly-taxed capital gains:

First of all, only one taxpayer in twelve enjoys any capital gains; eleventax returns out of twelve show no capital gains whatever.
Second, in the under4,000 group, only one taxpayer in twenty receives any

capital gains, which makes up less than two percent of that group's total
income. By contrast, at the top of the economic pyramid, among those with

Incomes of $1,000,000 and over, nine taxpayers out of ten receive capital gains,
and these account for nearly three-fourths of that group's total income.

Third, only one-fifth of all capital gains go to those with incomes of less
than $10,000, even though they make up four-fifths of all taxpayers. Astound-
ingly, about the same proportion of all capital gains--slightly more than a fifth,
in fact--goe to those fortunate few with incomes over 200,000--even though

.they constitute just two one-hundredths of one percent of all taxpayers, or
the top one in Ave thousand.

So please, members of the committee, do not weep unduly for the widows and
orphans; they would be almost wholly unaffected were you to adopt the
reform I urge on you today.

Finally, there is the distortion of values and the enormous diversion of
energy that results from the preferential capital gains tax. Think of the
amount of energy and creative talent that is currently devoted to trying to
transform "ordinary income" into more lightly-taxed capital gains through
one or another form of financial or legislative alchemy. Surely there are more
Ktoductive outlets for such energy and talent.And consider, too, the kind of values implicit In this crucial feature of our tax
-i sy1e It imposes, In effect, a penalty on earned income, on Income earned
through personal initiative, ingenuity and effort. It is the man who makes his
money by dint of his own brain, wit or brawn--the doctors, the lawyers, engi-neee and actors and the like--who are the hardest hit by our tax system-a
xsete that sM loud and clear, that the work of money is to be valued far
m"r hi than the work of men.TWt is far ftrom the moral precepts we teach in our schools. It Is far fromthe value system that makes our country what It is. I believe that basically each
p you aMrees I urge you to end this false and distorted value system and re-
,ftm our taX structue to the parity between earned and unearned income that
preVailed duing the first.eight years of our Income tax system.While it is not conddered protocol to end a statement such as this with quqe-
tisms tohe committee, may I presume to ask any member of this committee tot ,e o answers to these questions:

,WhO. w1M the work of money be so vastly favored over the work of
. L14"a lawyer or doctor or engineer-or United States Senator-oe on dollars he work* to earn than an investor pays on dollars that
'ot0h earn for him?

M .. " * ort& Inlwhat respect is a dollar of capital gains income dif-
Sdollar of earned income when it comes to buying food or shoes--

@r aw r, for that matter, paying taxes?
t
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Senator ANDERSON. Secretary Cohen.
Wilbur Cohen.
Senator WILLIAMS. Is Mr. Cohen here?
Philip Willkie.

STATEUM OF PHILIP H. WI1LKXE RURAL SMALL TOWN-
SMALL CITY COALITION , INC.

Mr. WxLtxm. Mr, Chairman, members of the committee, I am priv-
ileged and honored that you invited me here to testify today.

I believe that this bill as it was passed by the House in the form that
it is presented to you is a bad piece of legislation. I think it's received
a great deal of publicity, a great deal of very favorable publicity which
it does not deserve. I think this bill if it is enacted into law, if the
Senate passes it in the form before you now and the President signs
it, will do America a great deal of---create a great many problems in
this country. I think it curbs the creative instincts in man. I think it
stymies men in building either for profit businesses or not for profit
cooperatives or colleges or charitable or volunteer organizations. I
think this piece of legislation will further add problems to the people
of the middle and the lower middle classes who at this time are having
a hard time making ends meet. I think it -will further aggravate and
hurt the racial crisis, the black ghetto, the rhinority crisis, and I think
will further frustrate the young. I think this bill as it is written now
will raise interest rates on mortgages. I think it will raise real estate
taxes. I think it will raise utility rates. I think it will create unemploy-
ment. I think it is conceivable it might even create a crash in the stock
market similar to what we knew in 1929. 1 think it hurts the safety of
safe deposits. I think it will end the local control of public improve-
ment financing. I think that it will greatly cripple or curb the activi-
ties of our colleges, of our independent education institutions, of our
charitable organizations such as the united fund, USO, tie heart and
cancer, and various volunteer medical and health organizations, or if
it doesn't do that, it will force all of them under the Department of
Health, Education, and Welfare.

I think that it will cause a situation where a large part of our invest-
ment banking business will have to be done by some Government or-
ganization such as the Small Business Administration or the RFC. I
Nak it will mean that most local public improvements will have to be
financed by the Department of Housing and Urban Development, or
they will not be financed at all.

think the way the bill is written it is a bad piece of legislation. I
think that it treats capital-I think it will cripple the use of capital in
a system based on capitalism. And I think it does as much for the vol-
untary organization or the cooperative organization as it does for
for-profit business. I don't think you can treat capital as income as the
previous speaker mentioned it. I don't think that will work and keep
a capitalistic stem gin . And I think you are ing to see it in the
real estate business. I-thi you are going to see a ig slowdown in the
real estate business. And I think the increase of the capital gains tax
to 82.5 percent and treatment in the tax preferences is a great mistake
in terms oi the proper expansion so that we get the needed investment
in the economy.
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I hope that you gentlemen will give the bill Tour most serious con-
sideration, that you will rewrite-if you are going to pass it out with
a recommendation for it to pass, I hopeyou are going to rewrite large
hunks of it. If it is in its present form, I hope you recommend that it
not be passed

Senator AxwznsoN. Thank you for a vigorous statement. We appre-
ciate it a whole lot.

Senator WW.&M. No questions.
Senator AwDx zON. Thank you very much. You have got a fine
Mr. Wn iE Thank you, sir.
(Mr. Willkie's prepa&M statemeut-follows:)

STATNUMBr O PHiMtP H. WILLEIK

'Gemdmen, I appear before you today as a Rushville, Indlina, lawyer, the
president and principal shareholder of the Rushville National "lank, and as the
'brunlar and promoter of Rural Small Town-Small City Ctoalitlon, Inc., an
91'swn.,tion which I Incorporated on the Ist day of July, 1906, In association
with 1Max Wright, secetary-treasurer of the Indiana State AFL-CIO, and
Grote' Hartman, executive secretary of the Indiana Council of Churches, for

ups of promoting, publicizing and researching the economic, political,
inblal development of the rural small town-small city areas.

01 appM% bete because I believe the present Tax Reform Bill as passed by the
United States Hose of Reprisentatives Is against the public Interent I believe
stonSy that if the Senate passes this bill in the form that it was purred by the
hOs and Should the President sign it, great damage will be done to tue country,
6"'t odety, and the economy. It will do much to curb the creative Instincts of
AA those ciftive Instincts which have done much to make this c, .untry what

ktltodiry.
I* the efort to eliminate matky so-called "loopholeiV" in the preseor tax struc-

tu many valuable Incentves to investment in areas essential to t: e national
WnNlg will be eliminated. In many cases, the most effective means e, problem
sbtlat br through tax credits extended to the private sector. The pr( -sed law
thmetens ti concept In several areas.

Ibee thattha bill It enacted into law will stymiy men and stop tiem from
beildf am iproving both forprofit businesses and not-for-profit organisa-00o0SaN4 ihatwtutlona which have contributed so much to the common welfare. IW~th ftIC.s the most soclaltsttc ever seriously considered by the Congress of
the United States.

W s IK It enacted In its present form will make it more difficult for the
Scs sgn now to make ends meet. It will add to the frustrationsR"Oj~a-hjr07j ajd It will indirectly contribute to the disllusionmnent of many

:I thinkthe "ret*ain would, raise real estate taxes, raise mortgages and Inter-
nqjqst s wsiM te purchase price of homes, cut-down housing and apartment

proJ,'~betantlaly slow If not stop the construction of all commercial shop-
'g eoqtes, c,(* and factory buildings, and create widespread unemployment

f thbldl tftd which will of necessity spread to other Industries. Once
6kt-taeko tbeg4 wheredoes it stop? So called "reform" will Increase

$ O caeov ,a turthbr decline of the stock market, precipitating
191P 0ty)D, . dpress the price of older real estate, freeze both the

i. n .and's i4M$s. market, cripple the municipal bond market, substan-
• * 1 tbeti local bo ' of p cIpbrovement financing, raise all utility rates,

SWt* : skI hen, hurt the safety of all deposits In commercial
* banks a~W m savius and loan associations, making It prac-:. y I cultO fogr a ma! a t qxpa pd or develop A bosness,

4A l~ti tho &~i] r = dI lm y causing capital tQ fieq the
R J ! ttlon Wlbt tobst Inv stent banking functions of nece"-

! nr msch s r oBA or RIO type arrangements
IfIL~f lw W hform I hihIt iwaspse by
iii iloc''al public Improvements such a school

seen systemss anrtare stations, forcing them to borrow

BEST AVAILABLE COPY
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from federal agencies. Local control of the financing of public improvements will
be ended. It will seriously hurt if not cripple all independent educational jnstitu-
tions such as schools and colleges, voluntary organizations like USO, the Salva-
tion Army, United Fund, the Heart Fund and the Cancer Fund, hinder the cul-
tural development of the country by hurting museums, symphony orchestras and
theater groups, force all Independent voluntary, educational, charitable and
service organization to either drastically reduce their functions or become wards
of the Department of Health, Education and Welfare.

The bill places an unprecedented tax on the income of foundations. Most money
that goes Into foundations has been previously earned and taxes paid on It at the
time It was earned so that for the first time in history charitable contributions
to educational institutions and to churches and others will be taxed the second
time. This is not only unfair but it will obviously reduce contributions by at least
the amount of the tax. Also the stipulation in the new tax bill relating to founda-
tions specifies that a foundation msy not own more than 20% of the voting stock
of a corporation. There are other stipulations which will make it necessary for
a great many foundations to sel' stock In companies that are small. Larger com-
panies will probably have to put their stock on a public market in spite of the
fact that the owners of the stock believe this Is undesirable for the business. We
would like to see both the tax and these new stipulations relating to foundations
removed when the tax bill Is finally passed.

In my opinion, the house version of the "reform" bill will seriously damage the
cooperative and hurt the development of Independent organizations. It will either
lead to wide-spread bureaucratic and socialistic control of our economic, social,
political and cultural life, or mean the drasti'o curtailment of many social services
now provided by independent institutions. This bill has been highly publicized
as a bill to soak the rich and help the poor and middle classes. I believe, the bill
should it become the law, without major revision, will be a tax measure by which
the wealthy wiggle out and the poor and middle classes get soaked.

Why do I believe that this bill will do all these drastic things? Because this
bill as it is presently is an anti-capital bill. In Its basic concept It breaks down the
distinction between capital and income. It will make It difficult for any Individual
or group of Individuals operating on either a for-profit or not-for-profit basis.
This goes not only for individuals and corporations but also for colleges, chari-
table organizations and cooperatives to accumulate and use capital. Capital is the
basic tool In the functioning of a free economic system. I do not believe, its effec-
tiveness can be crippled as it is crippled In this bill without crippling the system.
Specifically, the bill increases the capital gains tax at the top end of the spectrum
from 25% to 82%%, and extends the holding period from six months to a year
on the sale of all properties and securities. This can only have the effect of slow-
Ing and freezing markets and reducing incentives to build and develop businesses
and real estate projects.This substantial Increase In taking long-term capital gains is not benefitted
by the new 50%o maximum rate to be applied to earned income. This is one of
the extremely rare instances in which a law Is made retroactive to cover gains
made prior to the year in which the law was passed. An individual who has
spent much of his lifetime as an executive of a company, having invested
not only his efforts and know-how but a great deal of his personal funds in that
company's stock, undoubtedly planned his future based upon the expected after-
tax monies to be received upon the retirement of this stock. It appears to be
against all previous IRS policy and certainly Is not morally justifiable, to
suddenly reduce the funds (in some cases a 15% reduction) that an individual
needs upon retirement in order to fulfill his future plans. It would certainly
seem to be more equitable to eliminate the alternative tax computation on any
securities acquired after July 25, 1969.

If this would be unacceptable to Congress, perhaps it would be willing to
allow the alternative tax computation to be used for that portion of any gain on
the sale of securities represented by the appreciation in the securities up to
July 25, 1969. As the proposed law now stands, Congress Is, In effect, proposing to
increase the tax rate on long-term capital gains, most of which occurred In
prior years.

It should be noted that the bill contains a provision which would ban capital
gain treatment for the taxable portion of a distribution from a qualified pension,
v'roflt-sharing o stock bonus plan made by the employer during plans yMrs
beginning after 1969. Thus, emp. oyer contributions made on behalf of an em-
ployee prior to 1970 will stiU get full capital gain treatment on lump sum
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distributions. This prospective approach to new tax legislation exists through-
out not only this law but all prior tax law changes. The retroactive feature of
the elimination of the 25% maximum alternative tax would not seem to be
in keeping with prior policy of both the IRS and Congress.

Both the increase in capital gains tax and the provisions in the new tax
bill which will make it Impossible to continue profit-sharing, bonus plans of
one kind or another, are definite restrictions on incentive. In the U.S. we do
have a capitalist system. It is a system based on private owneriidp of property,
a system based on competitive rewards to those who compete best for serving
the customer in a free market, and yet a system which has been freely open
to ability, talent and creativeness wherever It has appeared. And what has
been the result? A system which has brought greater benefits to more people
than any other system in all history. The Russiwns have found It desirable even
in their system to introduce more and more incentives for a better result for
everyone. It seems strange that the United States i0' now enacting laws that
will reduce or eliminate lucentives,

The changes on the depreciation rules on real esta,' &,upled with the
increase in the capital gains tax, coupled with the interest linxt1ttlons to $25,000
for each individual plus the income received from any project has to slow If
not stop all kinds of real estate development and cause unemployment in
the building trades. This will prevent the fulfillment of our natlonhl housing
goals. A reliable source in the accounting field reports that one reai estate
investor "has halted a deal for the construction of 25,000 apartments beit.use
he does not choose to pay the proposed 32'% capital gains tax for the privilege
of transferring his investment from (i.e., selling) land he has owned for 15
years.

At this time, Mr. Chairman and members of the committee, I would like to call
your attention to the present housing condition in the United States, and invite
you to consider the serious crisis we face in the home building field. One of the
best examples I can refer to you exists in Greater Indianapolis; not far from my
home. In that area, according to the National Association of Home Builders,
housing starts took a tremendous dip In July, while the House considered this
bill. July is traditionally considered the height of the building season. As a result,
good housing for either purchase or rent is scarce and becoming more scarce.
Interest rates which undoubtedly would be raised by the adoption of this bill, are
already at record levels. This production of low and moderate income housing
Is reaching the vanishing point.

If, indeed, any further evidence is required, I would point out that sales prices
on housing have risen from 18% to 16% in Just the last 12 months due to In-
flation, land costs, labor costs, and the highe" cost of money. Obviously, the pas-
sage of the tax reform bill as it presently stands would only exacerbate this
situation.

If the situation is not so serious, gentlemen, why is it that craftsmen and sub-
contractors are working less than a forty hour week, and thus are being forced
to seek other employment? Indeed, unless the situation improves, it is predicted
that many of these men will be lost to an already critically short skilled housing
labor force.

Another critical point to examine In the bill, gentlemen. in the change In the
rules of depreciation on utility companies which will be used as an excuse by
utility companies all over the country to raise their rates. If this bill Is enacted
In the next congressional campaign, candidates will be running agalnut Incum-
bent congressmen on the Issue that they raised utility rates.

Addressing your attention now to the agricultural area, I wish to point oMn
that the proposed bill heavily penalizes the farmer if he should choose to sell hts
farm, and to further clarify this, permit me to tist a few examples of why I
believe this.

1. If be needs to sell for cash, especially, he I subjected to the proposed 32
capital gains tax even after 20 years of ownership.

2. it the farmer tries to sell his land on installments, he Is limited In his ability
to contract with the buyer because of the new restrictions on installment sales.

. he farmer depends upon the economic function of the land Investor to pro-
vide a ready market ,for the farmer's land, should he wish to sell before his
lind Is ripe for Its next higher use. The Investor pays taxes and Interest on his
inveItmeWt and takes the risk of a profitable resale In the unknown future. The
farmer imeives an Intermediate price, higher than warranted for farm use, lut
lower than for the anticipated ultimate use.
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Under the proposed law, the farmer's land becomes less marketable on the in-
stallment plan because the land investor cannot surely deduct all the interest
cn the purchase money mortgage he gives the farmer (Limitation on Interest
Deduction).

Even if an Investor at the time of proposed purchase should be within the in-
terest limitation (as for example because of a large down payment), an investor
will hesitate to commit large sums to a non-income producing, non-liquid invest-
ment when he knows he cannot later borrow on it in an emergency except at the
risk of losing his interest deduction. Thus, the market for the farmer's land is
deprived of a large segment of would-be investors, such as physicians and busi-
ness executives, who have high incomes but not high Investment income against
which interest is deductible.

The interest limitation is a fearful specter to a potential land investor because
a miscalculation can make the interest offset and completely wipe out any con-
current capital gains.

All the above provisions can only restrict the free sale of farm land, and forthat matter, all land.
The placing of the curtailment of capital gains of breeding stock will necessi-

tate cutting down the numbers of breeding stock and definitely will bring about
an increase in the price of food.

Placing a tax on municipal bonds even though minimal, is already having the
effect of crippling those markets and causing great loss to any individuals who
bought the bonds with the belief that those bonds were tax exempt. Such an
effect would make it far more difficult for states and communities to finance
their public institutions. They would be forced to rely on federal assistance,
adding greatly to our national budget and further undermining the federal
system of government by shifting more responsibility toward Washington.

Commercial banks, mutual savings and loan associations have all been fight-
ing each other as to the amount of our Bed Debt Reserves. The Ways & Means
Committee under the Chairmanship of Mr. Mills clobbered all of us in the
financial institutions field by curtailing all bad debt reserves. The net effect on
all financial institutions is to weaken the capital accounts which serve as a
protection for bank depositors fund. If we have any economic trouble in this
country, it will mean that there Is less money ti pay the depositors.

Many of our young people are disillusioned by society as it is and want to
bring about its reform through various social service institutions. The provisions
of this so-called "reform" measure which will substantially discourage the giving
of appreciative assets not only hurts all types of existing groups and organisa-
tions, but dangerously weakens the giving of similar type organizations in the
future. Such an effect would of course greatly limit the opportunities which
many young pe-)ple have taken advantage of to express their social commitment.
This would substantially increase the alienation of many of these people.

Senator AwNzsoz. Congressman Mikva.

STATEMENT OF HON. ABNER ;. MIKVA, A U.. REPRESENTATIVE IN
CONGRESS FRO THE SECOND CONGRESSIONAL DISTRICT OF
THE STATE OF ILLINOIS

Mr. MIRVA. Mr. Chairman and distinguished members of the com-
mittee, I am Abner Mikva Congressman from Illinois. I am most
grateful to the committee ior allowing me this time to present my
views on the bill which we so re .ently passed out of the House. I thi
that the need for substantial reform of the Federal tax laws is real
and urgent, It has been a necessity for years. But most citizens simpy
are too busy to understand the complications of the code or what is
wrong with the code and thus the case for tax reform has been in terms
of the dramatic issues like the oil depletion aflowance, tax-free munic-
ipal bonds and high-income citizens who pay little or no tax. I think
every one of you gentlemen has heard over and over again the example
of the lady from-Detroit who has this six-figure minome and pays no
tax whatsoever.
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But I would remind the committee of something that may have
become lost sometimes in the debates in the House, and that is that
the longstanding and long-recognized need for tax reform was not
what brought this issue before the Congress. It was the agonized
screams of the middle-income taxpayer who wanted relief, and he
doesn't care whether you call it reform or what you call it; he wants
to obtain some tax relief. To the average Amriman taxpayer reform
means tax relief. This is what Congress rust provide if we are to
avert the taxpayer's revolt which former Treasury Secretary Barr
described so well.

In that respect, Mr. Chairman and members of the committee, I
appeal to you to remove from this tax reform-tax relief bill the fur-
ther extension of the surtax which is now contained in it in section
701. This surtax has been touted by the administration as an absolutenecessity to stop inflation. But there is no evidence whatsoever that
the surtax has-had even a minmal anti-inflationary effect. To the
contrary, it is easier to contend that the surtax actually produces
inflation because we certainly have had a worsening of the inflationary
spia even since we passed the surtax last year.

But the most ironic thing of all is that it is that same middle-income
taxpayer, who is asked to foot the bill for inflation even though he
is the victim rather than the cause. The Government goes along its
merry way pouring billions into a war we said we were going to end.
That money finds its way into the marketplace. Corporate profits rose
almost $4 billion last year after taxes. And yet we find the Secretary
of the Treasuy making an apal for relief for corporations. The
Middle-inone axPa yerhas no place to pass on this surtax. That tax
comes out of his salary. No ma(ter how hard he works he can't keep
pace with inflation and taxes. This is the man who may not under-
egand completely what tax reform is all about, but he knows that he
needs sme relief.

Mr. Chairman, members of the committee, I just returned home
from my home in Illinois. Most of you have returned from talking
to your constituents during the recess. There is one thing on their
minds. They have been squeezed, milked, rolled, and drained until they
lust don't want to stand for it any longer. They are not even sure who
isdo hgittoothem. Sometimes it is the State, as in my State of
Iimoi', sometimes the local government by way of real estate taxes,
and onetirM ths Fedral Government. by way of income tax. We
have had a tax ystemz which has always been the envy of the world be-
caum of t )high level of voluntary compliance. I fear that record
mbe. in danr uleO we show our citizens that we are willing to

gaV 4.a , The moderate income, salaried taxpayer is nw
gosand Services, he is borrowing ;flQKIy at

-ev, in addition, we are asking him to continue
004$ on aeady high State and loc tales and Fed-

jI,"a=kYoOqai t le sn.toswe if you cannot correct the error

lip, way 'First rethink the decision which w
~~~y~ $0i 797 W*o ex dhe surtax for .6 months at 10

lt, o 1,,which woUdgive the American citizen
M On thisyear. I eo ttee feels

~h atw~iii nt ~ble oni the 10-percent surtax, then I urge
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you at least to delete the provisions in H.R. 13270 which would ex-
tend the surtax for still another 6 months. It just doesn't belong in
anything that we would like to call a tax reform bill. If we keep our
word and begin to withdraw some of our men and material and money
from South Vietnam, even the administration's 'ustification for the
surtax will have been ended. Much has been demanded from the
American citizen and taxpayer and much has been given, but I fear to
think what will follow if our tax reform does not include substantial
tax relief for that long-suffering taxpayer who has been bearing the
brunt of the burden.

I hope, finally, that this committee will come to the conclusion as I
have that for the geat majority of the American citizens there will
be no tax reform if it doesn't include some long and strong measure
of tax relief.

I thank you for your time. I will be glad to answer your questions.
The CHAIRMAN. Thank you, Mr. Mikva. I would be glad to ask you

some questions except for one thing. We have had more than 700
people who have ased to testify before these hearings and I am
convinced that if we Senators extend our time on this committee ex-
pressing our views across this record, we will just never get these

earnings over with. So nothing will happen. That being the case I
am in to withhold. I hope you will understand.

Mr. MIKVA. That would be the worse result of all.
The CH LmAN. Thank you. Senator?
Senator ANDmsoN. No questions.
Senator WILLIAM. I don't have any questions, Congressman. You

note perhaps that there is quite an absenteeism here. Most of our
members are attending the fneral of our colleague from your State
and I am sure you understand.

Mr. MIRVA. I am aware of that.
The CHAnuuAN. As a matter of fact, we have been in recess on this

committee for 3 days because of that very fact, as you are well aware
Senator Talmadge I
Senator TAuwzo. No questions.
The CHAIRMAN. Thank you very much, sir, for your very fine

statement.
. The next witness will be Mr. Jacob Claymnn adnministrati ve direc-
tor Industrial Union Department. AFL-I10. Is he heral

All right, the next one will be Mr. Barlow, counsel for the National
Tool Builders Association, American Machine Tool Distributers As-
sociation, and the National Tool, Die & Machining Association. We
appreciate your associations combining in one witness, sir.

STATENUTrOF OEL BARLOW, O N NATIONAL KACHIM
TOOL BUIWERS ASSOCIATION, AMERICAN MACHINE TOOL DIS.
TROBUTOR8 ASSOCIATION, AND NATIONAL TOOL, DIE & PR&-
C¢ION XAOHINING ASSOCIATION

Mr. BARLOw. Mr. Chairman, thank you very muoh.Itis very good
indeed to have an opportunity to appear again before this committee
Itls my understanding the written statement we have filed will be in.
eluded in the record.
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We would like to direct our testimony today to what we consider
the principal deficiency in this tax reform bill. The machine tool and
tool and die industries I represent here have their machinery and
equipment irtalled in every metalworking industry in the country,
so that I would like to think that our proposals are not selfish interest
pleading. We are talking about the necessity for tax reform to pro-
vide adequate recovery of investment in productive equipment. With
the proposal for the repeal of the investment credit we had understood
that some reform would have to be included in the tax structure in
the way of liberalized depreciation provisions to make the allowances
reasonable and the depreciation guidelines workable.

The prior administration had represented that the investment credit
and the depreciation guidelines were to be a package, and it was not
reasonable to expect the tests of the guidelines could be met without
the credit. Under the statute the depreciation guidelines were required
to have a reserve ratio test, as you know based on the individual tax-
payer's experience, and the only way that a taxpayer can keep the
sorter guideline depreciation lives that are now in the regulation is
to meet the requirements of the reserve ratio test. The problem with
the reserve ratio test is that it is very complex and difficult , and it is
clear the cash floor of funds from the investment credit will be re-
quired by most taxpayers not only to meet the test and keep the lib-
eralized depreciation of the guidelines, but also for replacement and
modernization to stay competitive. This is all documented in our writ-
ten statement.

The reason that we are here today is to urge this committee to in-
clude depreciation reform in this major tax reform bill. Principally
because of our inadequate tax depreciation structure we have the
highest percentage of obsolete facilities in the United States of any
industrial nation in the world. We also have, as Secretary Dillon
pointed out in 1962, and it is still the fact, the lowest rate of capital
investment in the United States in relation to gross national product
of any of the industrial nations.

And as we have pointed out in detail in our statement, the reason
for this is. we believe, that we have had since 1934 a depreciation tax
structure that requires each taxpayer to prove the impossible and
failing that, to stay in the straitjacket of his own depreciation prac-
tices which are almost invariably bad because of the strictures of the
tax structure itself.

The other industrial nations of the world do not have such a sys-
tem with allowances based only on the individual taxpayer's experi-
ence. They have a system in which one can claim as a matter of right
the re very of his facility costs based on the most enlightened de-
prebiationl practices in the industry, taking into consideration also the
am6unt of idlowance, capital recovery allowance, that can be expected
to be needed by the taxpayer to replace and modernize these depre-
ciable facilities.

With the highest labor rates in the world, the highest labor costs,
the.oy way that U.S. industry can compete in the markets of the
wOM s to instantly step up investment to modernize and have cost-
reducing facilities This is also the only way that the United States
can provide jobs in the United States, and keep more and more capitalinvest t frogoing abroad, as it has in the past 10 years. It is



963

essential then to have tax allowances--a recovery of cost against
taxes-that will enable these U.S. companies to expand in the United
States and provide jobs here.

American capital investment in industrial plants has been moving
abroad in the past 10 years at, a phenomenal rate because of the more
liberal writeoffs under the European system. There are other reasons
too, but the tax allowances have been compelling and often controlling.And I would like to emphasize in view of some of the earlier com-
ments here today that the United States is no longer a self-sufficient
economic unit that can write tax laws concerned only with its internal
affairs. We have to compete in the markets of the world, and we have
to write tax laws that will not hamper U.S. industry in that com-
petition. One of the principal problems of this bill is its almost ex-
clusive concern with tax preferences within the United States. If we
persist in disregarding the effect that our tax structure has on our
ability to compete in world markets, we shall continue to be in serious
trouble in maintaining our exports and a favorable balance of trade
and payments.

I think that we can all agree that many of the changes in this bill
are very important. Some of the reform proposed in the rate struc-
ture and in eliminating hardships is long overdue. But the difficulty
here is that the pendulum has swung so far over in favor of the con-
sumer and against investment that it is really punitive, particularly
in its discrimination against capital investment in productive facili-
ties. As Senator Long mentioned the other day at the opening of the
hearings, there are seven provisions here specifically directed against
percentage depletion and the oil industry. I think there is a general
understanding that some changes are necessary but-.

The CHAIRMAN. You misquoted me. There are nine provisions di.
rected against the oil industry.

Mr. BARLOW. Yes. Well, in any event, there are too many. We have
a most serious problem of disrupting our economy if we move too fast
in penalizing capital investment, and that is just what this bill does.

Ed so the great weakness in this bill is in the pendulum swinging
too far. Take the tax treatment of real estate for example. Clearly we
have some problems of indefensible tax shelters in connection with
real estate transactions but it seems to me there is no need to go to the
very extreme penalties of the bill and provide no ameliorating provi-
sions in the transition. For instance, there is really no justification for
taking away the accelerated depreciation methods for real estate if
section 1245 is further revised in its recapture provisions. And I might
say this morning in view of some of the comments of the prior speaker
Mr. Stern, about the alleged tax advantages of capital gains, that i
am not talking here in terms of his kind of passive investment, but in
terms of the great risk-taking investment in productive facilities.
There is no longer any conversion of ordinary income to capital gains
but instead a complete recapture, as you know, under section 1245 on
the sale of productive machinery and equipment. .

But for limitations of time I would comment on other provisions of
the bill as I have in our statement. It is much too complex. No longer
can an individual prepare his tax return. Accounting firms, people who
prepare returns say that computers will now be required.
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But my great concern with this bill and the reason the industries I
represent wanted to concentrate on this one phase is the failure of the
framers of this bill to include any of the provisions that are required
even on a minimum basis if the investment credit is repealed. We are
making four proposals which are explained in detail in our written
statement.

The first proposal briefly stated is that the reserve ratio te of the
guidelines be eliminated. Many small and medium sized co panies
have not adopted the depreciation guidelines because of the com-
plexity and uncertainty of the reserve ratio test. The Pidelines were
a tremendous step forward in'1962 because in improving our capital
recovery tax structure they moved-in the direction of the same kind
of liberal and workable system the other industrial nations of the
world have adopted. Today, the countries of the economic community
in Europe are increasingly adopting a value added tax. Under the
value added tax of the consumption type they allow their industries to
write off the total annual cost of productive facilities in 1 year or in
2 years or 3 years, as contrasted with a writeoff of longer than 12
years in the United States if a company fails to meet the reserve ratio
tesL

Taxpayers write off their facilities in France, Germany, Japan, and
some of the other principal industrial countries, as I have mentioned
in my statement, in just a fraction of the time permitted in the United
States Unless something is done in this tax reform bill to offset the
adverse impact of repeating the 7 percent investment credit such as
eliminating the reserve ratio test, U.S. industry will be at more of a
disadvantage than it is at present. Taxpayers will also be at a disad-vantage once agin in dealing with revenue agents just as they were
before the guidelines were adopted.

Our second proposal is that the salvage value requirement be elimi-
natvd for productive facilities. No longer is there any reason to have
a salvage value requirement in our tax structure in view of the recap-
ture provisions of section 1245. 1 am truly surprised that the Treasury
di4 not propose either of these two reforms--the elimination of sal-
v'so value and the reserve ratio test-in a major tax reform bill. In
fai rnew to the Assistant Secretary of the Treasury, I hasten to add
that he took office pretty late in the day and had a problem of making
reform proposals in something of a hurry. Instead of adopting theso
reform, theUnder Secretary of the Treasury says they will continue
to study these depreciation pro ls. The Treasury has been study-
iag theie pro is for years. They know all about them. They know
tha the gu declines and the investment credit are interrelated and
interepend eit. And yet in proposing repeal of the credit they have
come i with no proposal at all to improve our depreciation structure.
T third proposal we are making is to put these depreciation

giWlinew that the Treasu evolved so very helpfuly into the law
.4dl thus. move in the direction of other industrial nations in making
tbab Aowifi& matter of right and certainty, with permanence for
In " induitrial pla nnin and investing.

MOieofrthe reaebnathat industry i the United States had not been
modwfning aod replacing at i desirable rate historically and the in-
vesment credit lCe 5-year amortization became necessary was the
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lack of any certainty in our statute for long-range planning. Even
the investment credit as helpful as it has been had not provided
the requisite certainty. As you know, it has been turned off and turned
on, and now the proposal is to repeal it. We badly need permanence in
the tax structure to get an adequate level of investment in risk-taking
productive facilities. This, as we have pointed out in our four pro-
posals, can only come from basic tax depreciation reform.

Parenthetically, I want to voice my disagreement with the speaker
who said earlier today that the United States can tax all different
kinds of income in the same way without adverse consequences of any
kind. It is almost a truism that different kinds of income have to be
taxed differently simply to get taxpayers to take different kinds of
risks that are in the national interest. I don't take as much economic
risk, for example, in practicing law as other taxpayers do when they
go into Indonesia and spend tremendous sums in exploring for oil.
It is essential that our tax law does not discourage these unusual risks.

It is equally clear and most important that we eliminate the hard-
ship area for taxpayers by rate reduction and removal of poor people
from the tax rolls. In this the bill moves in the right direction. The
bill does well also in eliminating obvious tax loopholes such as multi-
ple surtax exemptions. But, Mr. Chairman, I must come back to the
principal difficulty with the bill-the pendulum has swung too far
against investment and even the most radical changes in tax treatment
and tax concepts in the bill have not been softened in a transitional
way to try to avoid a serious disruption of the economy.Swant tomention also, Mr. Chairman, that there are two provisions
in this bill providing for amortization of facilities. The inclusion of
these provisions for the amortization of facilities makes it evident that
our present depreciation structure without the credit is inadequate to
get the investment show on the road-to get the investment that is
critically needed in pollution facilities an even in railroad rolling
stock. Think of the many other critical items in short supply for which
no amortization has been provided. We have such an inadequate de-
preciation structure that we must once again apply a patchwork of
special amortization to get a part of the additional investment and
facilities the Nation needs. Instead of giving these special provisions,
as important as they are there should be a major change in our de-
preciation structure, as I have proposed, which would obviate the need
for preferential amortization.

Our final proposal, Mr. Chairman, to make U.S. allowances some-
what more comparable to the allowances of other industrial nations,
is to take off the $10,000 ceiling on the section 179 initial allowance
and reduce the percentage figure from 20 percent to 15. The initial
allowance of section 179 as it stands today is insignificant and largely
meaningless. Machine tools today that are used even by small com-
panies cost as much as $400,000. The average small comp any in the
tool and die industry with something like a million and a halfldollars
of sales simply cannot finance or afford to buy these expensive ma-
chine tools costing many thousands of dollars unless they have the
more liberal allowances an adequate depreciation structure would
provide.

Many of them do not even have all the benefits of our present
limited system just-because they are small and afraid of the reserve
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ratio test. One survey in the metalworking industry disclosed that
80 percent of the companies did not adopt the depreciation guidelines
but continued with longer depreciable lives just because they did
not understand the resreve ratio test, and in addition they were
afraid that if they could not meet it, they would be bogged down
once again in endless depreciation controversies with revenue agents.

Now, without the investment credit, without the 7 percent credit
to help finance their purchases, they are handicapped even more.
Their facilities will continue to have a higher degree of obsolescence
than those of their larger competitors.

And so again I say I am surprised that the Treasury would not
make good on its assurances that the investment credit and the de-
preciation guidelines are a part of one package, and recognize that
if the investment credit is repealed, some depreciation reform is
mandatory.

I thank you very much.
Senator FuumioT. Mr. Chairman, could I ask just one question?
The CHffAmmAN. Go ahead.
Senator FULBRIOHT. The impression is that these companies go to

Europe to build because of depreciation. I thought they went over
there to take advantage of the preferences under their tariffs and a
number of other things, the cost of production there. What bothers
me is that our country cannot even compete here in the United States
with foreign production. I think there are other reasons that indicate
why they go and build a plant in Europe.

Mr. BaLOw. There are other reasons-excuse me.
Senator FuLmniowr. But what is serious is the intrusion here of

foreign produced materials by foreign companies because of the in-
effliency to compete right in the United States.

Mr. NARLOW. Well, Senator Fulbright you are quite right. They
go across because of lower wage rates.

Senator Fumaomr. There are other reasons. Tariff too. There are
many reasons

Mr. BARLOW. That's right. As a matter of fact, I am surprised that
in a major reform tax ill the Treasury has not recognized these
foreign tariff and tax advantages and come along with some proposal
in the nature of a value added tax so that the tax can be rebated in
this country to make our industry more competitive, and border taxes
can be imposed as the other countries of theEuropean economic com-
munity do to slow down unwelcome imports. We place far too much
reliance on the income tax which cannot be rebated to make us more
competitive.

Sq~tor FvauiIour. This committee suggested, the members did,
o t* Treasury.• to study that. and Mr. Surrey rejected it, sa.ying if you
re going to do auiythmng like that, why don't you put in a sales tax.

He IejI I the ide of a value added tax.
)Iir. Bsw, i know he rejected it, but now he is not Assistant
ec%r rand the Treasury should give a value added tax the mostref O der-ation.

r ET um The committee did ask him last year.
M Br .w It is my recollection that both the Senate Finance Com-
a .t dthe. Hous. Ways and Means Committee as early as 1959
g te4he stWay of the value added tax as a substitute in whole or
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in part for the income tax. The corporate income tax, which except in
the ose of marginal taxpayers is largely passed on not unlike a sales
tax, handicaps U.S. industry *lst as our depreciation structure does
in competing in the markets of the world.

Senator FULBRIOHT. Well, lastly you will agree that to continue to
spend $80 billion, about half of which is on capital assets, and so on,
for military matters is not very healthy for our economy, is it? It
contributes to the dislocation of our standards and our inflation, and
so on, does it not?

Mr. Buuow. Yes, I think it certainly contributes to our inflation.
Senator FULBR[OHT. Don't you think it would help our economy a

little if we could stop that kind of extravagence?
Mr. BARLOW. Well, you are the expert in that area. I am just a tax

lawyer, Senator Fulbright. But I do think that the military invest-
ment and expenditures of our Government are highly inflationary.
The Secretary of the Treasury has said, as you know, that one of the
reasons for repealing the investment credit, and apparently doing
nothing to improve or liberalize our depreciation structure, is his fear
of the inflationary effect of capital investment.

It would appear, however, that our problem is somewhat different.
There was a 20-percent downturn in the purchase of machine tools
in August as compared with July. This is in part, due to the announce-
ment of the repeal of the investment credit and no prospect of any
depreciation change. Today we may be fighting inflation some by
postponing investment in productive machinery and equipment, but
if history repeats itself, we shall be sorry in about 2 or 3 years that
we did not continue to make this investment in productivity to prevent
another round of inflation.

Technological change in machinery and equipment-in machine
tools with their new numerical controls-is moving so fast that tre-
mendous expenditures are required to stay modern and competitive.
A man today sits in an office and operates with a single control a whole
shop full of complex machine t ols instead of operating a single ma-
chine tool by hand as he did just a few years ago. Technological
change is so great that the industries I represent don't agree with the
Secretary of the Treasury that the $400 billion we have spent on
facilities since the investment credit was enacted in 1962 has largely
solved our problem of modernization and replacement, and we can
now ease off in the 1970's and not have the same rate of expenditure
as in the 1960's.

Of course, one of the reasons that we have a higher percentage of
overage, obsolete facilities than other nations is that we have had a
larger industrial base for many years and there is always an inclina-
tion to use the old and a reluctance to modernize. When the Secretary
talks about overcapacity and the danger of overcapacity, he should
keep in mind that the real danger is the high percentage of high cost
obsolete facilities in this "overcapacity" that makes it so difficult for
U.S. industry to compete.

The Under Secretary of the Treasury said the other day in an i-
terview in a steel industry magazine that the Treasury would study
this depreciation problem some more now that the investment credit
Is to be repealed but there would be no Treasury proposals until 1971.

W-865 0 t. 2-
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I submit. gentlemen, that this will be much too late. Senator Hartke,
who is a member of the Senate Finance Committee, introduced a bill
in 1965, I think it was, to repeal the investment credit because it
was evident then that the test defeats the whole purpose of the
depreciation guidelines to provide adequate and certain investment
allowances. A number of Senators joined with him ini hit-roducig
that bill. It was opposed by the Treasury but resulted in a helpful
Treasury liberalization of the reserve ratio test. As a matter of fact,
it was possible for industry to live with the handicap of the reserve
ratio test in these early years of transitional rules as long as it had
the investment credit. But it cannot do so any longer simply because
a large segment of industry will lose the intended benefits of the
guidelines as well as the credit.

The CHAnmAN. Thank you very much, sir.
Incidentally, as you know, we have a summary of your testimony

as well as all the others prepared for us, and in the event you over-
looked something, we are usually reading it while you are testifying.

Mr. B ww. Thank you very much, Senator.

8T TM3IT OF JoaJ BAww, COVINOToN & BuxzrXcroN, WASHImooN, D.C.

My name Is Joel Barlow, and I am a member of the Washington law firm
6f Covlfnon & Burling.

The national trade associations representing the machine tool Judustry and
the tool, die and preision machining Industry, and their more than 2,000 mem-
ber companies in every state in the Union s hare asked me to appear before
the Finance Committee today to comment on one important deficiency in H.R.

8270-the failure to Include in this major tax reform bill any part of the
loft promihed and overdue reform of the depreciation tax structure. They had
thought that there was a general recognition ' in the Treasury and Congress
that there must be Immediate depredation rekorm not only to tax the capital in-
te"uve industries more equitably and realistically, but also to make our tax
strlctire as vital and as effective as the tax structures of the other industrial
natloas of the world with which we must complete.'

lWhese other Industrial nations are deadly serous about facility modernization
and replacement In their effort to capture America's traditional markets. Their
more liberal tax allowances' not only give their industries a great competitive
advantage, but in addition encourage American industry to expand abroad in-
stud ot In the United Btat N%

S natiolmi oransatlons of thMee Industries are the National Machine Tool Builders
Assoclatlos (NU'BA),. Amerifan schine Tool Distributors Amocdation (AMTDA)
s NaUoal Tool, DIe & Precihion Machining Association (NTDPMA). The sise of these

member companies varies from 5 em pyee s and $100,000 of sale to nearly 15,000
emViyese swd mwr# than S2K50.0.000 In =

• *nKumetble leisladve and administrative propoW and promises haye been made
over the years. an counUess deprecation reform bills have been Introduced. The American
11 tI4mie has formally a p ve a spedc legisla lye pro contalnng some

t4 Csaadlan"'bracke" system. This wa intoduced as H.R. 11450 In 1965.
latroft8. i is 1M8 provding for the repeal of the reserve ratio test.. s rmo* -d A nations =ake their more Uberal depreciation or capital recovery allow-

,ai salmO as a sattet ' or rlbt under a simple, esiy administered tax structure.
a 'lae e Se are Vanvwd4 nde broad classes of tadlites and are generally based
61) M st eulIOM ttoed tr aptble depreciation practices, and (b) on the amount
ud, of c e, - to stimulate modernisation and re4acement.

ano In the United States are determined under a very
Is11 after protracted negotiation and controversy

aget hu t dl ,ult or tmpossiblk task of oa"orala the
eslce lift uale the taxpayer subtains is equally dIm cult

tat th tax life should not conform to his actual proetlos.
j allowances araltble t9 him based on the most selshtened A

Ml Isiu o r sattoos, bo may be left for yea ru In

hih toed Practiees. mailer Ooawpanee pa ululyofeotn with rWa WI evenue agents.w lesseUJtaly. Saed an there natlors It
t IrM tu faciltie In a frctoi of t= rspermiteid I
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Instead of moving ahead to meet this competition, this tax reform bill steps
backward to give foreign industry an even greater advantage. Quite unbelievably,
H.P. 13270 represents a deliberate effort by the Treasury, to which the House
has responded, to make our capital recovery tax structure even more restrictive.

The only exceptions are the special 7-year amortization provision (Section
705) limited to railroad rolling stock other than !,ccci , ,ud 5-year amorti-
ration :or pollutivu control facilities (Section 704). Of course, the inclusion of
these necessary provisions is In itself a clear recognition of the inadequacy of
our present depreciation tax structure to keep U.S. industrial facilities modern
and adequate.'

Unless the Senate and the conferees change HR. 13270 to restore the more than
seven billion dollars of investment American industry will lose in cash flow in the
next three years, there will almost certainly be a serious dislocation in the
economy. At the very least, as Treasury officials concede, there will be another
slowdown in the modernization and replacement of industrial facilities. These
are the very facilities that are so necessary to provide essential Jobs In this
country for American workers, and to make the United States the lower cost
producer it must be in competing with other nations.

Until the present Administration gave capital recovery tax legislation such a
low priority in its surprise announcement last April 21, the capital Intensive
industries had reason to believe from continuous discussions with the Treasury
that the Government would have to reform and improve our outdated deprecia-
Uon tax structure in any general reform bill. Of course, if the Investment credit
did not remain a permanent part of The tax structure as some had predicted,
reform would be mandatory.

Both the Kennedy and Eisenhower administrations had recognized thi need
for reform and had moved ahead in initiating some important improvements.'
It was, therefore, hardly believable that the Nixon Administration would turn
back the clock by eliminating the investment credit and proposing no depreciation
reforms at all or any other capital recovery improvements n announcing its
reform legislation. All that has been proposed thus far is another Treasury
study.'

The very least the Administration could have done when it decided itscould
not honor the Treasury's (and the Government's) earlier assurance' that the
credit was to be a permanent part of the tax structure, was to make certain

Their tax structures give their Industries other competitive advantages (all with OATT
approval) such as a greater reliance on indirect taxes, such u the value-added tax, which
are rebated to foster exports and Imposed as "border taxes" on imports to discourage
foreign competition. Most of these nations also have a single integrated tax system
Instead of the 52 separate, overlappIng systems we have in the United States. Any major
reform legislation must counter these tax advantages also it the United States is to
maintain its competitive position.

'An equally cogent case can be made by many of the metalworking industries (machine
tools, aircraft, steel) for the same special amortization of the machine tools and other
equipment they use. Technological change in both product and equipment is even more
rapid in these Industries as, for example, in numerically controlled machine tools, and
the need for replacement and expansion to meet national need. i just as great. It must
be kept in mind that It is machine tools that are so urntly needed to produce this rolling
stock and polluUon control equipment, Just as it is machine tools that are so urgently
needed to produce the airplanes, the steel mill facilities nd other equipment in critically
short supply. Machine tools are known as the "master tools of industry." Everything
made of metal is made on machine tools.

,$h reasur estimates of revenue gedn from repeal of the credit for 1970, 1971 and
172 total $7.2 91i1o0.
I The Btsenhower Administration proposed the accelerated depreciation provisions which

wee enacted in 1954 (Section 167(b)), and the Kennedy Administration adopted the
Depreciation Guidelines in 1962 (Revenue Procedure 62-21) and proposed the investment
credit which was enacted In 1982. The Depredation Guidelines moved very helpfully into
the better deprecation pattern of other nations except for the elect of the reserve ratio
test which will be discussed later. All of these improvements were represented as being
permanent reforms o the tax structure, but they ave turned out to be something less.The credit was suspended and is now recommended for repeal. H.R. 13270 would also
"ut new restictions on the availability of the accelerated methods adopted in 194 (See-
Uous 451 and 521) and their utilizaton in computing earnings and profts for dividend

* I~~r~ses(Secton 482).sAgg•zestl, even ts stud nw now be dele& Under Secrtary Cbaree Walker Is
quoted in IRON AGD (Augst 14, 1909, pp. 79"1), as saying that the Treasury "Is look-

Cng at it ( e ion), in fundament,, reforms " that ere will be no "quid pr quo
r the reea of the investmet credit,' and that the 7easury's depreciation poposalsp will

afsot eme before Congress "GunIl Januam, 1971."1 This annneumet ad timetable can-
WKt help but haye the feet at slowing down still further the modernizato e and rplac-
Ort of industrial facilities until 1971 or even 1972.

dA0 mrecently as March 21, 1969. In his address to the Business Council, Seet of
the Treasury Kennedy had said that tb credit was a permanent part of the tax structure
and the Treasury had no Intention of tinkerin with it.
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that the repeal would minimize the hardships of those who had made formidable
commitments in reliance on the credit. It could have done this in two ways:
(1) By recommending. liberal transitonal rules for those taxpayers who bad
conmItted themselves to long-range plans or programs even though they had not
ma4e purchase commitments," and (2) by repealing or at least modifying the
reserve ratio test because of the difficulty or even Impossibility taxpayers would
now face in meeting the reserve ratio test without the intended help of the invest-
ment credit. It must be kept in mind that the Government had repeatedly assured
taxpayers that the credit and Guidelines were "a package," and that the invest-
ment credit had been designed and adopted so that taxpayers could continuously
utilize It to meeting the rigorous and restrictive reserve ratio test.

FOUR U8ENT7UL DCI=AUTIOzN MWORM PoOPOSALS

To comply fully with the Committee's proscription on testimony relating to
the Investment credit, no presentation will be made, of course, on the importance
of continuing the 7% credit at least until reforms in the depreciation structure
can be adopted. My testimony will deal only with four specific reforms that are
Immediately required to correct the deficiencies in our depreciation tax structure,
particularly it the investment credit is repealed:

(1) The amendment of Section 167 to make possible the elimination of the
restrictive reserve ratio test from the Depreciation Guidelines because of (a)
Its complexity, (b) the dimculties taxpayers face in meeting the test, and (c)
the Importance of following the simpler and more effective patterns of other
nations so as to get rid of all the headaches and controversies involved In indi-
vidualixatlon of tax depreciation lives and service-life auditing.

(2) The Inclusion of the depreciable lives of the Depreciation Guidelines by
aem t In Section 167 of the Code to deter the Treasury from unilaterally
(and even arbitrarily) extending depreciation lives to increase the revenues
as it did In the 190's.

(8) The amendment of Section 167 to eliminate the requirement for estab-
lishin salvage or residual value for productive equipment so as to preclude ad-
Justments by and controversies with the IRS, which are wholly unnecessary
now with the advent of additional recapture provisions In Section 1245.

(4) The amendment of Section 179 to eliminate the $10,000 ceiling with a pos.
sib)e reduction in the rate of the additional first-year depreciation allowance
from 20% to 15%. This would make U.S. capital recovery allowances more com-
parable to those of other nations, and It would make up in part at least for the
reorm bills tremendous loss of cash flow for U.S. industry that could be so dis-
ruvplve for the economy in the next few years. Unlike the investment credit, this
allowance would not exceed cost and preumably would be less vulnerable to
change.

Tho MTRA, te AMTDA and the NTDPMA have authorized me to say that
if as a condition to depreciation reform the Treasury should insist that tax de-
prfeation be booked for financial reporting purposes, they believe industry
should accept the condition.

Actually, these industries are convinced that, given a reasonable transitional
pMOd under these new depreciation reforms, all taxpayers would be able "to
bo their tax deprecation," and industry could get rid of the stigma attached
to 'to sets of books."

ThQ base t concluion not only on their own individual experiences, and
the alal pmatice of many other taxpayers in using the Guideline lives and the
aceler ted methods for both tax and financial reporting, but also on the fol-
*WAi"

&
" fActors that have emerged out of their surveys and studies:)TkbOlcl change will come so much faster than In the past, and ob-

AIMwi b so much more important than wear and tear, that service
wUgmmet ly conform to (or be shorter than) the present class lives of the

,-5 !b m rortsly aequ"ole In the se-ealled "Lockheed Amendment" (84e-
gtJw TO(a) et J.IL /M,_-Mkdl Sectios 40(b)(l0) to the IRC) which recognizes the

toeM0MM 01 bt to vtM traioJnl e bu trvsnarrlye toUi-h i
yuy fe emai when all poapsales who made similar comn-

"ad prWasl on the credit should be granted reliet.
sme eebu tht the Admlatrsals miht t e oswn action In view ofITM with the o ftwn InHMR.I1 , TO(2). Its action on the

s ts nicated attst uetwag tattax ereci~yaiowndeuts
) estTilsuuy fumvye and stak$o that reo tedly adtc that the OM:ie

abor us0 tadltosa soIe li1fe COMMets and (6) trial balloons
t to those take for Enascal reporting purposes
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Guidelines. Thus there will be fewer claims of "distortions in income" and "sub-
sidy by the Government" that have been the basis for variations in accounting
treatment.

(2) This development together with the adoption of the proposed depreciation
reforms themselves will bring about a change in depreciation and accounting con-
cepts that will eliminate the emphasis heretofore placed by both the Govern-
ment and the accounting profession on the individual taxpayer's experience. In-
stead there will be a recognition for all purposes of the importance of industry
standards (minimum lives or maximum rates) based on (a) the most enlight-
ened replacement practices, and (b) projections of the rate of capital recovery
required for replacement.

OBSOLETE FArUlTIZ8 AND AN OBSOLT SYSTEM

The Treasury in recommending no overall depreciation reform seems to be quite
unmindful of the fact (and the public and the Congress are obviously quite
unaware of it) that the United States has the highest percentage of overage
and obsolete industrial facilities of any of the leading industrial nations ;u and
that the United States also has the most restrictive and outdated capital recov-
ery tax structure of any of chese industrial nations."

If the investment credit is repealed with no offsetting depreciation reform,
American industry will be at an even greater disadvantage in competing with
other industrial nations for the export markets of the world, and in slowing
down the Increasingly serious inroads foreign importers are making into our own
domestic market. With the highest wage rates and labor costs in the world,
American industry can stay competitive only through a constantly increasing
investment (1) in the research required to maintain our technological superior-
ity in productive facilities, and (2) in the technologically superior cost-reducing
facilities themselves. This investment must come principally from the cash flow
of U.S. industry which the Treasury and HR. 13270 propose to reduce by over
$7 billion in the next three years.

FULL CYCLE T OB8OLZC8C=NCE AND TAX CONTROVU2SES?

In 1934 the Treasury drastically cut back depreciable allowances across the
board by approximately 25% to increase tax collections, and in addition placed
an almost impossible burden on the taxpayer of proving the service or useful
life of each facility." This was the beginning of our present system that Is so
badly in need of change.

Since that time (except for the three-year moratorium under the Guidelines)
tax admlnisLration has been marked by interminable and wasteful depreciation
controversies, and our industrial history has been one of recurring facility short-
ages and pernicious obsolescence both in peacetime and wartime. It is plain that
the facility investment required to keep the United States modern and strong
and fully competitre will not and cannot be made under the restrictive tax struc-
ture we have at present which is based on individualized service-life auditing
and negotiation." We must also be aware that It is fast becoming more restrictive
now that the revenue agents are applying the reserve ratio test under the Depre-

ss 1969 Survey of McGraw-HilI Inc
LIThe urgent need for a capital recovery tax structure comparable to those of other

leading Industrial nations and a history of the development of the UnIted Ststes structure
are set ont at some length In testimony and statements heretofore submitted Lr me and
others on behalf of these Industries before this Committee and the Ways and Means
Committee: Hearings on Suspension of Investment Credit before the Senate Finance
Committee (H.R. 1760?) October 5, 196, pp. 106-139, pp. 407-410, pp. 484-445 Hear-
top on Incentives for investment in Urban Poverty areas before the Senate inanee
Committee (8. 2088 and 8. 2100), September 14. 1967 Hearings on Tax Revision before
the Committee on Ways and ?ee aj -ovember 19,9 Vol. 2, pp. 827--810; Hearinps on
the President's 1961 Ta% Recommendations before the Committee on Ways and Means,
May 12. 1961, Vol. 2. pp. 983-1006, pp. 1547-149; Hearings on the President's Proposal
on Guspension of the Investment Credit before the Conimittee on Ways and Means
(H.R. 17007), September 14 1966, pp. 208-231, pp. 396-404; Statements of the NMTBA,
the AMTDA and the NTDPkA before the Ways and Means Committee, May 1960.

-4T.D. 4422, XJII-1 Cum Bull. 58 (February 28, 1984); Kim. 4170, X1II-1 Cum.
suIl 49 (April 4, 1984).
& 1 r es ~acmulated industrial obsolescence and to provide adequate Inustal

capacity, temporary emer ncy allowances bad to be added In 1940, 1950 and 1962 to
saore up our ineffectual depredation tax structure. As already menttioned, special amorti-
satlon provisions have once again had to be Included in H.R. 18270 to bolater the struc-
ture aU make poeible certain critical industrial expa4sions.
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elation Guidelines to to extend depreciable lives Just as they did under old Bul-
letin F."

In insisting on a continuance of the reserve ratio test, the Treasury does not
seem to reallse that there simply has not been time, since the adoption of the
Guidelines in 1062, for many companies (particularly smaller compauies) forced
to incur tremendous capital extenditures to get rid of accumulated plant ob-
soleaceuce, to correct entirely the unwise depreciation practices that persisted
for so many years and caused the obsolescence in the first place. These bad
practices of the past were sometimes the result of unsophisticated management
and poor financial and accounting advice, but always they resulted in imirt at
least from the shortsighted tax depreciation policies of the Government that the
Treasury has been so reluctant to change." Unless the reserve ratio test, which
is based on the taxpayer's unfortunate experience, is eliminated, he will be forced
back Into the same old depreciation rut and the same old depreciation coutro-
verles In which he was bogged down so long under Bulletin F procedures.

Ay thoughtful person will be enthusiastic about many of the tax reform pro.
poals in H.R. 18270 to minimize hardships, inequities and discrimination; anld
we earn all agree with the high tax priorities that must be given to the demands of
the Vietnam War, inflation and the pressing needs of our cities. But it se ems
crystal clear that the Administration unnecessarily handicaps itself In trying
to provide these necessary revenues and in fighting inflation by giving no priority
at all in H.R. 13270 to the investment allowances that will assure the industrial
capacity and the low cost production to fight inflation, to increase exports, to
improve our balance of payments, and thus to Increase the revenues."

HIO)RY XPrEATs 1rKLV

President Nixon has stated quite candidly that other reasons or rationaliza-
tions to the contrary notwithstanding, the need for additional revenue to make
possible the termination of the surtax as promised is the real reason he pro-
posed a reduction in capital recovery allowances and proposes no offsetting re-
formsIt was this same need for additional revenue that President loosevelt
gave in 1984 as the reason for Instructing the Treasury to reduce depreciation
allowances across the board.

So far-reaching were President Roosovelt's 1934 disallowances (and those
President Nixon proposes are of the saime magnitude in today's economy) that
the Industrial plant of the United States has not yet fully recovered from the
obsolescence and higher coat production that resulted from depreciation policies
and practices the Government required and business adopted following the 1934
ruling. As I have already mentioned, even at this late date the United States
has the highest percentage of overage obsolescent production facilities of any of
the leading industrial nations of the world.

Depite the beneficial effects of the liberalized Depreciation Guldellnes, the
7% credit, the 1904 accelerated depreciation methods and the 00-month amortiza-
tion allowances of the 1940'a and the 19O0's, the United Stater has not been
able to do more than slowly narrow the obsolescence gap since World War II."

H The three-year moratorium during which revenue agents could not leagtht- depreciable
lives by applying the reserve ratio test of the Guidelines it no longer In effect. Once again.
as nde the old Bulletin F procedures, the taxpayer Is bound by all the deficiencies of
his p rast ites. He mar oe entirely, through cireumntances completely beyond hit
coa~r L, if rt to ue he more itberel GuldelinWe lives: while at the same time his

.i1tolr quie fortuitously. may be entitled to continue with the aborter Guideline ItvesWith All th# eomp"ItllV, AdVA ntW thin entalis.
A A a reeut of T.D. 4402 sptl intense corporations were caught up in a vicious

of Inadequate depredtion, overpaid Income taxes (aLd rener~tiatUon refunds), In-
a~.qate rou= and cash fow for modernaiallon and replaceitnt. still le" depre.

flOW, more obeelemekce, higher cost production, still lower earning etc.
Tr o to many economists, there is a very present danger o4 "overkill" In te pro-

Poesi tax dmper on investment. There are already some ominous igan In the capital
a Industry. Maclne tool orders which hare come to be regarded as a reliable econoUic
11ter were down more than 22% in July from the corretpondirg period in 18. Montu-

rae"t0urr Dew order, showed their second monthly decline In Juine. After-tax corporate
prot8 tsttred down Ii the second quarter. As a result of thee factors and indicators. m

ftarbd leveltn1 e1 in plant and equipment exl(nditures In now protected by bus ues,
emoatlat. Instead of the original prediction of it 18% increase in 1060 over 108. the
S e beeO rvise to 8-10%. The Federal oene Board wrevy as reported In the7et or, 11m4o for Angus& 20, 196. predicts ac Increase in 970 In authorlutious for
lUt #ad eqipmeat over 19 9.

Is Annual surveys ot MeOraw-HiU. Io., 1945-109. While the United States has bcen
haviag dtikulty losing the obesoleceece cap, foreign natlors wtb their more modern

tpetr4atifAlltie. have =Ad* considerable progress In closing gaps where they have been
R IbEld th. Unted States in total prdouction ad[d exports. Ta kIng machine tools as an ex-
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These Interim remedial provisions have generally been too temporary and

uncertain, or too hedged in with restrictions in both language and administra-
tion to insure the continuous modernization and replacement of the productive
facilities that are so sorely needed. At no time has there been the permanent
change in direction away from the restrictive 1934 policy upon which the tax-
payer could rely in his long-range planning.

Surveys in the metalworking industries show that many companies (30% In
one survey) were not willing to use the shorter Guideline lives simply because
of the uncertainty and complexity of the reserve ratio test

It is clear that the United States will not be able to close the obsolescence
gap until it adopts a permanent capital recovery tax structure that is as liberal,
realistic and simple as the tax structures of other industrial nations such as
our next-door neighbor Canada, for example.

We can criticize the subsidy policies of other nations; we can be opposed to
all subsidies as a matter of principle; and we can somewhat disparagingly label
every capital recovery tax allowance, Including percentage depletion, "a tax
subsidy" as President Nixon labeled the investment credit In his tax message;
but we must not forget that the United States is no longer the self contained
and self-sufficient economic unit It once was, and If other nations subsidize
investment to compete with us, we have little choice but to provide equivalents.

However, It Is by no means necessary to concede that reform or liberalization
of our tax structure as proposed Involves any government subsidy to investment
simply because tax lives do not conform to past service lives. A very persuasive
case can be made that there is no "subsidy" element In the accelerated deprecia-
tion allowances permitted by the Code, aid that none was injected by the enact-
ment of the investment credit (despite thi, recovery In excess of cost) because
the credit was required to make up for the deficiencies in the structure that pre-
cluded a reasonable capital recovery alliance in the first place. If the recovery
does not exceed actual cost, as in the depreciation reforms proposed, it is possible
to argue that no claim of subsidy should be made simply on the basis of timing.
There may be, o. course, a resulting disparity In treatment of taxpayers simply
on the basis of timing; but it should be noted on this phase that the present sys-
tem has been ani utter failure not only in trying to avoid such disparity, but
even in its effort -) conform tax lives to service lives.

THI TR&ASURY'5 )N U3N5

Although Presdent Nixon has relied principally on revenue needs as the
reason for cutting back on investment allowances, Secretary of the Treasury
Kennedy has attempted to defend the Administration position on other grounds
as well.

In his testimony before the Committee on Ways and Means he took the posi-
tion that the 1970's will be distinguished from the 1900's in not requiring a tax
structure designed to provide the same stimulus to modernization, replacement
and expansion of productive facilities as was required In the 1060's.

In his testimony he seemed to be saying, to use his own words, that because
"business has put close to $400 billion into new plant and equipment in the
1900's," the same high level of investment will not be required in the 1970's.
Although he recognizes that the United States has bad a "sluggish rate of busi-
ness investment" in the past in the absence of tax stimulation, he thinks that a
high rate of investment will nevertheless continue in the 1970's with stimulation
coming only from "the fundamental incentive to invest-good prospective
markets for industry's products." "

ample, we tnd that U.S. exportp of machine tools decreased from $280.667.000 In 1984 to
$280,84.000 In 1968. Japanese machine tool exports Increased from $21,240.000 in 194
to $00 13 ,000 In 1908. or an increase of 18%. West (erman exports of machine tools In.
ear&;e fg ,t#,89969,.000 In 1964 to $587,500.000 in 1968, or an mocrefi, of 30 %, morta

of machine tools into the United Str.tes increased from $36,364,000 in 1984 to $103,576,000
Ift 1968, or 849%.

Tbese statements which are quoted In full below were made by Secretary Kennedy
before the Ways and Means Committee on May 20, 190. Just a few weeks before, on
March 21, In 211s Business Council presentation, the Secretary stated unequivocally that
the Administration recognled the need for tax encouragement to long-run investment.
These were his words: "We have no plans for tinkering with the investment tax cerdit.
Congress intended the credit to be a part of the regular tax system, and not a device for
stimulating or slowing the economy, Moreover, the credit has been highly etective in en-
C_"tragrng the long-run Investment that created additional Job. and income."

His May 20 statement follows:448tated simply the case for removal of the investment credit rests primarily upon thefadt that tho soI needs and oconomic conditions of the 1970's will 9 bgttaiy different
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This kind of thinking is, of course, not at all understandable to the capital
intensive industries. They already see as they move into the 1970's the breath-
taking rate of technological change in both products and the equipment that
produce them. They also see the tremendous cash flow and expenditure demands
of the 1970's for research, development, modernization and replacement to beat
back obsolescence to meet foreign competition. They are convinced that the
rate of technological change and capital investment will far exceed that of
the 1960's. To them even the thought of returning to anything like the old
sluggish rate of investment is anathema, just as it is in Germany and Japan
and the other industrial nations where every government aid is being given to
stimulate Investment In productive facilities.

If such investment Is not encouraged and made in the United States, more
and more capital funds for plant expansion will move abroad as they have
for years, and more and more U.S.-owned plants will be built abroad instead
of in the United States. With this U.S. expansion abroad will continue to go,
unfortunately, many jobs for American workers, and in many instances an
essential part of our industrial and defense base that the United States can
ill afford to lose.

One of the principal inducements to the many machine tool companies that
have expanded abroad in the past ten years, instead of in the United States,
has been the liberal foreign depreciation allowances that permit the complete
walteoff of a plant in a fraction of the time allowed in the United States.

I AOMAsK CAPACorT AND PLODU7TIVITY AU DlSINVLATIO.IABY

The Treasury has repeatedly pointed out that putting tax restrictions on
facility investment will dampen the fires of Inflation. They seem to persist in
the view that capital Jnvestment allowances can be used as short sving contra.
cyclical measures despite the almost conclusive evidence that effective timing
is Impossible, and that cutting back on productivity is self-defeating and does
much more harm than good.

Certainly, the experience of the 1960's in suspending and reinstating the in.
vestment credit sugeets that (1) the legislative wheels move too slowly and
uncertainly to achieve an effective short swing anti-inflationary effect, and (2)
that cutting back on the source of future productivity simply means another
round of inflation later on. The unintended, and inevitable, adverse effects of
reducing investment allowances In the 1030'., 1940's, 1960's, as well as the
190', are already on the record.

One well known economist and editor recently answered the Treasury argu-
ment with some plain speaking:

"How silly can you get? The only ultimate answer to inflation is more capital
Investment now and more productive capacity later on . .. the cries of outrage
against the rise planned for private capital investment are the same as those
of the farmer that killed the goose that laid the golden eggs. The stop inflation
now philosophy ignores this key fact.

"The best and most successful way to halt inflation is to increase the supply
of available goods and services over and above demand, to modernize and auto-
mate, to cut the unit costs of production, and to decrease the amount of natural
resources used in production. And that's what we're doing now. Hail our secret
weapon against inflation: capital investmenL" n

INDUSTRY LOOKS TO TIS FINANCE COMMInKZ

Quite understandably, depreciation and other technical tax allowances for busi-
ness investment seldom if ever enjoy a very high priority in the public mind or
in the world of politics, principally because their essential function is not under-
stood. It is only when the Preiddent, or the tax-writing committees of the Con.
grog provide the necessary leadership to educate the public and the Congress,
an they did In wartime and in 1964 and 1961, that major reforms and improve-
mts can be made in the tax deprectation structure to reduce industrial obsoles-
teac and provide adequate facillUtes for both peacetime and wartime economies.

ftom thoe of a decade ao. Stimulation of a sluggish rate of business Investment was a
kbh priority o in the erly 1W'. Since that time, business has put cieoe to $400
Mo8R i m*w pant sad equipment. )ve without the credit, a blth rate of Investment
1S Mece to cnutte because the fundamental Incentive to invest--good prosrective
mtfts for industry' proquct.-4a likely to remain strong. Instead of 1n du0n still more

sms isvwME. addliuosal rewn re. wl be available to meet presluing needs for
tosil t. a ;i Jtt and local government,' and to Improve the lot of the poor."

ra tument otPA. RPn ret, Rlnrret Assoclatew, letter dated Apr. 28, 19We.



975
At a time when the public and even the Congress are somewhat understand.

ably emotional about tax reform," it Is easy to discredit business Investment al-
lowances In the public mind, no matter how essential they may be to the nation's
economic health, by labeling them tax subsidies, tax preferences and tax loop.
holes.

The much more difficult task that is so essential for this Committee at the
moment is to make the public and the Oongress understand that it Is not in the
national interest in this competitive world to put further restrictions on invest-
went, or to postpone any longer the enactment of the proposed depreciation
reforms.

The pendulum has swung too far in this bill. It has not swung too far in the
commendable provisions for rate reduction or the relief from hardships provided
for the lower income groups, but in the wholly unwarranted exercise of mini-
mizing the Importance of all types of risk-taking capital Invowtment by penal-
izing it and seeming to discredit it.

Not only is capital Investment penalized unduly, but security investment as
well, and also the high risk-taking investment involved in developing natural
resources. Some reforms and changes in these areas are entirely justitled, but
they should not take the form of somewhat extreme penalties emotionally in-
posed across the board on the basis of isolated examples of unusual tax avoid-
ance. Even "investment" In our schools, our churches, our museums and our art
galleries can be said to be penlld together with the Institutions themselves, in
some of the extreme restrictions placed on charitable contributions.

With the leadership this Committee can provide in educating the public and
the Congress, there will be no "taxpayer revolt" if the pendulum swings back
to recognize the essentiality of capital Investment in a capitalistic economy, and
tho necessity for taxing different kinds of income differently. These truisms are
too often overlooked and ignored.

Even the emotional furor stemming In part at least front some misunderstand-
lg of percentage depletion may subside so that a sensible solution on a transi-
tional basis can be found for this controversial problem. Disruption of our eco-
nomic system Is the exorbitant price all taxpayers are likely to pay for a hurried
aud emotional application of tax theory.

OENKAL OOMMKZTB ON R.IL 18S7o

By way of a lawyer's comment on H.R. 13270, I feel constrained to say that
although the Ways and Means Committee and the Joint Committee Staff have
performed a truly remarkable job of composing and drafting a milestone tax re-
form bill in a very limited time, it Is nonetheless a hurried measure with many
errors, omissions, inconsistencies, ambiguities and no end of complexity. As the
tax-writing committees and their staffs know full well, H.R. 13270 requires a
major overhaul and revision and the closest kind of scrutiny since the text of
the bill was not under review In the hearings In the House.

1 think we must all reluctantly agree when we contemplate the 368 pages be-
fore us that any remaining notion that simplicity can be attained in reforming
out tax structure, or that. a taxpayer can any longer prepare his own return,
has been pretty well dispelled by all this fine print and complexity. Algebraic
computations are now required, and even computers will have to be used by ac-
countants and other advisers in the preparation of individual as well as cor-
porate returns.

One of the great virtues of the proposals we have made here today for deprecia-
tion reform Is the simplicity and ease of understanding and administration they
will bring to the tax law.

On the following pages of Appendix A Is a more detailed and somewhat tech-
nical explanation of the proposal to eliminate the reserve ratio test and include
the Guideline lives In Section 167.

ApPNDix A To STATZ]MKVNT BY Jo.L BiAww

It Is generally recognized by tax authorities both in and out of the Government
that the reserve ratio test cannot be eliminated without a change in Section 167.

1 When a Secretary of the Treasury announces that without immediate tax reform there
is likely to be a taxpayers' revolt the thought, if not father to the deed, can be father to
some emotional tax reform, particularly in an election year. The Secretary was entirely
right In pointing to some long overdue tax reforms that have now been included in H.R.
12t0, and It may be that the Inordinate delay In overall reform warranted his impassioned
plea. it must be said, however that a le dramatic call might have resulted in somewhat
les Imbalance In this tax bill between what might be called reform for consumers and
reform o1 Investors.
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The courts have repeatedly interpreted Section 167 as requiring that depreciation
allowances be based on the taxpayer's individual experience.

There was some indication at the time the Guidelines were adopted in 162
that the reserve ratio teat would not have been included if it had not been for the
courts' interpretation of the statutory requirement. It was recognized at the time
that the U.S. system had been notably unsuccessful In trying to conform tax lives
to service lives under similar depreciation reserve tests that had been used, and It
was thought that the prolmed reserve ratio test would be no more successful.

The Guidelines represented what has been referred to as a "noble effort" to
get away from the complexities and controversies of service-life audit procedures.
The Treasury officials who conceived then deserve great credit for going to the
broader class life approach and for resolving doubts in favor of more liberal
allowances in determining class lives. Even the reserve ratio test was a well
Intended and ingenuous formula. The only difficulty is that even with its
transitional rules and "brownie points" it is much too restrictive to say
nothing of Its great complexity.

The test Is so restrictive, so complex and so inapplicable to certain tyls of
depreciation accounts that it has disouraged many taxpayers, particularly small
taxpayer, from using the Guidelines. It is clear now that if this test is iiot
eliminated, its application will give rise once again to a repetition of the wasteful
and needless tax controversies that have plagued the administration of the
tax laws for so mAny years.

The Treasury in the past has disputed the test's complexity, and even the
present Administration may do so In view of its announced interest in ist-
poning depreciation reform so as to avoid any diminution of the revenues. But,
unfortunately, It seems clear from extensive discussions with businessmen and
their accountants that the test's complexity is the deciding factor for many
businesses that do not adopt the Guidelines. This was confirmed In recent
surveys in the metal working industry In which most of those responding
referred to this complexity as an important or even controlling factor in their
decisions to continue to use non-Guideline lives.

It Is no answer to the complexity argument to suggest, as the Treasury has
in the past, that other provisions of the Code--for example, Subehapter C and
Subpart F--also are complex. Usually, In cases involving reorganizations and
foreign-based company Income, large corporations are Involved, and tax
specialists are In control. Moreover, many of these questions are not of a
continuing nature, and taxpayers are more Inclined to call in profemlonals'
belp In such circumstances. The Guidelines, on the other hand, frequently must
be mastered by small individual proprietors and by factory accountants on a
day-to-day basis, and this is where the principal difficulty arises.

In recent Industry surveys of depreciation practices, a number of companies
stated that although they could pass the reserve ratio test currently, they did
not adopt the Guidelines because they did not want to expose themselves to
possible future adjustments under the reserve ratio test. In other words, they
would take what they conceived to be the certainty of inadequate depreciation
against the uncertainty of additional depreciation, and particularly the uncer-
tainty In the timing of depreciation deductions under the Guidelines. This un-
certainty in timing--because of the application of the reserve ratio test-has
deterred these taxpayers from adopting the Guidelines In the first Instance.

The argument has been made that the threat of depreciation adjustments under
the Guidelines will stimulate taxpayers to invest In order to meet the reserve
ratio test. This may have some force once a taxpayer has adopted the Guidelines.
but the taxpayer's feet cannot be held to the fire until the fire is lit. I have found
no businessman, tax lawyer or accountant, who believes that the threat of de-
preciation adjustments has any significant effect upon investment decisions.

Probably the most compelling rmson next to its complexity for getting rid of
the reserve ratio teat Is the benefit to be gained by both the Government and the
taxpayer in getting away from the individualization of tax depreciation. As I
have stressed in the accompanying statement, most countries have learned that
trying to arrive at service lives based on the taxpayer's experience Is an expensive
administrative exercise In futility. They have also learned that there Is just
about the same disparity in treatment in Individual service-life auditing as there
Is In permitting the unrestricted use of minimum GuldeUne lives (or maxinum
Go deitne rates) for broad classes of facilities based on Industry surveys. Reve-
nA Procedure 82-21 without the reserve ratio test falls Into the simpler, more
a InitlstrabU. pattern adopted by other nations.
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It must be pointed out that the Treasury has opposed any suggestion that
depreciation should be based other than on the taxpayer's own experience despite
the fact that it was the Treasury that injected the capital recovery concept Into
the anx law in the form of the investment credit. The Treasury in subsequently
focusing only on the depreciation aspect has pointed out that It believes more is
involved than simple interest on the tax saving if experience is not the test. The
Treasury stresses that for a taxpayer engaged In a &'rowing business, the allow-
ance of additional depreciation means a permanent tax savings, and from the
fdcal standpoint, a permanent revenue loss.

The Treasury's basic objection to a new statutory system without an experi-
ence test is that it would permit a taxpayer to deprtciate its assets at a rate
faster than it is replacing. As a result of the so-called "excess" depreciation, the
taxpayer would earn a higher after-tax rate of return and be subject to a lower
effective tax rate on its investment In the assets than would a second taxpayer
whose depreciation deductions correspond to Its acquisition and retirement
cycle. This is no different, the Treasury says, than purposefully taxing some tax-
payers at one rate and others at a different rate.

The Treasury goes on to point out (although somewhat uncertainly) that the
consequence would be that Investors would tend to invest in slowly replacing
companies, and this, of course, is undesirable from an economic standpoint.

Moreover, according to the Treasury, because non-depreciable assets like in-
ventory and accounts receivable would be taxed at a higher effective rate and
produce a lower after-tax return than depreciable assets, there would be too
much investment In depreclable assets and too little in non-depreciable assets.

All of this, the Treasury concludes, would result in a misallocation of eco-
nomic resources and ultimately a slowdown in economic growth. The Treasury
insists that to avoid this, the reserve ratio test must be retained to ensure that
a taxpmyer's depreciation deductions are consistent with its replacement cycle.

It is indeed true that different after-tax rates of return result where two tax-
payers claim the same depreciation for tax purpose but In fact use identical
assets for different periods of time. However, the implication of the Treasury
position is that such differences do not presently exist. This is not the case.
Today's differences arise from two principal factors:

1. Where the Guidelines are not in use, or where it becomes necessary to re-
sort to the "facts and circumstances" under the Guidelines, Revenue agents In
different districts or offices, or even in the same district or office, usually have
completely different views (often uninformed and erroneous) as to the proper
lives for various depreciable assets. The conclusions reached may even be in-
fluenced by the number of other issues In dispute and the respective "horse-
trading" abilities of the representatives of the taxpayer and the Revenue
Service.

2. Whether or not the Guidelines are applicable, rate of return differences
result from the option given to taxpayers to use the straight line, the declining
balance, or the sum-of-the-year's digits method of computing depreciation.

Furthermore, as to the problems of inventory and receivables that the Treasury
also has raised, we should remember that there already are significant after-tax
rate of return differences among taxpayers under the existing rules.

For example, some taxpayers use prime or direct coMqt accounting while others
cost on a full-absorption basis. Some will treat a particular expense as part of
the burden pool; others will treat It as 0 & A. Some taxpayers use FIFO, others
LIFO. Some taxpayers charge off bad debts using the specific charge-off method
and others the reserve method.

Finally, while most taxpayers report on the accrual basis, there are some who
use the installment or cash methods. Each of these methods affects the after-
tax return with respect to inventory or receivables, and in some instances, the
differences resulting from the use of one method or another may be as much as.
or more than, the differences that would be created with respect to depreciation
charge-offs if the reserve ratio test is scrapped.

It should be noted also that neither the reserve ratio nor any other test which
relies on past experience can be of real assistance in determining the proper life
of an asmet in advance. This was proved over and over again in the depreciation
controversies and cases following the adoption of Bulletin F.

It is easy, of course, for the Treasury to demonstrate its rate of return and
effective tax rate computations with the use of hindsight. For example, the
Treasury can point to two taxpayers who purchase identical assets on the same
day and dispose of them ten years later, but one has depreciated on a ten-year
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basis and the other uses a five-year life. The fact that the taxpayer using the five-
year life has in the Treasury's view obtained an undue benefit does not even
become apparent until after the fifth year and does not become absolutely clear,
because of normal deviations from an average, for some time thereafter.

The point is that even under the reserve ratio test, a taxpayer may be subject
to adjustments which prove to be unwarranted by his future experience. To put
this another way, the taxpayer is penalized under the reserve ratio test after
the fact, for it is only after the fact !jat it can be known with certainty that
too rapid depreciation has been claimed. The result is, of course, that even
under the reserve ratio test, there is no assurance at the time depreciation on
any asset is claimed that the rate of return and effective tax rate with respect to
that asset are appropriate from the economic standpoint.

Under the Canadian bracket system of depreciation, use of the double declin-
ing balance method with multiple asset accounts is mandatory. While this com-
bination of methods does not eliminate the rate of return and effective tax rate
problems referred to above, it does have.the tendency to produce roughly identi-
tal depreciable charges after a period of years, regardless of the life that Is used.
This Is not true of either the straight line or the sum-of-the-year's digits methods.
Thus, by requiring the use of double declining balance-multiple asset accounting,
a measure of general equality or rough justice can be introduced into our depre-
ciation system, and, at the same time, rate of return and effective tax-rate
differences can be kept within reasonable limits.

It must be conceded that differences in the effective after-tax rates of return
earned by similarly situated taxpayers may result in "uneconomic" investment.
But it must also be conceded that application of the reserve ratio test cannot
eliminate these differences. Nor would its abandonment significantly increase
them if taxpayers are required to use double declining balance-multiple asset
accounting.

In view of the experience under the Guidelines since 1902, it seems clear that
the stimulation to capital goods investment resulting from the elimination of
the uncertainty and complexity caused by the reserve ratio test would do the
economy more good In the long run than whatever benefits may be derived from
penalizing taxpayers for having claimed excessive depreciation in prior years.
It would also greatly improve and almnl1fv the administration of the tax laws
by the IRS. and incream taxinYer confidence in the IRS and in our unique self-
asmso.uent system.

The CHAIRMAN. Now, our next witness will be Mr. Charles W.
Stewart, president of the Machine & Allied Products Institute.

STATE ENT OF CHARLES W. STEWART, PRESIDENT, MACHIERY
& ALLIED PRODUCTS INSTITUTE

Mr. SeWART. Good morning, sir.
The ChAIRMAN. Mr. Stewart, there is no invidious inference at all

to it, but I think that now would be a good time for us to put our egg
timer into operation because we are trying to-we have asked each
witness to limit himself to 10 minutes and that being the case I thought
we would just mention this to the witness and when his time is up he
will hear the bell ring. And your entire statement will be printed in
the record and also we will see that your summary is available, and
we will now be pleased to hear you, sir.

Mr. STEWArr. Thank you, sir.
I am accompanied by William J. Heale,, MAPI staff counsel.
May I say that you won't time me for this comment: I congratulate

the committee on suggeting that statements not be read. This is a
policy that might well be followed throughout the Cong . In behalf
of the organization that I represent, the Machinery & Allied Products
Institute, I would like to deal first with one point that does not violate
your preclusion as to the investment credit discussion but does bear
on it. You will recall, Senator, that gn the Senate floor on July 31,
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there was an extensive discussion regarding certain technical rules per-
taining to phaseout of the investment credit assuming the investment
credit is repealed. A number of Senators including Senator Talmadge
suggested that these problems had to be considered carefully in the
event the Congress finally does repeal the investment credit. If the
repeal provision is removed from the bill before this committee at this
time and is attached to the Interest Equalization Tax Act extension
or if it remains in this bill, I trust that consideration will be given to
the extensive testimony on the transitional rules previously submitted
to the Senate Finance Committee.

In addition to the full text of our statement to which you have re-
ferred, I would like to suggest that certain items be included in the
record. They were mentioned in our printed statement. but not attached
to it. First, we request that a memorandum which MAPI published in
April of 1969 on taxation of advance payments be appended to our
statement.' Secondly, as indicated in our statement, we request that the
table submitted by Secretary Dillon appearing on page 82, part 1 of the
1962 Revenue Act hearings before this committee be included in the
record. We also refer to a clip ping from the Wall Street Journal of
September 3 discussing this bill from the point of view of a prominent
tax attorney. And, finally, in our statement we refer to extensive studies
in which we are now engaged on the subject of depreciation. An ad-
vance draft of "Underdepreciation From Inflation-A Ghost Returns"
by George Terborgh, MAPI research director, is now available. May
I ask that it be considered for inclusion in the record, if you please,
sirI

The CHAIRMAN. They will be made a p art of the committee record,
and we will print the parts of it that we believe should be in the record
and some of it will perhaps be kept in the committee files available to
all Senators.

Mr. STE.WAwT. Thank you. I think that Mr. Willkie put his finger
on a central point which I trust will be given major consideration in
the evaluation of the contents of the House bill now before this com-
mittee. He made certain statements and I would prefer to put them
in the form of questions. It seems to me that the central problem about
this bill is that it homes in on alleged preferences or so-called loop-
holes, but it does not to our satisfaction reflect consideration of certain
public policy objectives or certain public policy impacts that would
result from closing or modifying the so-called loopholes. Mr. Willkie
warned about effect on real estate, on risk taking, on the stock market,
and so on. An evaluation, in other words, of tie public policy objec-
tives which underlie these various provisions in the code and what
damage would be done to the achievement of those objectives, as dis-
thiguished from the individual loophole-closing proposition, whether
you are talking capital gains or charitable contributions or any of
these issues seems to me tobe a critical requirement in order to appraise
the value of this bill.

I think the first witness this morning was thoroughly naive when
he related his experience with regard to Xerox, for example. When
he invested as he said he did in -erox, Xerox of today was just a
dream. It might have fallen on its face. It never would have been

I The 'mwrandum referred to is mad a part of the oMelal files of the committee; the
table. the artie, and the &&&rance draft referred to follow Mr. Stewart's prepared statement.
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developed effectively, it never would have provided the thousands of
jobs that it did, it never would have rewarded the risk-taking inves-
tors that it did, if it had not succeeded. And the only reason it was
able to get off the ground was because this gentleman, who now
doesn't like risk taking, took the gamble. That is the answer to his
two questions at the end of his statement, and he knows the answer
better than you and I do.

I would like to concentrate, if you don't mind, on that portion of
our statement which relates to the discussion of the effect of th-s bill
on investment and in particular the need for replacing the investment
credit with an equivalent support for capital investment, assuming the
credit is to be repealed.

The repeal of the investment credit we will not discuss as an issue,
in accordance with the chairman's instructions, but the effect of that
removal is relevant. The timing is extremely bad from the standpoint
of the danger and the gap that it creates. The country is fortunate at
the present time to be enjoying an accelerated rate of technological
progress. Investment opportunities are not only plentiful but they
are thoroughly challenging. At the same time that technological ad-
vance is surging and that there are these many challenging investment
opportunities, we are pulling the rug out from under the tax support of
capital investment.

To make your evaluation of what to put in place of the credit,
should it be repealed, you should be aware of the number of limita-
tions on the sources of funds for investment. Corporations relay pri-
marily on internal funds--capital consumption allowance and retained
earningW -to support such capital investment. Retained earnings have
been declining since 1966. Capital consumption allowances for tax pur-
poses are likely to rise at a diminishing rate hereafter, especially if
the reserve-ratio tax which has been referred to by the previous wit-
noes remains in effect. Moreover, as pointed out in the document which
we have furnished as a supplement to the record, such allowances be-
ing based on historical cost, become increasingly inadequate because
of inflation. Corporate tax depreciation will be deficient next year be-
cause of inflation by $7 to $8 billion. If forecasts are realized, corpo-
rate internal funds next year will cover only 80 percent of plant and
equipment expenditures, the lowest ratio for more than 20 years.

Thus a great void has been created or will be created if the Con-
gress and the administration stay on the track of repealing the invest-
ment tax credit. And we submit that a proper substitute for the in-
vestment credit and an equivalent substitute must be designed. We set
out in our statement a number of alternatives, or items which could be
considered in combination, and I will not take the time of the commit-
tee to repeat them. I should call attention to the fact that according to
our preliminary studies the United States will have to go to 5-year
amortization for all productive equipment across the board to achieve
an equivalent of the present combination of the investment tax credit
and the guideline system of depreciation.

Our statement goes much further in addressing this bill than merely
covering the anti-investment aspects of it. We deal with particular
technical provisions of the bill. We oppose the deferred compensation
section. We oppose the restricted tax plan section. We think the moving
Upo section is a move in the right direction, but it does not go
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far enough. The taxation of foreign earnings section represents a
minimal look at a very complicated problem. The section of the bill
on real estate depreciation reflects an obstinate determination on the
part of the Treasury Department to discriminate against industrial
realty. Why? If you have a s eculative problem in real estate, deal
with it. The capital gains and losses section we oppose. We agree with
the modifications that Assistant Secretary Cohn suggested, but carry
our opposition further.

And may I call the attention of the committee to the fact that tax
reform ought to cut both ways. This is essentially a negative bill. We
ought to have some liberalization in it beyond the personal income
tax rate changes. One of the major problems that confront equipment
industries in this country today is the question of advance payments
taxation. The Treasury, subject to a current reevaluation study, is now
trying to tax advance and progress payments when received even
though a long-cycle piece or equipment that may not be delivered
until 5 years later is involved. This makes no sense in tax policy, ac-
counting thinking or practical economics.

Another item. that ought to be looked into in the sense that tax
reform should cut both ways is the accumulated earnings tax which
needs a thorough overhaul. And finally, obviously charitable contri-
butions as dealt with in the bill badly need another look, as I am sure
you have been hearing from educators and other heads of eleeiosy-
nary institutions who are terribly concerned that the "contribution
well" may dry up as a result of some of these provisions.

In general, as the title to our statement indicates, the institute be-
lieves that the tax reform bill needs reform.

The CHAIRMAN. Well, thank you, sir. I will make you a fair propo-
sition. I am willing right now to vote against nearly everything in this
bill that does not raise the Government any money. And there is
plenty of this that will lose money rather than make money. And
insofar as those provisions exist, I personally plan to vote against
them.

Senator Anderson.
Senator Williams.
Senator WILLIAMS. No questions.
Senator HARRIS. No questions.
The C1AIRXA N. Thank you so much.
Mr. STEWART. The institute appreciates the opportunity to be here.
The CHAIRMAN. Congratulations, Mr. Stewart. You hit the egg timer

ri lht on the bell.
(The prepared statement with attachments, of Mr. Charles W.

Stewart, follows:)

STATEMENT OF THS MACHINERY AND ALLIED PRODUCTS INSTITUTE, PRESENTED BY
CHAaLE W. STEWART, PRESIDENT

THE TAX REFORM BILL NEEDS RZFORM

We appreciate this opportunity to present our views to the Committee on
Finance of the United States Senate on H.R. 13270, the proposed Tax Reform
Act of 1969. The Machinery and Allied Products Institute and Its affiliate organ-
ization, the Council for Technological Advancement, repreSent the capital goods
and allied equipment industries of the United States. These Industries naturally
have a deep interest in the provisions of any comprehensive tax revision bill such
as that now pending before the Committee. That interest relates not only to the
direct Impact of certain proposed changes on Individuals and corporations but
also includes a deep concern and sense of responsibility to address the public
policy implications of provisions of the current bill. With our commitment to
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research in the economics of capital goods, technological advancement, and
investment, we hope that some of the study work carried on by the Institute will
be helpful to this Committee and to others concerned with tax legislation both
in the Executive Branch and the Congress.

OENLL OZGSAA/TIONe

It Is with considerable reluctance that we state our general and strong objec-
tions to the overall character of the tax reform bill before the Senate Finance
Committee because we fully appreciate the complexity of the legislative process,
particularly when It is applied to federal tax changes. Moreover, we are sensitive
to the tremendous work load carried in the Executive Branch, In the House
Committee on Ways and Means, and by the very able staff of the Joint Committee
on Internal Revenue Taxation, in connection with development of the content of
the proposed Tax Reform Act of 1069. At the same time we do feel an obligation
to underline our substantial reservations about the philosophy, the approach,
and the content of this bill, so that thd Senate Finance Committee, giving con-
slderation to the views of others and the results of Its own study, may be assisted
in taking whatever action It feels is appropriate to modify HR. 13270.

First, we have concern as to how this bill was developed. It Is true that exten-
sive bearings on tax reform wpre conducted by the Ways and Means Committee
but the witnesses at no time had an opportunity to address themselves to all of
the proposals contained in the bill as passed by the House and at no time had
before them detailed bill language for consideration. The bill which was reported
favorably by the Ways and Means Committee is long and complex. Debate on
the floor was very limited by rule, amendments on the floor were precluded, and
we believe it is fair to say that many members of the Congress had no opportunity
to study and reflect on the detail and the Implications of the contents of the bill.
Thems hearings, therefore, take on critical Importance because for the first time
the views of Interested parties can be addressed to the specifics of the Tax Reform
Act of 1960 and the philosophy underlying It.

Giving due deference to the tremendous work load carried by those responsible
for the development of the provisions of this bill and recogniing the political
judgment that was apparently made that passing a tax reform bill promptly Is
a must, we submit that this is not the way to legislate in the tax area. Tax
legislation Is difficult enough when considered by the Congress under the best
possible circumstances; it becomes almost Impossible to produce a sound result
when it Is rushed through Congress and neither the technical aspects of the
proposals nor the full Implications from a broad public policy view can be given
appropriate study.
Oharacteristce of the BUi and Its Approach

The thrust of the proposed legislation seems to be that without any particular
pattern or overall criteria the Congress is attempting to identify a significant
number of so-called "tax preferences" or "tax loopholes" and attack them. In
many cases with respect to individual provisions of the bill there does not appear
to have been an adequate examination of the probable policy Implications of the
tax action being taken. There seems to be too much of an atmosphere of a Judg-
ment that "we have to pass a bill which we can call a tax reform bill."

We have additional objections to the overall approach embodied in this bill.
They can be summarized briefly as follows:

1. Tax reform cuts both ways. It should result in some tightening where justi-
fied and clearly liberalization should be considered where appropriate. This bill
Is essentially negative with the primary exception of the proposed reductions in
personal rates.

2. The bill is terribly complicated. It does not take one constructive step toward
simplicity; Indeed, it adds complexity to an already terribly complex Internal
Revenue Code. It Is not only complex from the standpoint of Its detailed pro-
visions but the regulations and the interpretations which must follow will pile
complexity and difficulty on top of the chaos which we already have under the
present tax laws. In this connection, perhaps the Committee would like to have
the record include an article In The Wall street Jovrnal of Wednesday, Septem-
ber 8, 190, by a prominent tax attorney, Rene A. Wormser, entitled "Tax
Reform: Adding Hodgepodge to Hodgepodge." Reference should also be made to
the "Separate Views" of Congressman .Tames B. Utt In House Report No. 91-413
(Part 1), pae 216, on H.I. 13270. The Oongresaman's opening statement deserves
most careful consideration:
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"I have reservations about this legislation, not because I am opposed to tax
reform, but because I realize it Is so essential. The ostensible purpose of this
bill is to comprehensively reform our Federal income tax law, and it is being
heralded as the broadest and most comprehensive tax reforms that have been
enacted since 1954. The actual rwm~lt may bc to introdue tsvaLer complexity
and Inequity into our tax laws."

3. It reflects the typical supertechnical, overprecise approach which has
characterized tax thinking in the federal government for so many years. Simple
solutions seem to be rejected out of hand, lint picking, fussy qualifications or
exceptions are once again spread throughout the bill.

4. There seems to be a growing tendency to reject what for many years was a
long-standing principle in tax legislation; namely, that changes adverse to the
taxpayer would not be made retroactively. There are a number of retroactive
effective dates In the present bill.

5. The bill clearly is unbalanced in terms of its treatment of corporations
versus Individuals. Not only is relief provided primarily for individuals but the
negative provisions of the bill are balanced heavily against corporations. We deal
with this in more detail below.

6. A most serious aspect of the bill is that It punishes investment versus con-
sumption. This point is developed later in this statement.

7. Finally, certain sections of the bill seem to ignore Inflation and the prospects
for its continuance.

Disriminatno Against Oorporat ios
H.R. 13270, the bill currently before the Committee, would extend the surcharge

at a percent rate for the first half of 1970. In addition, the 7-percent investment
tax credit would be repealed with respect to property acquired, constructed, or
placed under a "binding contract," after April 18, 1969.

Further, in the case of depreciation on industrial buildings, the corporate
taxpayer would be required, with respect to buildings acquired after July 24,
1969, to use either the straight-line or the 150-percent declining-balance methods
of depreciation Instead of the double declining-balance method or the sum of
the years-digits methods which are available under present law. In addition,
the depreciation "recapture" on the sale of industrial buildings would be stepped
up considerably.

Finally, the capital gains tax rate for corporations would be increased from
a 25-percent rate to a 30-percent rate, an increase of 20 percent.

It seems to us that this treatment illustrates a very serious weakness in the
bill. Unter the statistical information which was made available by the House
Ways and Means Committee during House consideration of the bill, there would
be a total tax relief provided under the bill of $1.7 billion In the calendar year
1970, $6.8 billicit in calendar year 1971, and $0.3 billion in 1972 and future years.
This is to be counterbalanced by a revenue increase from other provisions of the
bill which would amount to $4.1 billion In 1970, and would gradually Increase to
$6.0 billion by 1979. A major item in this revenue increase would, of course,
be the repeal of the Investment credit which would Increase federal tax revenues
$3.3 billion by 1979. Beyond the repeal of the investment credit, it seems clear
that corporations would be required to make up most of the remaining $3.6
billion In Increased federal revenues.

This raises a very serious question of equity in our minds. We recall that,
in connection with the Revenue Act of 1964 In which substantial rate reductions
were accomplished, corporations were afforded approximately one-third of the
total of $14 billion in reduced federal revenues (the 4-point corporate rate reduc-
tion, plus the effect of the investment tax credit and the depreciation guidelines).
Now this earlier division of benefits is being offset by proposed repeal of the
Investment credit and the new bill as a package has a very negative impact on
corporations. Beyond the question of equity, however, there Is the very funda-
mental problem of the Impact of the House bill on corporate Investment generally.
It seems clear to us that the effect of this legislation will very clearly be to
discourage Investment.
Disparate Impact cn Inrcuntmont Versus Conaumption

It follows from the discussion above regarding the impact on corporations
that the bill bears much more hea-ily on investment that on consumption. This,
of course, would have a very negative effect on economic growth In the United
8tatet. The corollary to that proposition is that economic growth not only sup-
ports prosperity but is the principal contributor to the creation of jobs. It Is a

8&-85 0----pt. 2-----6
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major prop to tax revenue. It Is essential to our national security. Yet this bill,
seemingly on a deliberate basis, punishes Investment. Repeal of the investment
credit has already been discussed before congressional hearings at length. Its
negative Investment implications, at least over the longr run, are elpAr snd lNrgely
conceded. Continuation of the surcharge and the other provisions affecting cor-
porations as briefly referred to above and discussed in more detail later in this
statement all add up to a very unfavorable effect on investment. Certain of the
provisions affecting individuals have net tive Investment implications also.

BepecdaUM bad 81misg.-The timing of this action seems to be especially poor.
The country is fortunate to be enjoying an accelerated rate of technological
progress. Investment opportunities are not only plentiful and challenging but
in terms of some of the competitive pressures confronting this country domesti-
cally and internationally and the cost-push pressures, notably a skyrocketing
increase in cost of labor per unit of output, the necessity for investment at a high
level seems obvious. The investment needs of the economy am-e also traceable in
significant measure to the accelerated rate of growth in the labor force, a labor
force which must be equipped with tools to produce, and an accelerated rate
of growth in household formation which In turn will Increase the demand for
goods and require increased production to meet that demand.

LimltatLons on souroee of funds for invcstmnt.-If we proceed from the
premise that the Investment needs of the economy are very large and will grow
and can be expected to grow further, and perhaps at an even more accelerated
rate in the 1970s, it is logical to inquire into the extent to which there are limi-
tations on the sources of funds to support this needed investment.

In brief, with respect to the supply of funds for investment, the following
points are critical:

1. Corporations rely primarily on Internal funds--capital consumption
allowances and retained earnings.

2. Retained earnings have been declining since 1966.
& Capital consumption allowances for tax purposes are likely to rise at

a diminishing rate hereafter, especially if the reserve-ratio test of tax depre-
ciation lives Is continued in effect.

4. Moreover, such allowances, being based on historical coat, become
increasingly Inadequate because of inflation. Corporate tax depreciation will
be deficient next year by something like $8 billion for this reason.

5. If forecasts are realized, corporate internal funds next year will cover
only 80 percent of plant and equipment expenditures, the lowest ratio for
more than 20 years.

Rtio of $.zcd ivctmoei to internal funds.-Let us discuss the question of
internal sources of funds for corporate investment In a bit more detail. General
indications from preliminary studies now being conducted by MAPI are that
Internal sources of nonfinancial corporate financing are falling well short of
fixed Investment. Historically, investment lends to be approximately determined
by the availability of internal funds as indicated by the fact that fixed Invest-
ment has averaged out at roughly 100 percent of internal funds (corporate
depreciation plus retained earnings) over most of the post-war period.

During 1906-68 the ratio of fixed investment to Internal funds has substan-
tially exceeded 100. This clearly reflects the urgent need felt by busnes to offset
rising production costs (wages, interest, and materials prices) through the use
of modern, cost-cutting machinery. It may also reflect some recognition of the
expected growth in demands to be put on our productive capacity as the U.S.
Government increases its efforts to meet expanding social needs.

Yet, however high the urgency ratings assigned to proqpective Investments,
business cannot go on Indefinitely increasing their reliance on external sources
of financing at present rates. Ultimately, they will be forced to cut back to levels
more consonant with internal sources of financing in spite of future needs to
further reduce costs and increase productive capacity.

At the same time there are Indications that the future growth in internal
funds may be adversely affected by a reduced rate of growth in capital consump-
tion allowances which represent the major component of the total. This growth
will be reduced further from the increasing impact of the reserve-ratio test as
It serves to extend tax lives of depreciable plant and equipr':'nt over the next

-Morl ream
I ppmental fueUscy in the NflJ.-Yet, in spite of these indications of growing
nves nt requirements in excess of the growth in the means for financing
thee investoenta, this bill is essentially ani-lnvestment in thrust.
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The Void Created by Investment Credit Repeal
In his hearing Instructions, the Chairman of the Finance Committee has made

it clear that the Committee does not wish to have the question of proposed repeal
of tho investment tax cvtvdit reargued. This is understandable in view of the
fact that extensive hearings were recently conducted by this Committee on that
subject, but we do wish to call attention to the Institute's testimony on July 11,
1969, during those hearings which is published beginning at page 296 of the
printed hearings. It does seem not only appropriate, however, but necessary,
and perhaps even an obligation, to underline the fact that although this is not
the forum for rearguing the pros and cons on Investment credit repeal-as
strongly as we feel that repeal will prove to be a national blunder-repeal will
create a void in our programs to support capital investment and that void Is of
massive proportions.

Persuasive government testimony.-One of the most persuasive and thoroughly
documented presentations bearing on this point was submitted by then Secretary
of the Treasury Douglas Dillon In connection with hearings before this Oom-
mittee in 1962 on the Re enue Act of 1962. In Part 1 of those hearings covering
April 2, Secretary Dillon compared the United States with other leading Indus-
trial countries with particular reference to capital expenditures and the need for
a continuing permanent support for such expenditures through our tax system.
It should be noted that among other observations Secretary Dillon pointed to
the fact that capital expenditures constitute a smaller percentage of the Gross
National Product in the United States than In any major industrial nation In
the world. On page 82 of those hearings he submitted a very interesting table
which we ask be Included In the record of these hearings. The data presented in
the table demonstrated clearly that even a drastic downward revision of depreci-
able lives would still not bring capital allowances in the United States to a
level comparable with that permitted by our foreign competitors. It was his
conclusion that only the combination of the depreciation guideline system and a
special incentive with the same impact as the Investment tax credit would place
United States business firms on substantially equal footing with their foreign
competitors In this respect.

A proper substitute for the investment crcdt.-What should be considered as a
proper substitute for the investment tax credit if It is to be repealed on a per-
manent bass? In addition to the study referred to above which Involves an
examination of sources of funds for capital Investment, the Institute has been
reviewing again the impact of the reserve-ratio test under the depreciation
guideline system and approaches which might be taken by the federal government
to fill the gap which will be created should investment credit repeal take effect.
Very high on our list Is the necessary revocation of the reserve-ratio test which Is
a qualification to a taxpayer's entitlement to use the guideline lives provided
under the depreciation guidelines. We have documented our erlticismnq of the
reserve-ratio at length. They are set forth in the MAPI pamphlet entitled "The
Reserve-Ratio Test-A Palpable Delusion" and this publication is available for
study by the Committee and its staff. We do not feel, however, that scrapping
the reserve-ratio test should be considered as one of the principal alternatives
to the Investment tax credit. This revocation should take place as a minimal
move regardless of what choice Is made among the various alternatives to be
considered in lieu of the investment credit.

Some of these other substitues which deserve very careful consideration and
might be undertaken as alternatives, or possibly to some extent in combination,
include the following:

I. The 20-percent additional first-year writeoff provided under Section
179 of the Code for up to $10,000 in new depreciable property could be
amended to remove the $10,000 ceiling or at the very minimum to Increase
It to some more realistic level.

2. Triple-declining-balance depreciation.
3. Five-year special amortization applied across-the-board to productive

equipment as distinguished from the limited application of this device
under the proposed bill to pollution control facilities and to certain railroad
rolling stock.

4. Consideration of further and substantial liberalization of the deprecia-
tion system with perhaps some streamlining in structure such as that em-
bodied in the Canadian system.

How to achieve an equivalent impact.-The Committee will be interested In
knowing that our preliminary examination of alternatives to the investment
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tax credit Indicate that in order to achieve the same level of capital investment
support that is attained from the combination of the depreciation guidelines and
the investment tax credit presently in effect, the country would probably have to
go to five-year amortization. For certain assets grouped by useful lives, five-year
amortization might be a bit more potent than the present combination in effect.
but generally speaking the result would be in the same ball park. There should
be no misunderstanding on the part of the Congress that when It repeals the
Investment tax credit It is creating an almost frightening gap in the federal
program to support capital investment In the United States and that at least
for the long run this gap will have to be filled. By no means is It too early to be
thinking and studying as to how the substitute device or system should be shaped.
As a matter of fact, if the anti-inflation program of government is constructive
to any significant degree, even from the government point of view, we will need
this substitute system In a matter of months. Without it we might very well turn
an economic adjustment or a moderate recession into something considerably
more serious.

The nced is imrncdate.-In brief, we suggest strongly that if the Congress
continues on its present track toward repeal of the investment tax credit, work-
Lig with the Executice Branch Congress should begin immediately to develop a
satisfactory substitute. The studies which we are now conducting on sources of
funds for investment, on the comparative impacts of various approaches to
capital investment support, some of which we have referred to, and on the impact
of the reserve-ratio test, we trust will be helpful as government deals with the
serious implications of its act, assuming it pursues repeal of the investment tax
credit and especially If it compounds that misadventure by enacting other anti.
Iinv'etment provisions contained in H.R. 13270.

We now address ourselves to specific sections of the bill and to certain addi-
tional tax arLs which deserve consideration in the context of current tax
reform.

In order to conform to requirements of the Committee regarding delivery of
copies of statements In advance of oral testimony, it was necessary to finalize
this written presentation before Secretary of the Treasury David M. Kennedy
testified on Thursday, September 4. For this reason any comments that we may
have on the Treasury testimony will be offered in our oral presentation.

D3"=D OOMPENSATrOPI
(8KOTON 881)

We oppose the deferred compensation provisions in the bill and ask that they
be deleted In their entirety; If not deleted, they should be substantially modified.

Under the provisions of the bill, deferred compensation In amounts in excess of
$10,000 paid out under unfunded deferred compensation plans would be subject
to a "minimum tax" on payment at the rate which would result from adding
that amount to the employee's taxable Income in the taxable year in which that
amount was demed to have been earned. This requirement would not apply to
any deferred compensation payment which Is made under a written plan which
meets the current Code requirementa of being nondiscriminatory or which would
meet such requirements but for the fa.t that the plan is unfunded, or under
a plan In existence on August 4, 1969, which is amended to meet these require-
ments before January 1, 1072. Deferred compensation payments not in excess of
$10,000 would continue to be created as under prroent law. It Ls to be noted
that the $10,000 exception would apply to the rate of payout and not to the
rate of acecral

The "minimum tax" would be the lower of two alternative amounts:
1. The aggregate Increase in tax resulting from adding to the employee's

taxable income for each taxable year in which sch excess over $10,000
is deemed to have been earned, the portion of such excess deemed to have
been earned In each such year; or

2. The average increase in tax computed by adding to the employee's
taxable income for the three taxable years for which his taxable Income
is highest during the last ten years of the earning period, the portion of the
excess over $10,000 deemed to have been earned in those tree years.

The minimum tax would not apply to the ratable portion of any deferred com-
pensation payment attributable to a taxable year beginning before January 1,
1970. It also would not apply to the ratable portion of any deferred compensation
payment attributable to a taxable year beginning before January 1, 1974, if
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paid or made available pursuant to an obligation which was binding on July 11,
1909, and at all times thereafter, without regard to the effect of any possibility of
forfeiture by the employee. Thus, if an employee receives in 1976 a $2Z,000
l,ayment under a contract now In effect, only that portion of the $15,000 attribut-
able to service perfored after December 31, 1973, would be subject to the
minimum tax.

These provisions would be effective with respect to taxable years ending after
June 30, 1969.

Our opposition to this proposed change in the tax treatment of deferred
compensation is uneqtilvocal. If a participant in a deferred compensation plan
is willing to defer recipt of a portion of his compensation until he retires, dies,
or leaves the company, and If the company is willing to forego a tax deduction
for the part of the compensation deferred until such compensation is actually
paid to the individual, we can see no reason wily the Individual should not be
taxed at the regular tax rates which are applicable when he receives such
compensation. What government appears to be trying to do in this case is
to get around the requirements of the "constructive receipt" doctrine under
which an individual on the cash basis is not taxable on income not actually
reduced to his possession unless that income is credited to his account or set
apart for him so that he may draw upon it at any time. Even though the tax
is not owed until such time as the deferred compensation Is actually paid to
the Individual, the tax rate to be used would be that applicable to the earlier
years in which the deferred compensation was deemed to have been earned. This
treatment Is contrary to sound accounting principles. Its difficulties are par-
ticularly apparent when the Individual earning the deferred compensation has
died, and the compensation Is to be paid to his estate.

A part of this problem may result from the fact that there seems to be a
belief that deferred compensation is substantially limited to large companies and
to highly paid executives within such companies. This theory is not In accord
with the facts. Many of the companies using deferred compensation plans are
In the medium-sized and smaller range. Moreover, 8uch compensation is fre-
quently made available to a much wider group than the company's top manage-
ment team. Deferred compensation can often be a critically Important incentive
to an employee who realizes that his ultimate receipt of the deferred compensation
depends on his company's success in the period before the payment comes due.

Beyond the principles Involved, the provision would clearly be difficult to
administer from the company's point of view. The difficulties would be even
more formidable for the individual. An individual affected by these provisions
would have to engage In very elaborate record-keeping so that he would be
able in appropriate instances to reconstruct his income situation with respect
to prior years.

In any event, adoption of the proposal would clearly be disruptive in the
extreme, requiring major changes in many deferred compensation arrangements.
Another major problem Is the continuing Inflation we are likely to experience
which is completely Ignored In this proposal. The inflation factor would work
particular hardship because the payments when technically received would In
most cases be taxed at rates considerably in excess of those which would apply
at the time of actual income receipt.

Assuming (which we do not concede) that some form of tightened taxation
should be imposed on deferred compensation, the method followed in the House
bill does not seem to be the best way to accomplish this goal. P'or example,
the $10,000 exemption appears hardly adequate. It would be much raore desirable
to set this figure at perhaps $25,000.

The method to be used to calculate the so-called "minimum tax" seems unduly
complicated. We think it desirable to abandon completely the concept of com-
puting the tax on the basis of the rates which would have applied In earlier years.
It would seem much more sensible to handle this by a modest surtax.

Another special problem would occur when the incentive compensation in
question takes the form of a "phantom stock" plan. Under such a plan, the com-
pensation to be credited to an individual's account would be so many unit equiv-
alents of company stock. These equivalents would appreciate or depreciate in
value as the markt value fluctuates. The problem is that the proposal would
not only tax appreciation in phantom stock as ordinary income but it would
also bunch such appreciation so that It would be taxed at the highest rate
brackets in that Individual's lifetime. Another problem that would be particularly
acute with respect to the phantom stock plan would be the "throwback" standard
under which the years would be Identified to which payments would be attributed
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or "thrown back." The Internal Revenue Service would have the power under
these standards to determine that the deferred compensation was earned
during only a portion of the Individual's employment period rather than during
his complete employment period. It would be helpful to make sure that any such
"throwback" I to be limited only to the amount which would have been paid
in cash at the time the deferred compensation was earned, thus ensuring that any
apperelation in value would not be included.

Still another major problem with the text of the bill Is that the term "deferred
compensation" Is not defined. This becomes important because it is not clear
whether bonuses payable under incentive compensation plans are to be con-
sidered deferred compensation simply because they were not actually paid
within the year earned. It would appear that such payments should be considered
current compensation. This problem can probably be substantially cured by
deeming all payments for services mude within 2% months following the close
of the employee's taxable year in which the services were rendered, as not
constituting "deferred compensation." In addition, It would be desirable to
treat payments made to a retired individual or to in Individual's estate as being
current compensation if they would be so treated If paid to a person still In the
active employment of that company.

The above comments on technical defects in the deferred compensation pro-
posal should not be interpreted as departing in any way from the Institute's com-
plete opposition to the propmed changes In the tax treatment of deferred
compensation plans. We strongly recommend that Section 331 of the bill be
stricken.

USMWYZD PROP3R (RESThIT3D STOCK P".Ns)

(SECTION 2 1)

The Institute opposes the bill's changes in the tax treatment of restricted
stock plans.

Under present law, no tax is imposed upon the transfer of stock to an employee
pursuant to a restricted stock plan until such time as the restrictions lapse. At
that time, the employee Is taxed at ordinary income rates on the market value of
the stock at the time of transfer or the value at the time the resrictions lapse,
whichever is the lesser amount. Any increase In the value of the stock between
the time of transfer to the employee and the time the restrictions lapse is
treated as a capital gin.

'IT bill includes a provision relating to restricted property generally, which
would change the current tax treatment of restricted stock plans. Under Its
provisdons, the person who reclves a beneficial interest in property by reason
of the performance of services would be taxed on the fair market value of the
property at the time of receipt, either if his interest In the property Is trans-
ferable or If it Is not subject to a substantial risk of forfeiture. The operative
phrase "substantial risk of forfeiture" to defined by the Committee report only
to the extent of asserting that "[a] substantial risk of forfeiture will be con-
sideted to exist where the person's rights to the full enjoyment of the property
are conditioned upon his future performance of substantial services." The alterna-
tive of referring the question of whether there is a substantial risk of forfeiture
to the facts and circumstances of the case is hardly more definitive.

Generally, these rules would apply to property transferred after June 30,
1960, except for property transferred:

(1) pursuant to a binding written contract entered into before April 22,
1900,

(2) upon the exercise of an option graiated before April 22, 1969, or
(8) before February 1, 1970, pursuant fo a written plan adopted and

approved before July 1, 1900.
We object to this provision for some of the same reasons governing our opposi-

tion to the provision on deferred compensition. In general, this proposal tries
to do equity by ending supposed tax discrimination in favor of large companies
and highly salaried individuals. Here again, we believe that the premises on
which this theory Is based are In error. The Atct is that restricted stock plans,
like deferred eomwpensaUon generally, are of great significance to medium-alsed
and smaller companies which wish to attrucL aud retain cxcrtives without pay-
ing them full compensation for services rendered In the ta. able year in which
such sewvces were rendered.

We think that the proposal would crtainly be disruptive; it hardly seems
likely that there would be much future ptlllsation of restricted stock plans
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if this proposal is enacted Into law. It Is also quite clear that there would be no
revenue gained by the Treasury from enactment of this proposal. Indeed, it is
likely that in most cases there would be a significant revenue losr, which would
result from the fact that the appreciation of the stock, although taxed at ordi-
nary-income rather than capital-gain rates to the individual, would then become
fully deductible as additional compensation paid by the employer. No such em-
ployer deduction is available, it should be noted, when the appreciation is
treated as a capital gain rather than as ordinary income with respect to the
individual elulloyee.

From a technical standpoint, one of the major problems with the House pro-
vision is the fact that continued capital gains tax treatment would be available
with respect to the restricted property only when there Is a "substantial risk of
forfeiture." As noted, although there is some description of that tern in the
House NN'ays and Means Committee report, no precisetatement of meaning and
scope is offered. Clearly, without substantial modification of the bill on the
Senate side, Treasury regulations would have to deal in detail with this term.
Until that time, of course, there would be substantial uncertainty as to what
the terni really means, and resulting uncertainty as to whether or not Specific
restricted stock plans would be subject to the mew provisions.

There are additional arguments against this proposal. In a very basic sense,
the appreciation In value of the restricted stock which would be subject to ordi-
nary income taxation Is really capital appreciation. Furthermore, there is the
very practical problem of the individual's ability to pay the tax when, in many
cases, the restricted property In question can not be sold or disposed of in order
to get the money to pay the tax. Finally, we believe that the straitjacketing
effect which results from Treasury's continual nibbling at restricted stock options
and stock options as well, on the assumption that compensation is compensation
regardless of the form in which It is distributed, Is totally unsound. It misses
the point. While it would be naive to argue that such plans are not designed with
the tax laws In mind, it is Important to recognize that compensation dollars
are not homogenous in either the eyes of those being rewarded or those pro-
viding the remuneration. The stock form of compensation has a much more
important impact than ordinary compensation. Stock In whatever manner re-
ceived represents an ownership affiliation which is absolutely keyed to providing
proprietorship motivation to employees.

TOOK OPTIONS

At the same time that the Congress examines the tax status of restricted stock
plans, some consideration should be given to stock options. We feel there is a
need for liberalization. In our judgment, the adjustments made In 1964 have
swung the pendulum too far in the direction of those who see "tax fairness" as
requiring ordinary income tax on every compensation dollar. At this time we sug-
gest two relatively modest amendments. First, the maximum period during which
the stock option can be outstanding should be stretched out beyond the current
five-year maximum. We think in light of the long-term commitment impact of an
option plan coupled with the "vagaries" of the market that the old 10-year rule
makes more sense. It would reduce pressure on the employee to exercise his
option before It is convenient to do so. Second, the current three-year holding
period for optioned stock is too arbitrary and artificial a restriction because it
Is totally unrelated to the dynamics of the marketplace. Because a stock option
plan is encouraged through the tax laws on the grounds it is an incentive to good
management doesn't remove the nagging reality that stock prices are not wholly
related to managerial performance. We recommend a holding period of not more
than 18 months and preferably one year.

MOVINo EPxMNSs (sBoMON 281)

In brief, it is our view that Section 231 of the bill on moving expenses Is a step
in the right direction but much bolder relief is warranted and technical deficien-
cies In the proposal should be avoided'.

Before considering the specifics of the bill's provisions on moving expenses
and in order to lay a foundation for our recommendations, it may be useful to
sketch briefly the nature and history of this problem as it affects Industry.

To remain competitive and to adjust to continually changing circumstances,
oorporatione frequently find it necessary to relocate employees. One important Im-
pediment to maintaining the mobility of the corporate work force Is the re-
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luctance of employees to accept the financial and psychological burdens Involved
in company-directed moves. Most companies attempt to minimize at least the
financial burden by reimbursing employees for all or a major part of the moving
expenses incurred. However, the tax laws, as now written and interpreted,
present serious obstacles.

At the present time, allowances or reimbursements with respect to an employee
already on the payroll are considered nontaxable to the extent that such pay-
ments are limited to the so-called "direct costs," i.e., the costs of moving the em-
ployee, his family, and his household goods. In the case of a "new" employee, such
payments must be included in his gross income, but he is provided a tax deduc-
tion for the reasonable expenses actually incurred in these so-called "direct"
moving expense categories. The deduction is also available in the case of an
employee who receives no such allowances or reimbursements from his employer.
In addition, payments for such moving expenses are not subject to withholding
of federal income taxes or federal social security or unemployment compensa-
tion taxes to the extent that it is reasonable for the employer to believe that the
expenses to which these payments relate are within the scope of the existing de-
duction for moving expenses. Finally, under the present law, the deduction is
available only if the taxpayer's new principal place of work is located at least 20
miles farther from his former residence than was his former principal place of
work. In addition, it is required that the taxpayer be employed full-time during at
least 89 weeks of the 52 weeks immediately following his arrival at the new
principal place of work.

The federal judiciary to which Congress confided this problem at the time of
it last legislative action has restricted deductibility to the three classes of
"direct" expense, administratively sanctioned by Treasury and noted above, and
has indicated that further deductibility must depend upon congressional action.
We believe that Congress should now act to recognize that reimbursements for
expenses ordinarily and necessarily incurred in the course of an employment-
related move are not truly income.

Thie pending bill would take only limited action by expanding the allowable
categories of deductible moving expenses to include the following:

(1) expenses of pre-move house-hunting trips;
(2) temporary living expenses at the new job location, incurred within

a y 80 consecutive days after obtaining employment; and'
(3) residence sale, purchase, or lease expenses, including a real estate

agent's commission, escrow fees, appraisal fees, title costs, etc.
These additional categories of moving expenses would be subject to an overall

deduction limitation of $2,500, and the expenses related to house-hunting trips
and temporary living expenses at the new location would be limited to $1,000
of the $2500.

Unfortunately, the existing rules granting a tax exclau#1o for payments attrib-
utable to the "direct" ctegories of moving expenses would in effect be repealed
by this legislation, so that al allowances or reimbursements for moving expenses
would be considered items of gross income. Finally, the 20-mile test--one of the
two limitations relating to qualifying for the deduction-would be modified to
require that the new job location be at least 50 miles farther than the old job
location from the former residence. In the case of the other limitation-the 39-
week test--the bill would permit its waiver in some cases.

These provisions would apply with respect to taxable years beginning after
December 81, 1969.

So far as it goes, the broadening and liberalization of the moving expense
deduction which would result from enactment of this proposal should b',
commended. In general, we feel that the employee should be made whole--without
tax penalty--as to all moving expenses ordinarily and necessarily Incurred In
connection with an employment-related move. Moreover, we question the practi-
cality of some of the specific limitations on time and money included in the bill.
There may well be instances in which the 30-day limitation on temporary living
expenses at the new location is inadequate. We think that 60 days, or at least
45 days, would be a more reasonable limitation under such circumstances.
Secondly, we are concerned about the use of dollar limitations in connection with
house-hunting trips, which do not take into consideration the distance involved
between the old and the new location. For example, It is reasonable to assume
that the cost of a single house-hunting trip across the country by an employee
and his wife would consume the entire $1,000 allowance and indeed a substantial
part of the total $2,(00 allowance. Finally, it would seem only reasonable that any
limitations on the allowance for expenses relating to the purchase and sale
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of homes should be based at least to some extent on the market values of those
homes. We fear that if the rigid dollar limitations are not removed, the form of
relief which has been proposed will prove to be grossly inadequate. This, of
course, is the type of problem that is always present with a dollar limitation,
especially when one considers that any such limitation, even if adequate at the
present time, will almost surely become inadequate simply because of the contin-
uing general increases in price levels.

We are strongly opposed to the proposed change from a "20 mile" to a "50 mile"
standard. This refers to the provision in the present law under which the deduc-
tion is not available unless the taxpayer's new principal place of business is at
least 20 miles farther from his former residence than was his old place of business.
This requirement is apparently designed to deal with what the House has
regarded as abuses when a person might move from one point to another in a
suburban area within which the individual's place of business is located. To
increase the "20 mile" standard to 50 miles seems to be a niggling and unreason-
able type of change. Take the case of an employee who lives within walking
distance of his company's location; the company decides to move 45 miles from
the former residence of the employee in question; under the new rule, he would
not qualify for the moving expense allowance even though he considers it manda-
tory to move his residence. We strongly urge that if such a test is to be employed
at all, it should not be increased to 50 miles.

A final point should also be made with regard to proposed relief on moving
expenses. The proposals currently before the Committee are based upon a "deduc-
tion" approach. This sort of approach is intended to do equity as between "old"
and "new" employees and as between employees who receive moving expense
reimbursements from their employers and those who do not. On the other hand,
to require reporting of moving expense allowances and reimbursements as gross
income even when it is relatively certain that these amounts will be fully deduc-
tible, would add greatly to the detail and complexity of the individual employee's
tax return. In this connection, we suggest that the Committee should consider
the simplified approach taken with respect to the somewhat similar problem of
travel and entertainment expenses. In the latter area, if a taxpayer indicates
that he has fully accounted to his employer with respect to such expenses, he is
not required to report his expenses and reimbursements in detail. We see no
reason why such a simplified "exclusion" approach cannot be adopted with respect
to an employee's reporting of such moving expense advances and reimbursements,
so long as he accounts fully to his employer with respect to the expenses relating
to such advances and reimbursements.

Finally, we take note of the related problem of the loss on the sale of a home
resulting from an employment-connected move.

It is our hope that enactment of legislation concerning moving expenses will
provide full relief at this time; if only limited action Is taken, a further and
complete relief provision should be enacted as soon as possible.

rOREIoN TAX CREDIT AD OTHEM TAX PROBLEMS RATING TO VVRX0ON E"MNINOS

(SECTIONS 481 AND 432)

We oppose this section of the bill; what is needed is an overall rethinking
of foreign source Income taxation, including a reexamination of certain specific
matters to which we call attention.

Under present law the credit against U.S. taxes for foreign taxes may be com-
puted on the basis of either the "per country" limitation or the "overall" limi-
tation. The bill would provide that, In the case of a U.S. taxpayer who uses the"per country" limitation, any tax benefit resulting by reason of a loss from a
foreign country is to be recaptured when income is subsequently derived from
that country. This would be accomplished by reducing the taxpayer's taxable
income from that country (or his foreign source taxable income it the "overall"
limitation is being used in the subsequent year) by the amount of the loss pre-
viously sustained in that country. However, the amount subject to recapture
in this manner would be limited to one-half of the taxpayer's taxable Income in
the subsequent year from sources within the country in which the loss was pre-
viously sustained, with any remaining amounts of the loss to be recaptured in
years following.

The loss recapture rule contained in this provision would be applicable with
respect to losses sustained in taxable years beginning after December 31, 190W.

This provision would mean in essence that any tax advantage derived from
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a loss with respect to foreign operations would be recouped by the Treasury out
of additional taxes imposed on future profits derived from the country within
which such losses were incurred. In effect, such losses would be only temporarily
recognized. It would seem to us that if taxes are to be increased in subsequent
years to reflect the loss deduction, there should be further liberalization to reduce
the Impact of such increased taxes.

This provision seems particularly inequitable to us because both the House and
the House Ways and Means Committee appear to have ignored the problem of the
availability of the "deemed" foreign tax credit with respect to second- and
lower-tier subsidiaries in which an American corporation owns less than a 50-
percent stock interest In its original announcement concerning the tax reform
hearings, the House Ways and Means Committee expressed interest in whether
or not there should be a revision of the "deemed" foreign tax credit in the case
of a corporation receiving dividends from a foreign subsidiary.

Presently, the deemed credit is available to an American company with respect
to foreign taxes paid by Its first-tier foreign subsidiary when the parent company
owns at least 10 percent of the voting stock of the first-tier subsidiary. However,
a credit is available with respect to a second-tier subsidiary only when the first- C
tier subsidiary owns at least 50 percent of the voting stock of the second-tier
subsidiary.

We recommend that pertinent Code provisions be amended to make the deemed
credit fully available with respect to foreign taxes paid by any second- or lower-
tier foreign subsidiary so long as there is at least a 10-percent voting stock
ownership by an upper-tier foreign subsidiary in which the American taxpayer
holds at least a 10-percent interest. In our Judgment, the information-reporting
requirements Imposed by Code Section 6088 and under Subpart F are sufficiently
extensive in nature as to assure that adequate information will be available to
justify the claim for the foreign tax credit in the case of second- and lower-tier
foreign subsidiaries.

Subpart P.-We believe the Committee should consider whether Subpart F
of the Code is still serving any valid purpose in preventing alleged tax abuses
through the use of foreign subsidiaries. Much has taken place since enactment
of Subpart F as part of the Revenue Act of 1962 to prevent any abuses that may
have existed. Most significantly of all, transactions between an American parent
company and Its foreign subsidiaries are now governed by comprehensive Treas-
ury regulations issued under Section 482. At the very least, we urge the Committee
to consider the interrelationship between Subpart F and the Section 482 regula-
tions and the extent to which there now exists an unnecessary overlap in these
two areas.

Double taxoton of for~gn carnngs.--The new and far-reaching Section 482
regulations have accentuated those problems arising from the fact that a foreign
country in which an American taxpayer does business does not treat an Item
of income for tax purposes in the same manner In which it is treated by the
Internal Revenue Service. For example, in some cases, a foreign country will
not permit a tax deduction for a payment made by a foreign subsidiary to an
American parent company in circumstances under which a deduction would be
available under American tax law. In some measure, such problems can be re-
solved under pertinent double-tax provisions of a tax treaty between the United
States and the foreign country in question. Under treaties presently subsalting
with other major industrial countries, double-tax problems of this character
are to be adjusted through negotiation by the "competent authorities" of both
countries.

We are informed that these treaty provisions have not led to a satisfactory
resolution of double-tax problems affecting Individual companies. Although we
recognize the Inherent difficulties of such negotiations and the need for U.S.
Government representatives to gain experience, some problems appear to have
resulted from dilatoriness or tess-than-vigorous pursuit of reasonable settlement
by the U.S. "competent authority"-the Office of International Operations of
the Internal Revenue Service. In addition, there is the overriding question as
to whether the double-taxation problem should be left to negotiation by country
representatives. This issue is of such importance-Involving both equity to a
U.S. taxpayer and equity to the U..-that, in our Judgment, it deserves priority
considerations by the Congress and the Treasury Department.

,ectCon 367 ruluig.-7The present Code Section 36T, dating back to 1932, re-
quires a U.S. taxpayer to obtain an advance Treasury ruling that tax avoidance
is not a principal purpose In certain types of transactions which relate to the
organization, reorganization, or liquidatiorl of foreign subsidiaries. In the absence
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of such a ruling, the taxpayer must recognize as a gain for tax purposes the
difference between the value of the property transferred and the cost basis of
the property.

To repeat a point made earlier, much has happened in recent years-particu-
larly during the 1960s-to avert alleged tax abuses relating to income earned
abroad by foreign subsidiaries of U.S. parent companies. These include, for
example, Subpart F enacted as part of the Revenue Act of 1962, the compre-
hensive regulations under Section 482 issued last spring, and the very extensive
regulations Implementing the information-reporting requirements relating to
foreign business operations under Code Sections 6038 and 6048.

Serious practical difficulties result from the necessity for literal compliance
with Section 367. One of the major problems, of course, is the delay normally in-
cident to a Section 367 ruling. Business opportunities often cannot await the four
to five months typically required to obtain such a ruling. Another problem arises
where the U.S. company does not have sufficient advance notice of a transaction
which might fall within the scope of Section 367, and this difficulty is often
compounded by the fact that the U.S. parent company may not have effective
day-by-day control of the management of the foreign corporation.

It is true that the Service has recently issued general guidelines with respect
to criteria relating to Section 367 rulings, but it would appear that such guide-
lines do not solve the basic problem under Section 367. In our judgment, the
primary difficulty lies in the fact that the Service normally will exact some type

Of "toll" as It were, in the form of a taxpayer agreement to recognize some
gain and pay some tax, in connection with the transaction.For the reasons Indicated above, we recommend that 8"I~nn .367 be amended
to drop the advance ruling requirement and that there be substituted for it
authority for an after-the-fact Justification by the taxpayer. In addition, we urge
that Section 367 be Included as a part of a comprehensive and urgently needed
congressional study of the taxation of foreign earnings and what might be done
to Improve present policies and procedures In this area.

In conclusion beyond reemphasizing the need for an overall reexamination of
foreign source income taxation by the Congress, we call attention to a dangerous
drift In U.S. policy of which foreign source income tax policy is only a part.
This drift adds up to significant interference with private foreign investment
decision making and free capital flowE. Other elements in the picture include
the enactment and repeated extension of the Interest Equalization Tax Act,
foreign Investment controls, the termination of which Is not in sight, an apparent
desire on the part of our government to favor, by regulation or by providing
Incentives, Investment In developing versus developed countries, etc.

REAL ESATE DrPWIATION (MS'rTON 521)

The House bill would permit only straight-line depreciation or declining-
balance depreciation limited to 150 percent to be taken with respect to de-
preciable real property. However, there would be a specific exception for new
residential housing which would continue to be eligible for the accelerated
methods of depreciation--double declining-balance and sum of the years-digits.
In all cases, however, any again on the sale after July 24, 1969 of new real property
would be taxed as ordinary income to the extent of depreciation in excess of
stralghtline depreciation taken after July 24, 1969. Under present law, any
such recapture 18 limited to property held for 20 months or less; beyond that
period of time, recapture Is reduced by I percent per month for each full month
the property is held over 20 months, and when the property Is held for 10 years
or more the amount recaptured is zero.

Our remarks are limited to the Impact of this provision on fsdustrial realty.
We oppose this provision because It falis to recognize the special problems

relating to industrial real property-that Is, real property used in connection
with the manufacturing proce.v. In our view, such a provision, if adopted, would
increase the existing discrimination against Industrial real property Implicit in
the Investment credit provisions of he Code under which buildings and the
structural components of buildings may not quality for the Investment credit.
Even assuming that this Committee concurs in the House action repealing
the Investment credit and putting aside the fact that the investment credit pro-
visions have discriminated against industrial realty for as long as they have
been effective, it should be noted that under the depreciation guidelines promul-gated by the Treasury In 1962 (Revenue Procedure 62-21), there Is no general
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reduction In useful lives for buildings comparable to that provided for machinery
and equipment. For example, useful lives for productive machinery and equip-
ment were reduced by 33 1A percent while the life for factory buildings was re-
duced by only 10 percent.

We urge the Committee to instruct the staff of the Joint Committee on Internal
Revenue Taxation to Investigate what appears to be a continuing discrimination
against industrial realty. In this connection, the Committee should bear in mind
that modern buildings and building components are essential to dynamic techno-
logical development. Machinery modernization must be coordinated with plant
modernization and design. This Is especially true In the "systems" approach
to manufacturing. It is fair to say that worker safety and comfort are also
involved.

oAITAL oAINS AND LOSSES (SECTIONS 511-516)

Significant changes would be made under the provisions of the bill in the
present system of taxing long-term capital gains. We oppose the proposed changes
both on subotantlve grounds and because, like certain other sections of the bill,
they seem to represent a "hit and run" attack on a major area of tax policy with-
out an overall review of the widesweeping tax policy considerations involved
and without a careful balancing of public policy Impacts. As to the latter, the
bill reflects an apparent desire to narrow an alleged area of tax preference
without fully considering the public policy objectives of favorable treatment
of capital gains and losses under our tax system.

Tax policy affecting capital gains and losses has been the subject of extensive
study over the years. The area has been addressed from the standpoint of equity,
national economic objectives, and considerations of tax administration. It seems
to us that economic goals In connection with capital gains taxation are central.
In his book Federal Tax Reform, McGraw-Hill Book Company, Inc., 1961, at
page 125, the distinguished tax scholar and former government tax official Dan
Throop Smith puts it this way:

. . . Capital gains represent a reward for risk Investment, and risk invest-
ment is especially important for economic growth. Capital gains also represent
a form of 'income' which Is most likely to be saved; in fact, realized capital
gains are automatically reinvested along with the rest of one's capital when
one sells one security and buys another.. .. "

There is a further argument for special tax treatment of capital gains which
Is a threefold economic one In character. Dr. Smith continues:

"... Special taxation [of capital gains] is advocated to increase the total
amount of capital, to encourage its use In more risky investments, and to pre-
vent successful investments from being frozen into their existing form. these are
all significant points.

"Increased savings are needed to finance new capital investment which may
increased labor productivity and national Income ...

"It is also important to have capital go Into new ventures and equity Invest-
ment which is necessary for economic development....

"Finally, there is the economic argument for fluidity In Investment markets.
A willingness to shift from successful ventures permits risk-minded investors
to finance new ventures More Importantly, fluidity will help to prevent over-
valuations In market booms. . . .

In a later book entitled Tax Factors in Business Deci#ions, Prentice-Hall,
Inc., 1968, at page 80, Dr. Smith underlines the fact that the capital gains tax
Is probably paid out of capital to a greater extent than any other tax except
the estate and gift taxes. Some carry this point one step further and argue
that the capital gains tax is a capital levy and therefore if capital gains are
taxed at all the impact should be minimized.

Turning to the views of another tax authority as expressed in the book Federal
Tax Po"Ict by Joseph A. Pechman, published by The Brookings Institution,
Washington, D.C., 1966, Mr. Pechman concludes at page 63: "Numerous studies
have demonstrated that the opportunity to earn Income in the form of capital
gains stimulates investment and risk taking." He also points out that much of
the nation's investment Is undertaken by large corporations, a fact which has
considerable bearing on the thrust of the proposed changes in the treatment
of capital gains taxation as contained in the current bill; these changes affecting
both capital gains to Individuals and to corporations.
Proposed Caknges Affecting Rates and Holding Period

Turning to the specific provisions of the bill, in the case of individuals the
50.percent deduction from ordinary income for long-term capital gains would
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continue to apply but the alternative of a 25-percent maximum rate on such
gains would no longer be available. Since the bill otherwise provides for lower-
ing the top rate on individual income from 70 percent to 65 percent this would
mean that the maximum rate on long-term capital gains for individuals
eventually would be 32% percent. The repeal of the alternative 25-percent
maximum rate would apply to sales and other dispositions after July 25, 1909.
With respect to corporations, the capital gains rate would be increased from
25 percent to 30 percent, for sales and other dispositions after July 31, 1969.

The holding period for qualification of a capital gain as a long-term capital
gain (and thus eligible for favorable capital gains tax treatment) would be
changed from six months to one year. This provision would also apply to taxable
years beginning after July 25, 1969.

Applying the considered judgments quoted above, an increase in the capital
gains rates affecting individuals (and clearly they wuold be Increased in the
upper brackets of the personal Income tax structure) and for corporations will
have a deleterious effect on risk Investment, particularly as to new ventures and
equity investment, on economic growth, and on the element of fluidity In invest-
ment markets. As to individuals, for example, the changes in capital gains treat-
ment would clearly induce holding down on the number of capital transactions.
In the case of an individual in the top bracket (assuming that in accordance
with the House bill the maximum rate for individuals on the ordinary income
is reduced from 70 percent to 65 percent) the increase in the capital gains rate
from 25 percent to 32%,f percent would amount to an Increase In the capital
gains tax rate of nearly one-third. When this result is coupled with the change
in the required holding period, how can this bill fall to cause a slowdown in
the number of capital transactions with its adverse effect on the economic con-
slderations to which we have referred? There also is the question as to whether
the changes in the capital gains structure contained In the current bill will have
a perverse effect on tax revenues. Clearly, the impact on corporate investment
flowing from the Increase in capital gains rates is bound to be adverse, particu-
larly as to marginal projects.

In general, to evaluate the pros and cons of the proposed changes in the
taxation of capital gains requires an overall examination of the whole capital
gains picture and, us we have said previously, a careful weighing of all of the
public policy objectives underlying present tax treatment. We venture to suggest
that this Job of study has not been done and that the piecemeal and, in our
Judgment, ill-conceived changes now contained In the pending legislation tf
enacted into law will represent a disservice to the country. They are particularly
dangerous if they serve to establish a precedent for further and more severe
tightening of capital gains taxation.

Finally, although there may be some debate under normal economic conditions
as to the degree to which the capital gains tax is a capital levy, during periods
of inflation the effect of a capital levy certainly seems to be present. It Is not at
all unreasonable to suggest that a very high percentage of the so-called capital
gain computed on the basis of original cost without allowance for inflation is
illusory.
Oapital Losse

Another major change in the bill would apply to the deductibility of capital
losses in the case of Individuals. The present Code provisions specify that such
losses are fully deductible against ordinary Income up to the amount of $1,000,
after first being offset against capital gains. Any excess may be carried forward
for an unlimited number of future taxable years. The bill would change this
treatment to the extent that only 50 percent of net long-term capital losses
would be deductible against ordinary income subject to the $1,000 limitation,
effective for taxable years beginning after July 25, 1969.

We are opposed to this provision. As we understand it, this proposal is intended
to equalize the treatement between long-term capital losses and long-term
capital gains to reflect the fact that only 50 percent of such gains are required
to be Included as taxable income. But this overlooks the fact that a long-term
capital loss is deductible against ordinary income only to the extent of $1,000
In any particular year. Accordingly, the proposal would seem to make no sense
logically unless it also Included a repeal of the $1,000 limitation.

Beyond the question of logic, however, it seems to us that the proposal can
be faulted on the grounds that it will discourage capital transactions and
thus in the long term reduce federal revenues. Even more importantly It clearly
will deter investments entailing high risk of loss, simply because tax recognition
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of such losses would be drastically limited. Much of what we have said above
about the economic policy underlying special treatment of capital gains applies
here also.

Distribution From Qualified Employce Pension, Profit-Sharing, Stock-Bonu, and
Annuity PlOas

The bill would also change the current tax treatement as a capital gain of a
lump-sum distribution to an employee from a qualified pension, profit-sharing,
stock-bonus, or annuity plan. Such distributions, to the extent of benefits paid
within one taxable year and to the extent of employer contributions made on
or after January 1, 1970, would be treated as ordinary income. These provisions
would be effective with respect to employer contributions to qualified plans made
during plan years beginning on or after January 1, 1970.

Our opposition to the capital gains sections of the bill extends to this pro-
vision also. The current capital gains treatment has now been in effect slice
1942. To impose an ordinary tax on the full amount of lump-sum payments would
cause a severe tax result if the recipients were pushed into much higher tax
brackets. Moreover, the presnt rule, in our opinion, has worked reasonably well
in encouraging the establishment and growth of sueh plans. This is, we think, a
desirable public policy goal. Unquestionably, this proposal, to the extent that
it calls for increased taxes, would discourage the continuance of the existing
widespread utilization of such plans. Moreover, the provision would have a
particularly adverse effect upon profit-sharing plans because this type of plan
relies very heavily for its success on lump-sum distributions. In most instances,
employees have an option to choose between a single lump-sum distribution of
these benefits or distribution in installments over a period of years. The suggested
change In tax treatment would weigh so heavily against a lump-sum distribu-
tion as to make it impracticable for employees to exercise that option. We feel
that such a result would be highly unfortunate because it would tend to decrease
the usefulness of profit-sharing plans. Our opposition to the proposal for full
ordinary income treatment for unrealized appreciation on employer stock is
based primarily on the fact that we feel that sueh a change would mean the end
of stock distribution plans from a practical point of view.

TAX AMOUNTING PROBESUG

In recent months the Treasury and the Internal Revenue Service have taken
major administrative steps in respect to certain fundamental accounting ques-
tions. They are of such importance, both currently and prospectively, as to
Justify comprehensive legislative review. Each is discussed briefly below.

Advawe Paymets
We wish to call the Committee's attention to efforts of the Internal Revenue

Service to apply In Inappropriate cases the rul(, of the Tax Court in the Hagen
case In which that court held that a manufacturer of advertising tigns, who
received advance payments from customers in a taxable year prior to that in
which the goods are received, must include such payments in income in the year
they are received. This decision, which has rervently been affirmed b7 the U.S.
Court of Appeals for the Sixth Circuit, has been applied in cases involving the
sale ot equipment which is frequently purchased under long-term contracts.

In our view there is very considerable doubt as to the merits of a general rule
taxing advance payments received In connection with the sale of tangible prop-
erty. But, of much greater significance is the undesirability of imposing any
such rule with respect to the receipt of advance payments in connection with the
sale of medium- to long-production cycle items of capital equipment at relatively
high cost as distinguished from the high-volume sale of retail goods at relatively
low cost. Because of the high unit cost and production cycle characteristic of
capital goods, advance payments have by custom and usage come to be regarded
as an essential means of financing production.

We think that the time has definitely arrived for a comprehensive review by
the Committee of accounting rules and problems under the Code with a view
toward making some fundamental changes In this area. We are, of course,
familiar with the abortive experience with respect to Sections 452 and 462 in
the Code. These provisions, permitting the deferral of tax on prepaid Income-
including, of course, advance payments--and the accrual of reserves for esti-
mated expenses, were a part of the original Internal Revenue Code of 1954 but
were repealed rather suddenly In early 1965 at the urgent request of the Treas-f
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ury. At the time of the repeal, it was indicated that the accounting problems
which these provisions were designed to deal with would continue to undergo
intensive study in the Congress with the eventual goal of bringing federal income
taxes into harmony with generally accepted accounting principles.

Reverting to the Hagen case specifically, as previously indicated, we believe
the rule of the case is being administratively applied to inappropriate situations.
The problems involved are so diverse that Judicial decisions alone are not likely
to solve them. We submit that legislation is needed and that Congress should
follow through on its original commitment to consider the matter. There is much
merit, In our opinion, to suggestions that legislation be enacted permitting tax
deferral on advance payments with respect to the sale of tangible goods and
products. Among the advocates of this position is the American Institute of
Certified Public Accountants.

In concluding our observations on this issue, we summarize our objections to
the overapplicatlon of the Hagcn rule to advance or progress payments on sales
of industrial goods:

1. It violates good accounting in two respects.
(a) By taxing receipts at a time when it is uncertain as to whether or

not they will result in any taxable net income, and
(b) It poses almost insuperable problems of matching costs and related

revenues.
2. The taxation of advance and progress payments poses a threat to the very

structure of the capital goods Industries inasmuch as such payments are char-
acteristically contracted for to provide working capital to finance long-production
cycle projects.

3. Finally, producers, in effect denied the use of advance or progress payments
when they are taxed on receipt, must resort to external financing, the cost of
which is tax deductible. In revenue terms the result could well be disadvan-
tageous to Treasury and the tendency would be to force prices upward.

May we also submit for the record a copy of an analytical memorandum pub-
lished by MAI on April 25, 1969 entitled "Taxation of Advance Payments."
"Method of Accounting"

Last December the Revenue Service released for public comment proposed
regulations under Section 446 of the Code on changes in "methods of accounting,"
which for the first time spell out what constitutes a change in accounting method.
Only -a limited number of accounting changes are recognized as changes in ac-
counting method by the new proposal. Presently, If a change In a taxpayer's
accounts represents a "change in accounting method" within the meaning of the
Code and pertinent regulations, Code -Section 481 provides a partial amelioration
of the tax Impact of any such change by authorizing in effect a "three-year
spread" for accounting gains realized from the change in method.

In February 1964, the Revenue Service issued Revenue Procedure 64-16 which
authorizes taxpayers, with permission of the Commissioner, to make certain
changes in accounting "-practices"-not "methods"-with any resulting tax ad-
justments to be taken into account ratably over a 10-year period. It is to be
assumed that final regulations concerning "changes in accounting method" will
probably modify-in the direction of making the two directives compatible-the
existing Revenue Procedure 64-16 relating to "changes In accounting practice."

Although highly technical In character, these regulations, existing and pro-
posed, can so seriously affect a taxpayer in the Individual case as to Justify
congressional oversight of their realignment. We urge that consideration be
given to revising Sections 446 and 481 of the Code. Specifically, we recommend
that the "three-year spread" authorized for absorbing the Impact of changes in
accounting method by Section 481 be amended to permit a "ten-year spread" as
now permitted for changes in accounting practice by Revenue Procedure 64-16.
Additionally, we recommend that final regulations should substantially broaden
eligibility for the types of changes qualifying as a "change in accounting
method."
1rnventorV Valuat"on

Another Internal Revenue Service proposal which would affect established
accounting practice is now under active consideration by the Service. Although
not published officially pursuant to the Administrative Procedure Act, a draft
revenue ruling defining permissible-and impermissible--methods of inventory
valuation has been circulated by the Service to various Interested groups for
review and comment. In brief, this proposal would declare as unacceptable for
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Income tax purposes the "prime cost" (excluding all overhead) and the "direct
cost" methods of inventory valuation. Conversely, the "normal capacity" method
of inventory valuation, under which the ration of actual capacity or production
attained in the current year to the normal or maximum practical capacity at-
tainable is used as a basis for allocation of fixed expenses properly includable
in indirect maunfacturing cst to inventories, would be considered acceptable
for tax purposes.

Adoption of this proposal in final form would cause extensive and costly
changes in inventory valuation procedures long employed in industry and sanc-
tioned by professional accounting authority. It would amount to a substitution
by the Revenue Service of its judgment for that of the taxpayer as to the ac-
counting method best adapted to the taxpayer's situation. We do not believe this
directive should be issued in its present form and we recommend the subject
for inclusion in the legislative review suggested above.
Reserves for Estimated Expenditures .

Finally, we believe that there should not only be statutory sanction for the
deferral of tax on prepaid income but that accrual of reserves for estimated ex-
penditures should be authorized by statute. Such provisions (consistent with the
now repealed Section 462) should permit a deduction for additions to reserves
for estimated liabilities to customers, including, for example, liabilities for trade
and cash discounts, allowances of product guarantees, advertising allowances,
sales returns and allowances, etc. Taxpayers on the accrual basis should be per-
mitted an option, as in the case of bad debts, of deducting such expenses when
incurred or electing to deduct additions to reserves for such expenses. Such an
election would in itself reduce the revenue loss which would result if taxpayers
were required to adopt an all-inclusive treatment for all possible items of qualified
estimated expenses.

ACOUMULATU) ZAaNINGS TAX

A significant number of the members of the Machinery and Allied Products
Institute are closely held enterprises and thus particularly concerned with the
application of the accumulated earnings tax.' In our judgment, the statutory
provisions calling for imposition of such a tax as well as administrative regula-
tions and their application in the field require at least periodic review by the
Congress. Some years have passed since Congress has considered this matter, and
we think it timely for such a review. Such reconsideration should as a minimum
Include consideration of the following questions:

L Is the administration of the law inhibiting growth and development?
2. Are the burden-of-proof provisions in the 194 Code working as Intended

and/or can they be improved?
8 Does it make any sense to provide for a shift of burden of proof in the

Tax Court but not in cases before a United States District Court or the
Court of Claims?

4. Are specific "business needs" such as "redemption of stock," "con-
tingency funding, " "future needs," "investment needs," etc., given proper
weight in the light of current operating conditions?

5, Is the Intent of Congress to protect the continuity of small business, as
Illustrated in Section 3SG being achieved?

& Is further liberalization required in order to assure the future growth
and development of smaller firms?

CHAWrTABLZ ooNXRMUTIONs (WTION 201)

Although tax treatment of charitable contributions is not within the area of
tax policy to which the Institute has given special attention over the years, we
should like to make a few brief comments and suggestions as to the pertinent
provisions In the bill. In our judgment, this section of the bill is a perfect example
of the fallacy of attempted loophole closing without careful consideration of
possible or probable counterproductive impact on public policy objectives. For
example, the proposed repeal of the unlimited deduction provision and the change
In the treatment of the appreciation In value of property which is contributed
may very well have exceedingly adverse effects on the pattern of giving by the
category of individuals upon whom our system has depended heavily for support
of social, educational, and other charitable causes. James Reston of the New

1 8" The A osuwlkted E snge Tas--Reonable Bve seas Need* Vetu# 7" Avof4dsuoe,
MAP!, 1967.
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York Tirnee has underlined this concern In his column on August 31, 1969, and
he reports widespread apprehension by the universities and their admlinistrators.

In addition to this general observation one specific and technical point should
be made. We understand that some companies have followed the practice of
entering into commitments to contribute at some future date, as in the case of
donation of equipment to educational Institutions. The effective date provision of
this new tax treatment might therefore have a significant retroactive effect as
to such agreements if changes are finally legislated along the lines of the pending
bill. In our judgment, this point should be sympathetically considered.

In brief, we believe that the whole section on charitable contributions needs
a hard second look. Public policy considerations must be given a heavier weight-
ing in the decision; this loophole closing effort should be put in perspective
and carefully reexamined.

This concludes the formal statement of Machinery and Allied Products Institute
on H.R. 13270. If the Institute and its staff can be of further assistance to the
Committee, we hope you will call on us.

TABLE I.--COMPARISON OF DEPRECIATION DEDUCTIONS, INITIAL AND INVESTMENT ALLOWANCESt FOR
INDUSTRIAL EQUIPMENT IN LEADING INDUSTRIAL COUNTRIES WITH SIMILAR DEDUCTIONS AND ALLOWANCES
IN THE UNITED STATES

Depreciation deductions, Initial and invest-
ment allowinces (pientage of cost of

Represents- asset)
tive tax lives

(years) ist year lit 2 years Ist 5 yeas

Belgium ........................................... 8
Canada ............................................ 10
France ............................................. 10
West Germany ...................................... 10
Italy .............................................. 10
open .............................................. 16

Nethdrlands ........................................ 10
Sweden ............................................ 5
United Kingdom .................................... 27
United States:

Without investment credit and lives equal to cur-
rent Bulletin F weighted avelag of 19 years ..................

With lives of-
15years .................................................
14 Years ...............................................
IS years ...............................................
12 years .................................................
11 Yur ..........................................
10yars ...........................................

With Investment credit and lives al to current
Bulletin F weighted averse of 19 years I ....................... (24.5)

With lives of-
Yes ................................................. (27.3)

14 Year ................................................. 283)years ................................................. 
294

12 years ................................................. 7
1 years ................................................. 12.2)
10 Years--------------------------------...........(340)

22.5
30.0
25.0
20.0
2.0
43.4
262
30.0
39.0

45.0
44.0
43.8
36.0
50.0
51.0
49.6
51.0
44.3

92.5
71.4
76.3
67.2

110.0
68.2
85.6

100.0
64.0

10.5 19.9 42.7

13.3
14.3
15.4
16.7
122
20.0

24.924.5
28.4
30.6
33.1
36.0

26.5 (33.9) 35.9

51.1
53.7
56.6
59.8
63.0
67.2

(5& 7) 58.7

29.3 38.9 40.9 651 67.
303 4 42.5 67.6 69.7
31.4 ( 44.4 70.6 72.6
32.7 44.6) 4.6 3.8 75.6
34.2 (47.1) 49.1 (77.0) 79.0
360 (50.0) 52.0 (81.2) 83.2

I The deductions and allowances for each of the foreign countries have been computed on the assumption that the
investment qualifies fullylor any special allowaoc or deductions permitted. The deductions In the United States have

been determined under the doble-deining balane deprscati med, without regard to the limited it-year allow-
ancs for small busines...

s For purpoes of this tablet the 8-percent Invntment credit has been considered as equivalent to a 16-percent invest-
ment allowance. For corporatons subjet only to the 30 percent normal tax it is equivalent to an Investment allowance
of 27 pernent. The figures In parentheses indicate the effect of a 7-percent credit, equivalent to an Investment allowance
of 14 percent (13 percent for corporations subject only to the normal tax).
Source: Tresry Departmnt Offrc of Tax Anlysis, Apr. 2. 1962.

(ADVANOE DRAM]

UNDERDEPRMCATION FROM Iz env.&xoi-A GOosT RETURNS

(By George Terborgh, MAPI Research Director)

To the accountant, an Investment in plant or
be charged to operations and recovered to cash
facility. It is the object of depreciation policy
cessive periods of time or units of production
calculated to complete the process by the time

8-865 0- t. 2-?

equipment Is a prepaid cost, to
over the serviceable life of the
to allocate this cost over suc-
by some systematic procedure
the asset is retired. While we
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may quarrel with some of the methods of allocation used (a matter not dis.
cussed here), the general principles and purpose of depreciation are corrtctly
stated--stubJect, however, to one proviso. The total of charges over the service
life should recover the cost of the asset i . dollar# of _ quivaW p'urvcha8$ng
poeru. . .

Ordinarily, depreciation recovers only the number of dollars originally com-
mitted to the asset, regardless of differences In their purchasing power. ThiMi
recovery is satisfactory ,enough in periods of relative stability in the price level,
but can be seriously, or even ruinously, inadequate during and after periods of
inflation. Under such conditions we cannot assume that a dollar is a dollar. To
protect its real capital, a company must recover each year a number of current
dollars equivalent to that year's capital consumption In original -dollars. This
yields a result in real terms Identical with that accomplished by a recovery of
the original investment itself in a period of stable prices.

TH RIEAT DMATE

Shortly after World War II, there was a lively controversy over the ade-
quacy of 'business depreciation charges based on historical cost. It engaged a
wide variety of disputants-academicians, management, the - accounting pro-
fession, government agencies, and stock exchanges.

Throughout the debate, the federal agencies concerned with the regulation
of tbusness accounting practices--the Internal Revenue Service, the Securities
and Exchange Commission, the Federal Power Commission, the Federal Com-
municetions Conmntsconu, the Interstate Commerce Commission, and others--
stood uncompromising4 for original-cost depredation.' As for the accounting
profession, It went, only so far (in its official pronouncements at least) as to
suggest annotations to financial statements--the "footnote" solution. Manage-
ment might append its estimate of the inadequacy of the original-cost deprecia-
tWon charged, but the u0tation would have no effect on the accounting results.

This largely negative outcome,of the great debate may be attributed In part
.t0 an illusion shared by. most of the participants. It was assumed that the stiff
wartime and postwar Inflation had about run its course, and that if nothing were
dolae about the underdepreclation problem it would gradually shrink and dia-

P proved In the event to be an optimistic expectation. It is true that the

rate of inflation did slow down after the surge of 1945-48, and that subject to a
"60ple ot iawenWd spurts for limited periods (1950-1 and 1955-57) it remained
generally nioderate unt1 the mid-sixties. But since then It has been rapid and
persistent. The underdepreciatlon problem has returned like a ghost from the
Vast to haWt both public and private policy. It is timely, therefore, to take a
tesh 10019 Ot.2

2010 01r- OF&ot ofUVOLLAZ TO HISTOICAL-COST DKPR SI TION

If the puking power o, the dollar had remained where It was left by the
initial stwar Inflation 7 of 1945-48, the addition of new assets to the. existing
stock of groductlve facilities'at current prices and the progressive retirement of
ald asset# acquired at earlier and lower price levels would have gradually raised
the an of prices underlying historical-cost depreciation toward parity with

t~l4e.~Becus f the coqntinued~uptro~nd of hn-Ant pipei, howeer the
1M6"**Ve6f the t*6sdi~ 1"& A~n66ri&606d

While the ratl ,ot.A0 tfo realpo fIemueatlon declined Arreg-
V4 f-0 'b1.) ~ its low I* the mid-

2 t*sedg~bal~yi*~O~at 1on

~~ that t T909.raaio duftstherl otr years t6- 1M percent,
48f to , t 4the mid-sixties, and ;has since been
*rsa at 44 accle0W . '1ti- 1( r 0970 being about U5 percent).

M , l UVC For

*STAAIhLE COPY
4ij,



J.. . CHART 1.

RATIOS OF CURRENT-DOLLAR TO HISTORICAL-COST DEPRECIATION,
FOR ALL NONFINANCIAL CORPORATIONS

(Double Declining-Balance Method)

1950 1955 1960

Ratio
1.40,

Ratio
1.40

1945 1965
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AMOUNT OF UNDERDEPRECIATION

We turn now to the next step in the analysis, the measurement of the amount
of underdepreclation. This is of course the excess of the current-dollar over
the historical-cost accrual.

Notwithstanding the fet that the ratio of current-dollar to historical-cost
depreaction declined after the postwar peak, the volume of assets to which it
applied grew so rapidly that the amount of underdepreciatlon continued to rise
for many years (to 1957). This is shown in Chart 2 on page 6.1

Note that the estimated deficiency of historical-cost depreciation will be around
$7 billion next year (1970). If we add to this an allowance for financial corpo-
rations and for unincorporated enterpriser, the total for all American business
will be nearly $10 billion.' If we added further an allowance for residential
property and for nonprofit institutions, we would get a still higher figure for all
privately-owned assets.

These computations are based, of course, on the assumption that depreciation
is taken consistently by the double declining-balance method. Actually, it has
been taken by a variety of methods, including not only this one but sum-of-digits,
straight-line, units-of-production, and others. It appears, however, that the com-
bination of methods taken or income-tax purposes has yielded an historical-cost
accrual in recent years close to the computed figure.' This suggests that the com-
puted deficiency is reasonable realistic.

Th, source is the same as for Chart 1.'Since they are computed for double declining-balance depreciation, these figures arerelatively conservative. As this Is an accelerated wrlteoff. a larger proportion of the his.towlal-cost accrual is on recent installatfons than would be the case with the straight-line method hence computed deflelencis are lower than would be obtained with that
me*Wr 1966, for example the computed figure was $36.3 billion, against the comparable"lNIA-IRS" depreciation o $385.6 billion.

I



CHART 2.

AMoUTS WniC- C-RRENT- OOLARDE=D=P-IATION EXCEEDED
HISTORICAL-COST DEPRECIATION, FOR ALL NONFINANCIAL CORPORATIONS
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SOME TREND CALOULATIONS

Historically, the inflation rate has been highly irregular, and the computed
current-dollar to historical-cost ratios reflect this fact. It may be interesting to
inquire on a hypothetical basis what they would settle at if inflation were to be
maintained indefinitely at a constant rate.

We have computed this for equipment and plant (buildings and structures)
separately on the following assumptions: (1) The growth rate of installations in
real terms (ex inflation) is 4 percent per year; (2) Equipment has an average
life of 15 years, plant of 40 years; (3) Depreciation is by the double declining.
balance method at rates corresponding to these lives; (4) Inflation is alterna-
tively 8 percent and 5 percent per year. The results follow.

Ritio of current dollar to

historical cost depreciaton(percent)

inflation rate Equipment Plant

percent ...................................................................... 114 132
5 Percent .......................................................... 124 152

If the recent 5-percent inflation rate were to continue indefinitely, historical-
cost depreciation would have to be raised, by nearly a quarter for equipment and
by more than half for plant. Given the usual mix of the two, the increase factor
for both combined would be close to 8W percent. This compares with the 15
percent anticipated for next year on the basis of past installations and price.
level changes.

ONCLUSION

The problem of underdepreciation from inflation is not going to go away. On
the contrary, it is almost certain to get worse.

American business will pay InCome tax next year on something like $10 billion
of capital consumption. This is a curious state of affairs in a country as devoted
A ours to the idea of progress, economic expansion, and rising standards of
living. FOr the taxation of capital consumption as income is not only inequitable,
It has one certain effect: the retardation of progress through curtailment of the
fpds available to Industry for capital investment. Under present conditions his-
torical-cost tax depreciatioi) is a "built-in" decelerator of progress.

If the present deficiency 'of depreciation due to inflation is not made good
bY the statement of historical-cost accruals In current dollars--the most
direct and equitable solution--it clearly makes urgent some alternative measure

,,* measttxes. This is particularly truck in view of the proposed repeal of the in-
rVtment credit, a powerful support of investment over the past seven years, The
United States cannot afford to tax capital consumption as income if it wants to
ay competitive In international trade, to say nothing of realizing its technologi-

cal potential for the benefit of its own citizens.
i'One remedy lees direct and effective than the price-level adjustment of tax

4epreciation is a " her acceleration of the historical-cost writeoff itself. The
United States is .ehind most of its industrial rivals in this respect. But such an
4cceleratlon wold have to be very substantial indeed to offset the $10 billion
.tunderdep action estimated for the next year, not to say the higher deficien-
.osezpte later. It this is the route taken by the Administration (and there
nae rum .. s that-It may be), it is to be hoped 'that the proposal will be coni-
mensurate with the dimensions of the problem.

MWrom the Wall Street rourwnl, Sept. 8, 19601

TAx 'RPuoa': ADDING HOn, OOOM To HODnOooz

(By Gene A. Wozmser)

It i to be hoped that the Senate will use a sharp knife in operating on The
Tax Reform Act of 1989. The House gave Itself only a few days to consider it,
permitted only short debate, and allowed no amendment. In view of the short-
ness of time and the truly unbelievable chore of even reading It, it is reasonable
to conclude that few Congressmen had much comprehension of the act's detail.
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Its amazingly intricate provisions would stump the understanding of even a
highly experienced tax expert without his giving it extremely long and intensive
study.

In Its own time, the Internal Revenue Service would have to offer a long set of
complicated regulations required to explain and amplify the act's obscurities.
These alone would not clear the air. There would have to be ruling after ruling;
and taxpayers would have to site and be sued, year after year, so that the courts
could add their interpretations. All of this, as has been said, would mean good
business for lawyers and accountants, but endless worry and great cost to their
clients.

MORE STUDY REQUIRED

Tax reform is badly needed but it cannot, sensibly, be rushed through Con-
gress. It requires far, far more study than has been given to it by the Ways and
Means Committee. It is virtually Impossible to anticipate all the collateral and
ramified effects of even a single change in law, yet ft is essential to take the time
to attempt to anticipate as much as one can.

The need to discover and to weigh the subsidiary effects of a change in law is
illustrated by provisions of the act calculated to "soak the rich." Some of these
also "soak" the middle class. Others propel inflation. Still others would have a
retarding effect on our economy. Some would retard culture. Some would result
in a need for additional taxation. How carefully has the committee evaluated
such unhappy results against the value of plugging some alleged loopholes to
"soak the rich"?

During a long period before the presentation of the act, the Congressional
Record almost daily reported a speech by a Congressman or Senator calling for
"tax reform." The indignation took the form of holding that if we would only
plug the "loopholes" of which the "rich" take advantage, we could assist the
"poor" materially.

Mr. Wormser is the senior partner of the New York law firm of Worm-
aer, Koch, Kiely and Alessandroi. He has written numerous books anki
articles on various aspects of estate planning and tfaa law.

This approach was and is illusory. Some benefits are proposed to be granted,
by the act, to the lower economic groups and even some to the generality of tax-
payers. But all this is predicated on the assumption that most of the consequent
loss of Government revenue would be made up by making the "rich" pay, an as-
sumption which may well turn out to be unsound. But the basic illusion is that
the truly poor can be given substantial aid through tax relief. They do need re-
lief. This could come, however, only through a more thoughtful approach than
tax "reform" through loophole-closing, a procedure which generally merely adds
hodgepodge to hodgepodge.

One wonders what attempt the Ways and Means Committee made to establish
basic principles to guide its deliberations, other than the politically attractive
principle-of attacking the rich. Did it, for example, conclude that private philan-
thropy should be discouraged with its inevitable result that Government would
havie to step in, through additional ta7 levies, to take its place? If so, then many
of the provisions of the act are admirably designed to this end. On the other iband,
if philanthropy is to be encouraged, many of the act's provisions are nothing
short of disastrous. Among them are the various punitive distinctions in the trewit-
ment of "private" as against other foundations; the instances in which a eharl.
table donation could precipitate a capital gains tax; and provisions which would
curtail intervivos and testamentary charitable benefactions.

Did the committee conclude that the expansion of Industry should be curtailed?
If so, the act promotes this objective. Or did it Just forget the obvious, that,
essentially, man's material welfare can be improved only through the expansion
and improvement of production? It seems so, as many provisions of the act would
operate in the opposite direction.

As Congressman Burleson put It in the short debate on the floor of the House:
"It is my feeling that the underlying philosophy in these proposals before us

is not healthy to continued freedom of our free enterprise system under demo-
cratic government. .... The increased taxes on capital gains strike at the very
heart of the free enterprise system by discouraging the accumulation of capital
for investments."

To what extent the tax law should be used to achieve special objectives is sub-
jet. to question. Granting that its sociological use is here to stay, however, there
It u ey' a seriou*edo fect in the approab of the act, Unles its t tention is to
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promote economic equalitarianlsm. Concentrating on soaking the rich and (in.
eptly) helping the poor, the middle class has virtually been forgotten. It is a grow.
ing class, for masses of what Is called labor are entering the middle class through
increases in earnings.

Much of the tax misery to which the now great middle class is subjected re-
sults from the apparent unwillingness of Congress to recognize the relationship
of inflation to taxes. I must note one exception to this comment. Congress has
recognized Inflation insofar as its own members are concerned, by raising their
wages very substantially and by providing handsome increases to the Executive
department personnel. Naively enough, Congress hopes that labor will contribute
to the curbing of Infiation by holding down its own demands for wage increases.
This is a vain hope. In the face of rapid increases In the cost of living brought on
by Governmental errors of the past, labor cannot be blamed for trying to catch
up with Inflation.

So labor and the rest of the middle class progressively push for higher earn-
ings to compensate for spiraling inflation. Our tax system, as administered uitder
Congressional guidance, accelerates this push. There has been a position that
higher taxes will, In themselves, curb inflation. True, higher taxes do tend to
cut tbh public's buying power and thus to reduce the pressure of money chasing
after goods. But higher taxes propel inflation insofar as they press the taxpayer
te seek ever higher income to make up for a progressive loss in purchasing power.

He bas had so to struggle for decades, for we have had a progressive Increase
in taxes, apart fromi any action by Congress in increasing rate&--we have had It
because Congress ha been unwilling to react to the Interaction of inflation and
a progressive rate tux system. This interaction has produced a progressive in-
crease in true taxation. By true taxation I mean the amount of the taxpayer's
purchasing power which the Government extracts in taxes.

As the taxpayer Is able to increase his gross income in an effort to keep pace
with the Inflationary cost of living, he reaches higher rate-brackets in the income
tax scale. To have done equity, Congress should have reduced the rates in the
graduated income tax scale in consonance with inflationary inc,.eases in the cost
of living. No effort whatsoever to do this has been made.

How neglectful Congress has been of the impact of inflation is illustrated by
the retention of the figure of $600 as an allowance for a dependent. As Con-
gressman Rodino said: "The $600 individual deduction is perhaps the most
glaring anachronism in the Federal tax system." After the inflation we have
had, this allowance should be raised to at least $1,200, a measure which would
most benefit, incidentally, the lower of the economic classes, for which Congrem
shows concern.

The Income tax system is replete with absurdities. The Social Security rules
are an example--for Social Security is funded by income taxation. How ridicul-
ous that, having paid through taxation for his retirement benefits, the retired
taxpayer loses those benefits if he continues to earn more than a Congress-
stlpuiated gross mount, though if he had an Income of $1 million a year from
seouty invetments he could still get his Social Security benefits I

Periodically, Congress does come to a realization that the public is faced
with some especially severe living expense. It Is currently concerned, for ex-
ample, over the high cost of medical services and of education. Yet the usually
considered relief Is some form of Government subsidy. This, in essence, consists
of taking some of the taxpayer's income away from him in taxes and, after
deducting the generally, high cost of administration, returning it to him in the
way of subsidized benefits. A simple way of giving the taxpayer welcome and
more valuable relief would consist of allowing him an income tax deduction
for ali medical expenses without any limitations, a-'d for all educational ex-
peus, But this apparently is too simple an answer to a problem.

The Treaury is necessarily conscious of the ieed to produce enough revenue
to run Government. This leads it, all too often, to oppose a proposed tax reform
becau l though It may be eminently desirable to produce equity, it would reduce
the-Govrnment's tax-take, This Is an utterly immoral position for Government
to, assume., If. tax Impost is unfair or undesirable, it is unconscionable for
Government to oppose a correction

DOtTUL AND T~lkEl TAXES

ii* ,a become wedded to ,the graduated scale of Income tax. States2 '4 oia 4 t aprhas t m~t po1ital y convenient method of tax collection;
4cfte halei followed suit. A resdend of New York City, for example, now
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pays a Federal income tax, a state income tax and a city income tax. True, the
taxpayer is given a deduction, on his Federal Income tax return, for state and
city income taxes paid, but this is a deduction against gross income, not a
credit against Federal tax payable. Therefore, It would seem that Congress
ought to take into account, in considering ways in which the Federal income
tax system becomes unfairly burdensome, that so many taxpayers are subject
to a double income tax and, in some instances, a triple one.

The Tax Reform Act of 1969 proposes to intensify the application of the capital
gains tax: In some instances by increasing the rate; in others by imposing It
where it has never before been imposed. Again Congress (the House, for the
moment) has given no recognition to the impact of inflation. If I have bought
an item of property for $20,000 and, because of inflation, its value has risen (in
depreciated dollars) to $40,000 I am now the possessor of no more valuable an
asset than when I purchased it. Yet, when I sell It at $40,000, I am taxed on an
alleged "gain" of $20,000. The result is that government has levied a capital
assessment-it has destroyed part of my capital.

If the capital gains tax is to be retained (and there Is something to be said
for abolishing It entirely), would it not make sense to apply a declining rate of
tax depending on successive holding periods? Recognizing that inflation seems
to be with us to stay, can we not assume that, on the average, property will in-
crease in dollar value through inflation?

The taxpayer has been treated shamefully in relation to gift and estate taxes,
for Congress has again failed to recognize the impact of inflation. The progressive
estate tax scale is, in itself, subject to severe criticism insofar as It rises all too
quickly in the lower and middle brackets. Here, once more, the "ability to pay"
theory is applied illogically. However, it no correction of this social inequity is
to be considered (though why it shouldn't be, I cannot understand), at least the
progressive scale should have been remodeled to reflect inflation. Certainly, the
present $60,000 deduction should have been raised to at least $120,000.

TAX AND THE SINGLE MAN

To illustrate the cruelty of our estate tax system operating In conjunction with
inflation, let us consider the case of a single man who accumulates a net taxable
estate, before taxes, of $100,000. Albng comes inflation and doubles the dollar
value of his property, so that his net taxable estate is $200,000. There is a
$60,000 Federal estate tax deduction. So, In the case of the $100,000 estate, the
tax would be on only $40,000, and the tax would be $4,800. Therefore, with an
estate twice the size ($200,000) the tax on $140,000 ($200,000 less the $60,000
deduction) would be doubled, or $9,600? No, indeed-the tax would be $32,700.

Little attention is given by Congress to the extent to which the taxpayer is
subjected to double or repetitive taxation. We have this situation In connection
with death taxes. Most states now Impose an estate or inheritance tax which
operates to increase the cost of dying above that caused by the Federal rates
themselves. There Is a partial credit against Federal estate tax for state death
taxes paid, but this is only a partial credit. Therefore the result of the interpreta-
tion of the Federal and state tax systems very often results in an aggregate cost
of dying considerably over that which the Federal rates alone would produce.
This situation ought to make Congress more alert to the injustice of not recogiiii-
lag the obvious fact that, during an Inflationary period (and we have been In
one for long), static rates in a graduated tax system create automatic Increases
In true taxation.

There is another form of double taxation, the logic of which I difficult to
grasp. The net profits of a corporation are taxed with corporate Income tax.
When the profits, after this tax, are distributed to the stockholders, they are
taxed again, this time with personal income tax.

'Congress has given some relief against double taxation Is one situation. This
is In the case of what Is called a "Subchapter S corporation," one organized
under pertinent sections of the Internal Revenue Code. In such a corporation
there is no corporate Income tax Impact. The net profits are taxed directly to
the stockholders as though they were operating a partnership. However, this act
of grace by Congress has been severely limited. Such A corporation cannot be
used, for example, if It has more than 10 stockholders. This is typical of so many
absurdities found in our tax laws. If there are 11 stockholders, they must
suffer corporate Income tax on their corporation's Income, as well as personal
Income tax on dividends received. But If there are only 10 stockholders, they
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can escape corporate income tax. Is there any good reason why double taxation
should be imposed merely because of the number of stockholders I

Logic (in which the Internal Revenuc Code does not always engage) could
demand that either dividends be received tax-free or that a corporation be
taxed only on the net profits it does not pass on to the taxpayer. I see only
one ground for opposing such a reform. It would deprive the Government of
what is perhaps the easiest tax to impose, one on corporations, but the easy way
is not always the most equitable.

GOSLOW IN THE SENATE?

It would take many pages to point out all the fallacies and absurdities in The
Tax Reform Act of 1969. Hope lies in the possible willingness of the Senate to
apply a scalpel to the present bill. Is It even possible that the Senate may con.
clude that no legislation of such gravity should be rushed through to enactment?

What is most discouraging about the. prospect is that the most vital objective
of tax reform, reducing the aggregate tax burden, is rarely given adequate sup.
port. Many of those who blame our excessive taxation on the cost of the war
are the same who are constant advocates of more and greater Federal spending.
Our Government has lived beyond its means for so long that we have a national
debt so large that the interest on It alone is over $15 billion per year. That $15
billion or more must be extracted from the general public In taxes, superimposed
on (and Indeed taking priority over) the taxes required for all other purposes.Loophole closing will not materially relieve the long-suffering public, nor will
any kind of tinkering tax "reform" In Itself. Only good sense in Congress and
sound Federal housekeeping can do it. Said Congressman Rarick, in a release
commenting on the Act: "Honest tax relief from high taxes-and the reversal
of inflation as well--can only be brought about -by curtailment of runaway Fed-
eral spending."

The CHAIM AN. NOW, our next witness will be Professor Saulnier,
from Columbia University. Welcome, Professor.

STATKXENT OF RAYMOND J SAULNIER, PROFESSOR OF ECONOMICS,
BR&RARD COLLEGE, COLUMBIA UNIVERSITY

Professor SAuxanIX. Thank you, Mr. Chairman. This proposed
legislation is so long-368 pages-so complex-26 major sections with
6-subsections--and so deeply affected by loophole emotionalism that
there is a danger of it beig enacted without an adequate evaluation
ofits potential overall effects. Yet it should be clear even to a casual
reader of press summaries that, as it is found in H.R. 13270, the Tax
Reform Act of 1969 would be seriously counterproductive.

The object of H.R. 13270 is to correct certain inequities in the Fed-
eraltax code but, whatever it would do in that connection, it would
have seriously adverse side effects on two other matters that must be

moordinatein importance with equity in the design of our tax laws;
n"iily, the Nation's capability for achieving vigorous economic
growth and ti. balance between private and public effort in our

Specifically, the bill would impair the Nation's capability for achiev-
V Vorqus economic growth by a number of provisions that would

Ae i 0.iv to,i§ave and invest, including t.e proposed treatment
of capitall gauis and the reduction of incentives to invest in real estate
aiud m ero resource. It would, further inhibit growth by re-

u~~ ~.~h~4ite eases eliiinOt'ng algether-ways in which business
.bieve~~x4 nt under present tax law, And

,M~b ft revenue eect, wInh Would. become, increasingly
6ie, between. 1970 and :1972, would favor consumption at the
'. ,':: '-. a, ,,.'.'.< , -' / ' ." " ...:. Ij'. .-" . .
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expense of investment, thereby weakening Government efforts to over-
come inflation as well as impeding economic growth. The Treasury
estimates that, under the bill as it stands, the net long-term shift in
the tax burden would be to raise taxes on corporations-by $4.9 billion
while lowering taxes on individuals by $7.3 billion.

In addition, H.R. 13270 would have a number of unfortunate effects
on the structure of American institutions. It would impair the ability
of State and local governments to finance public facilities independ-
ently and, in so doing, weaken their position in our present gover-
mental structure. It would seriously impair the ability of private
nonprofit institutions--colleges and universities, museums, hospitals,
et cetera-to obtain the private gifts on which they rely heavily, in
some cases entirely, for the extension and improvement of their activ-
ities. And as this memorandum will show, it would we'1. , the enter-
prise system-the means through which this country ,Las achieved a
standard of living unparalleled elsewhere in the world and through
which America, from its beginnings, has offered opportunity for
personal development and improvement unmatched anywhere.

In doing all this, and more, some of the bill's major provisions
offend one's sensibility by being in a number of instances seriously,
unnecessarily and punitively retroactive; violating the long-respected
distinction between capital and income in their treatment by the tax
laws; deviating from the estabP'shed principle of taxing income when
it is actually received; deletin .Y a whole series of still valid and justi-
fiable incentives on the ground apparently, that yesterday's incentive
is today's loophole.

The justification for this wholesale rewriting of the tax code is that
a small group of individuals in the $200,000-and-over income bracket--
154 in number-had no Federal tax liability in 1966. Whatever the
merits of the case against these individuals, it must be recognized that
they represent only 1 percent of the tax a ers in this income class.
Yet in order to reach 154 individuals, H.R. 13270 would adversely
affect the tax status of hundreds of thousands of taxpayers, corporate
as well as individual, would affect every citizen through higher prices
and rents, would imperil every nonprofit, gift-supported institution
in the country. It is hard to imagine a bill from which the fallout
threat would be greater.As for the 154, how much Federal tax they paid in other years is
typically overlooked, as is the taxes they paid over the years to State
and local governments. Typically, no account is taken of the income
these individuals chose to forgo in achieving tax exemption, nor the
amount of capital or income they gave away, et cetera, et cetera. Nor
is there an adequate evaluation in the public dialog on these questions
of what it will cost the Nation in the impairment of its productive
institutions to correct such genuine inequities as exist under present
tax law by the methods proposed. There surely must be a better and
fairer way to do it. One is impressed again and again that what we
have here is a massive example of throwing the by out with the
bathwater-in this base a whole family of babies, with a few cups of
bathwater.

Although H.R. 13270 has been described as a milestone in tax legis-
lation by the Secretary of the Treasury, there are valid objectives of
tA' reform-long recognized inside and outside of government-that
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it does nothing to achieve. Notable among these are simplification of
the tax code and revisions to promote growth. Value-added taxation,
a major subject of tax discussion these past few years, is nowhere in
this bill. Nor is fiscal responsibility a part of it. The fact that the bill
would burden the finances of the Federal Government-in amounts
estimated as high as $4.1 billion in 1972-by tax cuts that more than
offset the increased revenue involved in tax reform and in repeal of
the investment tax credit, has already been commented on. In short,
H.R. 13270 deserves not a mere patching up but a thorough overhaul.
One thing is certain: if it is passed, even with the changes proposed
by the Secretary of the Treasury-many of which go in the right
direction but others, in the opinion of this writer, do not-no true tax
reformer need fear he has been done out of a job. Actually, the tax
reform problem would be rendered more difficult.

It would be impossible for any one individual-and certainly not
in one brief memorandum-to present a full critique of this lengthy
and complex bill. The fact that many provisions are not commented[
on here is not to be construed as meaning anything, one way or the
other, pro or con, with respect to their specific merits. Limitations of
space, time, and energy have required concentration on only a few
of the bill's major provisions. It is hoped, however, that the selection
is of those most in need of critical comment.

Let us begin with certain of the bill's provisions that affect capital
investment and thus the Nation's potential for economic growth.

1. PERMANENT REPEAL OF THE INVESTMENT TAX CREDIT

Permanent repeal of the investment tax credit, as H.R. 13270 pro-
poses, would remove an incentive to capital expansion and improve-
ment that from its inception has been a constructive provision of
the tax code. There may be abuses here and, if so, they should be
corrected, but not by the wildest stretch of the imagination can the
investment credit be regarded as a loophole in any meaningful sense.
Its permanent repeal would have to be regarded as a blow at the
ordinary, everyday business of improving the Nation's productive
plant. Certainly, if this provision is enacted the Congress should
find some means-presumably through depreciation liberalization-
to make the volume of invest'ible funds generated internally by busi-
nesses more nearly consistent with what is required for capital Invest-
ment. Otherwise, the productivity and international competitiveness
of American industry will suffer a damaging setback.

Finally, although an on-again off-again handling of the investment
crdt deserves, in my opinion, no place in stabilization policy-
panning for capital- expansion and impi,,-vement nds and deserves
a more stable framework of taxation-the anti-inflation purpose-
for which there is a reasonable argument-would be better served by
suspension than by permanent repeal, if that has to be the choice.

_L2.LIMTATION OF ACCELERATED DEPRECIATION PRIVILEES IN
REAL ESTATE INVESTMENT

iepitelhe well-known tendency for investment in new construc-
tonf-irtably, new residential construction-to lag behind other types
oif iinkm lnt, and despite the widigly-recognized and increasingly
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critical shortage of residential facilities, H.R. 13270 would reduce
certain incentives which Congress on earlier occasions deliberately
incorporated into the tax law to encourage construction and rehabili-
tation of real property under the House bill:

(a) Accelerated depreciation-previously allowed on all new
construction on the 200 percent declining balance and sum-of-the-
years digits methods--would henceforth be restricted to the re-
covery of capital invested in new residential building.

(b) Despite the fact that the incentive to invest in new con-
struction depends heavily on an active market for used structures,
straightline depreciation would be required on the latter-resi-
dential and nonresidential-in place of the 150 percent declining
balance method presently allowed.

(c) Although new nonresidential construction is crucial to the
creation of a satisfactory total environment it would be allowed
a slower-150 percent declining balance-epreciation in place
of the accelerated rate presently allowed.

(d) The excess of accelerated over straightline depreciation
would be recaptured as ordinary income on the sale of real prop-
erty of any type, with no amelioration of this effect-as provided
in present law-depending on how long the property was held,
thus aborting the initial effect of fast writeoff.

(e) The right to depreciate rehabilitation expenditures on a
straightlinte basis over 20 months would be restricted to projects
where the additions or improvements have a useful life of 5 years
or more, where they constitute low cost housing for nontransient
use-declared eligible for such treatment by W and where
rehabilitation cost per unit is not less than $3,000 or more than
$15,000.

These proposals-which treat accelerated depreciation as if it were
a device for nonpayment of taxes rather than a deliberate, congres-
sionally designed arrangement for the deferral of taxes-are almost
certainly destined to result in (i) a smaller increase in total housing
supply than would be produced by wider availability of faster de-
preciation; (ii) a reduced availability of housing for low- and middle-
income families; (iii) inadequate nonresidential facilities need for
g balanced total neighborhood environment; (iv) less rehabilitation
of existing housing, further limiting total supply; and (v) increased
rents. There must be a way to prevent the tax-shelter uses of real
estate--by what must be a very limited number of individuals-
without these adverse and untimely effects on the whole construction
and real estate industry.

3. HEAVIER TAXATION OF CAPITAL GAINS

It is a long established feature of tax law everywhere to tax capital
gains less heavily than current income. In so doing, legislators have
had in mind that if there is a gain from capital in terms of appreci a-
tion of principal value it is (i) a gain from investment of income
already taxed to the individual before it could be saved and invested;
(ii) that it often reflects in whole or in part, the plowback of undis-
tributed profits already taxed to the corporation; (iii) that the income
from capital is also fully taxed as received; (iv) that capital gains
are built up over time-frequently over a long time-and, with tax
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rates typically rising, an equitable and proper averaging process
should put the capital gains tax at a lower level than the tax on
current income; and (v)*that a capital gains tax is levied, in any
case, against an increase in principal value which, the world being
what it is, is typically a result largely of inflation. No tax code can
deal severely with investment gains without discouraging the invest-
ment process itself, either by lowering potential return or limiting
liquidity, or both-and to discourage investment is to inhibit growth
and everything that growth means for the creation of jobs and the
enhancement of well-being for everyone. Yet H.R. 13270 would make
present taxation of capital gains more severe by-

(a) extending the holding period required to distinguish be-
tween capital gain and income from ordinary transactions from
6 months to 1 yr ar;
(b) eliminating the alternative tax rate for long-term capital

gains, thus raising the upper limit of the effective tax on such
gains for taxpayers with a marginal tax rate above 50 percent
from the present 271/2-including surtax-to 38Y2 or by 40 percent;

(o) raising the alternative rate for corporate taxpayers to 33
percent-including surtax-from the present 27%, ; and

(d) permitting only 50 percent of an individual's net long-
term capital losses to be offset against ordinary income, up to the
$1,000 limitation, in place of the full deductibility presently
allowed.

In addition to making invested funds more illiquid and discourag-
ing both saving and investment, H.R. 13270's proposed treatment of
capital gains would be clearly retroactive in effect, constituting an
unanticipated capital levy not just on the 154 but on many thousands
of unsuspecting Americans.

4. REDU ON OF DE EPTION ALLOWANCE AND OTHER PROPOSALS AFFECTING
MEIRALS INDUSTRIES

One of the most capital-intensive and risk-affected industries in
the United States-oil, gas and other mineral resources--would be
dealt with especially severely by H.R. 13270. Apart from the adverse
effect on these industries from repl of the investment tax credit
and the heavier taxation of capital gains, the proposed legislation-
in the case of oil and gas--would Ji) reduce percentage depletion
allowances from 27T to 20 percent on domestic properties; (ii) elim-
inate depletion allowances altogether on overseas properties; aud (iii)
treat production payments as loans.

Among the likely effects of these proposals are the following:
(a) The cost to U.S. companies of oil development would be

increased substantially and, if there is anything at all to the
shifting of taes--and there must be in this case, since the profita-

* bility of oil companies in 1968 was only about the same as that of
'manfuactring concerns generally-the cost of gasoline at the
local gko pump would be increased .

(b) The cost to U.S. cmpanie§ of oil development conducted
-v~rseas would be increased: (i)in all probability without in-
Q,,asig U.S. tax revenues; (ii) with predictably adverse effects
:on~te strategical position of the United States in world affairs;

.041he traegial osiionOf h i
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and (iii) with adverse effects, certainly in any long-term perspec-
tive, on the U.S. balance of international payments.

(c) With a lower after-tax cashflow, oil-producing companies
would need to depend more heavily on external financing for oil
development, a necessity that would be felt most severely by in-
dividual developers and small companies.

REDUCED OPPORTUNITIES TO REWARD MANAGEMENT ACHIEVEMENT

The opportunity to reward a business executive for making a success
of a company's affairs cannot possibly be anything but constructive
in promoting economic growth. In this respect, the proposed 50 per-
cent upper limit on taxation of earned income moves in the right di-
rection; on the other hand, those proviFions of H.R. 13270 that would
limit opportunities to provide rewards other than by current income
would be an obstacle to growth. Specifically, this criticism applies to-

(a) The bill's treatment of deferred compensation payments, a
type of forward income-averaging which, under these proposals,
would be taxed not at the rate applicable to the taxpayer in the
year the income was actually received but at a rate calculated,
ex post, as what would have been applicable in the years in which
the income was earned;

(b) Allowing the deduction of interest only to the extent of
investment income and longterm capital gain-plus $25,000-for
the acquisition of stock-for example-under a stock option pro-
gram, even though the interest is a cost incurred to make an in-
vestment the income and capital gain from which-if there is
any-will be taxable in due course;

(c) Taxing as compensation the value of stock received in lieu
of salary under restricted stock plans-except where the em-
ployee's interest is subject to substantial risk of forfeiture-
despite the fact that in many instances the stock continues under
restriction which prevents its sale to raise funds to pay the tax.

6. REDUCING TAX EXEMPTION OF INTEREST ON STATE AND LOCAL
(MUNICIPAL) BONDS

H.R. 13270 would reduce the tax exemption accorded interest paid
011 State and local government secuirities--municipals-an exemption
going back to the introduction 'in 1913 of the federal income tax and
grounded in constitutional considerations, by-

(a) Allowing an individual to count as tax preference income-
in the limited tax preference--LTP-rule--an amount not to ex-
ced 50 percent of total income-adjusted gross income plus tax
preference income--regardless of the actual proportion af taxable
to nontaxable income, thus treating some tax-exempt income as
taxable-

(b) Requiring that deductions be allocated to nontaxable in-
come in the allocation of deductions-ADR-rule--in the pro-
portino ofnontaxable income to total income, thus making some
part of the deductions ineffective in the role for which they were
originally granted.

Also, the bill would further restrict the availability and raise the cost
of municipal debt financing by-



1014

(o) Making capital gains on debt securities held by financial
institutions taxable at the income tax rate rather than-as now-
at the capital gains rate.

Having thus taen away with one hand at least part of the tax
exemption explicity offered with the other and having reduced the
incentive for financial institutions to continue investing in munici-
pals--commercial banks hold nearly 40 percent of the outstanding sup-
ply-the bill then says that if a State or local government chooses to
finance on a taxable basis the Federal Treasury will provide a sub-
sidy calculated to offset the higher cost of borrowing without benefit
of tax exemption.

Quite apart from the constitutional questions raised by these pro-
posals-which have to do with reciprocal tax immunity as a principle
essential to desirable Federal-Statelocal relations-there are a variety
of important economic questions involved. Thus-

(a) Again if there is anything at all to the shifting of taxes,
this proposed erosion of tax exemption will raise the cost of
financing to State and local governments and require an increase
in tax rates at the State and local level; a measure of this effect
can be judged from the fact that in recent markets tax-exempt
securities sold at yields as much as 2 percentage points below those
obtainable on taxable securities;

(b) To the extent that an erosion of the tax-exemption privilege
induces State and local governments to elect the alternative of
issuing taxable securities, the proposed legislation will require the
Federal Government to undertake a new and conceivably large
and growing function in administering interest rate subventions;

(O> The market for municipal securities is bound to be dis-
located, indeed is already seriously dislocated, at a time when-
most would agree-capital improvement programs at the local
level are needed more urgently than ever before; already, the
yield spread between taxable and nontaxable securities has nar-
rowed by close to one third of a percentage point.

Again, all this is done apparently to cut back on the use of tax-
exempt municipal bond income to avoid tax liability, when the evi-
dence indicates that this type of income is of major consequence to
only a small minority of all high-income individuals.

7. TMMTNZNT OF CHAITABL CONTIUONS

Finally, there are the provisions of HR. 13270 that would signifi-
cantly alter the balance of private versus government effort in various
sectors of our society. It would do this by hampering the gift-raising
capability of private nonprofit institutions on which every community
in the Nation, in one way or another, depends heavily for educational,
cultural, medical, and other facilities. It is especially serious that this
would be done at a time when these institutions, with few exceptions,
are operating under increasingly serious financial difficulties and when
demands on them by the community are heavier than ever before.

The propp"d increase from 80 to 50 percent in the general limita-
tion on a. mdividual's charitable contribution deduction would be a
constructive and important change, but in a number of other provi-
.so .L .R 8 3270 would be so techcally, comphcated and so severe
in its treatment of acts of charity and philantlropy that prospective
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donors would likely withdraw in bafflement if not in anguish as fund-
raising personnel attempt to explain the tax implications of prospec-
tive gifts. Features of the proposed legislation that would make life
more difficult for gift-supported institutions include:

(a) eliminating the unlimited charitable contribution deduc-
tion now available to donors, thus making it more difficult to obtain
the large gifts that frequently are the events that make a success
of ambitious fundraising programs;

(b) treating as taxable the appreciation-unrealized, at that-
of charitable contributions of appreciated property;

(c) placing what appear to be severe limitations on the deduc-
tion available to donors in charitable remainder trusts, and chari-
table income trusts the remainder of which goes to a beneficiary
other than a charity;

(d) requiring that in so-called bargain-sales to charitable orga-
nizations costs be allocated between the portion sold and the por-
tion given, rather than allowed in full as a charitable contribution
deduction;

(e) eliminating the rule that made possible the so-called 2-year
charitable trust;

(f) eliminating the presently unlimited set-aside deduction
available to nonexempt trusts and estates; and

(g) disallowing charitable deductions for gifts less than the
donor's full interest in the property involved.

CONCLUSION

Without attempting to evaluate all the possible effects of H.R. 13270,
the conclusion must be that, as it stands, it would: impair the Nation's
capability for achieving economic growth and improvement; reduce
inparticular the incentive to invest in new construction, in all prob-
ability doing little if anything to promote investment in new low-
income housing; raise rents; raise the price of gasoline and mineral
products general; raise local taxes; create the need for a new Federal
program t help State and local governments finance public facilities;
create the need for new Federal programs to aid private gift-supported
institutions; and hamper the fight against inflation.

THE TREASURY'S SEPTEMBER 4, 19069 PROPOSALS

The maleffects of H.R. 13270 would be ameliorated in part but not
entirely by proposals made September 4 1969, by the Secretary of the
Treasury, in particular by his proposals #or- -

cutting the estimated 1979 revenue shortfall from $2.4 to $1.3
billion;

reducing the corporate tax rate by one percentage point in 1971
and an additional point in 1972;

retaining the 6-month holding period for capital gains and, with
some exceptions, retaining the maximum 25-percent rate on such
gains;excluding charitable donations of recia
LTl nd' AD of apprcae property fromLTP and TDR;
reducing the proposed tax on foundations from 7% to 2 percent

of income;
88-865 0-49---Vt. 2-8
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exclud ng tax-exempt municipal bond interest from LTP;
eliminating that section of .R. 18270 that puts a limit on the

deductibility of interest on indebtedness incurred to purchase or
carr Tinvestment assets; and

deleting that provision of the bill-section 331-relating to de-
ferred compensation.

However, the Secretary's proposals would leave unchanged or make
even more severe certain sections of the proposed bill which, in the
judgment of this writer, would have a counterproductive economic
effect. Specifically, the Treasury's proposals would, among other
thingS-

leave the treatment of real estate investment as in the House
bill, excel p for the suggestion that commercial banks, mutual say.
ingo banks and savings and lan associations be allowed a special
tax deduction of 5 percent against gross income from loans to
finance residential construction-also for guaranteed loans to
college students and loans guaranteed by the Small Business
Adnunistration;

accept the reduction of percentage depletion for the minerals
industie.-fhough not a part of the administration's initial ee-
Sommendations--and the inclusion of both depletion and intangi-
ble drilling costs in ADR-as initially suggested to the Hous-
but would go beyond H.R, 18270 by proposmng-as the administra
tion. did initially,, but as the House did not-that both depletion
and intangible drilling costs be included in LTP, though the latter
not for tax payers derving 60 percent or more of their income
from oil andg. Operations;

co6fntinue the limitation-as originally proposed by the adminis-
tration-on restricted tok plans;

accept the House proposals regarding charitable contributions,
except the inclusion of donations of apprecmiated property in LTP

WnOlud8 tax-exempt interest in ADR-as does the House bill-
but--with ronUti.y -damaging effect-without the 10-year
Phaepp h which the bill provides; ,

apparently. employ an arnw ent--to be disclosed later-such
as an urbm development bank in lieu of interest subsidies to State
and local governments that elect to issue taxable securities;

retan the retroactivity of any change in the taxation of capital

Clearly, thereM a gret deal still to be done to make H.R. 13270
oonsstst with all the gols ? constructive tax reform.

Sentt~ora, xnJng I said is meant to disparage in the least the im-
poitanceof efforts o check genuine abuses of te present tax code. No
0 an .~)ake a a or t .trating from that task. The point is we must,

be sn6 that in th cleanin.up process it is bahwater and not babies
4tl.4rwp out3 an tOat there is no eqchangeof new inequities for

tax code .th i ,fair and equitable. But wo also
n< da cod tat b0sltrg ientive to work, to save, to invest., to take
S 'r thAt-and,a ode that will have the kind
ofoff. i the in t~tutonal etructul'e of our .try--the lace of

thp. e~ ance ,of te and
7*dthe ole p ilvate' onrofit, gift-



1017

supported institutions-that will strengthen, not weaken, the demo-
crafic qualities in American life.

The CIAIRMAN. Thank you - ery much, Professor.
Now, the next witness will V13 Mr. J. T. Higgins, chairman of the

American Textile Manufacturers Institute, Tax Committee.

STATWEET OF 3. T. HIGGINS, CHAIRMAN OF THE TAX OMMIT-
TEE, AMERICAN TEXTILE MANUFACTURERS INSTITUTE

Mr. HiGOINs. Thank you. I hope I shall do as well. My name is John
Higgins. I am a vice president of Burlington Industries of Greens-
boro, N.C. I am appearing before you today in this capacity as chair-
man of the Tax Committee of the American Textile Manufacturers
Institute. I am accompanied by Mr. Roland Kirks, general counsel
of ATMI, and Mr. Jay Glasmann of Ivins, Phillips & Barker, the firm
that represents our committee in tax matters.

Our association represents some 300 corporations which have about
85 percent of the capacity of the textile industry. That industry em-
ployees 984,000 people in 42 States. It has an annual payroll of some
$4 billion, and last year had shipments of more than $21.5 billion.

This statement is directed to the various provisions of H.R. 18270.
It was the unanimous decision of our committee to make the following
re resentations to you with respect to some parts of the House passed
bill. They are nine in number. First, with respect to private functions,
we sincerely believe that enactment alone of section 4942-that is the
provision entitled "Taxes on Failure to Distribute Income"-enact-
ment of that section into the code in conjunction with existing code
sections 503(c) through 503 (j), would constitute a practical deterrent
to the tax abuse which have been considered to justify the funda-
mental sweep of title I of the bill.

Referring to section 231, we approve of the extension and more
liberal treatment of moving expenses deductions. When an employee is
moved at the request of the employer and incurs expenses in that move,
reimbursement to him by the employer should not be treated as taxable
income to the employee so long as the reimbursement is reasonable.

We think, however that the resent 20-mile limitation contained in
section 217 of the code should e retained. The question of enlarging
the moving expense provisions of the code has been before Conres
actively for several years. We see no reason therefore why it should notbe made applicable to taxable years beginning after December 81,1969.
We think the overall limitation of $,500 is too restrictive. And we
would suggest removing the dollar limitation entirely and limiting the
expenditures to reasonable allowances, or if budgetary reasons compel
the retention of the $2,500 limitation at this time, that the statute itself
should provide that the $2,500 limitation will automatically be dropped
at the end of the 2-year period and a reasonable allowanoe concept
established at that time,

With respect to section 881 of the bill, deferred compensation has
been found aprpriate and most helpful in obtaining the services of
W64nte4 scientific, technical, and other highly specilized personnel
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as well as general executive. The prospective emploTee who has
demonstrated such ability often would sacrifice or forfeit pension or
profit-sharing credits established in present employment to accept a
new and more constructive employment. On the other hand, he may
have attained a sufficiently advanced age to bar him from or limit
his potential in establishing corresponding credits in the comparable
qualified plans of a new employer. We therefore have used deferred
compensation plans as a means of affording such talent and adequate
and reasonable retirement benefit. It has worked well, and we see
no reason why the method should be abolished.
If, however, you become satisfied that the deferred compensation

provisions have been abused we then suggest to you that the bill
be amended to provide that the new provisions should apply only to
deferred, annual deferments of $16,000, the present provision of the
bill, or 50 percent of the earned income in the highest 5 years of the
last 10 years of the employment period. We believe section 802 of
the bill dealing with the maximum marginal tax on earned income
should be amended to provide that deferred compensation be con-
sidered earned income.

I refer to sections 418 and 414 of the bill. Under section 414 of the
bill there is a provision of our convertible debentures issued and re-
purchased by a corporation at a premium. That premium should be
divided into the amount that is paid for the cost of the call and
the amount that is paid for the convertible privately. Only the call
premium, is to be deductible by the corporation. Withoui arguing
the point that principle compels such treatment, we would advancefor''our .eraion the t esi that some .impressively should be
applied; Speciflcally, it should be recognized in section 418 so that if
a corporation ' issues: a convertible debenture, the proceeds it receives
are recognized as being in some part attributable to that right orcox mrtffilitygs,

Fifth, wit respect to the treatment of stock dividends, section 421of the bill amends section 308.5 of the code to treat certain types of
re6d emptions as corporate distributions. We object to the broad nature
of pecon 805(c) which delegates towers to the Secretary of theTreA .ry to prescribe by regulations what transactions shall be treated
as '.itrbutions within sections 301 and 805. No yardsticks are set
forth in tho, proposed legislation to guide his powers.

With .respet to section 452, we we no reason for requiring earnings
ahd profits to be determined through the use of a straightline method
for computing depreciation with respect to manufacturing industries.
Themere fact that there have been abuses investigated by regulating
ageaces or in real estate situtations should not compel an abnorm'al
rFthd' of mp' utin earnings and profits fdr all other industry. It
u nil ad4s sig ificant complexities to the tax law. -,W&Aft. Withre'ei i to section 481 of the bill, we have two sugges.
tio",p to make with s t to te capital gain taxation as it relates to* $ D.d W thinkit isA*uid to' uir half the ins be in
C _V .4- i ndiiduil's income fitP subjected to ordinary tax rates,
t4o ypp1 Id ifld b6"o 'qially appltqble to copomtion. W also
repWilid for both corporations and idividuals a graduated rate of
t", bd a -I p It-l _ains similm r to that included In the 10386 act where,

sec)o sl the rte of taxdeceaSes.
With respect tosection 521f real estate depreciation, here again we

I.
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believe abuses in the real estate field are no reasons why accelerated
methods of depreciation are not generally appropriate and should not
continue to be applicable to industry. We have no objection, however,
to changing the law so that the recapture provisions of section 1250
are apple icale to all disposition of measurable profit. For corpora-
tions generally and particularly for those primarily engaged in manu-
facturing the proposed amendments to the depreciation recapture pro-
visions would appear to take care of any problems that may have
arisen with respect to disposition of depreciable property.

Finally, in referring to the repeal of the investment credit and the
amortization of certain railroad rolling stock, echoing sentiments
which have been expressed previously here, these provisions point up
the need for more certain depreciation allowances for American in-
dustry. Specifically ATMI recommends the elimination of the Treas-
ury reserve ratio test. Further and continuing modernization is of
vital importance to our industry if it is to compete effectively with
low-cost imports. The resrve ratio test because of its complexity and
its potential for requiring repeated useful live adjustments makes it
impossible for taxpayers in our industry to be able to count on def-
inite depreciation deductions when expenditure plans are being made.
This uncertainty should be eliminated.

As provided in the bill for railroad rolling stock, taxpayers should
be allowed to use specified depreciation lives as a matter of right. Only
those taxpayers claiming depreciation life shorter than spified life
or lives for their industry should then have recourse to defer compli-
cated rules of revenue procedure 6221 which is the Treasury guide-
line.

As an entirely personal comment, I realize this committee has un-
dertaken a most arduous assignment in considering this bill, an
undertaking which the American people will judge by the degree
to which the amended Internal Revenue Code results conforms to
their concept of justicee and fairness. The complexities already exist-
ing in' the code have reduced the individual tax return form to a
checklist of multiple schedules and other attachments. That com-
plexity is compounded by the provisions of this bill to a degree that I
am convinced surpasses the comprehension and the confidence of the
taxpayer. It surpasses his ability to comply and the Government's
ability to audit and to administer even handedly. Because of this be-
lief I hope that your regard for the practical difficulties of adminis.
tration will be one of the primary standards by which we will measure
and modify this legislation.

Thank you.
The CuAnxn z. I see you managed to wind up right on your time

also. Thank you. Congratulations or a well-timed statement. I would
say you are well-advised, And Mr. Glasmann sitting to your right
is no stranger to us here.

I sup poe if the Republicans must be in power from time to time
they wouldn't find a better man to help them at the Treasury than Mr.
Glasmann. I assume he is in accordance with your views on this
matter.

Mr. HIh s. I believe he is, yes.
-Thank you very muvh, sir.
(Mr. Higgins' prepared statement follows:)



1020

OTAUM oF JoHN T. Hoomns ON BzirxfA or THU AMnio" TzXTIL MAZNU-
FAOTUBRI INSTITUTE, INC.

My natme' s 3ohb T. Higgins. I iam Vice President of Burlington Industries,
IDOL, of Greensboro, Nortih Carolina. I am appearing before you today as Chair-
man of the Tax Committee of the American Textile Manufacturers Institute,
nc. .XJam acompanled by Mr. Rowlind F, Kirks, General Counsel of ATMI, and

OI'.* Jay W, Glisman'n of Ivins, Phillips & Barker, which firm represents our
Coziizitt66 In tax matter .
,'Our Association'represents some 800 corporations which have about 85 per-

cent of the spinning, weaving and finishing capacity in the cotton, silk and man-
matdo doer lndUst . The ,textile industry employs 984,000 people in 42 states,

a UI a) payroll of'$5 billion and last year had shipments valued at over

'Wbis statement directed to a number of the provisions of H.R. 18270. We had
a meeting of ,ur full Committee last month and the unanimous deqlsion of the
Comittee was to make the following 'representations to you with respect to
pe..r~prto of the House.-passe d bill.'

S.rION 101--TAX TRRATMZNT OF PRIVATE FOUNDATIONS

We ei n ders i .that many many other witnesses will appear before you to
di thelmjl*katIopof eh section Of Title I of the bill, and therefore I'shall
ni.tfk 'tun y6Ur time to that purpose.
.,We"do r6oWSe tblat the major impact of Title I would be to deprive private

charitytn its established flow of funds, by the .application of provisions almost
!r.esaible tp a~rminister, with consequent primary effect upon the poor and

fk zon us.
q;4 beilevb that enactment of Section 4942, the provision entitled

" 'W3 6ik Wailure to Distribute Income", into the Code would provide, in con-
J ton- with(ode sections 0(c) through O)(J), a practical deterrent to the

Ab~uS, 5 y ich lve been conSidered to justify the fundamental sweep of

We, a aware that the Ways and Means Committee concluded that it was
obbj0tonable foiprivatW foundations to be used to ,mintain control of busi-

101rticlagly smalland4 medium-sized family corporations. On this Issue,
Isi ~4 9e0q agreement with'the conclusi us of the Committee. We

Vwh bof co0trol of family btlsiness should be' fostered rather
aid that If private foundations can be utilized to assist in such

-op, suchpractice is not reprehensible so long as the foundations are dis-
trlbtsi to actlve-~,rties the rquisite amount of income or capital required
"xh #! O1(d)ot the bI. We believe that th6 proposed stock ownership limita-
tli"sWlb' kecetto oWaons and so-called disqualified persons under the
bI.!~Uha 'ieadtrieumatal edect on the-continuity, of ownerehp and manage-

m .of~flft7 i06eali c rtuons i t county without in any way promoting

t didiion for erplofee moving expenses, (tkansporting the tax-
of bi Vift, and their belonginii frm the old residence to the

' 4er~ qe, ~laluding meals and lodging en route). would be expanded to allow
.tlw p i on of exPnse fo house-hunting trips, living expenses up .to 80 days

related to tbhesaleof a res!oence or thepettle-
"- eri4.lte'i to the pOfcbae k a residence

aeqnittOi:f a leaseft . property to'b6 used as

~ 4edutPf~o A4Ituoal eatqgorile ..44 moving

.~Ue~t t aIt it deducton f6r mOving expenises
* 1Vlt' 146ee of Work ii lodated'at least 20

~a5 ~Ql1~griipa ,pac~of' t . ,es.. ThS, "O psed cenani are

6 6.h -ndi ,, . leem-

p~~t ~a pyep bad o
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not relocated to accommodate his employer. Accordingly, ATMI supports the
liberalizing changes included in the bill with respect to moving expenses. We
believe, however, that the $2,500 limitation for the new deductible moving ex-
pense category is grossly inadequate. The proposed ceiling barely covers closing
costs, including selling commissions on a $30,000 home, and leaves little or noth-
ing for the other important categories of moving expenses, namely, house-hunting
trips, temporary living expenses, and out-of-pocket expenses attributable to the
acquisition of the new home. Moreover, with the inflation that has taken place
in the last two years, and which appears likely to continue in the immediate
future, the overall limit of $2,500 appears unrealistically low. We recommend,
therefore, removing the dollar limitation entirely, with the deductible expenses
in the new categories being limited to reasonable amounts under all the facts
and circumstances. In the alternative, if budgetary considerations compel the
retention of the $2,500 limitation at this time, we believe that the bill should
provide for the automatic elimination of this limitation at the end of a two-year
period, with the reasonable expense concept taking over at that time.

'We strongly recommend that the present 20 mile limitation that is contained
in 1217 of the Code be retained. We can see no Justification for changing the
limitation to a 50 mile test which can only generate hardship and ill-feeling for
affected taxpayers. For example, assume an employee is working in Washington
for the Federal Government and lives 10 miles south of the Capital in Virginia.
Assume his employer transfers him to Baltimore, which is approximately 45
miles from Washington. Under the bill, such an employee would not be able to
deduct his moving expenses if he attempted to relocate in the Baltimore area.
In effect, the bill, as drafted, assumes that commuting to Baltimore from the
Virginia side of Washington is a normal pattern of existence. We believe this not
to be the case and urge that the bill be changed accordingly.

The question of enlarging the moving expense provisions of the Code has been
before Congress since at least 1963. The Treasury Department, in its April 1969
tax reform recommendations to the Congress, proposed that the new rules should
have an effective date with respect to years beginning after December 31, 1968.
The Ways and Means Committee gave no indication in its report why the Treas-
ury's effective date recommendation was not accepted. At any rate, ATMI rec-
6mmends, at a bate minimum, that the liberalized moving expense rules should
apply to calendar year 1969. Further, we believe that consideration should be
given to making the provisions retroactive back as far as 1964 because of the
uncertainty and unfairness Which have existed with respect to the tax treatment
of moving expenses since Congress last considered the subject in connection with
the Revenue Act of 1964.

SOTION 331--OTHER DZFERRED COMPENSATION

The bill would change the tax treatment of unfunded, non-qualified, deferred
compensation payments in excess of $10,000 a year received by key employees,
whether the arrangement giving rise to the payment be a simple contract on an
individual ad hoc basis or a complex plan (deferred cash bonus, phantom share,
etc.) applying to all or most of a company's executive group. Under present law,
an employee does not report income on deferred compensation of this type until
It is actually received in cash, frequently after retirement when the employee
expects to be In a lower tax bracket.

The bill provides that when a deferred compensation payment in any taxable
year ending after June 30, 1969 exceeds $10,000, a "minimum tax" is to be Im-
posed, on the excess. The minimum tax would be the lower of two alternate
amounts computed under complex formulae, ex-'*pt that if the tax computed
reder the regular rules should be higher than the minimum tax so computed,
tlbe regular rules are to apply.
I ATMI believes the proposals to alter the existing rules for taxation of un-

funded deferred compensation arrangements are inadvisable for the following
reasons:
j. Deferred compensation is a key element in the overall compensatory pro-

graks, of most corporate employers, large and small. Deferred compensation
has, been foupd appropriate and most useful in obtaining the services of talented
scientific, technical and other highly-specialized personnel, as well as general
executives. The prospective employee, who has demonstrated such ability often
would sacrifice or forfeit pension or profit-sharing credits established In present
en1ployuient to accept a new and more constructive employment. He may have
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attained a sufficiently advanced age to bar him from, or limit his potential, In
establishing corresponding credits In comparable qualified plans of the new
employer. Many employers have used unfunded, non-qualified deferred compen-
sation plans as a means of affording such talent an adequate and reasonable
retirement benefit. It has worked well, and we see no reason why the method
should be abolished.

2. The present taxation of unfunded deferred compensation arrangements is
not a loophole. The present rules are based on the simple concept of cash basis
taxation. An individual Is taxed on Income only when he receives it or has a
right to receive it. Failure to tax him In or by reference to an earlier year Is
not a loophole in the law. The proposed change will not have Its most Important
Impact on the wealthy, who will usually be In a high tax bracket even after
retirement. Instead, it strikes at the middle-income executive who ultimately
retires without a business or private fortune to support him in retirement.

. The proposal would necessarily be Irrational and inequitable in operation.
Taxation of deferred compensation at rates determined by reference to a year
oi years other than a year the cash is actually received, may make lttle sense
when applied to any particular arrangement in the broad spectrum of deferred
compensatiol,

4. Administration of the proposal will be extremely complex and burdensome
for both the taxpayer and the Government. It is irherent in the proposal that
record-keeping will be required for a period of forty or more years. Further-
mor because of the difficulty in many cases of determining when a payment Is
"deferred compensation" (a term not defined in the bill), enforcement of a pro-
posal of this tvpe Will undoubtedly be uneven and fraught with costly litigation.

Whie ATM! believes the arguments against Imposing a new minimum tax on
deferred compensationd far outweigh the argiiments advanced by the Ways and
Me0AMCoi1tt0e in Justifcation of the proposed changes (see Summary, Tax
Reform 1il of i969, prepared by the Staffs of the Joint Committee on Internal
1Y*Vue Taxation and the Committee on Finance, August 18, 1968, p. 58), If
I8 of the bill should be retained, a number of changes should be made. We
su t, for example, that the Bill be amended to provide the new minimum tax
shpll apply only to deferred compensation payments'received in any year which
a4.re , excess of the higher of $10,000 or 50 percent of the average of the em-
plye e1' eA ftred income in the highest ive of the last ten years of his period
o* empl6 ment. Such An amendment would enable small and medium-sized firms
Incur industry to comp e ,with larger corporations in acquiring executive talent.

We *Wreommeild, in order to avoid an inequity which could hardly have been
Itended, that ISM of the bill pertaining to the maximum tax on earned income
be amended to provide that deferred compensation payments attributable to years
beginning after December 81, 169 !e treated as earned income. As drafted, 1802
of 0o- bill, would provide that the-50 percent limit is not applicable to deferred
OV wiu&ti "Cton. If this provision is not changed, it could result in an employee pay-

stg a h er tax on deferred compensation than he would have paid had there
no : : - .ION 413--ORIGINAL ISSUE DISCOUNT

SSOTON414-CO:--vUtmLm rN znrDNEss REPtHASE PREMIUMS

J414 of the bill provides that where a corporation repurchases its convertible
debentures at a premium, the portion of the premium paid for the convertible
pivilegcimnot be deducted as being analogous to an interest expense. Without
su#W 41b*h point that' principle compels such treatment, ATMI, on behalf of
*V04 O!0f Its m mbers submits that this principle of viewing the conversion

as se06arbl# from the underlying indebtedness should be consistently ap-
00Ple&In other words, convertible debentures should be treated the same as bonds

I . eWi f v* W t tt. a ed,"both for purposes of the bond premium provisions
0 WOe Mf(. tte bond discount provisions of the bill (1418).

-,1ft fore that' 5418 be amended to provide, in effect, that a
'A' jonfvertlbWe debenture shall be treated athaving issued an

_k/ t 't ait rMvtded under tb bill when debt is issued, with
VA it 0010 reeo*iled in #418, in the case of a convertible
aOt t 4 OteIntrest o 'sAe hold b adjusted upwards to

WV t .after attributing a portion of the iue price to,. ....• U b'd

// /
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SECTION 421-TAX TREATMENT OF STOCK DIVIDENDS

Section 421 of the bill amends I 30 with respect to nontaxability of stock divi-
dends. The bill goes on to provide specifically that a stock dividend shall be
treated as a taxable dividend if the distribution, or series of distributions, results
in receipt of property by some stockholders and in an increase in the propor-
tionate interest of other stockholders in the assets or earnings of the corporation.
The bill also provides that, by regulations to be prescribed by the Secretary or his
delegate, a change in a conversion ratio, a change in redemption price, a redemp-
tion treated as a taxable dividend, or any similar transaction, will automatically
be treated as a dividend to other shareholders whose proportionate interests in
the assets or earnings of the corporation are increased. Thus, a redemption which
results in a taxable dividend to the redeemed -stockholder would appear to result
(under regulations to be prescribed) in constructive dividends to the other stock-
holders whose proportionate interests have in any way been increased.

Under the effective date provisions, a grandfather clause protects distributions
of stock, including distributions which result in a receipt of money for property
by some shareholders and an increase in the proportionate interests of others
with respect to stock outstanding on January 10, 1969, or Issued pursuant to a
contract binding on that date. The grandfather clause covers distributions of
stock (or rights to acquire stock) made prior to January 1, 1091, but the grand-
father clause is not made specifically applicable to changes in conversion ratio, re-
demption prices, etc., which are to be covered under regulations to be prescribed.

ATMI objects strongly to the legislative powers delegated to the Secretary or
his delegate to prescribe, by regulation, transactions not described in the statute
which shall be treated as dividends under the bill. No yardsticks are set forth in
the bill to guide the exercise of the Secretary's discretionary powers. The diffi-
culty we see in such delegation of powers can be illustrated by the following:

Under 1101 of the bill, dealing with private foundations, the foundation must
dispose of stock in a corporation if the combined ownership of the corporation's
voting stock held by the foundation and all disqualified persons amounts to more
than 20 percent. In many instances, the only place this stock can be marketed is
to sell it back to the corporation itself. Thus, §101 of the bill compels a redemp-
tion of the stock and 5421 (under regulations yet to be issued) may impose a
dividend tax upon the remaining stockholders because of the redemption.

Finally, there is an effective date problem which should be corrected. There are
many convertible debenture issues which were outstanding on January 10, 1969,
which provide for changes in the conversion ratio with the passage of time. Cer-
tainly the grandfather clause applicable to outstanding stock as of such date
should be expanded to cover holders of rights or convertible securities which were
outstanding as of January 10, 1969.

SECTION 462-EARNINGS AND PROFITS

Under the heading "Depreciation Allowed Regulated Industries; Earnings and
Profits Adjustments for Depreciation", the bill would require all corporations, not
just regulated utilities or real estate corporations, to use the straight-line method
of depreciation for purposes of determining the earnings and profits of the cor-
poration. The justification for the proposed change Is that for a number of com-
panies, especially among utilities and those investing heavily in real estate, dis-
tributions of tax-free dividends are permitted where accelerated depreciation
methods are utilized in determining earnings and profits.

4",4TMI Is opposed to the general requirement that earnings and profits of all
corporations be determined by the use of the straight-line method of deprecia-
tion. This add's an unnecessary complexity to the tax law for the great bulk of
corporations (probably in excess of 99 percent) which have not been and will
not be, in a position to distribute tax-free dividends merely because their earn-
ings and profits are computed through the use of the accelerated depreciation
methods permitted in determining tlke taxable income of the corporation.

Furthermore, while not announced am a foreign tax credit modification, the
proposed amendment requiring corporations in years beginning after.- June 30,
1972, to use the straight-line method of depreciation in computing earnings and
Profit, coUld have a Mgnificant effect on the determination of Subpart F income
of' ¢06itrolled foreign corporations,' as well as upon' the computation of the
"deemed paid" foreign tax credit under J902 of the Code. If 1451 i not limited to
utilities and teal estate corporation's, the bill should be amended to make it clear
that the earnings and profits changes are not to apply to all of the various pro-
visions of the Code dealing with foreign corporations which use as their starting
point earnings and profits of the foreign company.
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SUOTION 461---CAPITAL GAINS

We have two suggestions to make with respect to the capital gain tax as it
relates to corporations. We think that if it is sound to tax 50 percent of the gain
to an Individual at ordinary income tax rates, the same idea should be equally ap-
plicable to corporations Accordingly, instead of a 30 percent tax rate with respect
ot corporate capital gains, we suggest that 50 percent of the gain be taxed at the
regular corporate tax rate. This would have the elect of giving relief to small
corporations with respect to capital gains. We also ,'commend for both corpora-
tione and individuals a graduated rate of tax on capital gains similar to that in-
cluded in the 1986 Act where, as the holding period increases, the rate of tax
decreases. This could be done by providing that 50 percent should go into taxable
ifitome for holding periods of one to three, years, 40 percent from three to five
years, 30 percent from five to ten years, etc.

SECTION 521-REAL ESTATE DEPREQIATION

on the ground that the present tax treatment of real estate has been used
by some high-income individuals as a tax shelter to escape payment of tax on
substantial portions of their economic Income, accelerated methods of deprecia-
kbonlwould be denied with respect to new buildings (except in the case of new
residential housing) where a construction begins on and after July 25, 1969.
Th. bill also provides for the recapture of the excess of accelerated depreciation
over straight-line depreciation on the disposition of depreciable real property to
the extent'of depredation taken after July 24,1969.

ATMI 'l strongly opposed to any provision which would prohibit manufactur-
Ing corporations from using the double declining balance and sum-of-the-year's
digts methbdi of depreciation with respect to new buildings and other deprecla-
Ole real property. To the extent there are abuses in the real estate field with
respect to "some high-income Individuals", ATMI recommends that Congress
strike direct at the target of the abuse and that it not make changes wh',c:, sre
02 substantial detriment to corporations generally and to the industrial segment
of tA econorny In particular-where the abuse does not exist.
,It i.s teworthy that the Tax Reform Act of 1969 proposes a substantial re-

allocation of the, tax burden between corporations and Individuals. The largest
rep increase, under the bill, for example, comes from the repeal of the
ltszent credit, practically all of the cost of which falls upon corporate tax-
pajlrs. Ubder. such circumstances, we urge that the manufacturing segment of
our economy not be further penalized by denying it the use of accelerated depre-
latlol dtlode for new plant, where the primary rationalization for the change

I impty to take away a tax shelter for a few high-income individuals.
VQ; corporations generally, and particularly for the manufacturing industry,

the proposed amendments to the recapture provisions of l1250 would appear to
be adequate to take care of any problems that may have arisen outside the so-
Al~edt heltei~ area. e bcordinsly, ATMI approved of the'proposed *amend-

i~ts t '250 of the Code, but objbets vigorously to the proposed elimination
if c stated td6recatioh methods for depreciable real property used by manu-

factuing corporations..
"'de w ,ul4 ont. oUt that when the Treasurys depreciation guidelines

Weze $ mlgited In 92, the Department'indicated that it was not providing
Mr0 lirtst'lives than old Bulletin Von buildings because of Inadequate deprecl-
~tio~t0p.ptrprovisions with respect to dispositions of depreciable real prop-

u._e,. industry In this country LI now confronted with the fact
402d~s &Pd Iother depcalerl property areft raitial

10~~ 46 4 e the right to compensate in part for this factor
u of elerated depreciation methods. We think this is unjust

02"~S3*Ok V0-6Uth bOW V*TE ~ ~ lf O

S WJbi# 15"'fthIAIOI1V O TAMN RAIImo"A OLING WMIC'
t~rpeqtoee og~hqr lecuse heypoit -pboth the

't tJi qigl *MA, iMPotut reforra needed in

Q* the investmet credit as such, although
Sr ,deklin the texUle, industry and

.: A. ..
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helped considerably in bringing new machinery into our plants which greatly
improved our efficiency. This modernization of obsolete plant and equipment was
much needed In view of the increasing competition from textile products im-
ported from abroad. However, the investment credit did not last long enough
to permit completion of much needed modernization programs. We still have a
considerable way to go in order to be better able to compete with low-cost foreign
Imports. In this connection, one of the problems that is beginning to plague our
industry is the application of the reserve ratio test contained in the Depreciation
Guidelines of the Treasury Department.

The reserve ratio test is extremely complicated and it is very difficult to apply.
We find that there is no uniformity with respect to its application in various
parts of the country and no. taxpayer knows just where he stands with respect
to his depreciation allowance. It is, of course, very important that taxpayers in
our industry be able to plan on definite depreciation deductions in order that
they can know what they can spend for new machinery. We think the answer to
this problem is indicated by 1705 of the bill dealing with depreciation on rail-
road rolling stock. The bill specifies a set period of years over which such rolling
stock can be depreciated by the railroad industry. The Guideline rate of the rail-
road industry is 14 and the bill reduces this period to 7 years.

We are not necessarily asking that our Guideline Life of 12 to 14 years be re-
duced to 7 years, but we are asking that we be allowed to count on the 12-14 year
life with accelerated methods of depreciation. We do not want our depreciation
to be subject to repeated adjustments through the use of the reserve ratio test.
We ask Congress by legislation to allow taxpayers to use the guideline lives of
their industry as a matter of right. Under this recommendation, the reserve ratio
test of Revenue Procedure 62-21, and the various adminisLrative procedures for
adjusting lives if the test is not met, would be dropped, except for the case of
taxpayers who use depreciation lives which are shorter than the applicable
guideline life.

CONCLUSION

This concludes our written statement. I wish to thank the Commltee for
giving ATMI an opportunity to be heard.

The CHA-MMAN. Next we will hear from Mr. James B. Irvine, Jr.,
who is president of the Association for Advanced Life Underwriting.

Mr.-ivrvine, you have a' good salesman in Baton Rouge, La., a class-
mate of mine in' college, who called me to direct my attention to the
fact that you were going to be here today. He wanted me to ask about
something or other. I cannot recall what it was. We will just have to
count on you to tell it.

STATEMENT OF TAXES B. IRVINE, JR., PRSIDENT, ASSOCIATION
FOR ADVANCED, Ll UNDERWRITING; ACCOMPANIED BY
GRAD R. SHERMAN, COUNSEL
Mr. IRvxN& Thank you, sir. I am delighted.
Mr. Chairman, we very much appreciate the opportunity to appear

here today. My name is James B. Irvine, Jr. I am a charter life under-
writer from Chattanooga, Tenn. and appear before you today as
president of the Assoiation for Advanced Life Underwriting

I am accompanied by Gerald H. Sherman, our counsel.
AALU is an organization of more than 500 6f the United States

leading life insurance agencies, including your friend, sir, who be-
cause of the large--

The CuAImiN. That is Bob Bowlus that I am thinking of. You
know him f

Mr. U1rEv1. Bob BowluS. Yes indeed.
Th C0 AiliA.A, pretty good salesman. He made me buy a lot

more thaii I should have bought I think.
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Mr. Thvrsz. The members of AALU because of the large amounts
of insurance with which they are concerned, tend to utilize the more
complex income planning arrangements. AALU's larger parent or-
ganization, the ational Association of Life Underwriters (NALU),
will be appearing before you today to present its views on a number
of current tax reform proposals. We fully support the position set
forth in the NALU testimony.Now, our testimony today will focus solely on the subject of de-
ferred compensation, section 331 of H.R. 13270, and its close relative
restricted property, section 321.

Section 831 as passed by the House attempts to remove the pos-
sibility of shifting income to taxable years after retirement when the
marginal tax bracket is expected to be lower-a shifting of income that
heretofore has been available to employees who are in a position to
bargain for a deferred compensation average amount.

Vlow we believe that the Ways and Means Committee has over-
stated lhe case for its suggested change and that such a change will
be detrimental to the public policies of encouraging retirement pro-
grams and reducing current inflation. Assumifig however that the
section 331 proposal can find support in its broad application, we
would like to direct the committee's attention to a number of consider-
a tions that were inadvisably treated. Perhaps the major ommision of
section' 381 is its failure to contain a definition of the term "deferred
compensation."

,Tho mere fact that income is received in retirement years should
not be conclusive on the question of whether it qualifies as deferred
compensation as contemplated by section 331. This is because em-
ployers often insist that a certain portion of compensation be paid
o*y in retirement years. This income is deferred at the employer'splesu~r, not th9 employees. Such deferral of compensation is not
bargain for" in the wOrdS of the Ways and Means Committee

e, therefore, recommend to the committee that deferred com-
pensation- should be defined so as not to penalize involuntarily
d"erred income.
Sati6n ,8 was not promulgated "to impede supplementary

pbnsi6i tbenefitplans that are designed for middle-income employees.
Rather it was intended to eliminate jumbo transfers of compensation
by high bracket executives to their lower bracket retirement years. A
totally ontarget satisfaction of this purpose was, in our opinion, not
aphigved.

o61 " emple, ther6 seems'little purpose in legslating tax strictures
ob dli itybiieneflt which" are often a part ofdeferred compensation
iefng ti. The receipt of disability benefits never represents a
deliberate attempt to manipulate the graduated tax rate structure.

Te diebi i neftt reading is similarly applicable to death
W41t' at 1. that ort ionof death benefits Which exceeds the
fhdid or putatively funded amount. Although the 4nggua.e of the

Sbill se~nis toencompass death benefits within its scope,
* ys anot Mes Comittee RepoYrt speaks solely in terms of

retment benefit. We again here suggest t that the statutory language
i a4~d .j limPit the provS 0 ts orf thebill to deferred ompensa-

- leu-hicls-rc-i"d as ietriimtioebytemAyewhI.e
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earned it. Death benefits, for widows and orphans, as well as dis-
ability benefits, should be removed from the legislation's coverage.

We can appreciate the tax equity of excluding an annual amount
of deferred compensation from the reach of section 331. However, we
strongly suggest that the $10,000 annual amount is inadequate to the
task.

We have recommended to the committee in our written statement a
number of possible alternative approaches. A reasonable increase in
the $10,000 annual exclusion would net constitute an interference with
the bill's purpos of eliminating tax motivated deferral of com-
pensation.

In concluding our remarks directed solely to the section 331 treat-
ment of deferred compensation, we would urge the committee to con-
tinue to seek a mechanically more simple means of solving the tax
rate manipulation problem. There will be a substantial number
of deferred compensation recipients who will have to deal with what
to them will simply be nonintelligible computations.

"The failure to define "deferred compensation" or "deferred com-
pensation arrangement" leads us back to a dependence on existing law
which itself constitutes a thicket of conflicting rules, the application
of any one of which is difficult to determine.

The Ways and Means Committee seemed to recognize this situation
in promulgating a special new provision for so-called restricted prop-
erty arrangements.

Having faced the issue that restricted property arrangements are
merely another form of deferred compensation, the House failed to
reach the logical conclusion that similar tax rules should apply to both
situations. As the bill now stands taxpayers can still pick and choose,
free of relative economic considerations, from among similar arrange-
ments in order to reach the tax result which is more beneficial.
. Furthermore, the bill does not provide us with clear guidance in
the situation of funded deferred compensation which does not quite
fit into the restricted property category.

To eliminate these close and not total relevant distinctions between
the tax treatments of various types of deferred compensation, we would
urge the committee to apply to restricted property arrangements what-
ever rules it finally decides upon for deferred compensation.

For some reason, not fully articulated in the Ways and Means Com-
mittee report, H.R. 13270 imposed substantially more onerous tax
consequences to the holdings of nonforfeitable property, that is; re-
stricted property, than it does to the holding of a nonforfeitable prom-
ise, that is deferred compensation. Such a forfeiture standard is
essentially immaterial if we are faced with a situation in which the
employee cannot in any significant way realize upon his nonforfeitable
rights. If he cannot transfer the property, his possession of it is simply
not worthy of taxing. Drawing fine distinctions between restricted
property and deferred compensation bears no consequential relation-
ship to tax equity.

If we start with the assumption that the rules respecting deferred
com sensation as decided upon by this committee are equitable, why
not bring those rules to all forms of deferred compensation including
restricted property.

We would suggest further additions to the legislation. The bill
refers to restricted property while the Ways and Means Committee
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report speaks primarily of restricted stock. It should be made amply
clear that the restricted property provisions encompass all manner of
property and not merely stock.

There are many forms of property including the insurance policies
with which members of my organization concern themselves on a
daily basis. We ask this committee to eliminate any inference that
would support an unduly limited definition of the term "property."

In addition, the legilation should further clarify that funded
deferred compensation plans are to be treated no differently than
unfunded plans. This is, of course, simply an a priori conclusion
from the premise that restricted property should be treated under
normal rules applicable to deferred compensation.

And lastly, we urge that employers should be permitted a deduc-
tion at the same time and in the same amount as the employee's in-
come must be recognized.

Mr. Chairman, we appreciate very much the opportunity to appear
here today and make our views known, and we hope that we have
been of some assistance to the committee.

The CHAIRMAN. Thank you, sir, for a good statement. It seems to
me that if we would try to work out somehow in the legislation that
the average person making a substantial amount of money, when he
is paid 50 percent, could settle for that unless he makes a great deal
beyond that, if we could stop all this foolishness of people trying to
fiddle and change and go into businesses for which they are not
eminently qualified, all that sort of thing, all this deferral and chang-
ing and shifting; in other words, if a person was going to pay about
50 percent-and I am talking of a person making a substantial income
and those are the people who can afford to buy a big life insurance
policy from you-there would be very little incentive for people to
try to defer their income for 10 years or 15 years or something of
that sort because in all probability they would still be pa ing 50 per-
cent whether they did eventualy receive the income. That kind of
thing it would seem to me might have some merit.

In any event, what you said about deferred income at least to a
considerable degree had the support of the Secretary of the Treasury.

Are you aware of that ?
Mr. IRvINL Yes, sir. We would make one clarification, Mr. Chair-

man, in that we would not disagree strongly with the statements that
you just made. For tho most part, however, they apply to the large-
income man as opposed to the large number of middle-income people
for whom we are making a plea here today.

There are many deferred compensation arrangements that are
employer oriented as opposed to being employee oriented. As such
they, do not represent deferred compensation along the lines that
apply to the big taxpayer.

S iheCuAuxA . Weil, we got both me and you on your 10 minutes.
How about Senator Anderson.

Senator Williams
Senator.WuwAus. No questions.
The CHAaxAW. Thank you very n~uch, sir.
Mr. IvNx. Thank you, sir.
(Mr. Irvine, Jr.'s prpaied statement follows:)
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STATEMENT or JAMzs B. IRVINE, JR., O.L.U., ON BEHALF OF ASSOCIATION FOR
ADVANCED LIFE UNDERWRITING

My name is James B. Irvine, Jr. I am a Chartered Life Underwriter from
Chattanooga, Tennessee, and appear before you today as President of the Associ-
ation for Advanced Life Underwriting (AALU). I am accompanied by LeonarfiL.
Silverstein and Gerald H. Sherman, our counsel.

AALU is an organization of more than 500 of the leading life insurance agents
in the United States. By the designation "leading life insurance agents," we mean
agents who, because of the large amounts of insurance with which they are con-
cerned, tend to utilize the more complex and sophisticated financial planning
arrangements.

AALU's larger parent organization, the National Association of Life Under-
writers (NALU), a 100,000 member group of life insurance agents, will be ap-
pearing before you today to present its views on a number of the current tax
reform proposals--those to which we will specifically refrain from speaking.
Our failure to join NALU in a detailed consideration of such proposals does not
Indicate our disinterest in them, but rather it reflects our deference to the Com-
mittee's request that duplication of testimony be kept to a minimum and, if pos-
sible, eliminated. We would like, however, to assure the Committee that we fully
support and commend to the Committee, the positions set forth in the NALU
testimony.

Our testimony will focus solely on the subject of deferred compensation (sec-
tion 331 of H.R. 13270) and its close relative, restricted property (section 321).

We in the life insurance industry devote our entire working lives to assisting
others to provide adequate financial protection for themselves and their families
after their normal working lives have been concluded, whether by death, dis-
ability, or old age -etirement. In a sense, then, our entire focus is on the pro-
vision of deferred compensation in one form or another. At the very least, the
establishment of deferred compensation arrangements constitutes a major ac-
tivity of the life insurance industry. We, therefore, are greatly interested in the
manner in which deferred compensation is subjected to our taxing system.
A. Deferred oopenaation ( $3S1)

Section 331 of H.R. 13270, as passed by the House and submitted to this Com-
mittee for consideration, attempts to remove "the possibility of shifting income
to taxable years after retirement when the major tax bracket is expected to be
lower"-a shifting of income that has heretofore been "available to employees
who are in a position to bargain for deferred compensation arrangements." ' We
believe that the Ways and Means Committee has overstated the case for its .-ug-
gested change in the treatment of deferred compensation. Further, such a change
wiil be detrimental to the imporant public policy of encouraging economically
secure retirement programs. However, we can sympathize with the attempt (as
a function of tax equity), to limit the possibilities for the otherwise economically
fruitless activity of shifting income between years in order to minimize the effect
of our graduated income tax rate structure.

Assuming, then, that the section 331 deferred compensation proposal of H.R.
13270, as submitted to this Committee, can find support in its broad application,
we would like to direct the Committee's attention to a number of considerations
that were either overlooked or inadequately treated in the current legislative
draft.

1. DEFINITIONAL PROBLEMS

Perhaps the major omission of section 331 is its failure to contain a definition
of the term, "deferred compensation." Neither the Bill nor the Committee Report
gives any guidance as to when compensation is deemed to be deferred.

The mere fact that income is received in retirement years (the kind of cona-
pensation which seems to have been in the minds of the drafters) should not be
conclusive on the question of whether it qualifies as compensation of 2 deferred
kind for purposes of the legislation. Employers often insist that compensation be
paid in retirement years so that employees will have little difficulty in maintaining
reasonable standards of living during those years. In this way the employer is
protected from having to make difficult decisions respecting which employees
should receive the benefit of ad hoo assistance during retirement. In effect, the
employer relieves itself of a pastoral function for which it is normally ill suited.

I .R. REpt. No. 91-418 (Part 1), 91st Cone., lt Sea& 90 (1969).
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The employee must accept the compensation after retirement and can, In no
event, receive it during the normal working years. The income Is deferred at the
employer's pleasure, not the employee's. The deferral of the compensation is not
"bargained for" in the words of the Ways and Means Committee report.

Another definitional problem arises from the fact that compensation can and
often Is, deferred as between different years during which the employee Is work-
Ing and receiving other taxable compensation income. The statutory language
would appear to reach this kind of arrangement, although it can be questioned
that this was or should have been the intention of the House.

We, therefore, recommend to the Committee that a workable definition of
deferred compensation be developed for inclusion in the legislation. Such a defini-
tion would recognize that Involuntarily deferred income should not be penalized.

2. OVEBBZACHINO OF THE PROVISION

The deferred compensation which appears primarily to have been in the minds
of the legislative draftsmen is that type which defers large amounts of income of
high bracket taxpayers. The provision for a $10,000 annual exclusion seems
clearly to be in pursuance of this legislative purpose. Another way of stating the
same thesis is that section 331 was not promulgated to impede supplementary
pension benefit plans that are designed for riddle income employees. Rather, it
was intended to eliminate "Jumbo" transfers of compensation by high bracket
executives to their lower bracket, retirement years. A totally on-target satisfac-
tion of this purpose was unfortunately not achieved.

(a) Disability benefltl.-For example, there seems little purpose in legislating
tax strictures on disability benefits which are often a part of deferred compensa-
tion arrangements. The carefully conceived tax rate deferral approach upon
which a specific, retirement motivated, deferred compensation arrangement may
have been based is not even germane to the taxation of disability benefits. Al.
though, by some lights, it can be argued that all disability benefits constitute
deferred compensation, it is doubtful that the disability benefit paid to a given
employee is ever fully funded In amounts that might otherwise have been re-
ported in income in earlier years. The major portion of disability benefits arises
through Insuring arrangements that entail the sharing of costs and risks among
many persons.

Additionally, irrespective of considerations involving the technically accurate
measurement of.the extent of deferral, the receipt of disability benefits never
represents an advertent attempt to manipulate the gradi,=ted tax rate structure.
Little purpose can be served by making it more difficult for a man to use the
benefit to its fullest and most efficient extent during the period of disability.
The new rules of section 331 should specifically be made nonapplicable to dis-
ability benefits.

(b) Death benefflo.-The disability benefit reasoning is similarly applicable
to death benefits, or at least that portion of death benefits which exceeds the
funded or putatively funded amount. Although the laugage of the House-

ansed bill seems to encompass death benefits within its cope, the Ways and
means Committee Report speaks solely in terms of retirement benefits. We again

here suggest that the statutory language be amended to limit the provisions of
tie bill to deferred compensation which is received as retirement income by the
employee who earned it. Death benefits, for widows and orphans, as well as
disability benefits, should be removed from the legislation's coverage.

(o) Annual exclusion.-We can appreciate the tax equity of excluding an
antuall amount of deferred compensation from the reach of section 331. How-
eve, *ajt'ongly suggest that the $10,000 annual amount is Inadequate to the
task. It Is always diMcult, probably impossible, to arrive at a total equitable,
objectively stated amount. However, in lieu of the $10,000, we can recommend
to the Committee the utilization of other standards employed elsewhere In the
Bill, For example, under section 221, taxpayers may deduct annually $25,000
ot investment Interest before being concerned with disallowances resulting from
lack of investment income. :Another approach might be the coordination of an
abodute dolla* amount exclusion with a fifty percent test, such as that utilized
in *_.tax -pttference limitation provisiO of section 301. To illustrate, the
recipient of deferred-compensation might be entitled to a stipulated annual mini-
mUM amo ujt,/ but in no event less than an amount equal to fifty percent of the
deferred compensation received.

Yet another approach -to this problenu would be to focus on the amount of
retirement benefit needed to provide middle echelon executives with reasonable



1031
amounts of retirement benefits. For example, in the major American metropolises,
such as New York, Chicago and Los Angeles, minimum monthly deferral com-
pensation of $1000 to $1500 would not seem unwarranted, i.e., $12,000 to $18,000
per year. Middle management executives, who during their working lives earned
$25,000 to $30,000 per year, would currently have difficulty managing on retire-
ment benefits of less than $12,000 to $18,000 annually. In numerous cases the
deferred compensation Is the employee's only source of retirement benefits. Many
employers have no pension plan, have pension plans providing limited benefits,
or, with respect to newly-hired older employees, provide minimal benefits because
of years of service-based formulas.

A reasonable increase in the $10,000 annual exclusion would not constitute an
interference with the Bill's avowed purpose of eliminating tax-motivated deferral
of compensation from one year to another.

3. COMPLEXITY

In concluding our remarks directly solely to the section 331 treatment of
deferred compensation, we would urge the Committee to continue to seek a
mechanically more simple means of solving the tax rate manipulation problem-
a means that would not have recourse to the kinds of tax return complexities
which are inherent in section 331, which the average citizen will not understand,
and to which he will have no sympathy. Granted that the concept of a minimum
annual exclusion will eliminate the problem for many taxpayers, there still will
be a substantial number of deferred compensation recipients who will have to
deal with what to them will simply be nonrelevant and nonintelligible
computations.
B. Restricted property (Section 321)

As we previously stated, the failure of H.R. 13270 to contain a definition of
the term, "deferred compensation," presents certain serious problems. In addi-
tion, this failure, or more particularly the failure to define the phrase, "deferred
compensation arrangement," a liberally used term throughout the Ways and
Means Committee Report, leads us back into a dependence on existing law which,
itself, constitutes a thicket of conflicting rules. The varying approaches of the
Judicial decisions and the Revenue Service administrative positions are often
contradictory and Irreconcilable.

There are a series of different consequences that could arise, depending upon
whether the deferred compensation arrangement Is funded or unfunded, utilizes
the Intercession of a trust, or reflects the actual delivery to the employee of
property subject to restrictions having an effect on value. Under existing rules
it Is difficult to determine the appropriate set of legal consequences. One might
have recourse to such a divergent group of rules as section 72 respecting annu-
ities, section 404(a) (5) respecting deduction aspects of certain funded plans,
Regs. sections 1.61-2 and 1.421-6 respecting restricted property, and Rev. Rul.
60-31 respecting certain described kinds of deferred compensation arrangements.
In addition, it has been necessary to master (if that is even remotely possible)
the doctrines of constructive receipt and economic benefit.

1. RELATIONSHIP TO DEFERRED COMPENSATION

The Ways and Means Committee seemed to recognize this situation, at least
in part, In promulgating a special new provision for so-called restricted prop-
erty arrangements, I.e., situations In which an employee receives property sub-
Ject to restriction. The Committee Report specifically acknowledged that re-
stricted stock arrangements, one form of restricted property, are not designed
as a means of allowing key employees to become shareholders in a business but
Are more particularly designed as a form of deferred compensation.

Having faced the issue that restricted property arrangements are merely
another form of deferred compensation, the Ways and Means Committee and
the House failed to reach the logical conclusion that similar tax rules should
apply to both situations. Such a conclusion would have substantially assisted In
clearing the morass of conflicting rules and would have led the way to an un-
derstanding of the common characteristics of almost all forms of deferred com-
pensation. As the Bill now stands, we are left with a situation similar to that
under existing law where taxpayers can pick and choose (free of relevant eco-
nomic considerations) from among similar arrangements in order to reach the

8-8"6 O-69-t. 2- 0
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kind of tax result which is most beneficial. Furthermore, although the Bill ap-
pears to apply separate rules for restricted property as contrasted to deferred
compensation, It does not provide us with clear guidance in the situation of
funded deferred compensation which does not quite fit within the restricted
property category. Here we are left in the same unfortunate haze as under exist.
ing law.

2. IDENTITY OF TDEATMENT PsOPosm

To eliminate these close and not totally relevant distinctions among the tax
treatments of various types of deferred compensation, we would urge the Com.
mittee to apply to restricted property arrangements whatever rules It finally
decides upon for deferred compensation arrangements.

H.R. 13270 would now Impose tax on the full value of nontransferable prop-
erty (without consideration of depletion in value by reason of the existence of
the nontransferability restriction) simply because the property may not be sub-
ject to forfeiture for failure to perform substantial future services or may not
be subject to some other substantial risk of forfeiture. Compare this to the Bill's
deferred compensation approach where an employee may have a binding and
nonforfeitable right to receive the deferred compensation. Despite the nonfor-
feltability of the right, it is wisely recognized in the Bill that the income should
not be taxed until received. Thus, for some reason not fully articulated In the
Committee Report, H.R. 13270 imposes substantially more onerous tax conse-
quences to the holding of nonforfeltable property than It does to the holding of
a nonforfeltable promise!

3. rORFZITAEILIT CONSIDERATIONS

Although the Ways and Means Committee Report suggested no explanation
of the meaning of the term "substantial risk of forfeiture", we would assume
that the term does not include such commonly used forfeiture provisions as non-
compettlon clauses and consulting service arrangements. No evidence has been
offered, of which we are aware, Indicating that such provisions do not represent
limitations of subsistence. If such data does exist, it should be made available
for Publc inspection. In any event, the forfeiture standard is essentially im-
material If we are faced with a situation in which the employee cannot in any
signfcant way realize upon his nonforfeitable rights. If he cannot transfer theprOperty his possession of It is simply not worthy of taxing incidence.

The drawing of fine distinctions between restricted property and deferred
compensation -may demonstrate a virtuosity in close analysis. However, such
distinctins bear no consequential relationship to tax equity. If we start with
th auMUptlon that the rules respecting deferred compensation as decided upon
by this Committee, are founded on equitable underpinnings why not apply those.
rules to all forms of deferred compensation, including restricted property? The
"sauce for the goose,, sauce for the gander" analogy is most appropriate and
applicable here.

4. XLATXONSEIP TO ALL FORMS OF PROPERTY AND FUNDING APPROACHES

In order to Implement a more complete unity in the tax treatment of deferred
compensation arrangements, we would suggest further additions to the legisla-
lo.'The Bil refer to restricted property while the Ways and Means Commit-
tee P14vot speaks primarily of restricted stock. It should be made amply clear
tha the slctproperty provisions encompass all manner of property and
, . ttip .soc..nere are many forms of property, including the insurance
0"o*lth whichnmeMbeft Of my organlstIo!, concern themselves on a daily

,sis. We ,as this Committee to eliminate any inference that would support an
anduy -WW defnition'of the term property. The intent of the statute is

it. Sho be efied In the legislative language or, at a min , In this
VMAaaItt"e ReOot in' order to counterbalance the pouible Inference to the
enthV that ight, bO derived from the Ways and Means Committee Report.l-a edlilothe lefgti qon should further clarify that funded deferred con-Sea ogna awe obe te ated no dhffently than unfunded.plans. This is,

. Rot1 11 ,wets tle. te Getlnifon of xaoprty, fr tangtble
or, e 1 ~ty. Wb he . : t 4e rioght te41 ~~ ~ lgi to*th e Ii
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of course, simply on an a priori conclusion from the premise that restricted
property should be treated under normal rules applicable to deferred
compensation.

Lastly, we urge that the legislation contain specific rules for the coordination
of deferred compensation payment deductions with the taxablUty of deferred
compensation receipts. Employers should be permitted a deduction at the same
time and in the amount as the employee's income must be recognized.

We appreciate the opportunity to appear and make our views known, and
hope that we have been of some assistance to the Committee. Thank you.

The CHAIRMAN. We will hear from Mr. John P. Meehan, chair-
man of the National Association of Life Underwriters' Committee
on Federal Law and Legislation. Is he hereI

Well, we will pass his statement and perhaps we will hear from
him later.

Is Mr. Leon Kust, the vice president and general tax counsel of
Westinghouse Electric Co., here?

Pleased to have you here with us today, Mr. Kust.

STATEMENT OF LEONARD E. KUSr, VICE P IENT AND
GENERAL TAX COUNSEL OF WESTINQHOUSE EL 0CTRIC CORP.

Mr. Kusr. Thank you, Mr. Chairman and members of the com-
mittee.

My name is Leonard E. Kust and I am, as the chairman said, vice
president and general tax counsel for Westinghouse Electric Corp.

I have submitted in advance a statement which I request be placed
in the record. I would like to present a summary which I trust I can
do within the 10-minute limit.

We applaud the effort at tax reform in general. I think there is
a need to reexamine the exemptions, deductions, and various special
provisions of our Internal Revenue Code for the purpose of making
it consonant with present needs and priorities.

However, I wish to point out to the committee that in the pre-
occupation with the main thrust of reform, we think there are going
to be some unintended and undesired results at least as some of the
major provisions have impact on our operations. I would like to
point these out to the committee.

Also, I would associate myself with the testimony of some of the
previous witnesses in their pointing out that there is a need for
evaluating the total impact of the House bill, particularly in terms
of what I think is a matter of concern-the total effect is a shift in
the relative tax burden between corporate business and individuals.
I believe that the economic implications of this deserve careful con-
sideration against a background which is not always recognized.

The 1964 Revenue Act reduced individual tax liabilities by about 20
percent while corporate tax liabilities were reduced only by 8 percent.
It is true that the investment credit and liberalization of depreciation
was looked to as equalizing the reductions, but on the other hand the
acceleration of tax payments really canceled in total the reduction for
corporations.

Then, of course, the surcharge was at the full 10 percent rate on cor-
porations in 1968; for individuals only half that rate. Now this year
it is equal. But again when the surcharge is discontinued, we will re-
'Vert to the 20 percent reduction for individuals in the 1964 Act and
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only 8 percent for corporations. And this bill would increase the tax
liability of corporations by $4.9 billion while it reduces the tax liabili-
ties of individuals by $7.3 billion.-his is a very significant shift in relative tax burdens which has an
impact on our economic growth and which is a matter of the welfare
of all of the people.

If the investment credit is to be repealed, I urge that there be care-
ful consideration given to some compensatory change in the tax liabili-
ties of corporations such as more liberal depreciation allowances or a
reduction in the corporate rate.
I. !Now as to some specific reform proposals which we think may have
either inadequate impact or unintended results, I would call attention
to the problem of moving expenses of employees.

While the House bill does contain provisions that are designed to
recognize that the costs of transferring employees when reimbursed
to the employees should not be taxable income, such costs are inade-
guately recognized, particularly where there is a sale of a residence at
the old location.

The ove-all limit of $2,5b0 on moving expenses is less than the com-
missions and closing costs incurred by the average transferred em-
ployee in connection with the disposition of the home. There would be
nothing left or the other expenses that are intended to be covered. And
the expenses of disposition are too restricted.

They should cover such carrying charges as insurance, taxes, utili-
ties, and maintenance which are duplicated in circumstances which are
quite frequent, that is, where there are two homes owned during the
period of the movebefore the old house is sold..

With respect to the depreciation of real estate, while there is unques-
tionably some need for reform in this area, we think the House bill is
too sweeping and that it reaches not only the abuse but would repeal
desirable and needed depreciation allowances for taxpayers who have
to invest in buildings as a necessary adjunct to their manufacturing or
commercial pursuits.

I .would recommend that the present depreciation methods continue
to be applicable to owner-occupied factories and commercial buildings.

With respect to restricted stock and deferred compensation, I think
it should be recognized that while there is the potential, and in some
cases a realized tax benefit to the employee, tax considerations are not
the -wle motivation. Indeed from the point of view of the employer
t ~e~ue the lesser part of the motivation for most of these compensa-
tion schemes.,

Defr red, compensation, particularly that kind which is issued in
,the fortof, rrited.stok of ,the er.ployer or is measured by the

ploy~r'S sto enables the emnplyrs i induce their key employees
toea with the eoinpany. and to provide them a proprietary in-

Uontb-Compan.
-1. :Now, these are i valid employer purposes which predate the income
tax and are not motivated by tax considerations. The proposed amend-i : e ., w.th House biff deaing with deferred ompensation in our
~ ~ud t, would,.4*eroy these )ethods as a means of achieving these

Lim pygir purposes.,We urge that this be restudied as the ad-
and. our suggestions is that it be studied withib

.' .. Rhe cont t h i ed stock option rules, which are the provisions
Vo
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that have been designed to permit the creation of a proprietary interest
in key employees, but which in our judgment do not really adequately
serVe that purpose.

One of the main reasons why in recent years there has ben a shift
to deferred compensation and restricted stock is the inadequacy of the
qualified stock option in serving the employer purpose of creating
adequate proprietary interests in their key employees.

With a single controlling framework such as the present qualified
stock option provisions, modified to permit the use of restricted stock,
taxed however at ordinary income rates when the restrictions lapse,
which would be a departure from the present practice of taxing the
appreciation as a capital gain, and the permission to use outright
awards of employer stock or awards measured by employer stock with
taxation at ordinary income rates, when either the restrictions lapse
or an award measured by stock is distributed, there would be an ap-
propriate recognition of the need for employers to have access to these
devices for their employer purposes without creating any undue tax
preference to the employer.

I would like again to commend the Congress and this committee for
their determination to proceed with the difficult task of tax reform. I
appreciate this opportunity -to present views in behalf of Westing-
house, and I trust that the suggestions will be taken not as opposing
reform but as an effort to keep reform from having in certain respects
unintended and undesired results.

Thank you very much.
Senator ANDERSON (presiding). Senator Williams?
Senator WiLlAMS. No questions.
Senator ANDESONr. Thank you very much for a fine statement.
(Mr. Kust's prepared statement follows:)

STATEMENT OF LEONARD E. KUS, VICE PRESIDENT AND GENERAL TAx COUNSEL,
WESTINGHOUSE ELEOTBIO CORPORATION

My name is Leonard E. Kust and I am Vice President and General Tax
Counsel of Westinghouse Electric Corporation.

It is my purpose to testify in behalf of Westinghouse on four of the specific
areas of tax reform included in H.R. 13270: Moving expenses, depreciation of
real estate, restricted stock plans, and other deferred compensation. I will cover
a fifth item, the capital gains rate applicable to corporations in some general
remarks with which I would like to begin.

May I say that at the outset that we applaud the effort to reform our federal
income tax structure. There is need for reassessing exemptions, deductions and
special provisions with the purpose of making the tax system consonant with
present needs and priorities, providing equity where inequities have become evi-
dent and broadening the base of the tax In order to permit a reduction of rates.

There will, of course, be disagreement over what specific reform proposals
serve these purposes best. Moreover, enthusiasm for tax reform should not be
permitted to add layers of new complexity to the tax laws or to create new
imbalances in the tax structure.

The momentum for tax reform should not be dissipated through prolonged
deliberation but measured consideration of so important a matter as broad-
scaled reform in our income tax is certainly necessary.

IMBALANCE BETWEEN BUSINESS AND INDIVIDUAL TAX BURDENS UNDER H.R. 132T0

f I am concerned that in the overall the structural and rate reform measures
of H.R. 13270 result in a shift of the total income tax burden between corporate
business and individuals. This needs to be carefully evaluated. I do not believe
such a shift is wise.
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The 1964 Revenue Act reduced individual tax liabilities by 20%. But corporate
tax liabilUtes were reduced by less than 8%. Corporations did have the benefit
of the investment credit and new depreciation guidelines of 1962, but these bene-
fits and the 1964 rate reduction were more than offset through 1967 by speed-up
of tax payments Then the surcharge increased corporate taxes by 10% In 1968
while Individual taxes were increased by only 5%. The surcharge extension
ineasel both corporate and individual taxes by 10% for 1969 and both will
revert to previous levels in 1970, i.e., individuals will again enjoy the 20% rate
redWo ti of 1964 while Corporations will receive only the 8% rate reduction. Yet
Alk 18270, when fully effective, would provide additional individual tax reduc-
twa of approximately $7.8 billion while the tax burdens of corporations would
in.oSae about $4.9 billion.
_l is in this context that I question the advisability of increasing the cor-

porate capital gains'tax to 30% and repealing the investment credit.
Thlr should be thorough consideration of the economic desirability and Jus-

tbdation of the shift in relative tax burdens between corporate business and in-
dividuals inherent in H.R. 13270. A statement on behalf of Westinghouse, in op-
popition to repeal, was filed with the Ways and Means Committee and I will
n~t' at our arguments here. But if the Finance Committee should deem repeal
oftbz hiveetment credit desirable, I urge that some compensatory adjustment be
made in corporate tax liabilities, such as more liberal depreciation allowances
or a reduction in the corporate tax rate to keep the relative tax burdens of cor-
porate business and individuals from shifting to the disadvantage of corpora-
tins.It is'always tempting to shift taxes to business but the economic wisdom
of. sibmitthnwto the, temptation must be questioned if our long-term national in-

is to be served.
I should now like to follow these general comments with comments on some

specific tructural changes in H.R. 18270 affecting our operations.

MOVING ZXPENSES9 OF EMPLOYEES

Tbe first Is moving expenses of employees. The reform bill quite properly ad-
drqsses Itelf to the inadequacy and confusion of existing law.

Thus, proposed new section 281 recognizes that the transfer of employees
between cOmpany locations is a common business practice, and the reimburse-
meit of expenses of relocation a business expense of a non-compensatory char-
acter. However, under the provisions of the Bill the expense is non-compensatory
only If it falls within certain prescribed classes of expense and certain dollar
limits. For practical reasons in order to prevent tax avoidance some limitations
are nemesary, no doubt, but they should be broad enough to permit recovery of
the kdots and expenses involved in the average move.

It may be thought that only the more highly paid employees are transferred
li emPloYer. Several years ago in an effort to provide background data for

leistIon, we' analysed the moves made within our Company. We found 70%
of the 'transferred employees earned under $15,000 and 20% between $15,000
and $20,000. Only 10% had income exceeding $20,000. We do not have a similar
breakdown for subsequent years but we know the number of transfers has more
tban doubled testifying to the growing urgency of the problem.

1 v. i n mind two classes of expense Inadequately covered in this Bill which
I" i ba- that'this Committee should consider. The first is thal miscellaneous
g . ~p of epens which are inevitable in every move, such as connecting and
6k°owoctl# Utility services, disconnecting and installing appliances, altering
flMUgSR sm4automoblles, etc. Collectively these represent a significant
I ~e~i t verge employee. I suggest that a catch-all category be established
tQ oJ.e ~~micommoh miscellaneous items. An over-all limitation with respect
to deduitible going expenses should be adequate protection against abuse.

" -e Othe :clai to whichI refer Is the costs and expenses incurred- in con-
S I1 WltMdi a p tlon bf a house'at the old location. While commissions and

os nefot iitcurred .recovered by the new section, often there is delay in the
*r4l ' la isv e'carryin-n.charges" such as taxes, insurance, interest, util-

Wa.-g Incumrred simultaneously on both ,the -old and the
""In '4q " ne ... with the disposition of homes of

W1. 0' 4*e& about $8,000 per employee, of
tl Of L5 'ir, M re t to "ildirect'' moving expenses

. the . Of home Isinvolved. The coats and expenses in
w .ll m ne'agy exceed that amount, leaving noth-
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lng for the other expenses Incurred. Since a demonstrable inadequacy exists
where the sale of a residence is involved, I suggest that the over-all limitation on
"Indirect" moving expenses be enlarged in such a case to at least $4,000 and the
allowable expenses expanded to include all the costs and expenses of home
disposition, other than loss on the sale.

DEPRECIATION OF REAL ESTATE

The proposed reform of depreciation of real estate to prevent abuses by high
income individuals is too sweeping. It not only reaches the abuse but would
repeal desirable and needed depreciation allowances for taxpayers who do not
utilize investment in real estate for tax avoidance but who must invest in
buildings as a necessary adjunct to their manufacturing or commercial pursuits.

For many years prior to the Revenue Act of 1954 the business community had
complained persistently about the inflexible and inadequate tax depreciation
rules. The Revenue Act of 1954 was the first step toward recognition of the
need for relief from those rules and was followed in 1962 by an administrative
liberalization, commonly referred to as the new depreciation guidelines. The
latter, however, had little or no application to real estate. Thus, the only de-
preciation reform with respect to real estate has been the 1954 Act permitting the
adoption of the double declining balance and the sum-of-the-years digits meth-
ods for new buildings.

Admittedly, the use of the double declining balance and sum-of-the-years
digits methods of depreciation by high income individuals investing ,i real
estate ventures has resulted in tax avoidance. The proposed solution is to
eliminate the accelerated depreciation methods enacted as part of the 1954
depreciation reform with respect to all buildings, except residential housing.

Owner-occupied industrial or commercial properties tailored to the require-
ments of specific manufacturing or commercial pursuits do not, however, lend
themselevs to tax avoidance. Such properties are usually occupied during their
full economic life by the operator of the business. There is no established mar-
ket for such properties and they rarely change ownership. They do not serve
to generate losses to offset other income and then yield capital gains on sale
when rents begin to exceed the depreciation. Furthermore, investment in new
productive facilities should not be discouraged as drastically as does H.R.
13270, by eliminating the investment credit on new equipment and the acceler-
ated methods of depreciation on the associated new building.

It is recommended that double declining balance and sum-of-the-years digits
methods of depreciation be denied only to real estate held primarily forrent
where the income is predominantly from rents, permitting the abuse against
which the House legislation is aimed. Present depreciation methods should con-
tinue to be applicable to predominantly owner-occupied industrial and commer-
cial buildings. The proposed changes in the recapture provisions are adequate
in the case of such property to prevent any abuse of double declining balance or
sum-of-the-years digits depreciation.

RESTRICTED STOCK AND OTHER DEFERRED COMPENSATION

H.R. 18270 contains three amendments having a direct effect on deferred com-
pensation payments. In industry, these payments typically are awards of money
to executives which are to be paid at some future date, either over an immedi-
ately succeeding number of years or over some period after retirement. They
may be paid in cash or converted into stock which is issued to the executive
subject to restrictions, in which case the award is termed "restricted stock", or
may be so converted without issuance of the stock, in which case the award Is
sometimes referred to as "phantom stock". Many variations are possible, but in
substantially all cases the awards are initially forfeitable, being contingent upon
the' Continuation of employment for some number of years.

The amendments referred to are new section 85, which taxes aus ordinary
income the entire market value of restricted stock at the earlier of the time
when, restrictions lapse or when the stock is no longer subject to a substantial
risk of forfeiture; new section 135, which imposes a throwback rule on the
conputation of tax applicable to deferred compensation payments; and new
section 1848, which excludes deterred compensation payments from the 50%
mwiximum rite imitation on earned income.

The Intenti6n behind the restricted stock provision is to end the capital gain
benefit available with respect to appreciation in restricted stock under current
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Treasury regulations, and behind the throwback rule, to prevent the obtention
of lower tax rates by deferral of income Into lower Income post-retirement years
of the employee. The intention behind the exclusion of deferred compensation
from the 50% limitation is not disclosed by the Ways and Means Committee
Report or House debate, but presumably is to induce employees to take current
income.

We agree with the Admf'nistration that these proposals require further study.
We would be happy to work with the Administration and the Congress toward
a reasonable solution of the problems involved. The following comments are
offered -to this end.

In the concern for ending preferences to employees the proposals in the House
Bill go too far and impair the valid objectives of employers. Deferred compensa-
tion, particularly that issued in the form of capital stock, serves two legithnate
business purposes of employers. First, through deferral coupled with forfeitures
it enables employers to induce employees to remain with the company. Second,
deferred compensation in the form of stock awards serves to give the employee
a proprietary interest in the company. These business interests predate the
income tax and have been accepted as valid by the Congress In the past. They
are still valid today. I believe that it should be possible to serve these valid busi-
ness purrp.us and prevent any undue tax preference to employees.

Yet, If compensation paid currently Is subject to a 50% maximum tax rate and,
at the s.ie time, the tax on deferred compensation Is not so limited, the result
clearly discriminates against the legitimate business purposes involved. If, in
addition, It is remembered that the recipient of a deferred compensation payment
Is, under the throwback provisions, henceforth burdened by the necessity either
of. recomputing income tax liabilities for all years subsequent to 1970 for as
many as perhaps twenty-five years or else paying tax at an even higher rate
under the new section 1354, it becomes apparent that deferred compensation
simply cannot be used any longer.

Since restzleted stock is probably deferred compensation within the meaning
of sections 11i48 and 1354, although this is not clear, the foregoing comments
apply to it ai well. In addition, restricted stock is rendered useless by the
proposed subjection to tax when no longer forfeitable even though still subject
to restrictions on sale. Although most restricted stock Issued by employers in
the last few years has contained restrictions lapsing only after retirement, gen-
erally it has not been subject to forfeiture longer than five years after issuance.
If taxation Is accelerated to the time when forfeiture terminates, restrictions
on sale of te stock cannot really extend beyond that time for then the conse-
quences to the employee would be worse than under the present qualified stock
option rules.

.But qualified stock options are not an adequate alternative to restricted stock
and deferred compensation measured by stock, for purposes of developing a
proprletsTy interest. Although offered by the Treasury and accepted by the Con-
gress as Ithe appropriate means by which key employees could be provided with
a stake in the business," tht qualified stock option must be declared at best only
a qualified success. It is the falure of the qualified stock option to serve adequate-
ly as a means of creating significant key employee proprietary interests that has
shifted emphasis to. restricted stock and deferred compensation measured by
sXtOck4 We have not used qualified stock options widely and with good reason.
reqIrIng.theemployee to pay 100% of the market price at the time the option
is granted and then to hold the stock for three years imposes too much strain
on the many people who must borrow in order to exercise the option. Thus, with
rfopct tO the Westinghouse qualified stock options which have now expired under
the;-e li*it on exercise, 31%16 of the grantees receiving options In 1964 have
airdW made dimqualifying dispositions of their stock, It is, clear to us that
qutlUfed stock options are unlikely to serve significantly as a device for creating
long-terma equity participation by key employees, Neither can restricted stock,

OW de eompensation measured by stock, under the proposed rules,
,4 tftest thatiqualifled stock options, restricted stock and deferred compensa-

tlse tt aaured ,by stck should, all be viewed as serving a legitipite corporate
#W"66 *hk ehonid'not be destroyed .by the tax treatment in the hands of
t loyeeae~ded to theso om at~on-with-a-proprietaIry-nterest devices.

.Uzt4[f.preneraee for themployees can be eliminated without frustrating
t- -e " tobate desir of the employ, company to, use, compensation devices

90be-ub 4ew yemployesf leavlgand give -uch. employee" a pro-. .e. hpro

qualif-ed-stock options do not adequately serve these purpose an4 qince
restricted stoc) and deferred compensation, while serving these purpoae8 are
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thought to confer an undue benefit on the employees, I suggest a modification of
the qualified stock option rules to serve as the controlling statutory framework
and to permit:

(1) the issuance to an employee of an option to purchase stock of the em-
ployer at 100% of current market value with taxation of the full gain
on the sale of stock held for more than 3 years after exercise of the
option es capital gain, as at present.

(2) the issuance of a sini.llar option to purchase at a price below the cur-
rent market price stock subject to restrictions on sale, with taxation
of the difference between option price and market price on date of
grant as ordinary income when restrictions on sale lapse. Any apprecia-
tion above market price at date of grant could be taxed in whole as
capital gain upon disposition if the stock is held for more than three
years or could be partially taxed as ordinary income, measuring such
additional income by the percentage by which the option price was dis-
counted from market value on the date of grant. The first alternative
would be simpler but the second would perhaps be more appropriate.

(3) the outright grant to an employee of stock of the employer subject to
restrictions on sale or the award of deferred compensation to an em-
ployee measured by stock of the employer with taxation in either case
of the market value of the stock as ordinary income when the restric-
tions on sale lapse or the deferred compensation is distributed.

All other present restrictions on qualified stock options would continue to
apply, bringing a desirable unity of applicable rules to the whole area of stock
options, restricted stock and deferred compensation measured by stock.

Such provisions would remove any undue preference to employees but permit
the employer flexibility in serving his purposes of deterring his employees from
leaving and motivating them with a proprietary interest to maximize the per-
formance of the business.

It should be evident that exclusion of deferred income falling within the
categories described from the 50% maximum rate limit on earned income is
incompatible with the aims sought to be served. While such deferred income
will serve the interests of the employer, employees will be reluctant to accept
it in place of current income if current income is subject to the 50%o maximum
rate but deferred income is not. With the safeguards which I have suggested
it is unnecessary to exclude deferred compensation from earned income subject
to the maximum rate. Indeed, if it is not included in earned income the era-
ployer's purposes served by deferred compensation will be frustrated. If the
50% maximum rate is applicable then I submit that the throwback rule is un-
necessary, obviating the incredibly complex and burdensome record-keeping
rules involved.

As a final suggestion with respect to deferred compensation it should be
clarified that bonuses payable over no more than five years and subject to
earn-out should not be considered deferred compensation. Since such bonuses
are forfeitable unless earned-out through continuance of employment they are
in fact income only as earned out. Moreover, such forfeitable bonuses really
serve the employer's purposes of retaining key employees and rarely provide
the employee any benefit over current compensation.

In closing, may I again commend the Congress and this Committee for their
determination to proceed with the difficult task of tax reform. I appreciate this
opportunity to present views on behalf of Westinghouse and I trust that the
suggestions made will be viewed not as opposing reform but as an effort to
keep reform from having unintended and undesired results.

Senator WILLIAMS. The next witness will be Miss Vivien Kellems.
Senator ANDEoRN. Is Miss Kellems here
Senator WILLIAMS. Is Miss Vivien Kellems here?
If not, the next witness is Mrs. Caryl Terry.

STATEMENT OF MRS. CARYL TERRY, REPRESENTING PARENTS
WITHOUT PARTNERS, INC.

Mrs. Tmty. Mr. Chairman and members of the committee, I am
Caryl Terry. I am here as a representative of Parents without Part-
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ners, which is an organization of single parents, who are divorced,
widowed and separated.

We are here to comment on four reforms which we urge this com-
mRittee to include in the bill as passed by the House.

Basically we ask that parents providing homes for children be
treated equally without regard to whether or not the parents be mar-
ried, widowed, divorced or separated. In accordance with this, we
request that the joint rate taxation which the House bill 13270 ex-
tends to widowed parents be equally extended to divorced parents and
separated parents who maintain homes for dependent minor children.

In addition, we ask that parents living apart maintaining separate
households in accordance with separation agreements be treated for
tax purposes as though they were divorced.

We also request that medical and child care deductions be made
available to those parents who pay the expenses, without regard to
whether or not that parent deducts the children as dependents within
the meaning of the Internal Revenue Code.

In many cases one parent provides more than half of the child's
support while another parent actually is paying out medical expenses
and child care expenses. Neither person can take the deductions as
the code is now written.

In addition, we ask that the current discrimination against divorced
and separated fathers as opposed to widowed fathers be removed from
the child care deduction section. Child care is something that divorced
fathers with young children must provide in order to work since they
must leave their children at home. There is really no rational basis for
the discrimination as it now exists.That is a summary of our suggestions. I request that our statement
be made a part of the record. We are grateful for the opportunity to
have testified.

Senator WmLL:s. I certainly want to thank you for your state-
ment, for a well-prepared statement and the points you have raised
merit our consideration and will be consider by the full committee
and we thank you for them.

Mrs. Tmmt. Thank you, Mr. Chairman.
Senator ADRqN. A kre you a national organization?
Mrs. Twiiy. Yes, sir. There are over 400 chapters in all the States.
Thank you.
(Mrs. Terry's prepared statement follows:)

T Oi& orr or ME&.A0Mm T YIa,* PAZMTS WrMTVoT PARTNEW, I O.

Parents Without Partners is an international organization whose sole criterion
for aembershlp is that each member be a single parent. Over 50,000 widowed,
dlvo'cek o ' separated parents belong to more than 400 chapters of our orga-
nluatlon throughout the United StteL We have requested permission to testify
concerning H.R. 13270 because of certain tax Inequities and related matters af-
fectng single parents and their children. In March of 1967, 2.4 million widows
and 2.9 million divorced and separated women were employed In the United

S tteqJ. Of tbese 8 million employed women, 1.7 million had children 17 years
" of i'ge*t ouiit.* Tere *ere 819,000 families headed by employed males whlch

*Ki-brtAs famnet loiFe~n xeeiu city, mo.. mrs. Jon Kushrdr,
of aBu of .bor Sttiv.m Spiai Labor or R or

ic of Worke rc 1967, p.rZ.Tab.' A.
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were not husband-wife families * The tables from which the latter figure was
obtained unfortunately do not contain data about children in such families.

We wish to emphasize that none of these figures reflect the total number of
single parent homes in the United States. These figures do suggest, however, that
millions of children live in single parent homes.

Although we support H.R. 13270's adjustments in the taxation of individuals,
such as the increased standard deduction and maximum standard deduction and
the provision of intermediate tax status for single individuals over the age of
35, we urge this Committee to amend H.R. 13270 before reporting the Bill to
the Senate.

We seek amendments in four basic categories: (1) To equalize the tax treat-
ment of divorced, separated and widowed parents; (2) To supplement this equal
treatment by permitting persons living apart pursuant to separation agreements
to elect to treat themselves as widowed, divorced or legally separated persons
for tax purposes; (3) To permit parents to deduct medical and child care ex-
penses without requiring the children on whose behalf such expenditures are
made to be the taxpayer's "dependents" under Section 152 of the Internal Reve-
nue Code of 1954; and (4) To liberalize the child care deduction available to
fathers.

Section 803 (b) of H.R. 13270 amends Section 2(b) (1) (A) of the Internal Reve-
nue Code of 1954 to tax widows and widowers who maintain homes for de-
pendent children at the Joint rate applicable to married couples, while divorced
or separated parents maintaining homes for dependent children continue to be
taxed at the higher intermediate rate. The responsibilities and financial prob-
lems of all such single parents, regardless of the cause of their single status, are
substantially identical. In many cases, divorced or separated parents are con-
fronted with the necessity of supporting two households from the income which
previously supported a single household, without the Insurance, pension or
annuity benefits often available to widowed persons. Most divorced and sep-
arated mothers work in order to provide decent homes for their children. In
fairness they should not have to contend with a tax burden larger than that
placed upon a parent in comparable economic circumstances who has lost a
spouse through death. We urge this Committee to amend Section 803 (b) to avoid
its present discrimination against divorced and separated parents, and to pro-
vide joint-rate taxation for all single parents who reside with dependent chil-
dren. Parents Without Partners urges that all de facto single parents, regard-
less of the circumstances which cause their single status, should be treated
equally for tax purposes, and that single parents who maintain households for
dependent children should not be discriminated against vis-a-vis married tax-
payers.

We also recommend that Sectons 2(b) (1) (A) and 214 of the Internal Reve-
nue Code be amended to equate taxpayers maintaining separate households un-
der a separation agreement, often during a statutory waiting period prior to
divoi've, with taxpayers who are already divorced. This would, of course, re-
quire such separated individuals to forego their current privilege to file tax re-
turns jointly with their separated spouses, as they can under Section 6013. In
many cases this privilege is illusory as emotional considerations and other fac-
tors make it actually impossible for such persons to file joint returns. There is
no distinction between the situation of such separated persons and divorced,
legally separated or widowed individuals. However, the law now Imposes a
higher tax burden on such persons during this difcult waiting period.

We request this Committee to amend Sections 213 and 214 of the Internal
Revenue Code of 1954 so as to permit a parent who actually pays for medical
or child care for minor children to deduct medical care payments and child care
payments made for such children whether or not the children are that parent's
"dependents" under Section 152 of the Code.

Section 213 fails to permit a parent who bears the responsibility for a child's
medical expenses but does not claim the child as a dependent for tax purposes
to deduct medical expenses paid on behalf of the child. We believe that a parent
who spends more than three percent of his adjusted gross income on medical
expenses for himself and his children should be permitted to deduct the excess
expenses whether or not his children are his "dependents" pursuant to Sec-
tion 152.

Similarly, Section 214 provides a deduction of up to $900 for child care ex-
penses incurred so that a woman, widowed father or certain married persons

'Ibid., p. A-22. Table T.
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can be gainfully employed only if such expenses are paid for children who are
the taxpayer's "dependents." This deduction Is not available to divorced or
separated fathers who have custody of their young children, nor is it available
to the many women who must work and must pay out substantial sums of
after-tax dollars for child care who do not claim their children as dependents for
Income tax purposes. We recommend that Section 214 permit any single-parent
taxpayer having custody of children under 13 to obtain the benefit of the child
care deduction without regard to the child's status as his "dependent" under
Section 152. Incidentally, we suggest that the Committee consider raising this
age limitation.

In addition, we urge this Committee to amend Section 214 to permit parents
who are separated but who have not yet received a decree of final divorce or
legal separation to benefit from the deduction for child care if such parents
maintain separate households and do not file Joint income tax returns.

Unfortunately, we are unable to estimate the revenue impact of our suggestions.
However, there is no reason to anticipate a very large revenue decrease from
these suggested amendments. Whatever are the relevant revenue considerations
in equality of treatment among taxpayers who are similarly situated Is unde-
sirable. Single parents should not bear a disparate tax burden, a tax burden
which inevitable affects their children.

George Eliot wrote that "... children are still the symbol of the eternal mar-
riage between lcve and duty." Members of Parents Without Partners love their
children and want to do their duty. With your help we will!

Senator WLLIAMS. The staff has just called to my attention that we
passed by Mr. John P. Meehan. He was not called. Is he here?

Next is Miss Dorothy Shinder.
Please proceed, Miss Shinder.

STATEMENT OF MISS DOROTHY SHINDER, DIRECTOR, WAR
SINGLES (NOT WAR WIDOWS), AND PRESIDENT, SINGLE PER-
SONS TAX REFORM

Miss SHINDER. Mr. Chairman and members of the committee,
my name is Dorothy Shinder. I am director of War Singles (Not
War Widows), and president of Single Persons Tax Reform, both
volunteer national service organizations, duly registered in Wash-
ington, D.C.

Mr. Chairman and members of the committee, may I ask that both
the oral testimony which I will give today and the dialog between
you gentlemen and myself and the prepared statement and the
sununary also be included in the record.

Senator WILLIAMS. It will be included as a part of the record.
Miss SIINDER. Thank you.
May I also ask that this statement and the summary and the dialog

be prepared in a separate little pamphlet such as the seed catalogs
and all the other catalogs because that is something of vital importance
to the members and every American taxpayer?

Senator WILLIAM . Under the committee rules
Miss SHINDER. Pardon me, sir?
Senator WLLAZ48. Under the committee rules all testimony has

to be printed in the same document.
'Miss SH DER; All right. It was a request, however.
Forgive me for stepping forward, at the first part of the testimony,

the hearings. You forced me to do this in protest. I have with me a
wire hi whih I specifically requested to be placed on the agenda
either first or second on the committee rather than being relegated
to the end. t
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This was done under the "Bill of Rights." I have traveled a great
and long distance from a far-off city, across the country, San
Francisco, Calif., to speak for millions of people here. It was a
protest. I also protest the fact that on the calendar, on the agenda
there is no notation made of the fact that these are national groups.

In addition to that, gracious gentlemen, I protest that not one mem-
l)er of the committee is a woman, not to mention a war single.

Senator WILLIA3S. Perhaps the inequity could be corrected if you
ran for Senator and got elected.

Miss SINDER. Thank you, kind sir.
I ,'Iso protest that there is-
Senator ANDERSON. The Members of the Senate would have a job

to change their sex.
Miss SHINDER. I also protest that this is not a full committee sitting

for the hearing.
Senator ANDERSON. How would you get the rest of them here?
Miss SIHINDER. Pardon me, sir?
Senator ANDERSON. How would you get the rest of them here?
Miss SHIINDER. I can register the protest. This is the point.
Senator WILLIAMS. Yes, you have a right to protest but as I pointed

out earlier a member of the committee passed away recently. His
funeral is this afternoon and many of our members are in attendance.
Perhaps this member, knowing his usual concern for his constituents,
wouldhave changed the date of his death had he been able to do so.

Miss SHINDER. That is a very astute come-back, sir, and I compli-
ment you, Senator Williams.

You honor me by permitting me to speak before you. My appear-
ance here is in the interest of human rights, social justice, and equity
of the law. It is for a cause which is very dear to the hearts of every
American-taxation without representation.

War singles-not war widows--have never been recognized or
ackwnowledged by our Government, and are now asking for repre-
sentations comparable to what war widows receive and for other bene-
fits. Other single, widowed, and divorced persons also should be in-
cluded in the new reform tax laws.

You wonder who the war singles are. War singles are over 35, hetero-
sexual, single or briefly married women whose chances of marriage or
remarriage were spoiled by the wars.

Welcome! It is nice to meet you, Senator Long.
War singles have worked in respectable jobs, Senator Long.
The CHAIRMAN. Well, I think our jobs are respectable. Go right

ahead.
Miss SHINDER. Yes, sir-all the while paying the highest rate of tax

with very little, if any exemptions. War singles have provided for
themselves, been their own wageearners and have assumed the entire
economic responsibility and burden of maintaining their own house-
holds, where they live.

War sinpives are as much an aftereffect of the wars as are war
widows, y. only the war widows have received compensation in the
amounts between $32,000 and $39,000 since 1945. All tax exempt war
singles have had grevious suffering socially, emotionally, economi-
cally, financially, physically, biologically, all affecting their health and
welfare. a
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War singles deserve reparations in the amount of $35,000, plus inter-
est. This money can be obtained from the billions of dollars more than
was necessary, appropriated for defense, from plugging up the existing
loopholes such as tax exempt foundations, 271/2 oil depreciation. Why
Senator Long? Real estate loopholes, accelerated depreciation, and
establishments of religion which have gone into businesses, and other
areas such as farm subsidy which was intended to help the small farm-
er, not Senators who have ranches and farms and thus get a tremen-
dous amount of depreciation.

The CHiwxN. I do not know what Senator you are referring to.
I got out of that business because I lost, really lost money at it.

-Miss Smwrna. This is good to hear. If you lose money, Senator
Long, you could take it as a loss off of your income tax, gracious sir !

The CuAMnxA. Well, I pay a lot of taxes anyway I regret to say.
Miss SEaNwmL All right.
The CHAIRMAN. May I say that with regard to my situation, I lost

so much that even the tax saving did not do me any good.
Miss -SmNm. You know it is nice to have this dialog with you.

I have looked forward to meeting you. This is not on a personal basis
as you will see afterward.

You know the three times I have been here in Washington, D.C. I
have tried to see you. That is why this is truly a revelation.

The CHAIRMAN. Thank you very much.
Miss SmNDn. When the war singles receive their $35,000 just com-

pensation it would be barely comparable to what war widows have re-
ceived. You, the men in Government, took the men, sent them to wars,
then actually punished these war singles for not having husbands.
They have been humiliated. Everything was taken from them. It not
only gave them nothing in return but made them pay, and made them
pay more than their share, at that, draining their incomes and violat-
ing their human rights, denied them their equal opportunity and
freedom of cLoice.

To make further amends to these war singles, additional benefits
should include retirement at age 50 with full widows social security
benefits, including the provision to work whenever they wish, for
additional income.

You probably ask why. This is because 5 11 percent of the married
women have gone back into the working area. This means that we
have come into a double and triple income economy. Not only that,
when the married women do come into the working field, they not only
flood the market but they come into the working field not because
they need to work, some of th6m; they want a change of scenery, to
fill a vacuum in their lives.

War singles work because they are forced to provide for themselves.
And wht we have proposed here is a change of scenery for the war

singles, also, who have worked 20, 30, 40, 50 years, and yet the legisla-
tive laws have indicated that only men are providers. These war
singles have been providing for themselves. They deserve a change of
scenry and to be able to have financial security in the form of social
security which they have paid for in ful.

_enmeber social security is an insurance policy. War singles would
thnlb6in aitpositin comparable to a married woman's, to work when-
ever they wis, 8 or 4 days a week and for an unlimited income. This
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would do a great deal to open up the labor market for the youth and
for these married women who go back into the labor market. When
war singles retire, we would like them to retire at age 50. Then they
m auld also be eligible for medicare. (Right now millionaries qualify
for it over 65).

War sin les should also have tax deductible rents on their living
quarters. You probably ask why. Because when they live in an apart-
ment, it is their home. They are home renters, not homeowners. And
because the men have made the laws so that women with a low income
cannot buy property to live in. Not only that, war singles are more
secure living in a bigger building.

And most important of all, if one person, one legislator, voted for
-redevelopnent, which has increased the value of property, and
because it was not regulated as it should have been to prevent inflation,
then it was because of a special interest; they increased their own
wealth if the owned real estate or apartment buildings.

Also, two $600 exemptions as is given to those who retire over 62 or
65. We have discovered that the social security benefits given to single
women are atrocious. War singles have been excluded completely. If
war singles became deceased before they retire, the lose everything
and receive only the small sum of $255 for burial. War singles have
paid a large portion for 4,500,000 survivors' benefits to which they have
never objected and therefore war singles should be treated fairly and
squarely and receive the same amount as a widow does because the
cost of livin& for war singles is the same, their extra expenses are the
same as a widows.

Reference is now made to the Secretary of the Treasury's recent
statement given before this honorable committee on September 4,1969,
page 23, at the top of the page, wherein the Secretary has stated:
"Further, the selection of age as a dividing line for preferential treat:
ment seems arbitrary and bears no relationship to actual ability to
pay." This is the crux of the entire situation.

Over the past 7 years I have corresponded with the Office of the
Treasury, and I have received their opinions, and I would like to point
out at this point when Senator Eugene McCarthy introduced head
of householdlegislation for over 35 it was referred to as "the working
girl's bill." (Time magazine, Feb. 14,1964.)

This was intended to aid and assist unmarried women, be they
single, widowed, or divorced because there were 13 million unmarried
women as compared to 6 million unmarried men. These women worked,
were alone, supported themselves in most instances, had extra ex-
penses and all the while no one even thought about them.

It was a working girl's bill for those over 35. So you see, this contra-
dicts the reasoning and points out the lack of thought of the Secretary
of the Treasury pertaining to the legitimacy of the age element in-
volved. It is because of what had happened 20 and 25 years ago. This
was why, Senator Long, it was so cruel and unchivalrous of you, sir,
to slander and poke fun at so many deserving respectable unmarried
women by saying "In my State that kind of relationshi is recognized
as a situation in which two people have 'took up.' T1e amendment
would give better tax treatment for those who just 'took up' than mar-
ried people would receive under law." (Time magazine, Feb. 14,1965).

A Miss McDonald from Sap Francisco wrote you a letter and she
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sent me a copy, and I wrote an article on it entitled "The Rape of
Single Women by our Government," published in the California
magazine, Les Gals, and I would like to point out that since that
article it seems that the rape incidences have gone up; in San Fran-
cisco, alone, 110 percent.

This is a very serious matter-no doubt people on the outside think
if the men in. government can rape our American women, why can't
they. Now, this must cease. You gentlemen must stop crucifying the
American single woman.

The CHAIRMAN. Well, how about the American single man?
Miss SHINDi:R. Pardon me, sir?
The CHAIRMAs. How about the American single man? If we are

1oing to benefit you, why shouldii't he benefit? Why shouldn't it workboth ways ?
Senator WILLIAMS. She is talking to you.
The CHIRAIAN. But the House bil , as I understand it, would try

to benefit both the men and women.
Miss sND.R. Very good, sir. I am glad you posed that question.

At the time Senator Anderson, when the debate was taking place
in 196-

The CHAIRMAN. May I ask you this question. Can you explain to
me why we ought to have some tax benefits for two people who are
living together in a house without the benefit of wedlock which you
deny to two people who are married living in this same house?

Miss SHINDER. Well, this is what the advisory committee on the
status of women should look into and they have completely overlooked
the war singles who are respectable working girls, iomen, but the
commission has not included them. This is why, gracious sir, it is neces-
sary to have a war singles commission to look into these things, to do
research and investigate and get down to the nitty-gritty, to find out
just exactly what goes on.

You no doubt have reason to say what you are saying, but I know
what I am talking about because I am a woman, and you are a man,
I hope,.
5ow, split income-now here is the answer to your question, sir.

Split income for married persons serves as an incentive for marriage.
Heterosexual unmarried women desire marriage, love, and companion-
ship with heterosexual unmarried men. They would gladly forego any
taz break as an unmarried person, but the odds are against these
women who are now over 35 years. And why? Because there were 15
million casualties in World War II and the foreign marriages right
and left to our American men stationed in other countries. In Aus-
trlia alone there have been an estimated 30,000 war brides, leaving
30,000 American women without husbands in this country, not to men-
tion the other countries.
Ios the Department of Defense, will it publish the number of mar-

riages our American GI's make overseas to foreign women in all other
4oiQnties where they' are stationed? This is another item that couldbe =par of thie war singles co mmissipn under the Department of

seo6f tjie increased number of male homosexuals, which
doetes the supp of availablemcn. For statistical purposes,tieemen ae liste as male but th ae not. And this is why it is so
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shocking for the gracious Senator McCarthy to introduce S. 2794
which would allow income splitting for single people.

In the name of God, this must not be. This is destructive legislation.
It tends to further ruin the chances of marriage for heterosexual
women. Mind you, the odds are against them over 35 as a result of the
wars. It will condone and accept homosexuality. Is this what you
want? It will induce a greater degree of permissiveness Which tears
down a heterosexual society. Is this what you want? This is truly
legislation without a conscience.

TheCCHAIRMAN. It seems to me
Miss SIINDER (continuing). And not in the best interest of our

heterosexual society.
The CHAIRMAN. It seenis to me that you and I seem to be in agree-

ment on this point that we do not see any point in providing a tax
advantage to a homosexual that you would not provide to somebody
that is not a homosexual.

Miss SHINDER. But on the other hand, they are taxpayers. And as
I say here certainly all unmarried persons deserve a tax break for fair-
ness and equity of the law. This can be accomplished in the form of
two $600 exemptions for those who maintain their own households, or
even head-of-household legislation. It could also be accomplished by
the tax rate changes for all unmarried persons which I notice, are be-
ing effectuated in this legislation, for all.

I am speaking right now for war singles legislation which you have
overlooked all of these years.

Now, I would like to present a brief summary of the activities of
how I have gone about doing it, but before that, would like to mention
that in 1964 Senator Albert Gore said the 1964 omnibus tax bill was
a bill without a conscience. Senator Anderson at the time said this
should come in separate legislation.

Didn't he realize that it applied to so many more women than it
did men, the war singles? Wasn't that what he meant? He also said
it would cost $300 mill ion. Senator Jennings Randolph-

The CIAIRMAN. I regret to say that you have now consumed 20
minutes and I believe we are going to have to ask you to put the rest
of your statement in the record, but we will be glad to put any addi-
tional information that you want before that.

Now may I say to the witness-
Miss SHINDER. I have just ore other item, sir. This will be very brief.

I must get this in.
The CHAIRDIAN. One more minute. Go right ahead.
Miss SHINDER. Yes. Thank you, sir.
When there has been no check or balance between the legislative,

judicial and the executive departments of our country, it is a well-
known iact that there has been much conflict of interest, serving them-
selves among public officials. The President of the United States has
seen At to disclose his financial statement. The judges through the
Federal courts have been asked for the same disclosure. The people
are clamoring for the trutl. There is only way toget it.

The time has now come to invoke the ninth an 10th amendments
of the Constitution of the United States which, when properly in-
terpreted, mean when those in public office indulge in 'questionable
practices," we the people have the "right to know." Therefore with due

8-865 O--60--pt. 2-10
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regard and complete respect for the individuals and offices concerned,
it is respectfully requested that all Senators and Congressmen and
Cabinet members of the United States make known their financial
statements, thereby disclosing what their interests are and their
wealth; and the amount of tax they pay thereon.

This must be done to preserve the national security of our country,
revive the faith and confidence in our Government and put our
public officials back on the right track.

In addition, before our country becomes a church state which can
ultimately destroy the principles of our Government, the financial
statements of all establishments of religion (refer to the first amend-
ment ! and the 16th anendment) some of which are corporations,
and the amount of tax they pay thereon, should also be made known
to the general public.

Graclous Senators, the time is past for recriminations. This is a
direct confrontation and I challenge all of you. Is it not time to
make amends, to make it up to us, the people? You have the glori-
ous.opportunity of setting a precedent for the entire world by rec-
ognizing the plight of war singles. We want a war singles amend-
ment1 a women's grievance commission and to recognize that un-
married persons should receive an equitable tax break.

I would like to thank you for letting me speak on a little more
and this direct dialog. Good day.

The CHAIMAN. Thank you, Miss Shinder. Now please do not be
too harsh on this committee for not doing something that you have not
asked us to do before. I have always felt that if you want some-
thing, you ought to come before the committee and ask for it.

Mis SHINDER. I am here.
'The CHimmAx. And prior to this time we have had no oppor-

tunity to vote for your amendments because it has not been offered.
Miss SmNDwx. Would you like to introduce it, sir?
Trei CHAIRMAN. I am not going to introduce it, but I would be

glad to give it due consideration.
MissSUNDFJI. Senator Long, why didn't you answer my letter I

wrote to you kfter I found out what you said in Time magazine?
That was not very gallant, sir.

The CnALUMAn . I guess I haven't been. I just did not get around
to it.

Tn you very much.
Miss Srwi '. NTot at all. Good' day.
(Miss Shinder's prepared statement follows:)

STAT3MEqT OF MISS DOROTHY SIUINDER

War singles are over-35 heterosexual single, or briefly married women, whose
at" , .lRrage or remarriage were spoiled by the wars. War singles have

wx 4ke Iftk'* cable jobs for 20 years or more, all the while paying the highest
rate f ineoiw tax with very Uttle, if any, exemptions. They have provided
for tmmelvwe, bi their own w~ge-earners and have assumed the entire eco-
Q9. 'bu d" and responsibility of maintaining their own households, where

Wairinlee are as much an after effect of war as are War Widows, who
teeelvowienation.

WO. g eurve war Reparations in the amount of $85,000 plus interest.
Tl i WQUl .b0 kre , c~mparable to what War Widows have received. The Gov-

t the awn,'.et them to wars, then actually punished the War
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Singles for not having husbands; humiliated them, took everything from them,
and not only did it give them nothing in return, but made them pay, and pay
more than their share, at that, draining their incomes and their Human Rights.

Favoritism given women who serve husbands-Because we are in a male-
dominated, family-oriented society, there is far too much favoritism given the
women who serve husbands--this cruelly discriminates against War Singles.
Though all benefits are based on the wife depending upon the husband for sup-
port, no thought has ever been given to the War Single who depends upon herself
for her own support.

War singles work as long as men--Our laws--the social security and the tax
laws are based on the erroneous assumption that women do not work as long as
men, and that only the men are providers--the wage-earners. This is a fallacy.
War Singles living alone have been self-supporting and their own wage-earners-
providers for as many as 20-30-40-50 years. Thus, if the government has as-
sumed this premise, and it is false, then it is up to these men (the majority of
legislators are male) to make amends and correct the wrongs.

Millions more unmarried women than men-and why? In 1940 these women
were full of promise. Suddenly, World War II. The men had gone off to war.
15,000,000 men were battle casualties; this means 15,000,000 women were bereft
of mates. In the United States alone, there were 300,000 casualties. It was only
natural that foreign marriages became commonplace. The wonen were there--
the men were ready. The women here too were ready-the best years of their
lives--but to marry ghosts was not an "in" thing. Australia alone supplied
an estimated 30,000 wives to our American GIs. Thus, there are now approxi-
mately 13,000,000 unmarried women as compared to 6,000,000 unmarried men
over 35 years of age. An aftermath of War! In addition, the ever-increasing
number of male homosexuals has further depleted the supply of available hus-
bands. In San Francisco alone they are a reputed 80,000 strong. And more's the
pity, when so many are so handsome-wlat a waste. For every two men who
"go together" there are two of us heterosexual women who are left without
husbands. This has a devastating, frustrating and demoralizing effect on the
unmarried heterosexual women.

War widows--As far back as the Spanish American War, the widows of
veterans received a Dependency Indemnity Compensation, wherein the govern-
ment pays them for the loss of their providers. This was an effort to "make it
up to them." An estimated 117,891 widows received this benefit, but as of 1966,
87,000 were discontinued because of remarriages and the figure dropped to
30,891. The monthly compensation is $4,854,000; or averaging $157.00 per month,
each. Since 1963, the benefits were increased to a minimum of $131 and upwards,
per month, depending upon the rank of the deceased husband, and the paid
regardless of the Income of the widow! Since 1945, each has received approxi-
mately between $31,200 and $37,000. All Tax Exempt!

War singles deprived- -But what about the War Singles? Haven't they suffered
an even greater loss? As of 1967, there were 2,721,000 single women over the
age of 85. Their "would be" husbands were taken from them before they even
had a chance to marry and derive a little happiness. Yes, these women were
deprived of the love, security, companionship and family which marriage would
have brought to them. They will never have the aid and comfort of children
in their old age and have suffered emotionally, socially, economically, physically,
biologically and financially. Nothing can ever really replace these losses. To add
insult to injury, these American women were not only left without husbands
to depend on for love and companionship as well as support, but were forced to
pay higher taxes--which frequently went for the benefits paid to foreign born
widows who had married their American men.

Human Rights-Despite all this deprivation, the government actually pun.
ished these women for remaining single. Our government and society sits in
Judgment of War Singles when it was the government itself which was respon-
sible for cutting off the male supply. Their equal opportunity for marriage and
leading a normal life, their HUMAN RIGHT was taken from them. Yet the
Human Rights Commission has failed to include them. In San Francisco there
is not a War Single on its Commission. The possibility of marriage decreases as
a person grows older-especially for women. Medical authorities claim it is
dangerous for a woman to bear a first child after the age of 35; and an older
woman is not as flexible as a younger woman and requires more privacy.

The Government looked the other way-And what did the government do about
it? NOTHING! The statistics were available. These War Singles have been pun-
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shed unjustly for a situation over which they had no control. They were forced
to get out and support themselves. The jobs available to women were low salaried
and the income was needed to live on with very little, if any, left for investment,
which in turn would have provided tax deductions, which in turn would have
lowered their income taxes, which in turn would have made it possible to make
adequate provisions for old age as do the men with higher salaries. Thus, without
deductions, a straight high tax was paid. Example: In the year 1962 on a salary
of $4,548, the Income tax was $703 leaving $320 per month to live on. (A working
WAR WIDOW receiving approximately $157 tax exempt would have $477). In
the year 1963 on a salary of $4,868 the tax was $939.12, or $327 per month (a
working WAR WIDOW would receive approximately $484) per month to provide
for rent, food, clothes, insurance, recreation, upkeep, dental and medical expense,
utilities, vacation, miscellaneous. While the married woman's husband was In
the enviable position of receiving great benefits for deductions, it was primarily
the unmarried women, because of their sheer numbers, who were paying for the
rearing of families. The income of War Singles have been drained over the years

because they had no deductions or benefits, thus they suffered a wage loss, which
when n ultlplled oVier a period of 20 years or more, amounts to many thousands
of dollars plus Interest, Which is pure plunder-yes, indeed, they do have a justi-
fiable grievance against the government! They have a rightful claim and deserve
every consideration. While these trusting women relied with faith and confidence
on the men in government, these same men maneuvered it so that the tax money
extracted from them was being used against them. Instead of giving them the
benefits whiel they so richly deserve, and for which they have paid manyfold. The
War Single has been forsaken long enough. If society Is working towards a goa l of
permitting each woman to find herself, then society and the government must turn
bak the clock and return the men taken from these women. If this cannot he
done," then it must make amends to those who have suffered great loss.

Recotudiendaton-It Is recommended that these War Singles receive the sum
of $35,000, plus interest, IN REPARATIONS for having been deprived of their
human rights, for mental cruelty and the grievous suffering emotionally, socially.
economically, physically, biologically and financially, because they also had no
provder--odst a provider and husband, and were in a SIMILAR SITUATION
a a War Widow. This is a glorious opportunity for you gracious gentlemen to
set a precedent for the entire world. (The Doctrine of Equality of Treatment to
Taxpayers Slpilarly Situated).

Dimstrlination against War Singles nonproperty owners-Thus, these War
Singles migrating to the big cities for their jobs, working for years on low sala-
ried Jobs, while paying the highest rates of taxes, could not even afford to pur-
chase a home because of discriminatory stringent loan relations, or because there
was no need for this, and ended up living In apartments which were THEIR

,,HOMES. Yet the government, without compunction, used War Singles' tax money
f~r redevelopment and thent turned around and said because you don't own

,property, you don't count .. and these helpless women were forced to clean
their apartment-homes at their own expense without being able to deduct for
thqse expenses. Because there were no guidelines to protect these apartment
hiherenters, they were constantly hounded with unjustified rent increases and
evlcition through unfair practices, at great expense which affected their health and
welfare, all due to eonfiict of Interest of government officials who owned apart-

.meat buildings. Conflict of interest means the men In government cannot serve
d f-omlsters; I they are supposed to serve the people and not make laws to use the

* eple'a Income tax money or their influence for themselves.
" ecommendatlon--a. Tax deductible rents because their apartments are their

hefee and their property taxes are paid through their rents, which they have
nt er been. allowed to deduct because our country still has the Old English
'.r Irt 0w (which England Itself no longer has) and which is UN-Americai
anX- QOettutional. Their situation would then be similar to homeowners who
en d~d~it teblr interest and taxes while enjoying the developing of an equity,
,hIw.~ rqntt cannot do. Landlords have been receiving far too much favorit-
sa kkiwe an owner of both an office building and an apartment building

ca• 4e uct epde"U6 and expenses, but It is only the office renters and not
4. O )w id, 2= 8 whbo can deduct expenses. It was never the intent of the
"91{2'$t 44ueudnzeut to the Constitution to permit "lording" it over a home-
rapt' b.1' .War?- iigle Homeowners: Tat .deductible depreciation and ex-

4 . i*4 . e they My the pane rate of property tax as do income
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Medi-Cal discriminates against war singles-Yet, if these respectable, deserv-
ing taxpayers of long standing, these war singles working women become Ill
in the State of California, Medi-Cal discriminates against them because they do
not OWN but pay rent for their home. A widow, who has been sheltered and
provided for by a husband, or an individual with a private home valued at
$25,000, plus $5,000 in real property, plus $1,500 in fluid cash, or a wealth of
$31,500, would be eligible. However, a War Single through aforementioned cir-
cumstances, with no wealth except possibly a couple of thousand dollars scraped
together from her meager earnings intended for her old age, whose apartment
has not been recognized as her home, must first be reduced to a minimum of
$1,500 IN CASH WEALTH, as compared to a property owner widow or other
individual with $31,500 in wealth. This despite the fact that these single women
have been paying the highest rate of income tax for 10-2-0-40 years.

Recommendation-It is recommended that apartments be recognized as homes
for these War Singles, which they are; therefore a homerenter would be in the
similar situation as a homeowner. It Is further recommended that the actual
wealth of both a property owner and a non-property owner be taken into con-
sideration before ifllowlng this discriminating practice to continue.

Social security as affecting war singles-Social Security Is an insurance policy
which when paid up in full, that is, the necessary quarters, 13 supposed to give
FULL BENEFITS. Congress thought that the monthly benefit build up over
a woman worker's lifetime would be enough to provide security for her. This
assumption was based on the theory that she lived with relatives or shared.
But she didn't as pointed out in previous paragraphs, but instead maintained
her own dwelling-household for years, thus incurring the same initial expense
as does a widow in the same kind of household. The basic purpose of socialsecurity is to provide protection for the individual and the home. Since this pro-
gram Is determined on need and not based on actual contributions to the system,
why should a widow receive more than a War Single, wben they both have the
same basic household expenses? Or the average monthly retirement benefits be
lower than that of a widow? Or why should widows be eligible for social security
benefits at age 60 and not the War Single working woman? Especially since the
War Single has DONE HER OWN CONTRIBUTING? Fair? Absolutely not!
It is the War Single who has the least protection under public programs; it Isthe widow who receives protection under group life insurance or other types of
husband's insurance.

Intensification of discrimination against War Singles-It Is intensified for a
War Single who out of her meager salary, pays the same rate of tax, receiving
only the basic retirement benefits, while married workers not only receive this
benefit but also dependents receive additional benefits. These benefits were
designed to prevent workers from becoming dependent when the breadwinnerretires, thus an individual's security grows out of their own work. What about
the War Singles security when she has been her own breadwinner all of her
working adult life?

Recommendation-If the original intent and purpose of the social security
laws Is to be adhered to, then social security benefits should be Immediately pro-
vided to a self-supporting wage-earner-provider War Single in like amount as
to n widow--their costs of living are the same-their situations are the same.

Social security disability discrimination against War Singles-War Singles
work for 20-30 and more years and are their own wage-earner providers. They
acquire their own necessary quarters to qualify for Social Security benefits. How-
ever the 1907 Amendment grossly discriminates against them! This amendment
is based on the false assumption that only widows and certain divorcees depend
on a wage-earner-provider, i.e., their husbands. War Singles have no husbands
and when they cannot work as a result of a disability, they lose their wage-
earner-provider, (themselves). When a spouse with the necessary quarters,
regardless of when they were acquired, becomes deceased, the disabled widow
and certain divorcees automatically become eligible for disability benefits, yet
the provisions of necessary quarters regardless of when they were acquired, do
not apply to War Singles.

Recommendation-Social Security laws should be amended so that qualified
self-supporting wage-earner providers, the War Singles, can also receive dis-
ability benefits regardless of when the necessary quarters have been acquired,
and receive the same treatment as women who hae served husbands, under
the doctrine of equality of treatment to taxpayers similarly situated.
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Survivor benefits-4,A54,785 receive survivors benefits, but even though War
Singles have the necessary quarters for Social Security, they are never eligible
for this benefit. And, if they become deceased before retirement, they receive
nothing except $255 burial expense and lose everything else, plus interest. When
women. come to work for the State of California, after having completed their
necessary' B8 quarters in private industry, which already includes one survivor
benefit play, they are again forced to pay for another survivor benefit even
though they will never use either one.

Recmmendaon-It Io recommended that War Singles be given comparable
benefits to compensate for not having any survivors-a bequest to a beneficiary,
fo the, sake of Justice and equality.

The advisory commission on the status of women-When the President's Cow-
diseion on the Status of Women was formed in 19061, it was with the intention

of doing away with the "preJudices and outmoded customs which act as barriers
t tb " ftu realisation of women's basic rights which should be respected and
fokerd as part of our nation's commitment to human dignity, freedom and de-
mft." To'this effect, the California Advisory Commission on the Status of
Women was created in 1985, to look into "The effcct of social attitudes and pres-
sures and economic considerations in shaping the roles to be assumed by women
lathe society." There was not a one War Single on It! It is absolutely shocking,
that by their many omissions, the reports rendered have themselves discriminated
against and excluded the War Singles. Instead the reports were completely
enmored with wive dependents, widows, survivors. The needs, the pressures
and' teotional voids bf War Singles were completely overlooked.
'4f War single works--What with 57% of married women in the working
Mkld, We have drifted into a double and triple income economy. With an over-
sil of employable women over 40, this has a disastrous effect on the War
sgl& bY 1101ding the salaries down. The War Single works because she Is forced

t6 b,M, 6**h provider and needs the income to LIVE ON, not because she wants
to et out of the house, or for a change of scenery, or a lark, or something differ-
ent todd. W_ is not-as fortunate as the married woman entering into the busi-
r world for what is called a 'second career" opportunity. It is a new life for
the* mared *oman, but for the War Single It is a continuation of the old life,
thbs therohas been no equal opportunity.

, & l* @ a change for married women when they go through meno-
pause, Whatabout a change for the War Singles who also go through this period,
and 0on, at that. They do not have the warmth and security and love of a hus-
band-aid a fttmlly to help tide them through the rough spots. If there is a new
lito . or the married woman, there should also be one for the War Single. She
shlid also'have a change. If the married women have two Incomes, that is, the
NuiOrt of a working husband, and can work whenever they wish, then shouldn't
t W ttn~r teeive relief 16 kind? They deserve It after having paid more
t-i behE barof taxes for so many years.

ue beoedation.-It is recommended that War Singles, that Is, women who
have worked for 20 years or more, acquired the necessary quarters in social se-

ctitltardles of when acquired, have been their sole provider-wag eanr
11 6AId 1 / 1bthe entire responsibility of maintaining their own household, their
dWelli*Whe1e they live and have reached the age of 50 years be permitted: Full
retft Soeil Sectirty benefits, and in addition, be permitted to work when-
e i"y dth and for'unmited income.

~m~dvwold this rilUy make amends for all the past sufferings and mul-
StiU4 "eU irfliA-do oh these Innocent, helpless women-and give them some

. hupof suity and peace of mInd, but would also create openings In the
lWu*Mrt foir th OMployed and overgrowing youth.

fAR Utlq1 iW WCS UflI AfZMB0IAS WHO HEAD THEI OWN HOUSBROLDS

: " tnC 1 1 Amendment to the Internal Revenue Code gave a
b poLmatrled pws by allowing the "split Income." It was designed to

e~nl~s th t~ ~rtmentof arried couples residing In community property
"~s ain RonOMm t -property sates. Also, at this time, two $MX ewump-
i4 *_wed. for 9ver 05 ysarr% regANUM~s of Income. The rationale being
/.:.: * ave a decreased earning p~wer, but greater expenses, such as

. takes carof medical expenses for over O. Still,
StM Viare rmtiy benefitug not only from

but lsoquaifyfor $ifeiare which defeats the original
tslegislatIOn.

BEST AVAIkABLE COPY
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Recomemndaton-If the rationale Is based on a decreased earning power,
there should be a "means" gauge to be eligible for this benefit, and the tax saving
could be applied towards a more equitable tax for the unmarried persons.

Head of household-In 1951, special "Head of Household" rates were added
to the Internal Revenue Code as an extension of the split-income benefit...
the rationale being to give a portion of the split income benefit to taxpayers who
malutain households for dependents, because, in effect, they SHARE INCOME
with the person for whom the household is maintained, in a manner SIMILAR
to the way a husband shares his income with his wife. The Internal Revenue
Code, See. 1, reads in part "an individual shall be considered as maintaining a
household only if OVER HALF of the cost of maintaining the household during
the taxable year is furnished by such individuals." (emphasis added)

It was believed that taxpayers not having spouses but nevertheless required
to maintain a household (home, dwelling) are in a somewhat similar position
to married couples who share their incomes, thus incurring extra expense. It
should be noted that these benefit provisions are because the recipients main-
tain a home (dwelling) and incur extra expense (plus two $600 exemptions).

Unmarried persons ignored-However the code never mentions an individual
whose entire cost of maintaining the household during the taxable year is fur-
nished by ONE individual. No thought was given to EQUALIZING the benefits
for unmarried persons. The assumption here being that these persons either
lived with parents or other persons and shared the expenses of a household.
This is not true. It has become the custom for millions of Americans to live alone.

Head of household properly defined-As applied by the IRS, the term "Head
of Household" is a misnomer. A household is a dwelling, regardless of the num-
ber of people who live in it. At issue here is a household, a dwelling and the cost
involved in maintaining it regardless of the number of occupants. A married
couple live only 1%rd times as expensively as one person, and a family of four
generally lives on only twice the average of a single person.

An individual living alone bears the complete responsibility, the financial
burden, visually and socially. This consists of rent, property taxes, food, utilities,
taxes, clothes, insurance, medical bills, car expenses, gasoline, laundry, recreation;
the very same basic items as a married couple. Thus the fixed costs for an un-
married householder and a married couple or a family of four are known to be
comparable, even identical.

Surely, this gracious Committee and the Congress can recognize the difference
between one type of unmarried person who does not maintain a home but lives
with parents or others, and thus does not incur extra expense, and the other
type of unmarried person who is required to maintain a home and does incur
extra expense.

The doctrine of equality of treatment to taxpayers similarly situated-Under
this doctrine, unmarried head of householders should receive equal tax treatment
accorded others in similar situations, under the equal protection of the tax laws,
under the XIV Amendment.

The Congress has made adjustments for married persons and head of house-
holds (as defined by the IRS) because they were both in similar situations, that
is, had extra expense. Unmarried Heads of Households also have extra expense
as compared to unmarried persons who share, thus this is a similar sitr 4 lon to
the married persons and the present IRS Head of Householders.

The Iolowing 18 an equal tax cemption (without the unmarried person)

Exemptions plus Head of Household:
Unmarried -------------------------------------------- $600
W/Dependent------------- --------------- 800

Exemptions plus Split Income:
Husband ---------------------------------------------- 600
Wife ----------------------------------------------- 6

Exemptions plus Sharing Expense:
Unmarried ------------------------------------------ 600
Father ---------- ---------------------------------- 600
Mother ---------------------------------------------

Exemptions plus Nothing: Unmarried, living alone------------------- 600

Recommendation-It is. recommended that two $600 exemptions as Is allowed
in the above cases also be enjoyed by the unmarried householders over 85 years
of age It would be a matter of equity for all. It would be a tax exemption benefit
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equitable to what the others receive in similar situations, regardless of income.
Not only would It cost the government less, but those who need it the most would
receive a greater benefit and more spending power, which they need so badly.
The saving is substantial for those with high incomes, who are also In a position
to invest for tax deductions but the lower Income person needs all his money,
all his income to live on.

Proposed tax 2
Present tax i $600 $600 plus

exemption exemptions Saving

00$667 $55 $114
21,630 21,270 360

Oe: 2 $100M  e .ptlons would make it an equal tax exemption benefit for all incomes, which actually lowers the cost
to Qermea aod I s a substantial benefit to the Iowe and also higher Income.

Straight "Head of Household" legislation benefits the rich-higher Incomes! it
would allow the $5,000 income only approximately $55 as compared to $114
through two $6 exemptions. It must be kept in mind that the lower salary can-
not afford tax exemptions, while higher Incomes can invest.

Dorothy Shinder vs. Commissioner of Internal Revenue No. 21, 942-In the
case of Dorothy Shinder vs. Commissioner of Internal Revenue, No. 21942, ap-
peared as counsel for herself. Although she was well aware of the existing laws,
the purpose and intent of her action before the U.S. Court of Appeals for the 0th
Circuit was to obtain a Judicial opinion. Petitioner respectfully suggests that a
just opinion has not been rendered and that the opinion and decision does not
follow the Court's own Federal Rule of Civil Procedure Rule 39, 28 U.S.C. 455,
"substantial Interest," and that the District Court's withholding of information
constitutes a denial of her constitutional rights and power.

Petitioner states in her petition for a rehearing: "When there is cause to
believe that there is no check and balance between the legislative, executive
and Judicial departments of our government, then it is incumbent on the people
to cheek and balance those in government who are suspect. Petitioner, a citizen
and taxpayer, Is e of the people, and has retained the 'Right to Know' and the
power reserved to her, to be informed of any questionable substantialil interest'
ofany one In public office. (The enumeration In the Constitution, of certain
rights,- shall 'not be construed to deny . . . others (rights) retained by the pco-
ple. U.S. 0o%t., IX AmenA) ('The powers not delegated to the United States
by the Constitution... are re#ered .. to the people.' U.S. Conet., X Amend.)
(emphals added).

Th VUs when those who preside over the Court, place themselves above and be-
yond the law, this, In effect, deprives Petitioner of her liberty, of her right to
effectually share and conduct her government and in her equality before the
ow#. In essence Petitioner Is deprived of her due process of law. (U.S. (onet. V
sd XIV Awend.) •

The Court's opinion states, In part, 'The classifications of the law that adver-
sely affect petitioner are within the range of classification that traditionally
have been held constitutional.' The Court's use of the word "traditionall" per.
petuaee the -oral tratsmision of beliefs from ancestors who had no written
memorials and harks back to biblical times and the dark ages. While we live in
the present the Courts cling to the past.

And the Court's ruling on 'constitutional' is purely a matter of interpreation,
'which can be Influenced by "substantial interest" reasoning. It appears a matter
o6f bias and prejudice that the Court, in rendering its opinion, has not used an

;Pen mind, and has totally Ignored the original intent and purpose of our (on-
s$#t#toft wh Oh is a WRITTEN MEMORIAL (replacing any non-written memo-
ihzls) with built-in guidelines, when interpreted with an open mind, to serve and
"pFteet PetLtiouer, as well as members of the Court.
The opinint0f the Court with regard to the need of money for Government

IprrdS the wanton waste, squandering, and abuse of petitioner's tax pay-(,. 3tts, .and the corruption of members of our Government.
SIts opinion, the Court state 'Asthe tax court said, and we must say, this

utttdtmOa woan can only hope, for relief from the legislative branch of the
-* aw"U'la AMI,'oh her fAets, It may be a slim hope, given today the govern-

V. VtVVu ftdi gojfor Money,''. ..
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Need for money for whom?? Petitioner at this time would like to point out
and query how many Senators like Senator Eastland are actually receiving
Petitioner's tax money and approximately $167,000 per year for farm subsidy
when the intent and purpose of that legislation was to aid the small farmers?
Or, how many judges like Judge Fitzgerald Ames of San Francisco actually
received nearly $50,000 of petitioner's tax money, on speculation on redevelop-
ment property in San Francisco when there should have been regulation. Or,
Federal Judge Alphonse Zirpoli, and perhaps others, merrily profiteering with
Petitioner's tax money? Or how many Senators like Senator Allen Ellender
actually receiving Petitioner's tax money for his personal hobby of movie-
making. And why did the House of Representatives actually authorize more
billions of dollars than was necessary for defense?

"Surely the Court can readily see that actions of these and other public offi-
cials reflect on the integrity of all, which is destrictive to our government, and
tears down other kinds of law and order." Witness the rioting!

And where will the money come from-The answer is easy. Plugging up the
existing loopholes.

1. War Singles reparations can come out of the billions appropriated for
Defense.

2. Tax Exempt Foundations which have become distorted into loopholes for
tax avoidance, so that others have to pick up the tab.

3. 271% Oil Depletion allowances could be permitted to recover the original
cost of risk.

4. Real Estate Loopholes.
5. Church Businesses. Why does Congress constantly veer from the subject of

taxing wealthy churches? The First Amendment to our Constitution states in
part: "The Congress shall make no law regarding an establishment of religion."
There Is nothing, however, which states that Congress shall make no law re-
garding an establishment of business.

It is a well known fact that the establishments of religion are now in busi-
nesses, even corporations, yet escape the 52% Corporation Tax--Corporations
reveal their financial statements, shouldn't religious establishments do the
same?

It has been said that if one church alone paid its share of tax, it would amount
to approximately $300,000,000 in revenue to our treasury. Coincidentally, that
is the same amount that Senator Anderson of New Mexico stated it would take
to give Unmarried Persons a fair tax.

There is a great danger that if present practices continue, with land and
properties being bequeathed to Churches, our country in a matter of 50 or 75
years could become a Church State.

Will history repeat itself, as in the French Revolution, wherein the Church
owned %ths of the land; the Nobles Yth, and the people were heavily taxed,
as they are today in this country.

Now is the time for men of vision to take action to prevent any future holo-
caust.

The CHAIRMAN. Now the next witness will be Mr. Richard Walton
Edwards, Jr., of Washington, D.C.

Mr. Edwards, will you proceed, sir?

STATEMENT OF RICHARD WALTON EDWARDS, JR.,
WASKINWXONt; D.C.

Mr. EDWARS. Mr. Chairman and members of the Committee on
Finance, my name is Richard Walton Edwards, Jr. I am a resident of
the District of Columbia.

I want to express my appreciation for the opportunity to testify,
particularly considering the many requests the committee has received.
Unlike the ohter witneses you have heard this morning, and many you
will hear throughout these hearings, I represent no organization. I
speak simply as a citizen, in this case a married citizen.

I have been permitted to testify on two points: (1) the low-income
allowance, and (2) the taxation of single persons. If you will permit
me, I will speak on the taxation of single persons first.
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This past Monday I gave to the office of the committee a supplemen-
tal statement commenting upon the Department of the Treasury's pro-
posals for the taxation of single persons. I believe that you gentlemen
have that supplemental statement, do you not I

Senator Wmvu . Yes. Did you want to put it in the record?
Mr. EDwAmms. Yes, I would.
Senator WI .. Axs. Yes.
Mr. EnwAnsm. I would also liLe to make a correction on page 284 of

the printed statements. The sentence in parenthesis about halfway
down the page should read:

Department of Labor statistics show that in March 1967, 10,320,000 married
women in the age range 35 through 64 were in the labor force. This was 41.3
percent of married women in that t! je range.

The citizens of the United States should be told--they should clearly
understand-that the special lower tax rates for single persons, if
enacted either in the form passed by the House of Representatives or
in the form recommended by the Department of Treasury, would mark
the effective repeal of the split-income provisions for married per-
sons as we have known them.

Since 1948 married couples have been permitted to split their in-
comes 50-50 and pay taxes at individual rates as though they were
single.

Parenthetically I might say, as you gentlemen know, that there are
two ways to effectively repeal a law. One is to do so directly. The other
is-to pass another piece of legislation which undercuts the effect of the
original law and reduces it to a formality.

This is what the Department of the Treasury proposal would do
in the case of section 2 of the Internal Revenue Code. It would es-
tablish a rate schedule for maried persons filing separate returns which
is higher than the rate schedule for single persons. On the basis of this
higher schedule, the rates for married persons filing joint returns would
be computed.

The House version does the same thing as to persons over 35.
Four out of ten (40 percent) of married women age 20 to 65 work,

and the percentage is slightly higher among married women 35 to 65.
These statistics ought to dispel the illusion that husbands make all
the money, wives have no income, and marriage is a great way to
reduce your taxes.

In many cases, in the tens of millions, the income of a married cou-
ple is in fact eared by two people; and in any event it must support
at least two people ond typically more This should be kept in mind
when you ponder the charts that Assistant Secretary Edwin Cohen
preset te to you on Friday which compare the income of one per-
$on msinle person, with the 'combined income of two, a marriedcouple.*" :,

.'or many families, particularly when children are young, one in-
C0 kn support an entire faitnly, and because the wife must be

wit i t~ie .cbil ..Wn the parents are in reality a team. And the
c e' iey' lrOuce, although it con es in the name of say the hus-

baxid:athe, 'His i4 reality the income both and is used for both.
Th provisiono of the Houe bll and the alternative proposal advo-

cat* ythe e sur swetly di scrminate against married persons.
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I wonder if you could look at the table in my supplemental state-
ment. Do you have it before you?

The table shows various examples under the proposed rates for
1972, of (1) present law under which married persons filing joint re-
turns pay taxes on their split incomes at the same rates as single per-
sons, (2) under the House bill which treats single persons over 35 as
"heads of households," and (3) under the Treasury proposal that
sets up a special schedule for single persons.

You will note that in example No. 2 a man and a woman each have
taxable incomes of $6,000. Under the House version they would pay
$140 more in taxes a year if they are married than they would if single

The same two people u-ider the Treasury proposal would pay $40
a year more if married than if single. I should point out that $40 may
not seem like a lot of money in relation to a tax of $2,000 but it would
hit many many persons.

As the incomes go up, the discrimination becomes greater. For ex-
ample, in example No. 3 a man has a taxable income of $16,000 and a
woman has a taxable income of $12,000. Under the House proposal
they would pay a total tax of $6,000, if single. If married, they would
pay a tax of $6,700, which is $700 more. The same couple under the
Treasury proposals if single would pay a tax of $6,140, and under the
Treasury proposals if they were married they would pay a total tax
of $6,700, or $560 more.

Neither the House bill nor the Treasury proposals in their present
form allow married persons filing separate returns to use the new
lower rates proposed for single individuals. If special lower rates
are made available to single persons, fairness requires as a minimum
that those rates also be made available to married persons who elect
to file separate returns.

Alternatively, the principle of section 2 of the Internal Revenue
Code should be preserved intact asta reality and not reduced to a
formality. In that case special lower rates for single persons, which
in their effect mean higher rates relatively for married persons, would
not be established at all.

The present provisions of the Internal Revenue Code (the sec. 2
split income provisions together with a common rate schedule for
single and married persons) make sense. These provisions, permitting
persons who have agreed to share their liveG together, to share their
income and deductions on a 50-50 basis, are sound.

The theory is that in the marital partnership income and expendi-
tures may be so co-mingled that it does not make sense to require
that they be segregated between husband and wife, and the income
of one partner is in fact the income of the team. And, if you review
the legislative history, bock in 1948 these split income provisions were
enacted because of the problems between the community property
States and those without community property laws and because many
families had set up very complicated legal devices so that they could
legally clearly show that the income was shared equally.

It was to avoid these complications and to simplify the law that
the provisions were enacted in 1948 permitting married couples filing
joint returns to split their incomes. The provisions for sharing income
and expenditures, the so-called split income provisions, do not repre-



1058

sent any special concession. And please keep in mind that the couple's
income is split between two real human beings.

In 1951 a fiction was introduced into the Internal Revenue Code.
Special rates were established for "heads of households." The idea
was that a widow with children to support was entitled to a fictional
"half a husband." This was based on the premise that the same or
less income must support almost the same family.

There are not even decent fictions to support the House bill's inter-
mediate tax rate provisions.

Let us get one thing clear with regard to the House bill which
would give head-of-household treatment to single persons over 35.
When the Internal Revenue Code now talks about head of household
it is not talking about real estate.or the cost of keeping a house in
repair or the difference between a house and an apartment as Miss
Dorothy Shinder tried to make out. It is talking about persons who
share their incomes with others, -sich as children or parents who live
in their house or apartment.

I am afraid that the original principle of income and expense
sharing between husband and wife which section 2 of the Internal
Revenue Code. recognizes will be lost. And why should two persons,
bth working, have to pay taxes at higher rates when they get married?The effect of the new rules if enacted would be to penalize married
couples and particularly those where each partner has income. They
would be far better off to pretend that they were single.

Do you have any questions on this part of my statement before I go
to the other?

Senator WILuMs. No questions.
Senator AxDFRsoN. No questions.
Senator WnLIAms. Have you completed your statement?
Mr. EDWARDS. I have another statement on a different subject, on the

loW-income allowance; but I think it might be better if I could take
questions on what I have said first if that is all right.
. Senator W.uLxis. There are no quest-ions, but you better proceed

because we do not bave much time.
Mr. EDWARMS. No one should quarrel with sharply reducing the

taxes of low-income persons, particularly those who live in or on the
edgeof poverty. I am not in a position to pass judgment on the exact
formula of the low-income allowance, incorporated into section 801
of the tax bill and how effective it will be. I do not question the formula.

My concern is a, broad, indeed a philosophical concern. Is not the ob-
ligation to pay taxes about as basic as the right to vote? Should not
every adult citizen of our country have a responsibility to a at leastsom0,th.g toward the cost of the government from which Isbenefits?I i beleve it i Unwise to say to mill ions of persons--the low-income
allowafni-eWould take 5.2 million persons off the tax rolls-that they
have no reslonsibility at all to financially support their government.

I) , ' pared statement I have'suggeste that a minimum tax
be eiat e4'which'all adult citizens woidd be required to pay. The
leyel might be set at $W a year, less than $1 a week, or if th is seems
hi4lnlWAer figure.
: 'bets:would be intended to preserve a principle, not raise large-fiiolihtk of revenue, although the revenue should be substantial since

thnuiber of taxpayers Will be large.
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I have suggested statutory language in my statement. We can dis-
cuss it if that seems desirable.

I want to thank both of you gentlemen very much for your attention,
and I appreciate the privilege of testifying before you.

Senator AxDERSON. Thank you.
(Mr. Edward's prepared statement with attachment, follows:)

STATEMENT OF RIcHARD W. EDWARDS, Ja., WASHINGTON, D.C.

My name is Richard W. Edwards, Jr. I am a resident of the District of Co-
lumbla. I wish to express my appreciation for the opportunity to testify. I speak
as an Individual citizen. I represent no organization. I have been permitted to
testify on two points: (1) the low-income allowance, and (2) the establishment
of a class of "Intermediate tax rate individuals." I shall speak on the latter
point first.

INTERMEDIATE TAX RATE INDMDUALS

Sections 803 and 804 of H.R. 18270 establish special lower tax rates for single
persons over the age of thirty-five and widows and widowers. If special rates
are to be given to "intermediate tax rate individuals," the rates should also be
made available to married persons over age 35 who elect to file separate returns.
One way to accomplish this purpose would be to draft the definition in amended
Section 1(b) (2) of the Internal Revenue Code to read as follows (changes from
H.R. 13270 in italics) :

"(2) Definition of intermediate tax rate individual.-For purposes of this
subtitle, an individual is an intermediate tax rate individual if, and only if, such
individual is not married at the close of his taxable year, or if married does not
flic a joint return with his spouse; is not a surviving spouse (as defined in sec-
tion 2(b) ); and-. . .. "

The purpose of the proposed change Is to alleviate the discrimination against
married persons that would otherwise result. Let me demonstrate. [A black-
board will be used if available.]

Example No. .- Suppose a single man over age 35 has a net taxable income
of $8,000 and a single woman has a net taxable income of $4,000. The man's tax
for 1971, using the 1971 rates in the bill, would be $1,460. The woman's tax
would be $640. The total is $2,100.

Now suppose these same persons were married. Their total taxable Income
would be $12,000. Applying 1971 regular rates to a joint return, their tax would
be calculated as follows: They would divide the $12,000 by 2. The tax on $6,000
would be $1,100 which in turn would be multiplied by 2 giving $2,200. Their tax
if married would thus be $100 more than if they were single.

I have used proposed 1971 rates in this and the following examples because
they are easier to use in making calculations. The discrimination would actually
be more striking if the higher 1970 rates together with a surtax were used.

Example No. 2.-The discrimination Is greatest when the incomes of the man
and the woman are equal, and applies even in relatively low brackets. Suppose
the man and woman each have a taxable income of $6,000. For 1971 they would
each pay a tax of $1,030, or a total of $Z060, if single. If they were married and
filed a Joint return the tax would be $2,200; or $140 more.

Example No. 3.-The "price for wearing a ring" gets higher as the incomes
go up. Suppose the man has a taxable income of $16,000 and the woman a tax.
able income of $12,000. As single Individuals the total tax would be $6,170
($3,690 plus $2,480). As a married couple the tax would be $,900; $780 more.

Example No. 4.-One final example: A man and a woman with high taxable
incomes of $20,000 a year each. The "cost of the ring" to them is $1,640 a year at
1971 tax rates. (If they were single their total tax would be $10,160; If married
and filing a joint return it would be $11'800.)

DISCUSSION

As demonstrated by the examples, Sections 803 and 804 of H.R. 18270, as
presently drafted, discriminate against married persons where both have In.
come. Only n cases where one marriage partner has no income or the taxable
income Is less than one-fourth of the taxable income of the other partner (the
exact proportion may vary slightly) is there no discrimination.
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The amendment which I suggested at the beginning of my statement will
alleviate the dlsc-mination by permitting married persons over 35 years of age
to file separate r, ;urns as "Intermediate tax rate individuals."

ALTERNATE PROPOSAL

Another alternative, and in my view a better one, would be to delete Section
803 from the bill and make corresponding changes in Section 804(b) to make
those rates only applicable to heads of households. The novel provisions for "in-
termediate tax rate individuals" have no solid rationale.

The present provisions of the Internal Revenue Code permitting married per-
sons to share their income and deductions on a fifty-fifty basis make sense. The
theory is that in the martial partnership income and expenditures may be so
comingled that it does not make sense to require that they be segregated between
marriage partners. The provisions for sharing income and expenditures, the so-
called "split Income" provisions, do not represent any special concession at least
for families where both marriage partners work or have income-a common, not
a rare, occurrence. (Department of Labor statistics show that In March 1967
10,20,000 married women in the age range 35 through 64 were in the labor force.
This was 41.L% of married women in that age range.*) Even if one of the mar-
riage partners has no Income, at least the couple's income is "split" between two
real human beings.

In 1951 a fiction was introduced into the Internal Revenue Code. Special rates
were established for "heads of households." The idea was that a widow with
children to support was entitled to a fictional "half a husband." This was based
on the premise that the same or less Income must support almost the same family.

Now with the'terms of H.R. 13270 establishing "intermediate tax rate individ-
uals," we are completely in the realm of fiction; the original principle of income
and expense sharing between husband and wife has been lost. The effect of the
new rules, as demonstrated above, is to penalize married couples where each
partner has income. They would be far better off to pretend that they were
s le. . I I

Finally, why favor persons over 35? My personal observation is that persons
under 85 have a harder time living on their incomes. The only thing that I can see
Is that persons over 85 earn more and the progressive tax rates "bite" harder.
If this is the problem, it should be corrected by reducing the steepness of the
progression of the basic rates (which the bill also does), not by creating a class
of privileged persons.

LOW INCOME ALLOWANCE--PROPOSAL FOR MINIMUM TAX

Section 801 of HI. 13270 provides for a low.income allowance which is in
effect a larger standard deduction for persons with low incomes. The Committee
on Ways and Means of the House of Representatives estimated that the provi-
sions of Section 801 Will remove 5.2 million taxpayers from the tax rolls in
1970 and an additional 600,000 taxpayers will become non-taxable in 1971. The
Committee est4nated that in 1971 38.1 million taxpayers will benefit to some
degree from the low-income allowance.**
I have no quarrel with sharply reducing the taxes of low-income persons,

particularly those who really live In or on the edge of poverty. I am not in a
position to pass Judgment on the exact formula incorporated into Section 801
and bow effective it will be to "screen out" persons living at poverty levels. I
do not question the formula.
M' ucern Is a broad, indeed a philosophical, concern. Is not the obligation

to pay taxes about as basic as the right to vote? Should not every adult citizen
of our country have a responsibility to pay at least something toward the cost
of the government from which he benefits? I believe it is unwise to say to millions
ot Pesa that they have no rcepopsibility to financially support their govern-
ment while they continue to have the right to receive government services. The
removal of over five million persons from the tax rolls may increase the potential
" of groups pressuring for larger government spending programs which they
have re ndbility to finance.

We, calcula frow the statti in Table 8 on pae A-6 of ..Marital
#Htmles ot Wo s March 196?", Special Labor Fore Report No. 94.

of Abor.
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If Section 801 is enacted in approximately its present form, I wish to suggest
that a minimum tax be established which all adult citizens would be required to
pay. The level might be set at $0 a year (less than *: a week). The tax would
be - intended to preserve a principle, not to raise large amounts of revenue,
although the revenue should be substantial since the number of taxpayers will
be large.

The addition of a new subsection to Section 1 of the Internal Revenue Code
would, I believe, accomplish the result. Its language might be as follows.

"In the ease of a taxable year beginning after December 31, 1969, there is
hereby imposed on every individual who is a citizen of the United States of
America, is over twenty-one years of age, and whose tax as determined in
accordance with subsections (a), (b), and (c) is less than $50, an additional tax
which when combined with the tax as determined in accordance with subsections
(a), (b), and (c) equals $50." *

SUPPLEMENT TO THE STATEMENT OF RICHABD W. EDWARD, JIa**

The citizens of the United States, both married and single, should be told in
language that they can clearly understand that the proposals for lower taxes
for single persons, if enacted either in the form passed by the House of Repre-
sentatives or In the form recommended by the Department of the Treasury, would
mark the effective repeal of Section 2 of the Internal Revenue Code which now
permits married couples to split their incomes between the two partners and
pay taxes at individual rates.

The Treasury proposal makes this perfectly clear. It would establish a rate
schedule for married persons filing separate returns which is higher than the
rate schedule for single persons On the basis of this higher schedule, the rates
for married persons filing Joint returns would be computed. The House version,
although more subtle in its drafting, does the same thing as to persons 35 years
of age or older.

39.7% of married women ages 20 through 64 work. In the age range 85 through
64, 41.3% work.*** These statistics ought to dispel the illusion that husbands
make all the money, wives have no incomes, and marriage is a great way to
reduce your taxes. As I pointed out in my principal statement, to which this is
a supplement, even when one marriage partner has no income the couple's income
is "split" between two real human beings.

The provisions of the House bill and the alternative proposal advocated by
the Treasury both severely discriminate against married persons, particularly
where both marriage partners have income. In my principal statement I gave
four examples. The attached table shows the taxes for 1972 in these four eases
under H.R. 13270 as it was passed by the House, under the Treasury proposal,
and if single persons continued to pay at "regular" rates.

If special lower rates are made available to single persons, fairness requires as
a minimum that these rates also be made available to married persons who elect
to file separate returns. Alternatively, the principle of Section 2 of the Internal
Revenue Code should be preserved and special lower rates for single persons
should not be established.

*A provision to a-ceinvIs the same result would also be added to Section 3 of the
Internal Revenue Code.

**This supplement comments upon the Department of the Treasury's proposal of tentative
tax rate schedules for single persons dated September 4. 1969.

***The figures were calculated from the statistics in Table B on page A-8 of "Marital and
Family Characteristics of Workers, March 1967," Special Labor Foree Report No. 94, United
States Department of Labor.
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TAX FOR 1972'

H.R. 13270- Treasur
Intermediate proposal of

tax rate tax rates for
Individual single persons

Present law I provis!onsI (tentative)

Example No. I:an: A000 ........................................... 1,530 1,420 1,490

Woman: $4,000 ......................................... 650 620 650

Tot singi ......................................... 2,180 2,040 2,140
Totamarred......................................... 2,140 2,140 2,140

FEamle No. 2:Man: $6,000 ................ . . . . . . . . . . . . . . . . . . . . . . . . . . . .

Woman: $6,000 .........................................

Total sit le ......................................
Total married .........................................

Example No. 3:
Man: $16000 ...........................
Woman: 112,000...

Tot al f ..........................................
Total marde .......... ............

Example No. 4:
Man: $20,000 ........................................
Woma.: 20,000 ..........................

. 1, 70 1,000 1,050
* 1:071) 1,000 1,050

. 2,140 2,000 2,100
2,140 2,140 2,140

4,090 3,580 3,650
2,670 2,420 2,490

6,760 6,000 6,140
6,700 6,700 6,700

. 5,730 4,940 4,970
5,730 4,940 4,970

TOtWsf .......-gle................................. 11,460 9,880 9,940
Total Mar1................................... 11,460 11,460 11,460

SThe Incomes In the Illustrations are "taxable Incomes." The total tax for married couples is calculated on the bais of a
Joit return. Neither H.R. 13270 nor the Treasury proposals in their present form allow married persons filing separate
Iretrs to use the lower rates available to single perso.s.

I Itr d* a raesn of H.A. 13270.
8 It W asessd that the persons are over 35 years of age.

Senator WLAMs. Well, thank you for your testimony to be con-
sidered by the committee.

tUntil 10 o'clock tomorrow morning, the committee is adjourned.
(Whereu n, at 1:50 p.m., the committee was recessed, to reconvene

at 10 a.m. Friday, September 12, 1969.)



TAX REFORM ACT OF 1969

FRIDAY, SEPTEMBER 12, 1969

U.S. SENATE,
CoMmrrrEE ox FINANCE,

Wa8kingto, D.C.
The committee met, pursuant to recess, at 10 a.m., in room 2221,

New Senate Office Building, Senator Clinton P. Anderson, presiding.
Present: Senators Long (chairman), Anderson, Talmadge, Ribi-

coff, Byrd, Jr. of Virginia, Williams of Delaware, Bennett, Curtis,
Miller, Jordan of Idaho, and Fannin.

Senator ANDERSON (presiding). The meeting will be in order.
This morning the general topic before the committee is the pro-

posed treatment of tax-exempt organizations.
In this segment of the hearing, testimony will be received regarding

such features of the House bill as: (1) Extension of the unrelated
business income tax to churches and other exempt organizations which
today are not subject to that tax; (2) treatment of debt-financed
acquisition business assets by a tax-exempt organization; (3) the tax
treatment of membership organizations and their relationship with
their members and the information returns required to be filed bytax-exempt organizations.We will also take testimony on that portion of the bill repealing

separate surtax exemption for multiple corporations.
The committee is honored to have as its first .witness this morning

the Honorable Mortimer M. Caplin. Mr. Caplin served for several
years as Commissioner of Internal Revenue Service. He served with
high honor and did an excellent job.

Mr. Caplin, you are recognized.

STATEMENT OF MORTIMER M. CAPLIN, NATIONAL TAX EQUALITY
ASSOCIATION

Mr. CAPLI. Thank you, Mr. Chairman and Senator Williams. It is
a pleasure to appear before this committee.

Today I appear in a private capacity Ls a member of the law firm
of Caplii & Drysdale, and we are testifying on behalf of the Na.-
tional Tax Equality Association.

The association represents approximately 8,000 businessmen, and
they are concerned over the unfair competitive advantages that tax-
free and tax-exempt organizations have when they engage in com-
mercial endeavors.

With marked frequency, and plain inequity, the tax-exempt or-
ganizations are entering the marketplace. The tax exemption is being

(1068)
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stretched to shelter the earnings of ordinary commercial endeavors
operated in straightforward competition with fully taxable businesses.
And you know how much a businessman chafes under that sort of
unfair competition. In the last analysis, the general taxpayer is being
asked to subsidize these commercial encroachments of those who have
bee ranted by the Congress the unique privilege of tax exemption.

Although the problem of commercial involvement exists among
private foundations it is not, I am sorry to say, confined to that clasq
of tax exempt organizations. A broad range of tax-exempt and tax-
favored organizations has undertaken vigorous and large-scale busi-
ness competition. For example, the multimillion-dollar industrial en-
terprises operating tax-free as cooperatives; the university-owned
department store, euphemistically called a "bookstore"; the church-
owned girdle factory; the trade associations advertising business; and
many others.

I would like to for a moment survey some of the facts.
This year a private foundation's tax exemption was upheld by the

Tax Court despite the fact that it had acquired 24 businesses during
the 9-year period that the Tax Court examined its operations. Included
were a plastic manufacturing business, three sand, gravel, and eon-
crete businesses, three dairies, a foundry, a hotel, a printing establish-
ment, and businesses manufacturing windows, oil burners, rubber
treads and locks. All were operated under arrangements designed to
provide a complete tax shelter for the income received by the founda-
tion; and yet its tax exemption was continued.One foundation described in the Treasury's 1965 report on private
foundations held a controlling interest in 26 separate corporations 18
of-which were operated as going businesses. One was a large and highly
competitive metropolitan newspaper with assets valued at $35 mi ion
and with gross receipts of more than $17 million in 1962. Another
corporation operate& the largest radio broadcasting station in the
State. A third corporation, sold tora national concern at the beginning
of 1965, carried on a life insurance business, with total assets reported
at book value of more than $20 million. And that again was back in
1962. Among the other businesses controlled by the foundation were a
lumber company, several banks, three large hotels, a garage, and a
variety of office buildings.

Cooperatives afford yet another and extreme illustration of the
intrusion of tax-free organizations into the marketplace. Only a
limited class of these cooperatives are technically tax exempt. But the
present tax rules available, to other co-ops accord them the practical
effect of tax exemption. The tax advantages of co-ops evolved at an
early stap in our tax law, in a period when these co-ops consisted of
a small band of farmers forming simple associatiors for marketing
farm produce or purchasing farm supplies.

The cooperative today bears little resemblance to their predecessors
of 50 years ago. No longer do they consist primarily of the Small
group of farmers operating at the local level. Rather, with Rccelerat-

1ing rapidity, cooperatives have moved into fields of processing and
manufacturing, as well as wholesale' and retail distribution of non-
Agr *o'ltural eomnoditiq& Upon a major scale they produce fertilizer,
trfl oil, maiufacture paint and agricultural chemicals, process citrus
fruits, produce dairy goods, sell at ,wholesale such products as hard-
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ware, lumber, drugs, groceries, and operate consumer retail stores. One
co-op reported assets valued at $246,599,000 in 1967, with sales of over
$500 million for that year. Another had 1967 sales of more than $350
million. A third reported sales of $246,500,000, and five co-ops even
appeared in Fortune's latest list of the 500 largest businesses of
America.

There are still other classes of tax-free organizations which have
embarked on this broad-scale commercial activity--churches, trade
associations, fraternal beneficiary societies, and others. They operate
advertising businesses, department stores, drilling companies, trailer
manufacturing plants, insurance businesses, daisies, et cetera. The
Supreme Court in 1965, in the famous lay Brown case, stimulated
many of these acquisitions because the Court upheld in that case
capital gain treatment in something known as a "bootstrap" sale to a
charity. The Court permitted the tax-free organization to acquire the
business totally on borrowings, using the earnings of the business to
pay for the acquisition; and yet the transaction was treated as a pur-
chase and sale, with no tax to the charity.

The real problem is, first, the fact that this tax immunity involves
a great deal of lost revenue to the U.S. Government; and, secondly,
and perhaps more seriously, the unfair competition that this represents
to the business community of this Nation.

The exempt organization pays no taxes and is competing side by side
with fully taxable businesses. I don't have to elaborate on its ability
to out prices, to be able to use its earnings for enlargement and
capital improvement, to use its funds for all sorts of fringe benefits
for employees. It is extremely difficult for the fully taxable business-
man to compete side by sie with these organizations under such
circumstances.

The prepared statement which I have submitted to the committee,
and which I understand will be made a part of the record, describes
the technical problems in detail and analyzes the House provisions and
the Treasury recommendations. I do not want to go over all the
material but I would like to briefly touch on some of the highlights.

First is the extension of the unrelated-business income tax. The
House bill, with only a single limited exception, would extend the
unrelated-business income tax to all classes of exempt organizations,
including churches. The National Council of Churches and the U.S.
Catholic Conference and similar organizations have endorsed the
House proposal, and I think that it deserves your full support.

Second is the taxing of debt-financed acquisitions. That relates to
the (lay Brown situation I mentioned a few minutes ago. Section 121
of the House bill strikes directly at this problem, and it would.tax
the exempt organization to the extent that it earned income based
upon borrowed money. This is the approach that the Treasury De-
partment has supported, and the House bill amply takes care of this
problem. I woulhope that this committee would give it its support.

Third relates to the taxation of co-ops: Under present law all that
a co-op has to do to avoid tax is to pay 20 percent of its earnings to
the patrons and give them paper for the rest. All of the earnings are
then taxed to the patrons. If he is an ordinary farmer, for example, he
has to pay the full tax. Even though the co-op retains 80 percent f
the earnig4 it pays no tax-unlike an ordinary corporation wb*
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would pay full tax even though it distributed half or more of its
earnings.
. Now this, of course, is where the unfair competition becomes sharp-

est: the co-op's retention of earnings without tax as compared to a
corporation paying full tax.The proper solution here should be the normal two-tier tax system
applicable to ordinary corporations. Co-ops are corporations, and tiey
should be taxed like other corporations. They should be taxed at the
entity level, without any deducton for distributions; and then when
their distributions are made there should be-taxation on the patron-
owners like any other shareholders of corporations.

This past year my law firm completed a rather extensive legal study
of the whole area of cooperative earnings. I think this study. which
has been published, demonstrates that co-ops are corporations, that
their owner-patrons are shareholders, that co-op activities are prop-
erly viewed as earning income under established income tax principles,
and that the co-op-patron relationship has no special legal features
which justify failure to tax.

Senator Ribicoff recently introduced a bill, S. 2646, which incor-
porates precisely that approach. It is a very simple approach: Tax
co-ops like any other corporation, and give tem the same tax advan-
tage of any other corporation. But he does one thing which gives an
extra advanta e which I would not oppose, to the small farmer-
patron who might be involved. The first $300 of dividends paid by
the co-op to this farmer would be tax free, and if husband and wife
were patrons, up to $600 tax free for a joint income tax return.

I think this is the approach that should be followed. If the Ribicoff
bill isn't followed, I think the committee should adopt the position
originally suggested by the Ways and Means Committee in its an-
nounced tentative decision: require that 50 percent of the earnings
of the co-op be distributed currently if the co-op is to be tax free,
and require that within a 5-year period the co-op distribute the re-
maining 50 percent. The latter would be a compromise postion.

Unfortunately the House when it released its final bill, watered
down the 50 percent distribution some, and in addition, provided that
the remaining 50 percent must be paid out in 15 years instead of 5.

The Tieasiry the other day, for some unknown and unfathomable
reaon, said we shouldn't even have the initial 50-percent payout. I
just dont understand its position. The Treasury said there were cer-
tain administrative difficulties under the 50-percent rule, and thus
that we should continue with the 20-percent payout.

I1 submit that if Internal Revenue can cope with the 20-percent
payout it certainly can cope with a 50-percent payout administra-
tirely. A simple draftingchange in the Hoase bill would take care
of any administrative problem.
"Fourth is the divestiture of foundation business holdings. I believe

iht the involvement of pri vate foundations in business ownership
giv*e- rie to.a number of Zerious problems, even where the business
-6imnles subject to tax. I feel Viht the Treasury recommendation,
wxiihis baked by the House's biA, is a p roper approach to the
tblem t e fbUndation and related parties should not own more

fi0i 'V6 of a business They should be given liberal transition
ttlu to ermit them to get below tl 20-percent mark, but they should
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not be permitted to own over the specified amount. Business owner-
ship is diversionary. It does create unfair competitive situations.
Foundation management becomes related to the business management
and diverse opportunities for self-dealing arise. So I do think that
the divestiture rule ought to be adopted.

I feel that most of the Treasury recommendations are sound on
self-dealing, disgorgement of income, taxing business activities, mak-
in sure that the charity really sticks to its knitting. s

Once all of this is done, however, I do not think thu it is sound to
impose a 71/2-percent tax on the foundations. I would favor the Treas-
ury's approach of a supervisory fee. I appreciate the costs and difficul-
ties of administering this prcjrtm. There has been great interest by
the Congress in tax administration so far as foundations are concerned
and Internal Revenue is putting more people on it. I think a super-
visory fee, which is related to th, cost ofadministering this field;
would be the sound approach, and I would hope that the -percent
tax would be dropped.

Fifth is the advertising income of e:.empt publications. I think that
Treasury regulations are sound and that the legislation of the House
to tax this advertising revenue is a proper approach. I would urge that
you support it. However, there is one change that I would recommend:
the Treasury should be given the power to adopt legislative regula-
tions, to control possible manipulation to avoid tax. There has been a
rash of articles by tax advisers of some of these exempt organizations
telling how through special reporting techniques and accounting ad-
justments they can eliminate any tax fere. I think you do have to give
the Internal Revenue Administrator the opportunity to cope with this.

Sixth, and finally, let me mention the taxation of "related" busi-
nesses of exempt organizations. The 1950 legislation placed a tax on
the unrelated-business income of certain exempt organizations. But
related business, too, can become a problem. Take a map-publishing
business or a book-publishing business of a so-called educational
institution. It competes side by side with fully taxable publishers. Yet,
the institution uss the umbrella of tax exemption to avoid income
taxes-by claiming that it is operating in its exempt or "related" field.
But when it gom out in the market.lace and behaves like a business,
advertises like a business, and solicits sales like a business, then the
so-called "related" business income is not what Congress has envisaged
as being protected from tax. I would suggest that the committee and
the Congress direct the Treasury to conduct a detailed review of this
type of business and submit legislative proposals for the correction of
any competitive inequality which is found to exist.

I strongly recommend that this committee take prompt and effective
action to resolve these problems. I also want to thank the committee for
its kind attention.

The CHAM AN (presiding). Mr. Caplin, I want to thank you for
the support that you gave me some years ago with regard to my
efforts to try to simplif-y our complicated tax structure, so as to pro-
vide a simple way where people could pay at a lesser rate, claiming
very few deductions.

lam sorry we were not able to accomplish that endeavor.
Mr. C~raw. I still feel that way.
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The CHAmxAN. We ought to provide a simple way for a person
to pay taxes. Why put them through all the machinations that they
go through hiring all these lawyers and accountants and special tax
men to find ways to beat taxes We waste an awful lot of effort need-
lessly, I think, and that is where the average man would just like
to see some improvement.

Take the people in the upper-income bracket. I think most of them
would be glad to pay a little more if they could get rid of all the
complication and planning that goes along with it.

Unfortunately, we have not been able to work that out.
Mr. CAmxr. I certainly should like to concur in what you said,

senator, including your last remark about the high bracket people
who would be willing to pay some tax if they could be rid of these
complications,--even those who were fully sheltered from tax. I have
encountered that view in traveling around the country. Of course, you
get different pictures on how much each would be willing to pay but
even a figure of 25 percent doesn't shock some of the people who
are able to fully shelter their income today. They recogize the un-
fairness of the present operation, and many of them are uneasy about
the extent of the tax planning that they feel compelled to go through
it wh compeitive basic They say, "The fellow down the street is doingit, why shln't It))

The ArRMAN. Yes
We appreciate the fine work you have done for Government, and

I hope that you are better remunerated now that you are out of
Government.

Senator Anderson.
Senator Amwivoz. No questions.
The C ARAN. Senator Williams.
Senator Wxwuxs. Mr. Caplin, welcome to the committee.
It 'is my understanding that in addition to the recommendations

you have made you also have made suggestions that the complete
tax exemption of State and municipal bonds be eliminated and that
they be a hundred percent taxed. Is that correct?

Mr. CAPm. That was not in the context of this testimony.
Senator WniL Ms. I wus reading your recent article.
Mr. CAPmn. I think you are referring to my article in the Reader's

Digest of- this month, which referred to an pproach comparable to
the one mentioned by Senator Long. A simplified approach to the tax
law---which would be aimed at taxing more and more types of income

Fewer exemptions, fewer exclusions, and lower rates-that essen-
tialyisthego s.

On tax-exempt bonds I recognize this could not be done without
tA tom rtle, number one, and, secondly, that some substitute
Would have to be found to take care of the pressing problems of the
Ste and localities for additional financing. The pending recommen-
dion of tip House is it least a start ng point. The House is not now

Srlg tax-eept intreest. It is offering the States and localities
thib edonto declaretheir bond-interest taxable in exchan for a. form
ofpi pynrut from the Federal Government, which wouldcompensate
thei& for i increasd Interest cost&

I1dihkt ixt the minimum tax-limit on tax preferences--would be
900ouly dedeient if it did not include the interest from tax-exempt

lI
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bonds If we really want to make sure that every American pays some
tax we had best include tax-exempt bonds in the minimum income tax,
just as the House did. I just do not understand the Treasury in its
recent arguments favoring eliminating this from the House bill.

Senator WIwJAMS. I won't pursue it. I was interested in that article
and I noticed that you recommend more or less unqualifiedly, as I
gather, repeal of the tax-exempt bonds.

Mr. CAPLIN. Senator Williams, there is a footnote in that article in
which I point to the need for aid for the States and municipalities, if
this exemption is taken away. I wouldn't recommend this to be taken
away unless there was some substitute plan, whether we go toward a
Federal-State tax-sharing approach or an income-tax credit for State
taxes paid, and so forth. There would have to be something to help
the States and localities meet their financial needs.

Senator WILLuAMS. I won't pursue it but I usk that Mr. Caplin's
article be printed here.

The CHAUMAN. Without objection, so ordered.
(The article referred to follows:)

[From The Readers Digest, September 19691

THE TIME FOu LowER, FArwm T~xES Is Now!

A FORMER COMMISSIONER OF INTERNAL REVENUE PROPOSES A PLAN WHICH WOULD
CLAMP DOWN ON LOOPHOLES AND SPECIAL PREFERENCES AND, FOR THE MASS OF
AMERICAN TAXPAYERS, SUBTANTIALLY REDUCE THE INDIVIDUAL BITE

(By Mortimer M. Caplin)

America's tax system needs major surgery-now. Multimillion-dollar loop-
holes for certain industries and certain classes of individuals, combined with
onerously high rates for the great mass of middle- and lower-income taxpayers,
are endangering -public confidence in the entire federal tax structure. The system
cries out for fundamental, broad-scale reform-reform that can be accomplished.

Consider, for example, the markedly disparate treatment the federal tax
system metes out to three men living along a typical American street:

Mr. Smith, an artist, made $12,000 last year selling his paintings. He pays
tax at ordinary rates It came to $2,491.85.

Mr. Jones, next door, is an inventor. He earned $12,000 by selling the patent
on his new potato peeler. But his income is taxed at capital-gainS rates, so only
ha4 of it is subject to the federal bite. His tax: $1,025.55.

Finally, Mr. Robinson receives $12,000 a year in interest on municipal bonds.
Since such interest is entirely tax-exempt, he need not even fill out a return.
His 1968 tax: $0.

Disparities like these abound. As I travel about the country, I hear repeated
demands for change. Most frequently those complaining are middle-income tax-
payers-those who earn from $7,000 to $20,000 a year. This mass of Americans-
some 34-million strong-pays over half our individual income taxes. Yet they
lack the money to take advantage of the myriads of special provisions that
riddle our tax code.

Congress and the Nixon Administration are being bombarded with complaints
about the present tax system's unfairness. A recent Gallup poll showed that
some 69 percent of the American people consider their federal income taxes "too
high." This outcry results from the uneven and unfair way in which our present
tax system operates. A variety of special provisions grants favorable tax treat-
ment for certain classes of Income, and allows generous deductions for certain
kinds of expenditures. In 1967, these loopholes permitted 155 persons with in-
comes of more than $200,000 to escape federal taxation altogether-21 collecting
tax-free incomes of over $1 million.

How have we arrived at this situation? Over its 58-year life, the federal
income-tax code-far from perfect in the beginning-has repeatedly been revised
to grant special relief to various groups in our society and to provide special
incentives for certain types of economic or social activity. Administrative rulings



1070

and court decisions originally thought to. be of limited significance have opened
major chinks In the tax structure.

The result: today's 1200-page Internal Revenue Code is a patchwork of unjust
incongruities. In recent months, scores of witnesses have presented lengthy testi-
mony to the House Ways and Means Committee, which has been considering tax-
law revisions. Numerous complex, often confusing, arguments and recommenda-
tions are on record. From my own study and experience, let me describe what I
believe are the most significant shortcomings of our tax system.

The Untouched. A multitude of special exemptions, deductions and other rules
permit the leakage of revenue that would otherwise be collected by the Treasury.
A recent Treasury Department analysis showed that a whopping $45 billion Is
lost to the government eaoh year through tax privileges of all kinds.

Consider one major drain. Although the return on corporate bonds is fully
taxed, interest paid on state and local bonds Is entirely exempt from federal in-
come tax. The advocates of this preference defend it as a method of encouraging
the support of hard-pressed state and local governments. But the fact is that this
special provision costs the United States almost $2 billion in tax revenue yearly.
This $2 billion of unrequited taxes remains In the hands of those who invest in
local-government bonds. But local governments do not benefit correspondingly:
the lower interest rates that they pay on these bonds save them only about $1
billion in payout compared with the higher rates they would have to pay If they
sold taxable bonds.

Tax-exempt local-government bonds have become such a haven for the very
rich that four fifths of the interest paid to individuals is pocketed by the wealth-
lest two percent of the population. One notable example: a wealthy Midwestern
widow received a $56-million automobile-fortune legacy In trust which is invested
in municipal bonds. For over 40 years she has been getting more than $1,500,000
of tax-free income each year.

Billions more In revenue dollars are siphoned off by the tax advantages avail-
able to real-estate operators. Through the use of "accelerated depreciation," for
instance, owners of office buildings and apartments can take deductions for the
deterioration of their property at a considerably faster rate than it actually
wears out. Also, they are permitted to include in the base upon which they figure
their deductions loans which they have incurred in constructing the buildings-
commonly many times larger than their own investment in the property. While
the resultant artificial tax losses shelter the investors' other income from tax,
rents are collected and the property usually ga4n* in real value.

For example, a real-estate-investment syndicate may put up $50,000 of its own
money for a new million-dollar office building, borrowing the remaining $950,000
from a bank. If the building has a 40-year life, it should theoretically decline in
value at the rate of $25.000 a year. In fact, the decline is much smuller. However.
using accelerated depreciation, the syndicate can deduct ttdce the theoretical
decline-$50,000--the first year and slightly smaller amounts each succeeding
year. In the first year alone, then, the members of the syndicate can deduct the
full amount of their investment. Subsequent years' deductions--and realization of
profit on sale, usually at the favorable capital-gains rate--are further Icing on
the cake.

A case from the Treasury Department. files shows how one affluent taxpayer
plays the real-estate game. His income was $14 million-mostly profits from the
sale of properties. Subtracting he excludable portion of 'hs profits (being long-
term capital gains, only half were taxable) reduced his taxable income to $800,-
000. Then, by writing off accelerated depreciation on real estate that he still
owned, he produced a bookkeeping loss of almost $900,000. Result: no tax what-
soever.

In all, accelerated-depreciation write-offs cost the Treasury $750 million an-
nually in lost revenue. Frequently justified as an Incentive for housing construc-
tion, It is estimated that they result in but $50 million a year going into urgently
needed low-cost housing.

Additional millions of tax dollars are being drained off because many founda-
tions, universities, churches and coSperatives use their tax-free status to prosper
In commercial enterprises. When such business connections are allowed tax-free
profits, they provide unfair competition for corporations which do pay taxes. And,
In the end, the average taxpayer subsidizes such exemptions by having to pay
higher taxes.
item: A foundation set up by Loyola University of Los Angeles bought 24

separate businesses during a nine-year period. Among its tax-sheltered enter
prices were three dairies, a plastics factory, a hotel, a foundry, a printing com-
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pany and businesses producing oil burners, rubber treads and locks. The Tax
Court upheld the foundation's tax exemptions last January, finding Its activities
entirely consistent with present law.

Item: Coibperatives were originally granted tax exemption when they con-
sisted of small groups of farmers who had banded together to market produce or
purchase farm supplies. Now they have mushroomed into gigantic commercial
enterprises ranging from paint manufacturing to oil refining. One cooperative
reported business assets valued at $246 million and sales totaling over $500 mil-
lion in 1967.

Soak the Wage-Barner. The preference arrangements in our tax system result
in a man's wages being taxed at a much higher rate than earnings through in-
vestments. The major factor: half of all long-term capital gains (profits from the
sale of investment property-real estate, stocks-held for more than six months)
may be Ignored for tax purposes; and the capital-gains tax has an overall ceiling
of 25 percent. The heirs of those who can afford to hold appreciated investments
until they die do even better: they pay no income tax at all on the appreciation.
These major tax preferences cost the government $8.5 billion a year.

In one Treasury Department case study, a man piled up an Income of nearly
$1.3 million. But $1.2 million of this was in the form of capital gains, half of
which-$600,000--was tax-free. Thus his taxable Income was reduced to $700,000.
Of this amount, another $600,000 was deductible because of interest charges he
had paid on money borrowed to finance the investments that brought him the
capital gains. With other deductions (some $88,000 in local and state taxes, extra-
ordinary medical expenses, etc.), his taxable income came down to $238--his
eventual tax was exactly $383.

Those who put money in the oil and gas business are granted special benefits,
too. The tax code gives the petroleum business (like other "extractive" indus-
tries from coal mining to stone quarrying) a percentage depeltion allowance
which brings tax immunity to 27% percent of the income from an oil well for as
long as it produces oil. Also, oil and gas investors are allowed to deduct the capital
costs which accompany drilling operations immediately rather than gradually, as
is the case with most other businesses. As a result, high-risk wells are often
drilled primarily because the expenses can be deducted at once from profits on
producing wells or from other source Using such procedures, one oilman avoided
paying any taxes over a 12-year period during which he sold $30 million worth
of oil.

Wall Street Cowboys. The farm loss is another avenue to tax avoidance. Be-
cause farmers are allowed to use special, simplified accounting procedures that
are forbidden to most other businesses, paper losses are easily created. Therefore
tax-wise upper-income individuals sometimes invest In distant orange groves or
cattle herds. While the steers or oranges grow, there is no income-but there are
plenty of deductible expenses, which are used to offset the absentee farmer's
other income. When the investor sells out, his profit is taxable only at the favor-
able capital-gains rate.

One such Wall Street cowboy ran up a staggering $450,000 loss on his farming
operations. B"'t don't feel too sorry for him. This huge paper loss helped shelter his
other $700,000 ;f income. With capital-gains exclusions, he paid no tax that year.

Unquestionably, such farming is indulged in for tax purposes alone. On In-
ternal Revenue Service study of 1966 tax returns revealed the curious fact that
the more money the absentee landlord made away from the farm the more he"
"lost" uw the farm. Of all high-income taxpayers who owned farms that year,
88 percent with Incomes over $1 million managed to "lose" money on their farm-
Ing businesses.

A Program for Reform. The people of the United States must come to grips--
and come to grips now--with the problem of making our tax system fair. To me
the answer is clear. We must broaden the base of the federal income tax by elimi-
nating the preferential provisions which enable some people with very large
real incomes to pay little or no tax, and some industries to pay tax at far lower
rates than others. Our overall objective should be to treat all forms of income
alike and to provide equal tax treatment for persons with equivalent real income.

The exemption for interest on state and local government bonds should go.
So should the special privileges for the commercial activities of cooperatives,
churches and other exempt organizations. The opportunities to turn real-estate
investment into tax shelters should be eliminated. The present special advantages
accorded capital gains should be dropped; in addition, increases in asset values
should be subject to income tax at death. Percentage depletion should be elimin-
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ated or, at least, reduced substantially. A tight limitation should be imposed on
the use of farm losses by non-farmers. While personal deductions for sucL items
as extraordinary medical expenses, casualty losses and local taxes could be al.
lowed to remain intact, other fundamental, base-broadening reforms like those
I have listed should be adopted."

Such loophole-closing would bring at least $12 billion more Into the Treasury
eadh year. With this additional money, tax rates could be slashed by at least 14
percent. Thus, the top tax rate of 70 percent would decline to 60 percent, while
the lowest rate--now 14 percent-would become 12 percent. Here is how my
proposal would apply to various types of taxpayers:

A single man who earned a modest salary of $6000 and paid a tax of $930.95
last year would pay $300.62---a $180.33 cut.

A man earning a 4$12,000 salary would normally pay a federal income tax of
$2491.8K Under the plan that I propose, he would pay $2142.99--a $348.86 cut.

A man with en $18,000 salary and $2000 In capital gains must today get up
$628&85 in tax. Under my scheme, eVen with his capital-gains exclusion elimi-
nated, be would pay $340.78 less.

FinaHly, consider the million-dollar-a-year man who takes full advantage of
today's loopholes and pays no taxes. Under my program, all of his special pref-
erences would be wiped out and, after personal deductions, he would pay tax at
full rates: $000,083.70.

The path to reform will not be easy. Special-Interest groups, from municipali-
ties and exempt organizations to the real estate, securities and oil industries,
have a direct financial stake in each of the loopholes. When someone mentions
eliminating any of the major tax preferences, these interests fight back--on a
year-in, year-out basis. Now, as the tax-reform battle rages in Congress, the ques-
tion is: Will they win again?

"! hey will-unless the average citizen makes his voice heard. And the way to
make it heard Is for the great mass of the American people to provide such an
outpouring of letters to Congress as has never before been seen.

_ Senator BNmErr. Mr. Caplin, with respect to your testimony or at
least n your submitted testimony, on unrelated-business income of tax-
exempt organizations, you feel that each source of unrelated income
should be treated separately or do you feel that tax-exempt organiza-
tions should have the privilege as a business does of offsetting its
losses against its profits from unrelated business income?

Mr. CAPLIn. I feel that operating a business is an anachronism for an
exempt organization. I think for that reason that each business should
stand on its own footing and that there should not be the ability to
mesh them all together, to offset the gain of one against the loss of
another.

Actually there are too many possibilities to escape this tax through
accounting techniques, by lowering subscription changes, by increas-
ing membership fees and the like. 'This has all been suggested by
representatives of exempt organizations as ways to wipe out any tax-
and here I am thinking particularly of advertising revenue.

Senator BrNNmT. So you think if a tax-exempt organization does
actually incur a loss in one type of unrelated business it should not be
allowed to offset that against a profit in an unrelateJ business even
though a corporation which operates one division at a loss is allowed
to offset that loss against a profit in another division. You would make
a tougher rule for a tax-exempt organization's unrelated business than
you would for a private business' separate division?

ICertain of these reforms would have to be 4ccoopanted by compensatory legislation.
Removal of the exemption for municipal-bond irterest, for example, would require theenactment of some program for Federal financial assistance to State and local governmeL s.'Deletion of the present special provisions for carltal gains would require the adoption ofa metbanlsm for averaging gains accrued over a period of years. In each case, however,the compensatory legsation would cost the Federal Government far less than the presentspeca tax provilons.
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Mr. CAPLIN. I would say yes for two reasons: One, that a private
coporation is paying full taxes all the way and, No. 2, these tax-exempt
organizations really ought to be out of business. Our tax policy should
be aimed at discouraging them from engaging in business.

Senator BENNErr. Yes.
What you are saying is that an organzation such as the American

Medical Association should not be allowed to have any advertising in
its publication?

Mr. CAPLr. No, if they want to engage in advertising that is up to
them, so long as their activities do not jeopardize the magazine's ex-
emptions. But they should pay tax on that advertising.

Senator BENNE1r.. But you just said they should be out of business.
Now, which do you mean?

Mr. CAPLIN. They have a medical magazine which, if it were con-
ducted primarily as an educational matter for the physicians, is justi-
fiable and I wouldn't suggest that that medical magazine automati-
cally lose its exemption.

The exemption issue might arise if the advertising activities become
dominant and the educational aspects because secondary or only inci-
dental. Except for the extreme cases where exemption is forfeited, I
would favor full taxation of advertising revenue. The Treasury regu-
lations support this and the House now would incorporate those regu-
lations into legislation. But I do think that the taxable activities ought
to be separated, and that each advertising function ought to be taxed
to the extent it has a profit.

Senator BENNTrr. That is all, Mr. Chairman.
Mr. Caplin, in your testimony you refer to a study you made of co-

operatives and their functions as corporations, and the taxation of
their various activities. Would you be willing to make this study
available to the committee?

Mr. CAPLIN. I would be very glad to.
Senator RICOFF. Mr. Chairman, I ask unanimous consent that

the study be made part of the record of this committee.
(CLERK'S NoT-The study entitled 'Taxing the Net Margins of

Cooperatives: Application of Basic Tax Principles and Analysis of
Constitut'onality", by Mortimer M. Caplin, dated May 1969, com-
prising 51 pages, anal published by the National Tax Equality As-
sociation, is made a part of the official files of the committee.)

Senator Cums. May I ask one question at that point. For whom
was the study made ?

Mr. CAPLIN. For the Natonal Tax Equality Association, whom I
am representing today, Senator.

Senator RrIICOFF. You say in your study you conclude that co-
operatives' and corporations' earned income should be taxed at the
same rates. Did our joint staff and techncians come to the same con-
clusion in 1951?

Mr. CAPLIN. That is right. There was an imporatnt study made by
tlie joint committee staff back in 1951 which analyzes the taxability
of cooperative income and they reached the conclusion that the Con-
gress could properly tax that income.

Senator RBIcoFF. Mr. Chairman, I wonder if the same request, if
I could ask unanimous consent that the 1951 study be made part of
the record of this committee.

Senator ANDERSON. Without objection that will be done.
(The study referred to follows:)
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THE POWER OF CONGRESS TO TAX COOPERATIVES
ON NET MARGINS

L CONGRe MAY CONSTITUIONALLY TAx CooPznrajrvzs As
CoRPORATIoNs

The fact that cooperatives are' corporations and that Congress has
the constitutional power to tax them as corporations may appear so
obvious that discussion of the proposition is unnecessary. However,
general statements have been made to the effect that the cooperatives
are only agents, partnerships, or trusts, with the implication that
they are not entities in their own right capable of having income
subject to tax. For this reason it is necessary to establish beyond
question the fact that the cooperatives are separate corporate entities
which are taxable as such.
The most obvious proof that the cooperatives are corporate entities

is the fact that in most cases they are organized under corporate
charters granted to them by the various States. In some cases they
are organized under the States' regular incorporation statutes. In
many States there are special statutes for the incorporation of co-
operatives. Whether or not the cooperatives are officially incorporated
under State law they are treated) as corporations for Federal tax
purposes, since the definition of a corporation in section 3797 (a) (3)
Of the Internal Revenue Code includes an association.

So far as is known there has been no instance in the history of
Federal taxation since the enactment of the corporation excise tax in
1909 where a cooperative assocmation, other than one which has been
specifically exempted from tax, has contended that it should not file
tax returns as a corporation. In 1946, for example, the Bureau of
Internal Revenue computed that 6,000 exempt farm cooperatives filed
information returns on Form 990 and that 2 344 taxable farm coopera-
tives filed corporate income tax returns on 1Form 1120. It should abo
be noted that Congres for many years has considered cooperatives
as corporations, since in exempting certain farm cooperatives from
tax, it has exempted them from the corporate tax.

In the light of the fact that the cooperatives are organized as cor-
porations and meet the definition of corporations for Federal tax pur-
pose, decisions by some State courts in which cooperatives have been
Qaled agents$ partnerships, or trustees, or have been said to be analo-
gouns to agents, partnerships, or trustees, are immaterial in n analysis
of the Feieral taxing power. The courts have held repeatedly that
the Fede u taxn power as not resisted by definition or status deter-
mined under State law. This principle was stated definitely by the
Supreme Court in the case of D"*-Wa Oil A ociation v. Ho-lon
(269 U. S. 110 (1925)), where it held that Congress had the right to
tm a a corporation a"'Ma sachusetits trust" which was technically
a pa hp under &&ate law. At that time the Court said:
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It is true that Congress cannot convert into a corpomtion an organization which
by the law of its State is deemed a partnership. But nothing in the Constitution
precludes Congress from taxing as a corporation an association which, although
unincorporated, traisacts its business as if it were incorporated. The power of
Congress so to tax associations is not affected by the fact that, under the law of a
particular State, the association cannot hold title to property or that its share-
holders are individually liable for the association's debts, or that it is not recog-
nized as a legal entity. Neither the conception of unincorporated associations
prevailing under the local law, nor the relation under the law of the association to
its shareholders, nor their relation to each other and to outsiders, is of legal sig-
nificance as bearing upon the power of Congress to determine how and at what
rate the income of the joint enterprise should be taxed.

This same principle has been followed by the Supreme Court in
Commissioner v. Tower (327 U. S. 280 (1946)), Commissioner v.
LVsthaus (327 U. S. 293 (1946)), and Commimioner v. Harmon (323
U. S. 44 (1944)).

It is also well established that a corporation cannot avoid tax by
arguing that it is not an entity for tax purposes but is merely an agent
of its owners (Moline Properties v. Corn.mi/soner, 319 U. S. 436 (1943),
and National Carbide Corporation v. Commissioner, 336 U. S. 422
(1949)). In the Moline Properties case the Supreme Court said:

The doctrine of corporate entity fills a useful purpose in business life. Whether
the purpose be to gain an advantage under the law of the State of incorporation

or to avoid or to comply with the demands of creditors or to serve the creators
personal or undisclosed convenience, so long as that purpose is the equivalent of
business activity or is followed by the carrying on of business by the corporation,
the corporation remains a separate taxable entity.

II. ThEu NET MARGINS OF THE COOPiERATIVE ARE INCOME TO THM
WITHIN THE MEANING OF THE SIXTEEN2rH AMENDMENT AND MAY
CONSTITUTIONALLY BE TAXED AS SUCH

A. THEI FEDERAL TAXING POWER IS SUFFICIENTLY BROAD TO TAX
COOPERATIVES$ NET MARGINS

Perhaps the most concise definition of the Federal taxing power was
laid down by the Supreme Court in Steward Machine company v.
Davis (301 U. S. 548 (1937)), in which the Court said:

The subject matter of taxation open to the power of the Congress is as com-
prehensive as that open to the power of the States, though the method of appor-
tionment may at times be different. "The Congress shall have power to lay and
collect taxes, duties, imposts, and excises" (art. 1, see. 8). If the tax is a direct
one, it shall be apportioned according to the census or enumeration. If it is a
duty, impost, or excise, it shall be uniform throughout the Uaited States. To-
gether, these classes include every form of tax appropriate to sovereignty.

The power of Congress to tax income of all types without apportion-
ment is derived from the sixteenth amendment:

The Congress shall have power to lay and collect taxes on incomes, from'what-
ever source derived, without apportionment among the several States, and without
regard to any census or enumeratibn.

The definition of income has been broad. The leading case de
income under the sixteenth amendment is the case of Eisner v. Me-
comber (252 U. S. 189 (1920)). In this case the Supreme Court said:

The fundamental relation of "capital" to "income" has been much discussed
by economists, the former being likened to the tree or the land, the latter to the
fruit or the crop; the former depicted as a reservoir supiead from sp.np, the
latter as the outlet stream, to be measured by its flow durig a perwdA m
For the present purpose we require only a clear denition of the term 9nowme"
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as used in common speech, In order to determine its meaning in the amend-
ment * *

After examining dictionaries in common use * * * *erfind little to add
to the succinct definition adopted in two cases arising under the orporation
Tax Act of 1909 * * I*. ncome may be defined as the gain derived from
capital, from labor, or from both combined," provided It be understood to include
profit gained through a sale or conversion of capital assets * * *

Congress has an equally broad wer to determine, on practical
gruns , to whom income should Ie taxed. This is illustrated by
Burnet v. We& (289 U. S. 670 (1933)) in which the Supreme Court
held that Congress was within its constitutional power in subjecting
the arantor of an irrevocable trust to tax on the income of the trust
which the trustee used (pursuant to the directions of the trust instru-
ment) for payment of insurance premiums on the life of the grantor.
The Court's opinion in this ease bitated:
• * * Goverament In casting about for proper subjects of taxation is not
confined by the traditional classification of interests or estates. It may tax not
only ownership but any right or privilege that is a constituent of ownership.
0 0 * Liability may rest upon the enjoyment by the taxpayer of privileges and
benefits so substantial and important as to make it reasonable and just to deal
with him as if he were the owner, und to tax him on that basis. A margin must
be allowed for the play of legislative judgment.

The only case in which the Supreme Court has passed on a Federal
statute which taxed the net margins of a cooperative is the case of
Penn Mutual Life Insurance Company v. Lederer (252 U. S. 523 (1920)).
In this case the cooperative organization was a mutual life-insurance
company which paid. dividends to its policyholders both by applyng
the dividends against premium receipts due from the policyholders
and by actual payment in cash. The mutual insurance company
argued that its gross income should have been reduced, under the
Revenue Act of 1913, by the amount of the dividends to policyholders
which were paid in cash and not used by the policyholders in the pay-
ment of premiums. The Supreme Court, in an opinion by Justice
Brandeis, held that, while the act permitted a reduction of gross re-
ceipts by the amount of any dividends applied by policyholders against
premiums, it did not permit deduction of dividends paid in cash and
not used in payment of - cemiums.

The Penn Mutual cae deals with a situation where dividends to
policyholders represented a mixture of two elements: (1) profit on the
investment by the company of the insurance premiums placed with
it, and (2) savings on the expense of insurance protection to the
policyholders. Congress had chosen to define the latter element (the
rebate element) as being limited to the dividends applied by policy-
holders to reduce their current premiums, and Congress had chosen
to treat dividends paid in cash and not so applied as a part of the
income element of the mutual company. The Supreme Court said
that Congress made this distinction, not because it resulted in a
technically perfect measure of the two elements, but simply because
the difference' between the two types of dividends to policyholders
" may well have seemed to Congress sufficient to justify the applica-
tion of different rules of taxation." The Court said t a where the
net cost of life insurance proves to-be less than the premiums paid,
"the difference may be regarded either as profit on the investment or
as a saving in the expense of protection." This shows that Congress
may use any reasonale standard in measuring the taxable income of
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a cooperative, and the mere fact that the corporation is a cooperative
does not impose a constitutional restraint on Congress in the measure-
ment of its taxable income. This was true in the Penn Mutual case
even though the dividends in question were paid out in cash.

A mutual life-insurance company like the Penn Mutual Co. operates
on the same basic principles as an ordinary marketing cooperative.
In the case of the marketing cooperative, the patron turns his goods
over to the cooprative for processing and resale. He receives the
price of the goods he sells to the cooperative plus a patronage dividend
which represents the profit margin on the processin- of these goods by
t. cooperative. The policyholder in the mutual insurance company
turns over to the company his insurance premiums and eventually
these premiums- are returned in the form of the face amount of the
policy. Meanwhile the policyholder receives dividends which repre-
sent a return on the investment the mutual insurance company has
made on the premiums the policyholder paid in. The cooperative is
under an obligation to pay its net profit margins from the processing
of the goods to the patron and the mutual insurance company is under
an obligation to pay to its policyholder the return on its investment
of his premiums to the extent that this return exceeds the reserve
requirements necessary to afford the policyholder insurance protection.
The constitutional right of Congress to tax a mutual insurance com-
pany on its income before payment of such dividends to policyholders
as unquestioned in the Penn Mutual case. In that case, the Court
said:

The fact that the investment resulting in accumulation or dividend is maie by
a cooperative .as distinguished from a capitalistic concern does not prevent the
amount thereof being properly deemed a profit on the investment. Nor does the
fact that the profit was earned by a cooperative concern afford basic for the argu-
ment that Congress did not intend to tax the profit. Congress exempted certain
cooperative enterprises from all income taxa on, among others, mutual savings
banks; but, with the exception of fraternal beneficiary societies, It impod in
express tims such taxation upon "every insurance company."

In Morri~sy v. Commissioner (296 U. S. 344 (1935)), the Supreme
Court held that a trust, bearing a fiduciary relationship to its bene-
ficiaries, .may be taxed as a corporation if it is created as a medium
for'carryig on a business enterprise. It has also been held that a
research organization established by casualty insurance companies,
even though organized for nonprofit purposes, might be subjected to
the corporate income tax if it could not meet the statutory require-
ments for exemption (Underwrifer's Laboratories v. Commission, 135
F. (2d) 371 (1943)).

S. THE COOPERATIVFS' NET MARGINS ARE INCOME TO THIM REGARDLESS
OF PATRONAGE DIVIDEND CONTRACTS

As was pointed out above, a cooperative is a separate legal entity
and taxable as a corporation. It is of course possible for a cooperative
to act for others as an agent. However, in the typical case of a
cooperative dealing with its members, it is not acting merely as their
agent. As the Supreme Court indicated recently in the case of
National Carbide Corporation v. Commiesione (33O U. S. 422 (1949)),
some of the relevant considerations in determining whether a true
agency exists are-
whether the corporation operates In the name and for the account of the principal
by Its actions, transmits money received to the principal, and whether receipt of

33-865 0 - 69 - pt. 2--12
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inom h attributale to the services of employees of the principal and to amete%e-' totbtpF ncpal * 0 *
These coniderations appear largely absent in the typical cooperative

case. The employees of a cooperative are its employees and not the
employees of the alleged principals the members. Thus in LakeR P.nidg A v. Unit Ma (146 F. (2d) 157 (1944)),
it waslwe[d that the cooperative was liable for unemployment com-

ensataon and social-ecurity taxes. The Court specifically rejected
the contention that the cooperative was merely the agent of the
memlrs and that the employees were thus in effect the employees
of th, members:
* * 0 After A.t, the stockhoder of corporations, whether coo rative or
ordbary, intend to, and do, derive advantages from the use by thm of the
corporate form. It is for Congress, and not for us, to say whether there should
be an exempton extended to the one class of corporations and denied to the
other. We think It dear that appellant stands exactly ir the same case as if it
we rea e rrnisedIn the usual way for the distribution of profits to
ietsmembers

The legal title to property of the cooperative is ordinarily vested
in the coopm ve (Mw and Virginia Milk Producers' Aasocia-

tieu v. Dis of Combia, 119 F. (2d) 787 (1941)). As the court
there hudicated--

Even when & cooperative's contract with its milk-producing members have
beep Phrsed. clearly In term of ar~cJ. It has been conceded that title to the
aftkpaseed to tmeolto *_I

Moreover, the cooperative sells for its own account and not for the
account of the member. The circuit court in the Maryland and
rvi ia Milk case, above, stated further-
* S wthe -meatnom, and not the member, was the actual seller of the milk
whie the dbistit bought.

Also the member does not set the price for which his particular
S ucts must be sold, and the sums returned to him are not attribut-
ableto profits on ales of his products but to profits on sales on all
members' ducts (Maryhn. d znd Virnia Milk Produea8' Atsocia-

It should also be noted that ordinarily, whether the cooperative is
incorporated under the business corporation laws or under a special
cooperative provision, the liability of a member for debts of the co-
operative is limited, irrespective of whether the cooperative is a stock,
nonstock, or membership organization (Packel, the Law of Cooper-
atives (2d ed.) p. 203).

The incident of agency which the Supreme Court in the National
Carbide case, supra, indicated as controlling thus appear to be entirely
absent im the typical cooperative case. Moreover, it seems clear thatlegal title to t income of a cooperative is not in the members but in

the Ive. In the Maryad and Virginia Milk case noted above,
ZitaibUted profits of the year were carried into a revolving fund.

The court hed that "the fund is the corporation's property, and the
memh-We interest in it in much like the stockholder's interest in the
surplus of a steck corporation." At the most, there seems to be an
oblivion' on the part of the cooperative to return to its members
aome part of the amounts which havi been earned by it.

The. has been little doubt that where income has been earned by
one entity, w& income can be taxed to it even thoi, such entity s
whogy oiwn by another (Meliu. PNrpvt v. Comm**oner, supra).

t OW
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This proposition is equally true even though there is a binding obliga-
tion to pay over such income to another. The Supreme Court in the
National Carbide case noted above, held that the mere fact that
subsidiaries were required by agreement to p ay over all profits in
excess of 6 percent of capital did not prevent the imposition of income
tax on such profits. A similar result was reached in Fontana Power
Company v. Commissioner (127 F. (2d) 193 (C. C. A. 9, 1942)) where
all the net profits of a corporaion, paid over to its stockholders, pursuant
to a contract, were held to be taxable to it. Finally, it is well estab-
lished that where income is earned by one entity, an anticipatory
assignment of such income, even though such assignment vests title
to the income in the assignee, is not sufficient to prevent taxation of
such income to the person who earns it (Lucas v. Earl, 281 U. S. 111
(1930); Helvering v. Horst, 311 U. S. 112 (1940)). In the Earl case,
which dealt with assignment of earned salary income, the Supreme
Court said:

There is no doubt that the statute could tax salaries to those who earned them
and provide that the tax could not be escaped by anticipating arrangements and
contracts however skillfully devised to prevent the salary when paid from vesting
even for a second in the man who earned it.

That a cooperative itself earns income seems difficult to dispute.
It has assets and employees, it buys, sells and performs services. The
Supreme Court has recognized that profits derived from activities of
this type are the profits of the organization owning the assets, employ-
in the workers, and carrying out the commercial activities, even
though another person has a legally enforceable claim to these profits.
In the case of National Carbide Corporation v. Commissioner (336
U. S. 422 (1949)), the Supreme Court held that the corporation was
taxable on its profits in spite of its contract to pay to its parent cor-
poration all profits in excess of 6 percent on a nominal amount of
capital stock. The recognition by the Supreme Court of the economic
realities in such a situation is illustrated by the following quotation
from the opinion in the National Carbide case:

The same fallacy is apparent in the contention that petitioners are agents of
Airco. They claim that they should be taxable on net income aggregating only
$1,350, despite the fact that during the tax year (1938) they owned assets worth
nearly $20,000,000, had net saies of approximately $22,000,000, and earned nearly
4% million dollars net. Their employees number in the thousands.

Moreover, dividends paid by a cooperative on its capital stock, and
amounts placed by it in reserves, stem from earnings resulting from
its activities and are taxed at the present time to the cooperative as
its income. This could not be the case if the cooperatives were in
fact mere agents and earned no income.

There are a number of court decisions which show that taxable
income is not necessaril affected by the payment of patronage
dividends. In the Penn KMutua case, described earlier, Congress was
upheld in its decision to treat certain cash dividends paid by mutual
insurance companies to their policyholders as being taxable in the
hands of the mutual corporation. In CMrvdand Skopping Nems v.
Routzahn (89 F. (2d) 902 (1937)), the circuit court of appeals for the
sixth circuit held a corporation taxable on amounts collected from its
patron-etockholders in connection with the furnishing of advertising
services, which amounts were distributed to those same patrons in
proportion to patronage. The same result was reached by the Tax
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Court in Dvugg Suppy Corporation v. Commissioner (8 T. C. 1343
(1947)).

The Circuit Court of Appeals for the Ninth Circuit strongly midi-
cated that patronage dividends may not be deductible even under the
present law. In that case a cooperative attempted to deduct amounts
set aside as reserve funds on the grounds that its earnings belonged
to its members. The court denied this deduction, saying:

* * * petitioner points to no statute authorising any deduction whatever,
and we are in effect asked to hold that a practice of respondent permitting a
deduction not authorized by statute, is not liberal enough. We know of no manner
in which such liberality may be reviewed in this court * * . Whether
respondent should have allowed the deduction he did allow is a question upon
which we express no opinion (Coopratiw Oil Aniosejaion v. Commiuiomw. 115
F. (2d) 66 (1940)).

It is important to note that the mere fact that earnings are distrib-
uted to shareholders in proportion to their patronage instead of in
proportion to stockholdings does not indicate that the distributions
are not distributions of income (Juneau Dairies, Inc. v. Commissioner,
44 B. T. A. 759 (1941)). Distributions to stockholders may be
dividends even though they are not proportionate to stock holdings
and are not participated in by all stockholders, and even though the
formalities ofa dividend declaration are lacking (Regensburg v. CoM-
missiow, 144 F. (2d) 41 (C. C. A. 2, 1944), cert. den. 323 U. S. 783
(1945)).

Congress is not bound by the Constitution to accept, at face value,
the terms of a patronage dividend agreement between a cooperative
and its members. The parties to such an agreement are not dealing
at arm's length (as is the .case in an ordinary price rebate). Under
these conditions it cannot be stated as a constitutional limitation, that
distributions by the cooperative to its shareholders as patronage
dividends cannot be, in fact, distributions of profits. The courts have
recognized the peculiar nature of transactions between corporations
and their shareholders and the fact that their identity of interests
may give rise to adjustments which obscure the true income of the
corporation. For this reason a bargain purchase (i. e. for less than
value) by a stockholder from his corporation is treated as a dividend
(E"an COwon Blak Co. v. Brad, 104 F. (2d) 460 (C. C. A. 4, 1939)).

The entire argument that the net margins of cooperatives are not
income because they are paid or allocated as patronage dividends is
based on the implicit assumption that the actual net margin on each
article sold to a patron or purchased from a patron for marketing is
exactly proportionate to the aggregate net margins on all articles
bought and sold by the cooperative during the year. To the extent
tlhat this assumption is not correct excessive patronage dividends are
paid with respect to some articles and only partial patronage dividends
are paid with respect to other articles. For example, if a purchasing
operative sells an article to a patron for cost and the patron also
receives a patronage dividend with respect to this article at the close
of the year, this dividend cannot be considered a rebate of a net margin
retained by the cooperative with respect to the patron's earlier
purchase of the article. The assumption of equal net margins on all

"rtie handled by the cooperative m in direct conflict with ordinary
busies experience, and it is not believed that Congress is boun
arder the Constitution, to accept this contrary-to-fact assumption.
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II. CONGRESS MAY CONSTITUTIONALLY LZVw AN Excms TAx ON
CORPORATIONS MEASURED BY THEIR Nizr MARGINS RETURNED
BY THEM TO SHAREHOLDERS AND OTHERS PATRONS

Before the enactment of the sixteenth amendment, at a time when
it was unconstitutional to tax income from property without apportion.-
ment, corporations were subjected to an excise tax m easue by their
net income. This tax was the corporation excise tax of 1909 (36 Stat.
112) which made corporations "subject to pay annually a special
excise tax with respect to the carrying on or doing business by such
corporation, joint stock company or association, or insurance company,
equivalent to one per centum upon the entire net income over and above
$5,000 received by it * * " It was argued that ths tax was
unconstitutional since a tax levied directly upon income had been
held unconstitutional in Pollock v. Farmers' Loan & Trust 6bmpany
(157 U. S. 429 (1895)). However, the Supreme Court held the cor-
poration excise tax to be constitutional in Plint v. &one Tracy Company
(220 U. S. 107 (1911)). There the Court stated that argument on
the authority of the Pollock case "confuses the measure of the tax
upon the privilege with direct taxation of the state or thing taxed."
The Court held this excise tax constitutional even though it was meas-
ured by the net income of the corporations from all sources, including
income from tax-exempt securities.

A number of States now levy franchise taxes on corporations where
the measure of the tax is the corporation's net income. These taxes
have also been hold constitutional by the Supreme Court even though
the net income by which the tax is measured includes income from
tax-exempt securities (Paciic Company v. JoAson, 285 U. S. 480).

It is clear from the Flint case and from the experience of the States
with corporate franchise taxes that it would be constitutional for
Congress to repeal the present corporate income tax and replace it
with an excise tax on the privilege of doing business as a corporation.
Such a tax could be measured by the net margins of the corporation,
regardless of whether or not these margin represented income. This
would be constitutional under the broad powers of Congress to select
objects for excise taxation. In Flint v. Stone Tracy Company the
Supreme Court stated:

In levying excise taxes the most ample authority has been recognized from the
beginning to select some and omit other possible subjects of taxa on, to select
one calling and omit another, to tax one class of property and to forbear another.

The cooperatives could not avoid such a tax by claiming that their
net margins belong to their shareholders and other patrons. This
argument was rejected by the Circuit Court of Appeals for the District
of Columbia in the Maryland and Virginia Milk Producers Association
case, noted earlier, where a farm marketing cooperative attempted to
avoid the District of Columbia corporation franchise tax (which was
measured by Voss receipts) by coming that its gross receipts did
not belong to it.

It would be constitutional for Congress to supplement the present
corporate income tax with an excise tax measured by the net margins
of corporations (including cooperatives) which are not now taxable
ai income. Such a tax would be based on a reasonable classification
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because it would be reasonable for Congress to require cooperative
corporations to pay a tax in return for the privilege of doing business
and in return for the protection and services of the United States
Government which they enjoy. Since these net margins are the
measure of the income tax in the case of ordinary corporations and are
not now subject to income tax in the case of the cooperatives because
they are paid or a!cated to patrons, it would be constitutional for
Con gress to requie from the cooperatives a tax, in the form of an
excise tax, which would be equivalent to the income tax paid by ordi-
nary corporations. Certainly a tax based on this reasoning would not
be so palpably arbitrary and unreasonable as to violate the due
process clause of the fifth amendment.
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Senator RrIcoFF. Now, you mention in your testimony that under
my bill, S. 2646, there would be produced an additional revenue of
$200 million to the Federal Treasury. What would be the reaction of
the individual patrons of cooperatives to my bill, in your opinion?

Mr. CAPLIN. I used that figure in my written statement and would
like to confirm orally that your bill, as contrasted to the House pro-
posal, actually would raise significant revenue. The best estimates
that we can make based on early Treasury studies indicates that your
proposal for taxing cooperatives would produce approximately $200
million a year.

Now, so far as the patrons are concerned, if they understood what
would be involved I think they would applaud your bill. You would
shift most of the tax from the patrol to the co-op. The patron-share-
holders under your -bill are given an exclusion of $300 for an individ-
ual, and if they were married with a joint return, $600, which is much
better than the normal corporation shareholder result.

Senator RmicoFF. So if you had a legitimate farm co-op and a farm-
er and his wife were part of that co-op, dividends that they would re-
ceive up to $600 would be tax free, as contrasted with the situation
today where they are fully taxable on the share attributable to their ac-
count even though they ad only 20 percent cash; 80 percent is sitting
in the co-op management hands.

Mr. CAPLIN. The co-op managements, of course, are going to be
in opposition as contrasted to the patron on the street, so to speak. The
co-op management won't have the flexibility of having that extra cash
which the business community doesn't have--that $200 million which
would now be paid in taxes-to sharpen its competitive position.

So I think that you would have a duality of position here, and the
big issue would be communicating properly to th'e patrons-share-
holders. If the patrons understood your bill I think that they would
favor it.

Senator RIBcoFF. You were giving examples during your testi-
mony of different co-ops and different foundations that operated busi-
nesses. I think it would be much more helpful if you would be specific
and name them. I think we ought to be able to get a perspective of
what we are talking about.

Mr. CAPLIN. I would be very happy to submit for the record the
identification as best we can. Some of the items come from Treasury
materials already published without names, and where we rely on that
we may not be able to give the names. But I will communicate with
you in a letter, Senator, and let you use your discretion about making
it part of the record.

Senator RnarcoFF. Mr. Chairman, I think the problem here is
generalities. The public and ourselves just don't get the picture of what
we are dealing with. There is a lack of awareness of some of the big
operations, both foundations and cooperatives, that are receiving
tax-exempt status and competing with other businesses in the same
field.

I think it would make our task more meaningful if we knew what
these companies were. I don't think it is a violation of any trust, if
the staff of the committee will try to the fullest extent to give us
some specific examples of these large operations that are competitive
with other operations in this Nation.
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Senator AwmsoN. Without objection, we will ask the witness to
do that.

Mr. CAFLIN. Senator, I might add that the staff of the joint com-
mittee and the Senate Finance Committee would have easier access
to Treasury material than I now have.

Senator RiBIcoFr. That is why I asked the staff to procure it instead
of you. I think it is a function of the staff to do it.

Mr. CAPLIN. But I will be glad to give you the letter to the extent
we have the information.

I might mention that I did refer to one foundation which had 24
separate businesses, and whose'tax exemption was upheld, nothwith-
standing that no tax was paid Qn its earnings. That is a reported case,
the University Hills Foundation and it is reported in 51 Tax Court No.
54. So its full story is a matter of public record.

Senator Rmicon. Thank you very much.
(The information requested of the staff by Senator Ribicoff and a

submission of Mr. Caplin, follows:)
There follows a list prepared by the Farmer Cooperative Service of the

Department of Agriculture of the thirty largest farmer cooperatives based on
their fiscal year 1968 sales volume:

Fiscal year 1968
Rank Cooperative Type sales volume

I AgwaY Box 1333, yracus , N.Y ..................................... Farm supply .... $464,520.938
2 La Lakes Creameries. 2215 Kenndy St. NE., Minneapoli3, Minn. Marketing ...... 370,068.554
3 Farmland Industries, 3315 North Oak Trafi Way, Box 7305, Kansas City, Farm supply .... 367,425,252Mo.
4 Farmers Union Grain Terminal Association, 1667 North Snelling Ave., Marketing ...... 301,574,974

St. Paul, Minn.
5 Dairymen's League Co-op Assoction, 100 Park Ave., Now Yo rk, N.Y . do......... 290, 227,723
6 Cottin Prodocers Association, Box 2210:3348 Poachtre Rd.. N., Atlanta, . .... do ......... 261,683,551

7 Sunkistrowers, Box2706,TerminalAnnex,707WestSthSt., Los Angeles, ..... do ......... 252,000,000Colo.
8 Callornie A Hawaiian Sugar Refining Corp, 215 Market St, San Franciso ...... do ......... 245,82, 000

1* eM , * A-rde, 156e ttoc A., Columbvs. Ohio --------- ......... 232,746,140
Far.Mar-o., 715 Wiley.Bdg, Hutchlnson, .ns ....--------.... do. ........ 212,002,061

it Iada Fam Brmu Co-op Association, 47 Seuth Pennsylvaaia St., In- do......... 196,062,767

1 is~ca~n 520 EmbshngeBd. South St. Paul, Minn.....do ......... 187,402,233
3 leotitu Poducers Livestnk AssoclatiO. 606 Echange Bldg.. Union ..... do ......... 183,662,812
Stock Yars, Cia Ill.

13 Produovrs iveNstock Marketln Assoclation, Union Stock Yards, North ..... do ......... 176,786,584
Sot Lake Utb.

is 111110611a Co. 141 West Jackson Blvd., Chicago, I- ..................... do ......... 70,421,948
16 VS Seivleas(I~l TwatedS Ave., Bloomingtn, Ill ..................... farm supply ... 165,869,100
1 P7 r Milk Ass on 343 Sth Iearborn St, Chlcaeo. Ill......... Marketia ...... 153,664,515

& Farm Usin Cnt~ainr Fhanoe, Box a-.115, Noth C"iord St., St Iu, Farm supply.-.. 153,180,622
MIft

It Mid- Milk Producers Association, 24270 West Seven Mile Rd., Detroit, Marketing ...... 140,273, 760

20 Nom Dary Co-op Federation, Hedderman Bldg., 421 South Warren- --- do -------- 140,000,000
St, Syracse, N.Y.

21 Sootrn Stem Coop, Southern States Bldg., 7th and Main Sts., Ri - Farm supply .... 123,980,001R owd, Va.
Lveo Marketing Association, 501 Livestock [.Jongo Olg., MarketI....-.. 123,950,686

*ad Jaco Afwistin, 21 South 7th St., Colambia, Mo .......... Far. supply.... 119 000,000
'= om ra Fetl er Co 100 South Wackor Drive, Cicago, Ill ........... do ......... 112 548,000
AS Aw SraM00 . Box 9 Stvtt .k.. ..-.......... .Marketing...... 11120,635

26Podoes~ui~or.Box Ii AMarlo Tax. ------ 0,r* s,7i
C cusow r 3 y dg., 107,29, 457

28 Farm 1rsu Co" Assoclatio, 245 North High SL, Cambus.Oho,..... Farm supply-.... 106,632,1l
29 Mdl;a =hCo.ons,7 Johnsn St hL, Minneapolis Minn ----- - -- do ......... 104,864,835
30 Ed" MiK d Co-op Asseito, Klnne K, Syracuse, N.Y ... Marketing ...... 104,520,000
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CAPLIN & DRYSDALE,
Wa8hngton, D.C., September 30, 1969.

Hon. ABA &m A. RmxcoFr,
U.S. Senate,
Wa~knong , D.C.

DEAR SENATOR RnICO'F: When I testified before the Finance Committee on
September 12 about the extensive involvement of tax-exempt and tax-free orga-
nizations in competitive business activities, you asked me to furnish illustrative
material in addition to that contained in my prepared statement. You asked, spe-
cifically, for the names of organizations involved in such activities.

The following paragraphs provide a number of specific examples of 1) the busi-
ness activities of cooperatives, 2) the advertising businesses of a variety of
classes of exempt organizations, 3) the business Involvement of private founda-
tions, and 4) the business activities of churches.

OOPERATIVE BUSINESSES

Agway, Inc., was formed by the merger of the Cooperative Grange League
Federation Exchange, Inc., and the Eastern States Farmer's Exchange, Inc., in
mid-1964. Its businesses include manufacturing, processing, wholesaling, trans-
portation, insurance, a Ifiuig s volume for its 1968 fiscal year was
$519,000,000. The f products marketedby ay include eggs, poultry, fruits,
vegetables, gra , and beans. The commodities olesaled by Agway Include
feed, fertill , petroleum products, auto supple, , farm equipment, build-
Ing mater, farm chemicals, a - wn and garden uipment. In addition,
wholly-o subsidiaries of Ag ay de a real esta holding company, a
petroleT4 corporation yithic operates gas tions on a n n-cooperative basis,
fruit d vegetable lrcessor , and 4n insura e business.

Fa land Indusries, Inc4 had * fiscal$68 sales volume f $375,000,000. It
en es in mlxiog fertilizerJ manufacturlng feed,.grease, and int, fabricating
s products, antd4&rgescjq 'iih- ng of pet ole m product fertilizer, feed,
au accessories, agricultu eilcals, utld sup lles, farm nd plant equip-
mIt, and housewares. 'Ziioop ative Iso rovid s a hog ma kefing service
a operates an egg cart ni44g plant. Subs li ries pro uce refined els, lubricat-.
in oils, ferti Th _,nd s y an 1neal and proti$de finance and luau nce facilities
fo members.\"

armers U ion Cen I Efrh/ng, I t, iholesa most of the, same supplies
ha dled by A ay and \armland, Ialt s volume for fiscal 1964 was $153,000,-

It owns refinery a pipe linera pi terminal, and oil blending plant,
an various deoi11trop ies. ). '--/

e Cotton r cers As t a kets cotton' and who sales fertilizer,
Seed, general farm supplies,peflie c kn ed. It operates plants and
mills or the production tm el thandtems it suppts to its embe. Its sales

volum for fiscal 1968 wa 2,000), .  I/
Land X'Lakes, Cre series, Inc., arke / ariety of ucts. Included is

"Land 0 kes" butter,hh J dl ribute throughout e United States. The
cooperative lso wholesales products like those distrib ed by the Cotton Pro-
ducers Assoc Iaon. Its fiscal 1968 sales volume was 0,000,000.

F. S. Service Inc., Southern States Coopera e, Inc., and Indiana Farm
Cooperative Associkt n, Inc., each had gross .a volume for fiscal 1968 of con-
siderably in excess of $IOAM,0 __Theptg* cooperatives maket and distribute
many of the same commoditieW W-Nndled by the cooperatives described above.
Among their diversified business operations are a chemical manufacturing plant,
a research laboratory, a pipe line operation, a petroleum refinery, and a lumber
center.

Sunkist Grocers, Inc., a cooperative with principal offices in Los Angeles,
markets the nationally known "Sunkist" commodities. The National Grape Co-
operative Association, Inc., of Westfield, New York, operates the Welch Grape
Juice Company. Sun-Maid Raisin Growers, a cooperative with home offices in
Fresno, California, markets raisins under the nationally known "Sun-Maid"
label. The California and Hawaiian Sugar Company, of San Francisco, markets
"0 & H Sugar." All of these businesses are large, national operations; but their
sales volume and income figures are not made public.
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EXEMPT ORGANIZATION ADVERTISINO BUSINESSES

Representatives of the American Business Press reported in 1967 that over
700 exempt organizations conduct active advertising businesses in association with
periodicals which they publish. The report estimated that these organizations
realize annual gross revenues of considerably nare than $100,000,000 from their
advertising businesses. Because these figures are several years old, it seems
likely that they are quite conservative estimates at the present time.

The American Medical Association (exempt from federal income tax under
section 501(c) (6) of the Internal Revenue Code as a "trade association") pub-
lishes a number of magazines which contain commercial advertising. In 1967,
for example, the organization realized gross income of $13,565,106 from its adver-
tising business alone.

The Journal of the American Medical Association has the largest gross adver-
Using income of any business publication in the United States. In 1967 its gross
advertising income was $11,883,000. In 1968 its gross advertising income was$10,58,160.

The National Geographic (exempt from tax under section 501(c) (3) of the
Code) also carries on a highly lucrative advertising business. In 1967 the gross
income from advertising published in the Geographic was $8,635,619. In 1968 the
Geographic's gross advertising income was $9,539,185.

The U.S. Chamber of Commerce (exempt under section 501(c) (6) of the Code)
publishes Nation's Business, which includes a wide variety of general consumer
advertising, covering products from cigarettes and automobiles to yachts. In 1967
the gross advertising income of Nation's Business was about $4,100,000. In 1968
it was about $3,500,000.

The Amercan Chemical Society is an example of the considerable number of
specialized trade associations which conduct advertising businesses n conjunction
with publications directed to their members and other participants ii the indus-
try which they represent. One of the Society's publications, Chemical and Engi-
neering News, grossed $4,469,000 from advertising in 1968.

PRIVATE FOUNDATION INVOLVEMENT IN BUSINESS

You will recall that, In my testimony to the Finance Committee, I mentioned
a foundation which at the time of the Treasury Department Report to the
Finance Committee in 1965, held controlling interests in 26 corporations, including
a large metropolitan newspaper, the largest radio broadcasting station in the
state, a lumber company, several banks, three hotels, a garage, and a variety of
office buildings. That foundation was identified in the New York Times shortly
after the publication of the Treasury Report as the Houston Endowment. The
newspaper which it owns is the Houston Ohronxloe.

I also mentioned a foundation involved in a recent Tax Court proceeding which,
in the nine-year period covered by the Tax Court decision, acquired 24 different
businesses, ranging from an oil burner manufacturing company, a foundry, and a
window manufacturing establishment to a lumber company and sand, gravel, and
concrete businesses. The foundation in question was University Hill Foundation,
which was set up for the benefit of Loyola University of Los Angeles.

The James Irvine Foundation, located in California, is, by value of assets, one
of the four or five largest foundations in the country. However, for many years
it has maintained as its principal asset a controlling interest in a corporation
holding very large areas of undeveloped and unproductive real estate. It has been
reported that, as a result, over a 17-year period concluding at the time of the
Treasury study of foundations, the Irvine Foundation had made annual charitable
distributions which averaged less than one-tenth of one percent of its asset value.

I might also point out that the Treasury Department Report on Private Founda-
tions, published by the Finance Committee on February 2, 1965, contains 19
specific examples of foundation involvement in business. Those examples are in
addition to the Report's overall statistics on the incidence of foundation business
ownership. Among the cases reported by the Treasury Department is one of a
foundation which controls 45 business corporations, including 15 clothing manu-
facturing companies, 7 real estate businesses, 6 retail stores, one hotel, and paint,
hardware, and Jewelry businesses. I am sure that the Treasury Department would
furnish you a list of the names of the foundations which provide the basis for the
Report's examples.



1089

BUSINESSES OWNED BY CHURCHES

A protestant church, known as the Cathedral of Tomorrow, in Cleveland,

Ohio, owns the Real Form Girdle Company. At the time of my latest infornia-

tion, the same church also owned and operated a shopping center, the Unity

Electronics Company, the Nassau Tire and Plastics Company, and an apartment

house.
The Temple Beth El, another church, in Fall River, Massachusetts, owns

and operates the United States Record Corporation. The business Is a dis-

tributor of popular phonograph records.
In June of 1968, CBS did a television program entitled, "The Business of

Religion," produced by Palmer Williams. Information developed by Mr. Williams

and his staff for that program provided the basis for the following additional

examples of church businesses.

Church
St. Andrews Catholic Church,
Chicago, Illinois

Presbytery of Muskiongum
United Presbyterian Church

Southern Baptist Seminary

Roman Catholic Society of Mai
Dayton, Ohio
Stratford Retreat House

Calvary Baptist Church,
New York City, New York
Bishop of Catholic Church,
Austin, Texas (holding prop(

behalf of church)

Self Realization Fellowship

Benedictine Order,
St. Leo, Florida
St. Cornelius Chapel of Valley Fi
Christ the King Roman (

Church of the Dallas Diocese,
Dallas, Texas

Busie88
Hollywood Roosevelt Hotel,
Hollywood, California
El Rancho Motel,
Sacramento, California

of the Cement block factory located in
Arizona

Greyhound Bus Terminal,
Louisville, Kentucky
Electronic subcontracting business

JFD Electronics,
Brooklyn, New York
Hotel Salisbury,
New York, New York
Newton Asphalt Company,

rty on Alexandria, Virginia

R. S. McClintock Diamond Drilling
Company

"Mushroom Burger" restaurant chain,
California

St. Leo Fruit Company

orge Cosmetic manufacturing company
3atholic Slacks, Inc.

Wellington Manufacturing Co.
Boy Slacks, Inc.
Delmeade Slacks, Inc.
Meadow Sportswear
West Coast Slacks
Delta Trouser Corp.

This list, of course, is far from exhaustive; but It Is difficult even for the
Treasury Department to obtain accurate and complete information upon the
commercial holdings of churches because, unlike most other classes of tax-
exempt organizations, clmrches ar," not required to file information returns
with the Internal Revenue Ser,-ice. I might mention that a recent book by a
Mr. Balk, published by the Rv .:ell Sage Foundation and entitled The Religion
Bu8inc88, cites a number of other examples of church-owned businesses.

I should add that in some of the instances listed the church involved may
operate the business through a separate, non-exempt corporation. It would be
usual in such cases for the church to lease the business assets to the operating
corporation and receive most or all of the profits in the form of rent-which
Is deductible by the operating company---so that tax is avoided altogether, or
in any event minimized. The information which I have does not indicate the
extent to which arrangements of this kind are being used In the listed cases.
Of course, where the businesses are held directly by the churches, the business
income Is entirely tax free.

Many thanks for your interest in this subject. If I can be of any further
assistance to you, please let me know.

Sincerely,
MowrxmEa M. CAPLIN.



1090

Senator ANDmSON. Senator Curtis.
Senator Cuwris. No questions.
Senator ANDEmoN. Senator Byrd.
Senator ByRD of Virginia. No questions at this time, Mr. Chair-

man.
Senator ANDERSON. Senator Miller.
Senator MILLER. Thank you, Mr. Chairman.
It is good to see you again, Mr. Caplin.
Mr. CAPLIN. Senator, it is good to see you.
Senator Mitrm. In your comments on foundatioiis y'i, did not refer

to the other provision in the House bill which requires a 5 percent
pay-out. Are you in favor of that provision?

Mr. CArLIN. I would say preliminarily that was not within the
ambit of the subject matter before me. But so far as the payout is
concerned, I have a combined view: I think there should be a payout
but I don't think there should be a 7/ percent tax as long as we see
that the charity, the educational institution and the others in this
category, are devoting their resources to their tax-exempt functions.
Eliminate self-dealing, eliminate their business activities, but do not
impose the 7 percent tax on them.

Senator MLLER. Well, the Treasury's position is to have divestiture,
knock out the 7 and use the 2 percent fee and have the 5 percent
payout.

Mr. CAPLIN. Yes; I understand that.
Senator Mnim. And I am still wondering what your position is on

that particular part of the package.
Mr. CAPLIN. I feel that there should be a payout rule. A large num-

ber would have no difficulty with the 5 percent rule. Others would.
There are some who have heavily invested in nonincome-producing
assets or in stocks which produce very little in dividends. I know of
one case where the stock is being hela primarily to maintain control
of the company, with no dividends being paid out.

Now, it seems to me that those situations should be corrected, and I
think a p ayout rule, without trying to come up with the precise per-
centage, is sound.

Seriator MuAT.m. Well, suppose instead of an arbitrary 5 percent,
you used the Dow Jones stock average dividend payouts for the
year?

Mr. CAPLIN. I would have to see just what this formula produced.
It seems to me that the fiduciaries of a foundation have an obliga-
tion to generate income, and I wonder how they discharge their fiduci-
ary obligations when they sit for years and years in a nondiversified
position with large holdings of particular blocks of assets.

I would favor a more significant requirement than the Dow Jones
average so far as foundations are concerned.

Senator MILLxR. You see the problem?
Mr. CAPLIW. Yes.
Senator MILLruR. Nobody knows it better than you, it is one of admin-

istration. Are you going to put the problem ot determining whether
there has been prudent investment to realize prudent returns to
charity in the hands of the revenue agent, or in the hands of 5,000
revenue agents, or are we going to have some administratively feasible
standard ?Now, the House took 5 percent.



1091

Mi. CArTJI. Yes.
Senate -"rLLFR.R. Well, adminip ratively that Is quite feasiblP. From

the standp, f of equit J am nut at all sure aboit it, and the reason
for thowink ot the Dow Jones average is that gives at least an
adminisueatively feasible standard anu it might represent a fair cross
section of returns on it on dividends.

Mr. CAPLIN. Certainly to the extent '11,t. this committee would
move in favor of eliminating the 71/2 peruu, :ax, and I hope it will,
I think there is room to have a stronger payout rule. By that I mean
supporting the House position which might be higher, let us say, than
the Dow Jones average but it is an absolute figure. It, would repre-
sent a fair distribution to charity of the assets owned by the foun-
dation.

There are many charities that are prepared to go beyond that, who
feel that they ought to be using all of their resources and perhaps
shouldn't exist more than 20 years. I have seen some communications
sent to the Ways and Means Committee, probably now a part of its
record, on requiring a full use of the assets over a limited period of
time--not to have the charities go on in perpetuity. I am not urging
that but I merely cite that as another viewpoint.

There are many differing viewpoints and, on balance, I would favor
a rule close to that 5 percent rule.

Senator MILLER. Well, the reason for my probing is that I think
there is a relationship between this divestiture and the payout, and
one possible solution would be to say that "If you wish to maintain
control of a corporation then you are going to have to live with the 5-
percent payout. On the other hand, if you are willing to divest your-
self so that you are no longer in control of a corporation, well, then,
some other standard, such as the Dow Jones standard would be ac-
ceptable."

This will give us some flexibility and, I think, more equity than
this arbitrary 5 percent rule.

I was wondering if you had any comment on that.
Mr. CAPLIN. I certainly respect your thought. It is rather ingenious

and it certainly suggests a middle ground between the position of
some of the foundations and the House bill.

Senator MILLER It is a trade-off.
Mr. CAPLIN. That is right. Yet, if I had to vote I would vote with

the House bill but I respect very much the approach you suggest.
Senator MiLr.R. Thank you very much.
No further questions.
Senator AND"ERSON. Senator Byrd.
Senator BYRD of Virginia. No questions.
Senator ANDER . Senator Jordan.
Senator JORDAN. No questions.
Senator ANERsoN. Senator Fannin.
Senator FANNIN. Has your association made any study of the special

tax privileges enjoyed by giant union organizations? I understand
hiindreAe of millions of dollars are involved in tax immunity of un-
related business income.

Mr. CAPIN. We have come out in favor of subjecting all exempt
organizations to the unrelated business income tax, without exception.

Senator FANNIN. Well, this is of such great magnitude, I was won-
dering if your association has made a study of what is involved?
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Mr. CArLiN. No, not particularly. Over the years, I have made a con-
tinuing study of unrelated business income both during my years in
Government and in private life. But I do not have any specific figures
on unions.

Again, this is something the staff which I respect very much on fi-
nancial projections, could procure irom the Treasury. They have the
statistics of income and a lot of information not available to the public.

Senator FANNIN. Well, thank you.
Senator ANDERSON. He is an important witness. Do we need to have

any more questions?
If not, thank you very much, Mr. Caplin. We appreciate your ap-

pearance.
Mr. CAPLIN. Thank you very, much, Senator. It is a pleasure to be

here.
(Mr. Caplin's prepared statement follows:)

STATEMENT OF MORTIMERB M. CAPLiN oN* BEIIALF OF THE NATIONAL TAx EQUALITY

ASSOCIATION

UNFAIR BUSINESS COMPETITION BY TAX-FREE ORGANIZATIONS

Mr. Chairman and Members of the Committee:
My name is Mortimer M. Caplin. I am a member of the Washington law firm

of Caplin & Drysdale. I am appearing today on behalf of the National Tax Equal-
ity Association.
The problem

The National Tax Equality Association represents approximately 0,000 tax-
paying businesses and businessmen. The problem which concerns those business-
men-and the problem on which I would like to focus the Committee's attention
today-is that of unfair business competition by tax-free organizations. With
marked frequency and plain inequity, (1) the tax-exempt are entering the mar-
ket-place; (2) the tax exemption is being stretched to shelter the earnings of
ordinary commercial enterprises, operated in straightforward competition with
taxable businesses; and (3) the general taxpayer is being asked to subsidize the
commercial encroachments of those to whom Congress has granted the unIque
privilege of tax exemption.

Though the problem of business involvement exists among private foundations,
it is not, I am sorry to say, confined to that class of tax-exempt organizations. A
broad range of tax-exempt and tax-favored organizations has undertaken vigor-
ous, large-scale business activities. The multi-million dollar industrial enterprise
operating tax-free as a "cooperative," the university-owned department store
(euphemistically labeled a "bookstore"), the church-owned girdle factory, and
the trade association advertising business are not flights of fancy. They are facts.
And, for the taxpaying businessmen of our country who must compete with them,
they are very unpleasant facts.
Illuetratiom of tax-exempt bustnesses

Let us take a moment to survey some of these facts.
A private, foundation whose tax exemption was upheld by the Tax Court this

year had acquired twenty-four separate businesses during the nine-year period
covered by the Tax Court decision.' Included were a plastics manufacturing
business, three sand, gravel, and concrete businesses, a foundry, three dairies, a
hotel, a printing establishment, and businesses manufacturing windows, oil burn-
ers, rubber treads, and locks. All were operated under arrangements designed to
provide a complete tax shelter for the profits produced by the businesses.

At the time of the 1905 Treasury Department Report on Private Foundations,
one foundation described in the Report held controlling interests In 26 separate
corporations, 18 of which operated going businesses. One of the businesses is a
large and highly competitive metropolitan newspaper, with assets valued most
recently at $35,000,000 and gross receipts of more than $17,000,000 for 1962. An-
other of the corporations operates the largest radio broadcasting station in the

SUnivesefty HOU Pomadem v. Oomm .oon, 51 T.C. No. 54 (1969).
f
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state. A third, sold to a national concern at the beginning or 1965, carried on a
life insurance business whose total assets had a reported book value of more than
$20,000,000 at the end of 1962. Among the other businesses controlled by the
foundation are a lumber company, several banks, three large hotels, a garage, and
a variety of office buildings. Concentrated largely in a single city, these proper-
ties present an economic empire of substantial power and influence.

A number of churches have entered into active and aggressive commercial en-
deavors. One, for example, has become a wholesale distributor of popular phono-
graph records. Another has acquired at least seven sportswear and clothing manu-
facturing businesses. A third manufactures mobile homes and operates a drilling
business. Others conduct real estate development businesses, provide petroleum
storage facilities, and carry on a broad variety of manufacturing enterprises.

Over 700 trade associations and other exempt organizations operate active and
successful commercial advertising businesses in conjunction with periodicals
which they publish. One trade association, for example, earns more than $10
million each year from its advertising businesses. Another has annual, advertising
income of more than $6 million. Reports published in the press in recent years
have estimated the advertising revenues of tax-exempt organizations to be con-
siderably in excess of $100 million a year.

Fraternal beneficiary societies, exempt under section 501 (c) (8) of the Internal
Revenue Code, carry on a very large volume of insurance business. On January
1, 1964, they had approximately $13.8 billion of insurance in force. Beyond their
insurance operations, they conduct a number of other businesses--including bowl-
ing alleys, driving ranges, restaurants, and hotels.

Cooperatives afford another-and extreme-illustration of the intrusion of tax-
free organizations into the market-place. Though only a limited class of coopera-
tives is technically classified as "tax-exempt," the present tax rules available to
other cooperatives accord them the practical effect of exemption. Where a co-
operative makes paper allocations of its earnings to its patrons, and meets cer-
tain other requirements, the cooperative corporation-unlike other business cor-
porations-need pay no federal income tax whatever. It can achieve that result
despite the fact that it has earnings of several million dollars and retains up to
80 percent of those earnings for expansion and other business purposes.

The tax advantage of cooperatives evolved at an early stage in the development
of our federal income tax laws, during a period when cooperatives consisted of
small groups of farmers, forming simple associations for marketing farm produce
or purchasing farm supplies. The cooperatives of today bear little resemblance to
their predecessors of 50 years ago. No longer are they limited to group marketing
of farm produce and group purchasing of farm supplies. No longer do they consist
primarily of small groups of farmers operating at the local level. Consumers have
organized cooperatives, and so have strictly business organizations. With ac-
celerating rapidity, cooperatives have moved into the fields of processing, manu-
facturing, and wholesale and retail distribution of non-agricultural commodities.
Upon a major scale, they produce fertilizer; refine oil; manufacture paint and
agricultural chemicals; process citrus fruits; produce dairy goods; sell at whole-
sale such products as hardware, lumber, drugs, and groceries; and operate con-
sumer retail stores.

One cooperative reported assets valued at $240,599,000 in 1967 and had sales
totaling over $500,000,000 for that year. Another had 1967 sales of more than
$350,000,000. A third reported sales of $246,508,000. Five cooperatives appear in
Fortune's latest lift of the 500 largest business operations in the United States.

Capitalizing upon their ability to generate tax-free earnings, cooperatives have
become permanent, large-scale institutions, separate from, and in large measure
independent of, their patron-owners Many have developed complex corporate
structures, closely resembling the parent-subsidiary organizational pattern of
large corporations in the private business field. They have even Joined the acqui-
sition trend which has become so evident in -the private business sector in recent
years, taking over a considerable number of non-cooperative corporations in tax-
free exchanges. The competition which they are capable of generating is aggres-
sive and formidable.
Recent impetus for exempt organization involvement in busine8

Though exempt organizations have been involved in competitive business
activities for many years, their acquisition of businesses received strong impetus
from a 1965 Supreme Oourt decision. In the case of Commissioner v. Clay B.
Brown, 380 U.S. 563 (1965), the Supreme Court accorded capital gains treatment
to persons who transferred a lumber and sawmill business to an exempt orgeniza-
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ti)In under an arrangement meticulously designed both to avoid tax on the
business profits and to permit the organization to acquire the business entirely
without investment of its own funds. Because of the tax immunity of the business
profits, arrangements of this sort enable exempt organizations to pay higher prices
for businesses than taxable purchasers can afford. An exempt organization can,
in effect, pay to tĥ  seller the portion of the business profits which a taxpaying
purchaser would have to pay to the government in taxes. The result is a clear
and substantial Incentive to sell businesses to exempt organizations.

The advantages of such sales have been thoroughly advertised by exempt
organizations, A solicitation letter circulated on behalf of a church quite frankly
explains that "the church has made and will continue to make acquisithko1s of
companies by paying to the sellers a more attractive 8elliflg price than a com-
mercial buyer will pay.. ." (The emphasis is that of the original.) An advertise-
ment appearing in the Wall Street Journal states that a "TAX EXEMPT INSTI-
TUTION SEEKS CLOSELY HELD COMPANIES," explaining "Negotiations
conducted on generous pretax earnings basis." Another Wall Street Journal ad-
vertisement specifies that a "Highly respected charitable fund ... will purchase
private or closely held companies with minimum pretax profit of $250,000," tak-
ing care to point out that the "financial and other benefits [are] very rewarding."

With the incentive provided by the Supreme Court approval of capital gains
treatment for sellers in such situations, and the compelling stimulant added by
advertising of this kind, it is scarcely surprising to find that the acquisition of
commercial businesses by tax exempt organizations is proceeding apace.
The noattwe of the problem

The tax Immunity of exempt organization businesses produces substantial
losses of federal revenues. Even more serious, however, is the fundamental
problem of unfair competition. The businesses with which the exempt organiza-
tion competes must pay taxes on their earnings. The exempt organization, on the
other hand, can make a variety of effective uses of the additional funds which it
derives from its exemption. It may cut its prices below those which are econom-
ically feasible for its competitors. It may reinvest its tax savings in capital im-
provement and expansion programs. It may utilize Its tax subsidies-which, of
course, are underwritten by other taxpayers, including precisely those businesses
with which the exempt organization competes--to provide higher salaries and
other benefits to attract capable personnel away from its competitors. It is,
In sum, permitted to wage business competition with a major and often decisive
advantage over other businesses.
Pretou omreadianal action

The problem Is hardly a new one to this Committee or the Congress. Over 25
years ago, the Ways and Means Committee stated straightforwardly that the
problem should be analyzed "with a view to closing existing loopholes and requir-
ing the payment of tax and the protection of legitimate companies against this
unfair competitive situation." Again, in 1950, in applying the unrelated business
income tax to certain exempt organizations, both the Finance Committee and the
Ways and Means Committee stated that the problem at which the new tax was
aimed was "primarily that of unfair competition." Again and again the legisla-
tive history of the 1950 statute demonstrates deep Congreasional concern about
unfair competition by tax-free organizations and clear Congressional conscious-
ness of the seriousness of exempt organization expansion through commercial
acquisitions.

Nothing makes the fundamental intent of the 1950 unrelated business income
tax clearer than the minor and carefully limited character of the activities which
Congress specifically meant to exclude. The Committee Reports provide the fol-
lowing examples of businesses which were not made subject to the ne!w tax: sales
of donated second-hand clothing by a shop operated by an orphanaig-; sales of
articles manufactured by handicapped persons as a part of their rehabilitation;
a laundry operated by a college primarily for the convenience of its students;
the operation of a sandwich stand at an annual country fair; and occasional
fund-raising dances.

The major, multi-million dollar, aggressively conducted business enterprises
which tax-free organizations have today managed to bring under the sheAer of
their tax Immunity afford a startling contrast to the minor business activities
which Congress specifically Intended to remain untaxed. The difference, Indeed,
could hardly be more extreme. What are the causes of that difference? And what
can be done about them ?
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THE SOURCES OF THE DIFFICULTY; THE HOUSE SOLUTIONS;
AND MY RECOMMENDATIONS

The source of today's broadscale tax-exempt commercialism are of several
different classes. The House tax reform bill contains provisions designed to deal
with most of them. In some cases the House solutions are excellent; in others,
analysis discloses them to be insufficient. Last week, the Treasury Department
witnesses made their own recommendations to you.

To sort out the separate problems and to explain what I think should be done
about them, I would like briefly to describe the source of each, analyze the rele-
vant House provision and Treasury recommendation, and outline my own
proposal.
1. Extension of unrelated business income tax

In its present form, the unrelated business income tax applies only to certain
classes of exempt organizations. Designed to place the busineses of exempt orga-
nizations upon the same tax basis as their taxable competitors, the unrelated
business Income tax was made applicable only to those categories of exempt orga-
nizations which the Congress In 1950 found to be significantly involved in business.
As a consequence, the tax does not apply at all to many types of organizations,
Including churches, so-called "social welfare" organizations, fraternal beneficiary
societies, and others; and a considerable number of these organizations have
taken advantage of their Immunity to embark upon major commercial
acquisitions.

The House approach to this problem is both simple and sufficient With a
single, limited exception, section 121 of the bill would extend the unrelated busi-
ness income tax to all classes of organizations which are exempt under the
general exemption provision.' The National Council of Churches, the United
States Catholic Conference, and similar organizations have endorsed this ap-
proach, and the Treasury witnesses last week concurred. On this point, I think
that the House and the Treasury Department are quite right; and I recommend
that you adopt the House solution without qualification.
2. Debt-financed acquisitions

The incentive which present law establishes for the transfer of businesses to
exempt organizations in debt-financed transactions of the kind Involved in the
Clay Brown case is both compelling and unjustifiable. It Is, In the main, traceable
to the tax immunity of earnings used to discharge indebtedness assumed by the
exempt organization in acquiring the business.

Section 121 of the House bill strikes directly at the source of the problem: it ini-
poses tax on the earnings of the acquired property to the extent of the indebted-
ness Incurred in acquiring it. Since 1966, when the Ways and Means Committee
originally held hearings on the Clay Brown problem, the Treasury Department
has strongly supported the solution now Incorporated in the House bill. Here
again, it Is my view that the House and the Treasury Department are entirely
correct; and I urge you to approve this part of the House bill.
3. Taxation of cooperative.

Present law contains no satisfactory provision for the taxation of profits
earned by cooperative corporations. For many years cooperatives and their
owner-patrons were able to deal with each other and with the general public
without, In many circumstances, the inconvenience of paying tax at all--either
at the cooperative level or at the owner-patron level. In 1962 Congress acted to
curtail this extreme abuse. The measure which was adopted, however, aimed only
at securing a single tax from the cooperative and Its owner-patrons. Where a co-
operative makes paper allocations of its earnings to owner-patrons, and pays
them 20% of the earnings In cash, the responsibility for tax shifts entirely to
the owner-patrons; and the cooperative remains able to engage in broad-scale
business competition, earn large sums of Income, and retain the major part of
those earnings without paying tax.

The proper solution Is to extend, to cooperative corporations and their owner-
patrons, the fundamental two-tier system of taxation now applicable to other
corporations and their shareholders. An extensive legal study which my firm
completed this spring, and which has subsequently been published, demon-
strates that cooperatives are corporations; that their owner-patrons are share-

Only certain governmental instrumentalities would remain excluded from the tax.

33-865--9-pt. 2- 13
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holders; that cooperatives' activities are properly viewed as earning income for
purposes of basic Income tax principles; and that the cooperative-patron relation-
ship has no special legal features which justify failure to tax that income to the
cooperative. Cooperatives should be made fully taxable on the income which they
earn, and where those earnings are subsequently distributed to owner-patrons,
they should be taxed to the owners-just as other corporate dividends are now.
Senator Ribicoff has recently introduced a bill (S. 2646) which incorporate; pre-
cisely that approach. In my view, the Ribicoff bill should form the basis for this
Committee's resolution of the cooperative problem.

Placing cooperatives on the same footing as other corporate business enter-
prises, Senator Ribicoff's bill allows cooperatives all of the tax advantages
available to other corporations. Thus, for example, where cooperatives are able
to qualify for the special treatment provided by Subchapter S for small business
corporations, they would receive that treatment. Indeed, in an important particu-
lar, the Senator's bill allows the cooperative/patron relationship more liberal
treatment than that now accorded other corporation/shareholder relationships:
it grants patrons a $300 dividend exclusion, rather than the $100 exclusion which
existing law provides for other shareholders.

Unfortunately, the House did not deal with the problem as effectively as Sena-
tor Ribicoff has. Though it began with important strides in the right direction,
the House ended with a quite Inadequate solution. The Ways and Means Commit-
tee Tentative Decisions of July 25 would have required cooperatives to distribute
50% of their earnings in cash-rather than the presently required 20%-to
shift tax to their owner-patrons, and would have required the remaining 50% to
be paid to owner-patrons within five years. Although these rules would not pro-
duce additional tax at the cooperative level, they would establish important Ili-
tations on the competitive advantages of cooperatives: for they would restrict the
ability of cooperatives to retain up to 80% of their untaxed earnings for expan-
sion, capital improvements, and similar competitive uses.

The final House action, however, substantially loosens the 50% requirement.
and extends the five-year rule to 15 years. Awed by "administrative problems,"
the Treasury Department last week recommended that this Connittee make the
inadequate House solution even more inadequate. Treasury proposed that the
50% rule be scrapped altogether and the 20% rule of existing law be substituted.
The Treasury approach would leave cooperatives with the same formidable ad-
vantages they now have over their taxpaying competitors-and would thereby
leave a major and entirely unjustifiable gap in the considerable progress being
made by other portions of the tax reform bill on the problem of competitive
equality for businesses.

The Ribicoff bill has important advantages over both the House and the Treas-
ury approaches. The relationship of cooperatives to their owner-patrons Is, in all
fundamental respects, identical to that of corporations and shareholders; and
the Ribloff bill reflects that identity by according essentially the same tax treat-
ment -to both situations. In doing so, it prescribes a fair and effective solution
to the severe competitive abuses which have arisen in this field. Furthermore,
while the House and Treasury proposals would have no revenue effect at all, the
Ribicoff bill would produce an estimated annual revenue yield of $200,000,000.
Consequently, I strongly recommend that you adopt the approach of the Ribi-
coff bilL If, however, you decide against that approach, I recommend that you
adopt the original decision of the Ways and Means Committee on this matter.
Anything short of that simply will not relieve the severe competitive inequities
which now exist in this area.
4. Divestiture of foundation business holdings

The involvement of private foundations in business gives rise to a number of
special and serious problems even where the business income is subject to tax.
The Report on Private Foundations which the Treasury Department made to this
Committee In 1965 provides an accurate catalog of those problems. Upon the
grounds elaborated in that Report, the Treasury Department recommended that
private foundations be required, over a reaonable period of time, to reduce their
holdings in any unrelated business to below 20%. With relatively minor modifica-
tions, the House bill adopts that requikement.1 I recommend that you approve it.

' The bill would accomplish this result by adding a new section 4943 to the Internal
Revenue Code. Its fundamental divestiture rule is an important improvement upon the
existing rules under which foundations operate, and should be enacted ; but the Committee
will have to give careful attention to transition problems arising under it. The Committee
may. for example. wish to lionsider an lexception to the general disposition requirement
for foundatiops whose governing instruments provided for retention of specified business
interests as Qf the time the Treasury proposal originally became public.
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In passing, I would like to point out that, once the business and other specific
foundation abuses at which the House bill alms are dealt with directly, it makes
very little sense to Impose a general tax upon the Investment Income of private
foundations. The Congress should do everything within its power to make certain
that foundation income and assets are applied to the educational, charitable,
and other purposes for which exemption has been granted foundations, but once
having done that, it seems to me an error of serious magnitude to divert founda-
tion resources from exempt purposes by means of a tax on investment income.
On the other hand, having spent several years attempting to cope with the admin-
istrative problems which some private foundations produce for the Internal
Revenue Service, I would agree with last week's recommendation by the Treasury
Department that a supervisory fee be imposed upon foundations and devoted to
Service administrative operations ina the foundation field.
5. Advertising income

In 1967 the Treasury Department adopted regulations under the unrelated
business Income tax which, among other thing, specified that that tax applies
to the profits which exempt organizations earn from commercial advertising
published in their periodicals. This position of the regulations has, of course,
been strongly opposed by those exempt organizations which have advertising
income. After careful study of the regulations, however, I am convinced that the
taxation of advertising income represents an entirely valid interpretation of
existing law; and last year the Senate overwhelmingly rejected an amendment
which would have reversed the regulations on this point.

The Ways and Means Committee reviewed the problem this year and con-
cluded that the judgment of the Senate and the Treasury Department was sound.
To bring the controversy to an end, the House bill (in section 121(c)) specif-
ically incorporates the position taken by the regulations. Because the taxation
of advertising income is in direct accord with the fundamental policy of the
unrcIated business income tax-placing a highly competitive set of exempt orga-
nization business activities upon the same tax footing as their taxpaying com-
petitors-I urge you to approve the action of the House.

In one respect, however, additional legislation is desirable. In recent articles,
tax advisors of exempt organizations have Indicated that they will attempt to
defeat the effect of the tax on advertising income by accounting adjustments,
special reporting techniques, and other devices. The problems here are intricate,
and the scope for maneuvering uncertain. To insure that the fundamental policy
decision to tax advertising income is not defeated by such maneuvoring, I recom-
mend that you grant the Treasury Department authority to prescribe legislative
regulations (like those governing corporations which report their income on con-
solidated returns) for the determination of allowable deductions under the
unrelated business income tax.
6. Teohn4oal correction of unrelated busine88 income tax

A peripheral exception embodied in the original unrelated business income tax
has proved to be a loophole of major dimensions. In its desire to permit exempt
organizations to receive "passive" income free of tax, Congress incorporated
exemptions for rent, royalties, and certain other forms of income in the 1950
statute. Tax planners have made full and repeated use of these exceptions to
avoid the impact of the unrelated business income tax altogether.

A common method of achieving that result has been for an exempt organization
which owns business assets to transfer an operating interest in the assets to a
subsidiary in exchange for a payment-generally rent or royalty-which is deduc-
tible by the operating entity but qualified for one of the exemptions from the
unrelated business income tax in the hands of the exempt organization. In that
way, tax is avoided both at the operating company level and at the exempt orga-
nization level. The courts have repeatedly approved arrangements of this kind.'

The House bill (section 121(b)) attempts to deal with this problem, but its
solution Js limited to situations in which the exempt organization owns 80%
or more the stock of the operating entity. So restricted, the House measure
would fall to apply to a number of variations of this basic avoidance device-
including those involved in several litigated cases.

I See, for example, U.S. v. Robert A. Welch Foundation, 384 F. 2d 774 (5th Cir. 1964)
University Hills Foundation v. Commissioner, 51 T.C. No. 54 (1969).
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- I recommend that:
The unrelated business income tax exclusions for rent, royalties, and In-

terest be made unavailable for any class of Income which is deductible by the
payor and which is paid to the exempt organization by an entity in which
the exempt organization, its creditors, or related persons have a significant
Interest;

These exclusions also be made unavailable for any rent, royalty, or in-
terest whone amount is determined by the amount of income-gross or net-
realized by the payor; and

Because experience demonstrates that the exclusion for real property
rent creates a substantial competitive disadvantage for the taxable owners
of real property, careful consideration be given to eliminating the rental
exclusionfrom the statute altogether.

7. TaatWon of related busineees
The 1950 unrelated business income statute does not tax profits of businesses

which are "substantially related" to 'the exempt functions of the organization
conducting them. Some highly competitive business activities can meet this test,
and are therefore not taxed. For example, a large i- or map publishing busi-
ness might well. be considered to have substantial .tonship to the exempt
purposes of certain kinds of educational organizations ae business would, there.
fore, escape taxation even though it constitutes a severe and direct competitive
treatment to commercial publishing enterprises. Similarly, it seems clear that,
if the present form of the unrelated business income tax were extended to fra-
ternal bene~clary societies, the insurance businesses conducted by such societies
would be considered related to their exempt purposes and therefore nontaxable.
A number of other large and competitive-but "related"-businesses exist. The
House bill does not address this problem. I

No systematic study of the nature and dimensions of the problem has been
conducted for many years. To develop the necessary background for measures
bringing competitive equality to those fields in which tWxpaying businessmen comi-
pete with exempt businesses "related" to exempt purposes, I recommend that this
Committee and the Congress direct the Treasury Department to conduct a de-
tailed review of such businesses and submit legislative proposals for the correction
of any competitive lnequalRtes which are found to exist.
8. W X Ioato of de4UWof km rI"

Some cot"h ave adopted a rule for the allowance of deductions to non-exempt,
na -lpfo 4; 110%isitiona which accords such organizations the full practical effect

0. , 4 4 ip o 0he, oixrtq. lav ' permitted such organizations t" deduct the
expeuw s .wn eI9.npp-t4 t vite-enerally, theurnshing of services to

,their zle1'llfr11on the net I come which the organizatlois realize from
unrelated sources.1 Under this rule, for example, a non-profit water company
would be permitted to offset the full cost of providing water services to Its mem-
bert% aalnt the incoMe produced by Its investment properties. It could, therefore,
avolidtax upoz t Investmpnbincgmeentirely. Though other courts have rejected

ita, t! 74 koi- tbe point Ws far from settled at the present time; and, where
thp more ibel r~itle obtainS, a noi-~ot organisation which, for one reason or
aizotlo , tal attY echni irowents of tax exemption may none-ole.. s cur t)o reel agptagea o~f~z~p~emon forfits business operations.

-, that the 011 A ttee incorporate

vaeee 1Teyen4lt

r4 , prove
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I strongly recommend that this Committee take prompt and effective action to
resolve these problems.

Senator ANDERSON. Father Jolley?

STATEMENT OF REV. HOMER I. VOLLEY, PRESIDENT, LOYOLA
UNIVERSITY

Reverend JOLLEY. Good morning, Mr. Chairman. Thank.you very
much.

Mr. Chairman and memors'1Tte committee, name is Father
Homer Jolley. I am h r'as president of Loyola -versity of New
Orleans, and I intend keep within the request, the tiiiw.rcquest that
the committee asko, but I would like qwr-frull statement tie put into
the record, if youon't mind.

Senator ANiDON. It wi bb pIced h recor.t
Reverend JiUY. Timiuse ill. I 270,s the tax \eform

bill, contain man, prcvk.ns thht w fee_/ill affect very seriously
the charitab e giving to ! 'tand ?igious st tutions.

However -my purpose here -, i to l~Ant kut ti reaso for
objecting t one particular p i ion, section I whih extends the
unrelated business i i e t a cta t f hes.

I would ike to m 0eitv ItV~tt h no brief for
k i h se. buses tli t arerent law. For insta ce,

y ar 6o laaw• ion.

we hold no rief for e Clay' rown tyVe t 'scin
We do, h wever, 0 Ve diinrlh reladMbusiness in ometax to churo bandl at t s e these uses

without remo ing the tax exempti
I -would ju ry briefly li oy methi g abt Loyol It was

founded in 184 . It has- tent body abo Auden ,and its
commitment to b adcasting af a 1909 when that r cast-
in' was A of the university's h c department.

in our station was the first station to dcAst in the
New Orleans area, and in '1 we began televis' operations.

Loyola is a private university I vauew re realized from tuition
fees,gifts, small securities endowment and from the operation of these
broad casting facilities.

Even with these sources of financial assistance LIoyola's 5-year finan-
cial projection indicates that ewn with the revenue of this unrelated
business, we will have a deficit in all of the next 5 years, whereas with-
out this tax exemption on this unrelated business we will have a very
substantial deficit.

Prior to 1950, the Revenue Act of 1950, religious, charitable, and
educational institutions were exempt from Federal tax.

In 1950 the tax on unrelated business activities was extended but it
specifically exempted churches.

'gain this year Congress is concerned with what many people con-
sider to be abises in the unrelated activities of churches.

,The House dealt With the abuses in two ways: That is, it enacted
+specifirovisionsto halt the Cluy Brown-type or bootstrap-type

t 61 transactions, and it also extended the unrelated business income tax to

Reognizi'ng the economic hardship of immediate extension of this
tac to 4Urhes, the House allowed n 6-year period to restructure the

.T-
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activities. However, we believe that Congress can both eliminate the
abuses and also keep, retain, the exempt status of chwMrhes of unrelated
business income under certain conditions.

Now, the principal reasons for extending this unrelated business
income tax to churches are that, vis-a-vis the taxpaying competitors,
churches, because of the tax exemption "charge, low er prices ant ex-
pand their business operations out of earnings undiminished )y
taxation."
WIVL has always operated on a strictly competitive basis. Its em-

ployees belong to ihe same unions as empfyees of other stations. The
advertising rates that we charge are comparable to the other stations
in the New Orleans area. We feel that we have never engaged in any
unfair business practices, and we support all efforts to prevent unfair
business practices.

The other reason for extending the tax is that churches could expand
their businesses out of the earnings undiminished by taxation.

The enactment of the Clay Brown provisions removed the possi-
bility of doing that by debt financing. While others may have expanded
their unrelated activities through the use of non-tax-retained earnings,
WWL lhas expended more, not less, of its earnings than corporations
in general.

Por the last 5 years or any previous period selected, WWL has ex-
pended more than 82 percent and in some years even 90 percent of its
earnings for the benefit of its religious and educational purposes.

In this connection, the recent Treasury Department studies revealed
that in 1965 the effective tax rate upon most manufacturing companies
was 44.4 percent. Another Treasury publication indicated that all
manufacturing companies distributed to stockholders approximately
46 percent of after-tax income, which is equivalent to 30 percent of pre-
tax income.

In other words, the average corporation accounts for about 74 per-
cent of its taxable income, and the rest it has to plow back into its
business. So, in other words, the average corporation retains about 25
percent of its pretax profits.

Now this figure should be compared with approximately one-sixth
that WWL, for example, retains.

Loyola recognizes that the potential for unfair competition does
exist if churches neither pay taxes nor expend their earnings for the
benefit of the public, the l)i)ose for which they were founded, and
we support all efforts to establish equality of operation, and to secure
this result we recommend, as an alternative to an across-the-board
extension of the unrelated business income tax to churches, that
churches be required to expend a minimum of their earnings on an
annual basis, say, 80 percent, for instance, of the )retaxed earnings.

flriefly, Loyola supports legislative efforts which would, (1) remove
all, nontax advantages enjoyed by the churches in the conduct of un-
related activities and, (2) require churches to expend at least 80
percent of the sum of (a) their unrelated business taxable income
for the taxable year and (b) their gross revenue for the taxable year
derived from any source, exclusive of gifts and grants, bequests and
extraordinary items, other than any o her unrelated trade or business
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It is Loyola's )ositioll that a church sluld be required to expend
such]d amounts in tio exercise or performance of its religious, charitable,
or edlu('atiolud purposes. We belive this minimum expenditure ap-
proaclh, Combiined with the inability to borrow imposed by the Clay
i' OwNII provisions, will remove any competitive edge which churches

may enjoy and, at the same time, it permits churches to continue their
positive contribution to the communities they serve, contributions
which in our view are more significant. than the potential revenue
inpact of extending across the board the section 511 tax to churches.

(Circlies, which 5o not expend at least 80 percent of total revenues
should be taxed as a commercial entity on their unirelated trade or
l)isi hies s income.

If this approach is not deemed desirable by the committee, we would
hope that methods other than the provisions of the House bill, other
than total removal of the exemption, might be explored. For example,
churches could be allowed an unlimited deduction for earnings dis-
tributed to or permanently set aside for the benefit of certain qualified
operations or organizations; namely, schools, hospitals, charities which
derive their support from the general public.

The benefit of this approach is that the church would be required
annually to distribute or permanently set aside a portion of its earn-
ings or pay income taxes on its failure to do so.

This approach would also prevent churches which conduct business
activities from expanding such businesses through retained earnings
undiminished by income taxes.

Second, another alternative would be a phase-in period of 10 years
could be provided. Churches which have relied on prior congressional
action for nearly 50 years should not now be prejudiced by the far-
reaching changes contained in the House bill.

Many churches, including Loyola, have expanded their church facili-
ties and their other charitable activities by incurring substantial long-
term indebtedness which, in major part, are financed by revenues from
their unrelated activities.

In the event that it is deemed necessary to extend the unrelated-
business income tax to these activities, we would hope that Congress
would allow churches with existing business activities a 10-year 10-
percent-per-year, phase-in period following the effective date o? the
provision in the House bill.

Such a phase-in would provide churches with existing business
activities a reasonable time within which to retire shorter-term obliga-
tions and make adequate provisions for previously incurred long-term
indebtedness, which is secured in part by the expected revenues from
these unrelated-business activities.

We would like to reiterate our belief that income earned by competi-
tively conducted church businesses should continue to be tax exempt
if the earnings are annually used for publicly supported religious, edu-
cational, or charitable activities.

I thank the committee members for their time, and I will be happy
to try to answer any questions you have.

Senator WILAM. No questions.
Senator TALMADr. No questions.
Senator BENNIm-r. No questions.
Senator CuRrs. Thank you, Mr. Chairman.
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Do you know how much money this is supposed to raise if we would
enact the House bill as to churches ?

Reverend JoLLaFY. How much more revenue?
Senator Curnrmx. Yes.
Reverend JOLLm h. No, ]do not.
Senator CURTIS. Very snall, isn't it I
Reverend JorLEY. I am under the impression that it is relatively

small.
Senator CURTIS. Can the staff provide that?
Reverend JOLLEY. I think the staff has that figure.
Senator CURTIS. Htow much revenue by extending the unrelated-

business revenue to churches.
Mr. WOODWORTH. We do not have a breakdown on it, just churches.

It is $20 million for churches and the other organizations. We will try
to get a breakdown.

Senator Curis. That is a great many other organizations?
Mr. WOODWORTH. That is a number of others; yes, sir.
Senator CumrIs. Would you think tie churches might account for 10

percent of it?
Mr. WOODWORTit. They may account for at least that much, yes.

Based upon-there tire a number of examples of where they do have-
I would say they account for quite a bit of it.

Senator CuRTIs. Just one more question: Has any broadcasting com-
pany, to your knowledge, asked that this tax be imposed?

Reverend Joiam.Y. I just don't know. I have heard, there has been
articles writtenn about this, including say, our broadcasting company
along with other unrelated.business activities that have been using the
Clay Brown provision. We have never used the Clay Brown.

Senator Cu'wris. That is all.
Senator ANDERSON. Senator Byrd.
Senator BYRD. Thank you, Mr. Chairman. I do not have a question

but I would like to take just a moment to make a statement for the rec-
ord and to the witnesses who will testify later today and next week.

I feel these are vitally important hearings and I would like to be
present the full time and to hear all of the witnesses. However, the
military authorization bill is being debated on the floor of the Senate
now, and I am a member of the Committee on Armed Services, and I
want to do what I can to help cut the fat from the military budget
and simultaneously do what I can to see that tho muscle is not cut from
the military organization.

A vitally important amendment is being debated on the floor of the
Senate now which would cut the muscle, so today, Mr. Chairman, I
will be going back and forth from the committee to the Senate floor,
and I just wanted the record to show the reason.

Thank you, Mr. Chairman.
Senator ANDt~soN. Senator Miller.
Senator MiLuam. Thank you, Mr. Chairman.

.Father Jolley, there is a lot of merit in your testimony and I am
deeply sympathetic with the problems you face. But there is one thing
that still bothers me and that is that while you may testify that you
operate your station on a competitive bas"s and are not undercutting
competition, in your suggestion theri is nothing that I can see that
would prevent this from happening on the part 'of some other univer-
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sity and, as I understand it, one of the concerns is that competing busi-
nesses fear undercutting competition.

Granted that 80 percent of the profits from the operation may accrue
to charity or education, still there is the undercutting of competition
which I understand has occurred in some cases.

What can we do to insurethat that will not take place if we followed
your 80-percent recommendation?

Reverend JOLLEY. We feel that that restriction is pretty tight to
keep them from using their tax-exempt status to unfair advantage
or some--now, the broadcast industry is so closely regulated by the
FCC that it is very hard to engage in practices like that.

Senator MILLER. Then, let us get into some other type of activity.
Reverend JoLEY. Fine.
Senator MILLER. Some business activity that is not a regulated busi-

ness activity. I can understand how a tax adviser to a university might
say, "Cut your prices 20 percent below the regular market. You will
get a lot more volume of businSS that will just accrue to the benefit
of the university, and that is what we are in business for anyhow," and
then the competing businesses are very unhappy about it because they
find more people buying from the university, with the 20 percent dis-
count anct this is a loophole that I understand exists, and I don't see
how that would be filled by just simply requiring an 80 percent pay-
out.

I can see, some universities may say, pay out the entire 100 percent
profits to the university. But that doesn't prevent the 20 percent dis-
count designed to obtain more business, and then the ensuing hardship
on competing taxpaying businesses.

Reverend-JOLLEY. I imagine any kind of administrative regulations
to control that would be very complex, but I think perhaps some, say,
standards that the trade association to which this business belongs or
something like that could set standards where the company was en-
gaged in unfair price wars or something like that. It would be a
complicated administrative thing to carry out, but I think something
could be worked out, and we certainly would not be against that. Our
rates are by no means lower, in many respects they are the highest.

Senator MILLR. I canl see where as a regulated business you wouldn't
have the problem but in unregulated businesses like a spaghetti fac-
tory it would be. I grant that it could be an administrative difficulty.

Reverend JOLLEY. It might be complicated administratively. Per-
haps some standards of the trade association could be set up.

Senator MiLLE . Thank you.
Senator JORDAN. Father Jolley, just one question. Do you believe

unrelated activities of churches should pay State and local taxes ?
Reverend JoLLY. Yes, yes. For instance, we do, Loyola does pay

real estate taxes and ad valorem taxes and State taxes.
Senator JOIWAN. Thank you.
Seiiator FANNIN. No questions.
Senator ANDERSON. Thank you very much. We appreciate your testi-

mony and your complete statement will be placed in the record.
(The prepared statement with attaclunent follows:)
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STATEMENT OF THE VERY REV. HOMER R. JOLLY, S.J., LOYOLA UNIVERSITY,
NEW ORLEANS, LA.

Re: Extension of the Unrelated Business Income Tax to Churches.

INTRODUCTION

This statement is made on behalf of Loyola University of New Orleans for the
purpose of presenting its views on the extension of the unrealted business in-
come tax to churches. Loyola wants to make its position perfectly clear at the
outset: We do not oppose legislative efforts to stop the Clay-Brown type trans-
actions. We do, however, have serious reservations concerning the extension of
the unrelated business income tax to churches. In this connection, we feel there
are ways of curing the abuses to which extension of the Section 511 taxes Is
aimed which permit churches to continue their traditional religious, educational
and charitable activities.

BRIEF HISTORY OF LOYOLA UNIVERSITY OF NEW ORLEANS

In 1849, members of the Society of Jesus founded Immaculate Conception Col-
lege in downtown New Orleans. Thereafter, in 1904, Loyola College and Acad-
emy moved to its present site in uptown New Orleans. In 1912, the State of Loui-
siana granted Loyola a University charter. Subsequent colleges established were
Pharmacy in 1913; Law and Dentistry in 1914; Music in 1932; and Business Ad-
ministration in 1947.

Presently, Loyola's student body, repreqP:,ting 43 states and 27 countries, con-
sists of nearly 5,000 students, of which slightly more than 20 percent are not
members of the Catholic faith. From its earliest days, Loyola has been active
in the New Orleans community and committed to providing educational opportu-
nity for all citizens in the South. Loyola has, since 1924, conducted an evening
division for students employed during the day and present enrollment now ex-
ceeds 2,000 students. The Institute of Human Relations of Loyola University
was founded in 1947 and evidences a long-standing commitment to the promo-
tion of human and civil rights and to the education of the underemployed and the
unemployed. The Institute has conducted four federally funded manpower train-
ing programs for the disadvantaged. Since 1965, the Inter-American Center, a
division of the Institute, has directed 28 leadership training seminars, supported
by the Agency for International Development. These six-week sessions have
provided training for over 800 nationals from Central and Latin American coun-
tries. During the past three years, more than 150 students have participated in
the University's Upward Bound Program. A college program for police officers
and cadets was inaugurated in 1964 and more than 300 are now enrolled study-
ing for degrees in Police Science. Projects ranging from studies in the Stron-
tium-90 content in teeth to the desalinization of water are under way at the
Loyola Health Research Center.

Loyola's commitment to broadcasting began In 1909 with a spark-gap trans-
mitter as part of the Physics Department. At that time, radio licenses were
granted to most of the higher educational institutions in Louisiana as well as
other civic group.4. The only requirement for preserving the license was that it be
renewed every 90 days. Most of these licensees grew disenchanted with early
radio and alloVed their licenses to lapse. Loyola, recognizing the use to which
radio could be pit as an educational tool, renewed its license on a regular basis.
Although much of its equipment was rudimentary by present standards, Loyola
immediately placed its radio facilities, teaching aids and equipment at the serv-
ice of the Government during World War I.

On March 81, 1922, radio station WWL beamed the first radio program ever
broadcast in the City of New Orleans, and probably the entire Gulf Coast, Today,
it is one of the few 50,000-watt clear-channel stations in the nation and is heard
throughout the Mississippi Valley as well as other parts of the country. It was
xiot, however, until December, 1929, that WWL broadcast its first commercial
prbgraim. in 197, LoyOla branched into television, with WWL/TV. Both WWL
and WWL/TV are still part of Loyola University and, aside from providing mueh
needed financial assistance to Loyola, tOese facilities provide valuable tech-
ieal asistance to the Department of Communications and furnish a media by

which Loyola can better serve the New Orleans community.
Loyola was a pioneer in the use of television to offer education courses for

credit. A typical lecture series might dwell on "Science of Optics" (Physics)

' Ii /
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or "Marketing Techniques" (Business Administration) or "The Philosophy
of Existentialism" (Philosophy). In 1966, Loyola instituted a full-time De-
partment of Communications offering degrees in, several fields of broadcast-
ing. For some years prior to this, Loyola students were able to receive credits
in a variety of broadcast courses using its broadcasting facilities as the primary
classroom Presently, courses are offered in all phases of broadcasting, includ-
Ing production, writing, announcing and even marketing. Beginning in 1902,
Loyola through its broadcasting facilities presented a series of programs designed
to teach functional Illiterates how to read and write. Presented in cooperation
with the Greater New Orleans Council of Jewish Women, the programii "Project
Learn" was aimed at the area's Negro minority. Public affairs programming
is varied and reaches a majority of homes in the broad WWL broadcast
range. Community service has become a luillhark of WWL broadcasting, as is evi-
denced by the fact that WWL has, within the last five years, received more
national awards for programs and services than all other stations in New
Orleans combined.

INCREASED DEMAND FOR EDUCATIONAL FACILITIES

In the past 10 years, Loyola's enrollment has increased more than 50 I-ercent.
In order to meet this increase, Loyola-like all other educational institutions--
has substantially increased the size of Its faculty, faculty salaries, and physical
plant. Increased enrollment over the next five years is projected at nearly 20
percent. In the last five years, close to $14 million in capital improvements have
been made. Indeed, within the last -few months, Loyola dedicated a $6.7 million
science complex in order to keel) abreast of the widening vistas of science. With
ever-increasing operating costs, the tuition fees continue to rise and the Uni-
versity is required to appropriate more scholarship aid to assist more deserving
students. None of Loyola's past accomplishments or future goals could have
been-or will be-possible without the direct financial assistance Loyola receives
from WWL.

Loyola is a private university engaged in public service. InIversity revenues
are realized. from tuition fees, alumni gifts, matching gifts of corporations,
friends, and foundations, a mnall security endowment, and the revenues derived
from the operation of its broadcasting facilities. Even with these sources of
financial assistance, Loyola, like most private universities, must operate on
a marginal budget. Our five-year projections indicate that without additional
sources of revenue, the University will operate at a deficit for all five years.
This deficit will be increased substantially without the anticipated revenue that
would be derived from WWL.

While others may have exl)and.ed their unrelated buslin-,ses throunrh the
use of competitive practices gained as a result of tax exemption, WWL has
always operated on a strictly competitive basis-on a par with other broad-
cast operations in its market. Its employees, both engineering and talent, belong
to the same unions as the employees of other stations. Accordingly, the same
union contracts are generally involved. While some business operations perhaps
lend themselves more easily to utilizing a competitive edge, the broadcasting
industry is strictly regulated by the Federal Communications Commission. New
Orleans is a highly competitive local and national television market, with each
of the network-affiliate stations and the independents competing for the samie
advertising dollars. Since television rates are primarily based on audience
ratings compiled by the American Research Bureau and the A. C. Nellson Co.,
individual stations formulate rate cards to reflect audience flow during the
broadcast day. WWL, wtih its CBS affiliation, maintalnms advertising rates
comparable to the other stations In the area. For example, minute announce.
ments during the 12 noon to 4:30 pam. period for each of the stations are:

Co0*t per
Station minute

WDSII/TV -1----------------------------------------------- -$170
WWI,/TV ---------------------------------- --------------- 110- 200
WVUE/TV ------------------------------------------------- 40- 65
WWO,1/TV ------------------------------------------ 15- 32
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The advertising costs during the so-called prime time hours (7 to 10 pl.m.) for
each of the various stations are as follows:

Cost per
Station o0ii0r

WI)SU/TV --------------------------------------------- $1,550
WWL/TV --------------------------------------------- 1,550
WVUE/TV ---------------------------------------------- 1,100
WWGM/TV ----------------------------------------------- 300

HOW WWL KARNIN0S ARE USED

Since WWL began commercial operations in 1929, Loyola's educational facil-
ities have been the sole beneficiary of these earnings. For example, in the past
five years, WWI, has expended 82 percent of its earnings for the benefit of Loy-
ola's educational facilities. Without this source of Income, Loyola could neither
afford to meet the ever increasing demand for higher education programs in
the South nor continue to maintain our present level of competence in academic
quality. Even with WWL, Loyola has and will continue to have difficulty comlxt-
ing with the public universities and colleges that receive State aid.

The Tax Reform Studies and Proposals of the United States Treasury Depart-
ment, published on February 5, 1969, state that in 1965 the effective tax rate I
was 29.6 percent for the lumber Industry; 39.9 percent, for the iaper Industry;
and 44.4 percent for all manufacturing enterprise, except the petroleum and
lumber industries. Another U.S. Treasury publication (IPtl icatlon No. 159
(9-68)) entitled Preliminary Report, Statistics of Income-1960, ('orwiration
Income Tax Returns, indicates that this effective tax rate for the various indus-
tries has not changed significantly. [oreover, this saime il)blicatEt indicates
that all manufacturing companies distributed to stockholders approximately 40
percent of after-tax income (30 percent of pretax income), or, approximately
74 percent of taxable income was accounted for either in federal taxes or in dis-
tributions to shareholders. These figures show that, on the average, manufactur-
ing corporations retained slightly more than 25 percent of pretax profits. This
figure should be compared with the 18 percent retained by WWI,. The Treasury
Department does not break down radio and TV stations as a separate industry
and, accordingly, no comparison on this particular industry can be made.

WAYS TO CURE ABUSES AND PERMIT CHURCH ACTIVITIES TO CONTINUE

Prior to the Revenue Act of 1950, religious, charitable and educational orga-
nizatlons were exempt from Federal income taxation. In the Revenue Act of 1950,
Congress, concerned with certain business activities of exempt organizations,
enacted the unrelated business income tax. In taking this step, Congress specifi-
cally exempted churches or a convention or association of churches. The primary
basis for this exemption was the recognition of the vital role churches play in this
nation and the feeling was that churches should continue to provide religious,
charitable and educational services free from the burden of Federal income taxa-
tion. Earlier this year, the House of Representatives, concerned with what It
considered to be abuses In the unrelated activities for certain organizations. in-
eluding churches, chose to attack these abuses in two ways, The first was to enact
certain provisions designed to halt the Olay-Brown type transactions. We agree
that the Cl/ayBrOwn situafons constituted a clear abuse; Indeed, such transac-
tions exploited the tax-exempt status conferred on non-profit organizations under
existing law, and we applaud the House action in this regard. The second action
taken by the House (Section 121 of H.R. 13270) was to extend the unrelated busi-
ness income tax to certain tax-exempt organizations, Including churches. Recog-
nizing the economic hardship that such extension would cause, the House 11111
provides churches ..,th a six-year period within which to re-structure their ac-
tivitles, We believe that there is a middle ground available to Congress which
will both curb the abuses to which the House Bill is aimed and, at the same time,
retain the traditional tax-exempt status of churches.

The principal reasons advanced by the Treasury Department for extension of
the unrelated business income tax to churches are that vis-a-vis their taxpaying
coetitors, 0cirches (because of tax exemption) can "charge lower prices and
... expand their business operations out of earnings undiminished by taxation."
'. he electtve tax rate Is the actual tax, both domestic and foreign, a. a percent of

taxable Income.
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As evidenced by the advertising rates charged by WWL, it is apparent that WWL
does not "charge lower prices" for its broadcasting services. WWL recognizes
that tax exemption creates that potential advantage, but we can say unequivo-
cally that WWL has not been guilty of any unfair competitive practices, and
that we support all efforts to stop such activity. If, indeed, a church did use
this potential advantage and did charge lower prices, it is difficult for us to
understand how the imposition of the unrelated business Income tax would
materially change this situation. Rather, unfair competitive practives should
be met head-on and not through the taxing statute.

The other reason advanced by the Treasury Department Is that churches can
expand their business operations out of earnings undiminished by taxation.
Tie enactment of the Clay-Brown provisions will eur (et financed buslne ss
expansions. Moreover, as the above figures indicate, WWI, has expended more,
not lesa, of its earniings than corporations in general. For the last five years, or
any previous period selected, WWI, has expended more than 80% (often more
than 00%) of its earnings for the benefit of its religious and educational purposes.
As a consequence, WWL has less funds available for expansion than do taxpaying
corporations.

Loyola recognizes that the potential for unfair competition does exist if
churches neither pay taxes nor expend their eariflugs for the benefit of the public.
We support all efforts to establish equality of operation, and to secure this
result we recommend, as an alternative to across the board extension of the
unrelated business income tax to churches, that churches le required to expend
a inininium of their earnings on an annual basis.

Loyola supports legislative efforts which would (i) remove all non-tax ad-
vantages enjoyed by churches in the conduct of unrelated activities, and (ii)
require churches to expend at least 80% of the sum of (a) their unrelated
business taxable income for the taxable year and (b) their gross revenues for
the taxable year derived from any source (exclusive of gifts, grants, bequests,
and extraordinary Items) other than any unrelated trade or business income.
It is Loyola's position that a church should be required to expend such amounts
in the exercise or performance of its religious, charitable or educational purposes.
We believe that this minimum expenditure approach combined with the lnabfity
to borrow Imposed by the Cay-Brown provisions will remove any competitive
edge which churches may enjoy, and, at the same time, permit churches to con-
tinue making positive contributions to the communities they serve-contributions
which, in our view, are far more significant than the potential revenue Impact
of extending across the board the Section 511 tax to churches. Churches which
do not expend at least 80% of their total revenues should be taxed as commercial
entities on their unrelated trade or business income. We have attached a draft
bill which embodies these proposals and would hope that the Committee will
give it serious consideration.

If this approach is not deemed desirable by -the Committee, we would hopl
that methods other than the provisions of the House bill which would eliminate
abuses will be explored. Examples of these methods include:

(1) Churches could be allowed an unlimited deduction for earnings distrib-
uted to or permanently set aside for the benefit of certain qualified operations
or organizations such as schools, hospitals, and charities which derive their
support from the general public.

The benefit of this approach is that the church would be required annually to
distribute or permanently set aside a porlon of its earnings or pay income taxes
on Its failure to do so. This approach would also prevent churches which con-
duct business activities from expanding such businesses through retained earnings
undiminished by income taxes.

(2) A phase-in period of 10 years could be provided. Churches which have
relied on prior Congressional action for nearly 50 years should not now be
prejudiced by the far reaching changes contained in the House Bill. Many
churches, including Loyola, have expanded their church facilities by incurring
substantial long term Indebtedness which in major part is financed by revenues
fronub their unrelated activities. In the event that it is deemed necessary to extend
the unrelated business Income tax to these activtie%, we hope that Congress
would allow churches with existing business activities a 10 year-10% per
year-phase-in period following the effective date of this provision in the House
Bill. Such a phase-in would provide churches with existing business activities a
reasonable time within which to retire shorter term obligations and make
adequate provisions for previously incurred long term indebtedness secured in
part by the expected revenues from their business activities.
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SUMMARY

In summary, Loyola believes strongly that churches have an obligation to the
community they serve, as well as to thb, nation, to benefit the general public.
While the primary obligation runs from the church to its members, its obligation
to serve the community extends to the public. Among the ways tMe public benefits
from church activities are the operation of schools, hospitals, day-care centers,
etc. To continue such activities, large amounts of money are necessary. Because
of its deep commitment to higher education and its need to secure funds to operate
a university, Loyola operates WWL. As was noted above, Loyola's entry into the
broadesting field was not inspired by economics, but rather, as an educational
tool to serve the New Orleans area. As New Orleans grew, so did Loyola and
WWL; and, while not originally conceived as a revenue producer, WWL-there
is little doubt on this point-has in large measure made possible Loyola's recent
expansion of its university facilities, through the funds which it provides. More-
over, Loyola's ability to expand and improve its existing educational facilities is
heavily dependent on the revenue produced by WWL.

In recognition of the obligation which'churches owe to the communities they
serve, we have suggested two alternatives to outright extension of the unrelated
business income tax to churches. Loyola supports legislative efforts which would
(i) remove all non-tax advantages enjoyed by churches In the conduct of lnre-
lated business, and (i) require churches to expend on an annual basis a mini-
mum amount of both unrelated business income and other gross revenue for the
benefit of educational facilities, religious and other charitable purposes for
which they were formed. We believe that such an approach would remove any
competitive edge which churches may enjoy and, at the same time, make a posi-
tive contribution to the local communities tbey serve. In our view, such a con-
tribution is far more significant thaL the potential revenue impact of extending
the Section 511 tax across the board to churches. 'Thurches which do not meet
this minimum expenditure requirement should be ,fixed on their commercial
activities.

Loyola and all its representatives stand ready to assist the Committee in
attempts to reach a satisfactory conclusion In this area. We feel that the mhminum
expenditure requirement discussed above is equitable under the circumstances
and should be adopted.

[Attcchmentl

A BILL To amend H.R. 13270 to provide that after 1075 a church shall be subject to the
unrelated business income tax unless it expends or distributes currently more than 80
percent of its unrelated business income

Be it enacted by the Seniate and Houso of Representatives of the United States
of America in Congress asem bled, That, effective with respect to taxable years
beginning after December 31, 197r, Section 121 of H.R. 13270 (relating to the
imposition of tax on unrelated business income of charitable, etc., organizations)
is amended by inserting after subsection (b) the following new subsection:

"(C) SPECIAL RULE FOR CHURCHES WHnii EXPEND INCOME CURRENTLY FOR
QUALIFIED PURPOSES.-

"(1) GENERAL RuLE.-The tax imposed by subsection (a) (1) (A) shall not
apply to a church or to a convention or association of churches if, during the tax-
able year and the succeeding one-year period, its qualified expenditures exceed
80 per cent of the sum of (A) its unrelated business taxable income for the tax-
able, and (B) its gross revenues for the taxable year derived from any source
(exclusive of gifts, grants, bequests and extraordinary items), other than any
unrelated trade or business regularly caTled on by it.

"(2) QUALIFIZD XPENDITURE.-For purposes of paragraph (1)-
"(A) The qualified expenditures of a church, a convention or association

of churches are (1) amounts expended by it in the exercise or performance
of its religious, charitable, or educational purposes, and (i) amounts dis.
tributed by it to qualified organizations.,

"(B) Any qualified expenditure during a taxable year may, at the election
of the organization, be taken into account for the taxable year or for any
preceding taxable year which ended not more than one year before the date
of the expenditure.

"(3) QUALUFJAD ORGANIZATION.-For purples of' clause (1i) of paragraph
(2) (A), an organization is a qualified organization if it is--
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"(A) an educational organization which normally maintains a regular
faculty and curriculum and normally has a regularly enrolled body of pupils
or students in attendance at the place where its educational activities are
regularly carried on; or

"(B) an organization which normally receives a substantial part of Its
support (exclusive of income received in the exercise or performance by such
organization or its charitable, educational or other purpose or function con-
stituting the basis for its exemption under section 501(a) from the United
States or any State or political subdivision thereof or from direct or indirect
contributions from the general public."

Senator ANDERSON. Mr. McKenna? Will you announce who your
associates are ?

STATEMENT OF ROBERT E. McKENNA, PRESIDENT, CHILTON CO.,
CHAIRMAN, WASHINGTON LEGAL COMMITTEE OF THE AMERI-
CAN BUSINESS PRESS; ACCOMPANIED BY PAUL CONRAD, GEN-
ERAL COUNSEL, NATIONAL NEWSPAPER ASSOCIATION; AND
ROBERT SALTZSTEIN, GENERAL COUNSEL, AMERICAN BUSINESS
PRESS

Mr. McKrNNA. Yes, I will.
Mr. SILTZS'T EI.. Mr. (liairiman, before we l)l'(e(I we have a state-

inent that will take about 1.5 minutes to read. We think we can develop
our case better if we read it. If the Chair prefers we can go over this
summary of princil)al points .

Senator ANDERSON. 0o ahead.
Mr. McKENNA. Mr. Chairman and members of the committee,

ny name is Robert McKenna, I am president of Chilton Co. in
Philadelphia and chairman of the Washington Legal Committee of
the. American Business P1ress, which lunbers among its membership
over 400 specialized business publications published coast to coast.

On my right is Mr. Paul Conrad, general counsel of the National
Newspaper As ociation which includes in its niembership 7,000 news-
lp pers in all 50 States. Known from 1885 until 1966 as the National
editoriall Association, the organization is generally thought of as rep-resenting the Nation's conunity press, although sontc of the Nat ion's

latest metropolitan daily newspapers are members also.
(6li my left is Robert 8altzstein, Wyatt & Saltzstein, general coun-

s l of the American Business lhress, and Mr. Resh from Mr. Saltzstein's
office.

I am authorized to say that, Fairchild Publications, New York;
C. V. Mosby Medical Pul~lications, St. Louis; Itoliday magazine, New
York; the Atlantic, Boston; Investment 1)ealers Digest, New York;
Safety Journal , Anderson, S.C.; Second Class Mail Publicatious, an
association of publications mailed at second class rates including such
,dlblieaftions as lublic Utilities Fortnightly, and YXiwltinig, and Asso-
clated Construction Publications, puhlislle(1 in 14 dii 'rnt States, have
as ;oeiated themselves with the 'estihiouv of the National Newspaper
Association and the Anerican Business Press in order to conerve the
time of this committee. They all support the principles we are privi-
leged to put before you today.

.The National Newspaper Asiociation, the Anmerican B;siness Press
and the other associations and lublica,tions I have just. mentioned,
haxve consolidated their testimony because they see eve to eye oil tle
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principle that advertising is a business, that profits earned on adver-
tising should not take .the place of professional society or trade asso-
ciation dues or membership charges, and that where advertising makes
a profit, it should pay an income tax on that profit.

The Ways and Means Committee, by including section 278(d)
beginning at line 22 on page 93 of the bill before you and headed
"advertising, etc. activities legislatively supported the loophole-clos-
ing IRS had achieved when the service issue dits regulation applying
the unrelated-business tax to advertising profits of tax-exempt publi-
cations. It is our hope that this committee will make certain that sec-
tion 278(c) is administered so as to prevent tax avoidance through the
use of accounting devices which could dissipate possibly $25 million
in tax collections.

In July 1967, before issuing its regulation and after much public
discussion about its intention to do so, IRS held an extensive hearing
at which it heard those who oppose the tax, and those who favor the
tax. On February 24 and 25 of this year, the Ways and Means Com-
mittee included advertising profits of tax-exempt organizations as
part of its tax reform hearings.

At the IRS hearing and at the Ways and Means Committee hearings,
the following arguments were made against the tax:

1. IRS had no authority to issue the regulation and this constituted
"administrative regulation" and "usurpation of the powers ofCongress."2. The profits earned on advertising in tax-exempt publications are
devoted to good workst so they should be untaxed, even though the
same advertisement which runs in a tax-exempt publication may also
run in a tax-paying publication.

3. Since the editorial portion of an association publication is for the
appropriate purpose of communicating with members, advertising
cannot be separated out for tax purposes even though the exempt com-
munication function is exploited by the ruiuing of advertising.

4. Advertising is somehow related to a tax-exempt purpose.
Prior to issuance of the regulation, all of these arguments had been

repeatedly made for several years at tax symposiums and in tax litera-
ture, but none of these hypotheses or written comments took into
account the very critical statement appearing in both the House and
Senate committee reports at the time the unrelated business tax was
passed in 1950.

That statement follows:
T h prohlpm at whtih thp tax on inrelAtod hvi nem's income 1- directed Is

primarily that of unfair competition.

After hearing all these arguments, IRS went ahead and issued its
regulation. Then the opponents of the regulations again led by the
American Medical Association, the U.S. Chamber' of Commerce, the
American Society of Association Executives, the Society of National
Association Publications the American Chemical Society-and based
on a statement filed in the House committee report by the National
Geographic Society as well-appeared or filed statements before the
Ways and Means Committee an ,in general, repeated the same argu-
ments they had made to IRS, and before that to the Treasury, to slow
down issuance of the regulation.
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Once again, the argument was made that IRS did not have the au-
thority to issue the regulation.

To the statement that IRS had no authority to issue the regulation,
the taxpaying press illustrated both before the IRS hearing and the
ways and means hearing that IRS did have such authority.

There is ample evidence in the legislative history of 1950 when the
unrelated business tax was passed, that IRS was granted discretion
to apply the tax to situations which would come up in the future.
For example, in the 1950 hearings, Chairman Knutson read a list of
business activities carried on by tax-exempt organizations, and pub-
lishing is mentioned five times.

Moreover, in the floor debate in the House, Congressman Lynch
was asked where the tax would apply and where it would not, and he
replied:

It is not possible to define in the bill exactly every case that is going to be
covered. We have drawn it so that there is a certain amount of discretion for
the determination of questions of fact as to whether or not a certain matter comes
within the purview of the bill.

Thus, in applying the tax, IRS was properly exercising the dis-
cretion Congress had delegated to it.

Page 1179, in volume 3 of the House Ways and Means Committee
hearings this .year, contains a brief setting forth the legislative history
behind the unrelated business tax.

The arguments in support of the IRS regulation and its codification
in the bill before you, are that when an advertisement appears in two
publications, one of which pays a tax and the other does not, this is
unfair competition.

Secondly, unless this loophole remains plugged, some 700 trade as-
sociations and professional societies will continue to take a tax-free
handout from the Governmen, which is preoisely what tax-exempt
profits really are. A little later Mr. Conrad will show you some exam-
ples of this in the newspaper field.

I would like to show an illustration which was presented earlier to
the IRS hearing. Mr. Resh and his assistant will take cra of that. This
was also presented to tho Ways and Means Committee.

In this display are all the identical advertisements which appeared
in Chemical and Engineering News, published by the American
Chemical Society during the first 6 months of 1967, and the same ad-
vertisements which appeared in Chemical Week, published by tax-
paying McGraw-Hill during the same time. The situation is no
different today. Why should one pay a tax and the other be tax free?

Now the reason why an advertisement appears in the tax-exempt
chemical publication is to sell chemicals, which certainly is not a tax-
exempt purpose. If the profit earned on that advertisement is tax
exempt, then the profits of the taxpaying publisher should be tax
exempt and taxpaying publishers, of course, do not ask for tax exemp-
tion.

Here is a copy of Hardware Retailer, published by the National Re-
tnil Hardware Association, and here is a copy of Hardware Age, pub-

ed by my company, Chilton. No one needs a crying towel for the
Iiardware Association which has agreed to pay a tax on its profits, and
the last thing they need is a tax sanctuary, but it is not hard to imagine

33-865---69-pt. 2- 14
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that if this'committee does not back up IRS and the House codifica-
tion the hardware dealers aren't going to pay a tax either.

The National Geographic Society competes directly with Holiday
Magazine, the Atlantic Monthly, and others. Here are some advertise-
ments run recently by the National Geographic in Advertising Age for
the purpose of selling advertising to advertisers.

Note the headlines on these advertisements:
The Bridge to 6,000,000 high income households.
National Geographic-the Bridge to 6,360,00 upscaled households.

"Upsealed" is a Madison Avenue term.
Why should the National Geographic be tax exempt when from a

publishing standpoint it operates in exactly the same manner as Holi-
iay, except that the 6,360,000 recipients who read the National Geo-

graphic are called "members" rather than "subscribers."
The taxpaying publishers for whom we speak share what we believe

to be the viewpoint of the taxpaying public in general. We don't object
to paying taxes as long as everybody pays theirs, and this is equally
true in the publishing business.

The American Medical Association is also a large publishing house.
In 1967, it had a gross income from all sources of $31,677,215 against
expenses of $28,346,984. Of that, $31,677,215 gross income, 42.8 per-
cent was from advertising whereas dues represented only 36.5 percent.
The AMA also received in 1967 $1,538,139 for use of its mailing lists
for other medical publications and for direct mail advertising to doc-
tors. The following table, taken from figures published in the AMA
News, show growth and net worth of the AMA as follows: 1965,
$14,307, 334; 1966, $15,681,397; 1967, $19,011,610. And I understand
it was over $20 million in 1968.

When the general counsel of the AMA appeared in Februa-ry 1969,
before the Ways and Means Committee, Congressman Burke asked
the followbig question:

Have you a financial statement ready to present to this Committee contain-
Ing the operating expenses, the revenues, and how any excess revenues over oper-
ating expenses are expended?

To which Mr. Hirsh replied:
No, I do not have any financial statements with me, Congressman. They are in

the process of preparation. These regulations have made it necessary for the
American Mledical Association to review and revise Its entire accounting pro-
cedures and this is now being done.

Mr. Hirsh also testified:
Present indications are that after paying all of the costs of publication-edi-

torial cost, paper cost, overhead, et cetera-that the profit, or so-called profit, if
any, will be nominal. I do not have these figures now because they are in the
process of being determined by our accountants. I will be glad to furnish them to
the committee when they are available if the committee so desires.

The record then includes a letter dr.ted April 15, 1969, from Dr. E.
B. Howard,. executive vice president of the AMA, which includes the
following 'prtinent paragraph:
With reepet to a request for a financial statement indicating revenues from,

and, operating expenses of, the Association's publications and the use of any ex-
it eess over opening expenses, we sincerely Iregret that this information is not
available.: Af'Mr. Hirsch indicated, the promulgation by the Internal RevenueService of the expanded unrelated business tax regulations has required the
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Association to completely review and revise its accounting procedures. This was
and is being done. However, the problems of this revision are so complex that
the Association has requested a 60-day extension for filing its return for 1908.

If, because of accounting revisions, nominal or no tax results for
the AMA, this would be very much in line with a statement submitted
at the IRS hearing in July 1967, by the attorney for the U.S. Chamber
of Commerce.

Page 59 of that statement contains the following comment:
Normally, In the case of a proposed new tax measure, the effect of the tax on

the revenues would be another important consideration. But even the proponents
of the advertising tax concede that gross advertising receipts of all tax-exempt
publications are only some $100,000,000 annually. It is probable that at least 50
percent of this would be offset by deductions under any realistic and fair tax
statute. Thus, net receipts probably would be less than $25,000,000, a nominal
figure in terms of overall revenues. As tax-exempt organizations stepped up their
expenditures to improve their publications to make them more competitive, and
realigned their publishing activities, perhaps by judicious combination of profit-
able and unprofitable activities in taxable subsidiary corporations, tax revenues
night well dwindle to the vanishing point.

For the U.S. Chamber of Commerce to take this position is, to us,
incredible. The business press and the newspapers of this country are
no less advocates of free enterprise than the chamber. When the un-
related business tax was passed in 1950, the leading advocate in sup-
port of the tax was the chamber.

Its witness then told the Senate Finance Committee:
It is our policy that we are opposed to Government favoritism in any form,

and we urge that no enterprise be favored over any other, and that each enter-
prise, whether it is cooperative, individual, or corporation, should stand on its
own feet, with protection from unfair competition, and free from either tax
exemption or other public subsidy.

The CHAIRMAN (presiding). We have a rule here that we don't want
witnesses to read their statements. We want them just to summarize
them and we will print the entire statement for you.

It is difficult for us because, as you know, Mr. McKenna, we have
had requests from more than 700 witnesses who want to be heard, and
you have got a pretty good attendance to hear your presentation today
and we will certainly consider your problem but we do have to ask
you to be brief and to summarize. We ask all witnesses.

Mr. MCKENNA. We will finish, Mr. Chairman, this way, and I would
like you to know that personally I am not an Pttorney.

The CHAIRMAN. Yes, sir.
Mr. MCKENNA. But I am surrounded by them.
The CA~nMMAN. I am sure you are well advised, I have no doubt

about that. Maybe you have too much advice.
Mr. MCKENNA. I think I have covered enough that it would be of

interest to the committee, I hope, and I would-like to turn it over to
Mr. Conrad.

Senator BENNETT. Are we going to have 10 minutes from each of
these four witnesses. It is 10 minutes after 11 and we have 16 wit-
nesses. We have been here an hour aid a half and 13 yet to testify and
I respectfully suggest that when the bell rings the witness is required to
stop within 10 minutes.

The CAMRMAN. I am afraid we will have to do that.
Mr. McKENNA. As long as you don't shoot us, Senator, it is OK.
The CHAIBMAN'. I am afraid we will have to do that and after awhile
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we will have to even start trying to gag Senators on the questions we
ask to try to limit ourselves in order that this hearing can come to an
end because we can't pass this bill if we can't finish the hearing.

Mr. SALTZSTEIN. We agree, Senator. No problem.
The CHAIRMAN. Senator Anderson, would you care to ask any ques.

tions of the witness?
Senator A NDERSON. How much money would you estimate the Gov-

ernment would lose in taxes from tax exempt. organizations if we
allowed them to escape tax on income derived from advertising in
their publications?

Mr. SAIM'zsrmN. A statement submitted for the 17.S. Chamber of
Commerce at the IRS hearing in July 1967, used the approximate fig-
use of $25,000,000, but said these tax revenues could clvindle to the
vanishing point by the "judicious combination of profitable and un-
profitable activities * * *." The full quotation, appearing on page 59
of U.S. Chamber statement follows:

"Uormally, in the case of a proposed new tax measure, the effect of
the tax on the revenues would be another important consideration. But
even the proponents of the advertising tax concede that gross adver-
tising receipts of all tax exempt publications are only some $100,-
000,000 annually. It is probable that at least 50% of this would he
offset by deductions under any realistic and fair tax statute. Thus, net
receipts probably would be less than $25,000,000, a nominal figure in
terms of overall revenues. As tax-exempt organizations stepped up
their expenditures to improve their publications to make them more
competitive, and realigned their publishing activities, l)erhaps by the
judicious combination of profitable and unprofitable activities in tax-
able subsidiary corporations, tax revenues might well dwindle to the
vanishing poifit."

Senator ANDEnsoN. Let's use the American Medical Association as
an example. Approximately how many members do they have?

Mr. S.uizsrajN. It is our understanding that the American Medical
Association has in excess of 200,00) members.

Senator ANDERSON. What is the amount of their individual dues
each year?

Mr. SALTZSWMN. $70, per year per doctor.
Senator ANDFRSON. 200,000 members of $70 per year would bring in

$14 million a year. If they increased their dues only $5 per member
that would raise an additional $1 a year, is that not right?

Mr. SALTZSTN. Yes. And if they raise their dues even $10 to $80
per annum, they would yield an additional $2,000,000.

In 1967 the AMA advertising sales exceeded its dues collections.
They sold $13,565,106 of advertising, and had dues income of $11,-
547,120; so advertising exceeded dues about $2,000,000, or $10 more
does per doctor.-j. nator ANDgasoN. And after examining charges under medicare
S atn mediaid, they could easily afford to pay that amount?

Mr. SALzsrNn. There does not seem to be any question about that.
Seniatto A. nSoN. What would happen if organizations that pub-

1shi iwo magazines could average the two together and pay tax only
on profit from the two together ?

Mr. $Xv rr.PU, If one magazine m~kes a profit, and the other estab-
she4 " io.ein excm e of the profit the first magazine made, there would

J + -;'/ + :+ ;/ : . .. + + ' ,1
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be no tax to pay. If this kind of consolidation is permitted, it is prob-
able that little or no tax will ie collected.

A tax-exempt organization is very different from a tax paying
organization. A tax paying organization will necessarily fold a losing
publication.

A tax exempt organization can use profits from a money making
publication to carry on losing publications, which would really be
paid for by dues, into perpetuity. If this happens, the unrelated busi-
ness tax will be meaningless- because tax exempt organizations will
use accounting procedures which will, as the U.S. Chamber of Com-
merce statement says, "cause the tax to dwindle to the vanishing point."

Senator ANDERSON. I notice on page 50 of the House report, in the
fourth paragraph, that this consoliFation might be possible. Do you
have information as to how that has been abused by "tricky" book-
keepin g ?

Mr. 9ALTZSTEIN. We understand that the American Medical Associa-
tion has been circulating an amendment to the House provision, the
amendment stating as follows:

"Provided, that the activities carried on by an organization in
the sale of publications, and advertising in any of such publica-
tions may, at its option, be treated as a single unrelated trade or
business.

The import of that language is that the American Medical Association
would be able to put all of its publications together, or all of its adver-
tising together, to include for tax purposes what it wished to include,
or exclude what it wished to exclude, and it could work out accounting
procedures which would provide no tax, simply because tax exempt
organizations are just not the same thing as tax paying organizations,
which could not remain in business if they did not produce profits on
which they pay taxes over the years.

We know of one example of an organization which previously re-
ported a profit for its magazine, but the following year consolidated
two or more publications and showed a loss for both years by this kind
of combining.

The CHAIRMAN. I have no questions.
Senator ANDERSON. I wanted to have your testimony in because the

National Geographic Magazine is involved-I am on the Board of
Regents of the Smithsonian Institution so this is very important testi-

* mony to me.
Senator BFNNirF. I just have one question. This is an interesting

display on the floor. Is it your argument that if there were no National
Geographic that there would be two advertisements, one of whioh
would be in Holiday and one of which would be in another magazine.
In other words, is the National Geographic actually in competition
with Holiday ? Has it reduced Holiday's income?

Mr. McKFNNA. I can't be too specific. I don't know the accounting
of Holiday but I would say off the top of my head that it is certainly
competitive.

Senator, when a company allocates money to, for advertising for a
product, service, whatever it may be, equipment, they intend to spend
so much money and they will use certain selected media. Within an
area they will spend, let us say, a hundred thousand dollars. Now, it
i f a fight between the taxpaying publication and the nontaxpaying
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publication to go out and fight for those dolla.. Whoever has the best
story and can fight well enough wins it.

On this display-
Senator BENrE. Then it is your position that if there were no Na-

tional Geogralhic advertising that same amount of money would be
appropriated by the same company and it would be spent in other
publications?

Mr. MOKENNA. Correct.
Senator BNNiTrr. Therefore, why don't we just tell the National

Geographic it can't advertise and it can't sell advertising under any
circumstances and still be a tax-exempt organization.

Mr. SALTZSTEIN. Senator, we say it can carry the advertising. It just
ought to pay a tax if it makes a profit on it.

Senator BENrNrT. Is it your position, the same position that was
taken by Mr. Caplin, that National Geographic should not, be allowed
to offset its losses against its income, but that every some of income
should be treated separately and if they had income from advertising
they should pay full tax on that income?

Mr. Comu). Yes, Senator, I think it is important to maintain this
distinction between publishing publications and actually selling ad-
vertising, which is the unrelated business, and further, it is very im-
portant to maintain the distinction between a taxpaying organization
which, of course, has to show a profit on whatever they produce, and
a-nonprofit tax-exempt organization, which is in the business of mak-
ing "losses" as far as that is concerned. That is the whole idea of the
organization, that it will collect dues and then expend that money for
the purposes of the organization. Therefore, it is just loaded with
"'losses" and if you allow the organization then to mix its profits out
of the unrelated business of selling advertising, against those losses
of which it is so well supplied there will never be any tax.

Senator BsNNwzr. No further questions, Mr. Chairman.
Senator Ours. Mr. Chairman, Mr. McKenna, does your firm pub-

lishinore than one magazine?
Mr. MCKENNA. 23.
Senator Cuwais. 23.
Mr. McKNqlA. Yes, sir.
Senator CuwRzs. Are they 23 different corporations?
Mi'. MCKRZA. No, it is one company.
Senator Cums. One company?
Mr. McENNA. Yes.
' senator'Cvis. Do they file consolidated, a tax return for the whole

bu"ness?
Mr. M6KzrnA. That is right.
-Serator Cuwrs. So if one particular publication has a loss that lossofset againstone of the other publications or against the total?

Mr. : ]-wMoK iAWell if you don't mind, I would have to qualify
: thati , Ihat is true, but it is also true if we went too many years like

4 thatlke a oople of years, we would say we fold a magazine or we4tysell twosome unsuspecting person. [Laughter.]
oz:a q tiuwn~~s. You might try the 4MA. [Laughter.] -

-A tThey can, afford it.
. ru:to tTias;Do0you recommend the same rule for nonprofit or-

::: gn|z t ns a applied to our own publishing company, to-wit, that

:.. , : .. ',, ' ,,"
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all your publications, I didn't say all your activities, but all your
publications, be combined in one tax return to show that you are
operating at a profit or at a loss ?

Mr. McKENNA. I have to answer no, Senator, because in one area.
in the association activity, there is a membership thing which in our
case ws call a subscription, and on that subscription we would pay a
tax. In their case they would obviously not pay a tax. So I would have
to separate that.

In other words, we wouldn't have that kind of a subsidy to go along
and support what we are trying to do in making a profit with publica-
tions.

Senator, I should have answered that we have 22 publications, not
23. I forgot that just last month we folded Butane-Propane News,
which could not successfully compete with L-P Gas Times, published
by the National L-P Gas Association. And that really answers your
question. We pay taxes to begin with and have to show a profit, so we
can't carry on losers. An association does not pay taxes to begin with,
and shouldn't be allowed to use the taxes it would pay on the adver-
tising profits of one journal to finance another journal instead of pay-
ing taxes on the first one. If the unrelated business -tax is administered
that way, a tax exempt organization could go on so using taxes for-
ever. A taxpayer couldnot and would not.

Senator CuTwris. Then you do suggest a separate rule for a tax-
exempt organization than you have for yourself ?

Mr. SALTZSTEIN. Senator, tax-exempt organizations and taxpaying
organizations are two different things.

Senator CuRTrs. I know there has been a lot of loose talk around
here. They would be paying dues if they didn't have any publications.

Mr. MCICENNA. Right.
Senator CurIs. It takes dues to run an organization, to send out

notices, to hold meetings, to get speakers, to hold panels, and just to
glibly say that dues are a subsidy to publications without any
audits-

Mr. SALTZSTEIN. Senator, we don't say that, sir.
Senator CuirTis. I understood Mr. McKenna to say that.
Mr. SALrZSTIN. People belong to an organization and receive cer-

tain membership services and for that they pay the dues.
Senator CuRrs. That was referred to by Mr. McKenna as a subsidy

to advertising.
Mr. SALTZSTEIN. What he meant was that if the dues are kept low,

if advertising profits are used to keep them low, there can be members
of organizations who if the dues were higher perhaps wouldn't belong,
and wouldn't think it had a great value; maybe they would, we don't
know. The dues are deducted in the first place and advertising
shouldn't pay for services to members, dues should.

Senator CurTis. Yes. I don't want to prolong it, but I think the tax
equality has got two sides to it. This has to be equal both ways, and
a private publisher can combine his accounts for 23 publications in one
tax return, and I don't know how we can deny that to another taxpayer.

Mr. SALrZSTETN. Well, if the Chilton Co. didn't pay a tax it wouldn't
be in business, It couldn't consistently do that. The difference between
a tax-exempt organization and a taxpaying organization is so great,
that if this were permitted in the case of a tax-exempt organization
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there would be no tax collected, and the organization would go on with-
out any difficulty, whereas the taxpaying organization would lhave to
stop business ultimately. That, would be the ui1tinite end of it. It goes
to the nature of the two, sir.

Senator CuRTis. The differences do not end there, and I don't want to
prolong this, a concern established for profit is owned by someone.
They can sell it. It is hoped that they draw some dividends from it.
Nobody could sell a professional association. They don't draw any
dividends from it. There are just a lot of differences.

I won't take the committee's time any further. But I believe that
the tax-exempt organization should be allowed to put their unrelated
income all together. I think we start a very bad policy if we start say-
ing to taxpayers, and they become taxpayers as soon as we tax them, if
we start saying to taxpayers, "We ure going to tax you on every activ-
ity on the profits you make regardless of what you may have lost in
some other areas.' We will get into a lot of trouble as a committee
recommending taxes to Congress That is all, Mr. Chairman.

Mr. CONAD. Senator, the tax-exempt organization becomes a tax-
payer only to the extent that it engages in an unrelated business.
Therefore it is our position that its unrelated business should be ke t
wholly distinct from its other activities. And since advertising is the
unrelated business-not the issuance of publications-we believe the
sales of advertising in -each separate publication should be treated
apart from the expenses of publications not intended to make profits
from advertising sales.

Senator MLLRRn. Mr. McKenna, would you draw a line between the
kind of advertising that is run in professional publications? For ex-
ample, suppose in the American Bar Association Journal there is an
advertisement by West Publishing Co. for law books, which are inti-
mately tied in with the profession. That could be one thing. Then on
the next page suppose there is an advertisement for some kind of resort
and combination air fare deal which would compete with Holiday
Magazine. Wouldn't it be feasible to draw a line between types of
advertising that are unrelated to the professionI

Mr. MOckNNA. I think, Senator, it would be a little difficult to do
it. For example, in the area of the law books, in the law publication,

; lpossbly those law books could be sold through to name a name, Busi-
n sS Week, not as, logically the audience wouldn't be that vertical but
it would hit some lawyers who possibly would be interested in buying
that,

I think it would be difficult personally, I think it would be difficult
to draw a lineon the type of advertising.

Senator iuzs. Well, I could see were it might be difficult but that
4oesn't mean we shouldn't draw a line for the sake of equity and for
the sake of a profession. I can certainly see a big difference between the
Amaricn 1a, Association Journal running advertisements relating
Wo the law book publications and runmng a ot of advertising relating
Swith plids ripe and thi f that nature. Where it is related to

~ the pofess~on in so e met you would argue that it is related to the
QtW~ o-the msociation. It is to the interest of the members to see

rpwoa advertising for their own professional uses as
~ 4i~gi~s~edfrom something relating to vacations and things of that
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Mr. SA LTSTEIN. Senator, I think our point is that advertising itself
is not related activity to any purpose of tax exemption, and if we
take-

Senator MILLER. You say that is your position.
Mr. SALTZSTEIN. Our position is that advertising itself is not related.

Now if, carrying it to its logical conclusion, if the advertising in the
American Bar Association Journal, which you and I read, is essential,
then it ought not to be paid for. Why doesn't the bar association donate
that space?

Senator MmLu. Well, I must say that I think you have had a lot of
points in your presentation but I can see a difference in the types of
advertising I describe.

Mr. SALTzeLN. I would like to talk to you about it if I may Senator.
Senator MILLER. Thank you, Mr. Chairman.
The CHAIRMAN (p esiding). Senator Jordan.
Senator JORDAN. No questions.
Senator FANNIN. No questions.
(The statements of the American Business Press and the National

Newspaper Association follow:)

STATEMENT OF ROBERT E. MOKENNA, PRESIDENT, CHMTON Co., PHILADELPHIA, PA.,
ON BEHALF OF THE AMERICAN BUSINESS PRESS

Mr. Chairman and members of the committee, My name is Robert E. McKenna.
I am President of the Chilton Company In Philadelphia and Chairman of the
Washington Legal Committee of the American Business Press, which numbers
among its membership over 400 specialized business publications published coast
to coast.

On my right Is Mr. Paul Conrad, General Counsel of the National Newspaper
Association which includes in its membership 7,000 newspapers In all 50 states.
Known from 1885 until 1966 as the National Editorial Association, the organiza-
tion is generally thought of as representing the nation's community press, ai-
though some of the nation's largest metropolitan daily newspapers are members
also.

On my left is Robert Saltzstein, Wyatt and Saltzstein, General Counsel of the
American Business Press.

I am authorized to say that Fairchild Publications, New York; C. V. Mosby
Medical Publications, St. Louis; Holiday Magazine, New York; the Atlantic,
Boston; Investment Dealers Digest, New York; Safety Journal, Anderson, S.C.,
Second Class Mail Publications, an association of publications mailed at second
class rates including such publications as Public Utilities Fortnightly, and Yacht-
Ing, and Associated Construction Publications, published In 14 different states,
have associated themselves with the testimony of the National Newspaper Asso-
ciation and the American Business Press in order to conserve the time of this
Committee. They all support the principles we are privileged to put before you
today.

The National Newspaper Association, the American Business Press and the
other associations and publications I have Just mentioned, have consolidated
their testimony because they see eye to eye on the principle that advertising is a
business, that profits earned on advertising should not take the place of profes.
signal society or trade association dues or membership charges, and that where
advertising makes a profit, It should pay an income tax on that profit.

The Ways and Means Committee, by including Section 278(c) beginning at line
22 on page 93 of the bill before you and headed "advertising, etc., activities" leg-
islatively supported the loophole, closing IRS had achieved when the service
issues its regulation applying the unrelated business tax to advertising profits of
tax exempt publications. It is our hope that this Committee will make certain
that Section 278(c) is administered so as to prevent tax avoidance through the
use of accounting devices which could dissipate possibly $25,000,000 in tax
collections.

In July, 1967, before issuing its regulation and after much public discussion
about its intention to do so, IRS held an extensive hearing at which It beard
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those who oppose the tax, and those who favor the tax. On February 24 and 25
of this year, the Ways and Means Committee included advertising profits of
tax-exempt organizations as part of its tax reform hearings.

At the IRS hearing and at the Ways and Means Committee hearings, the
following arguments were made against the tax:

(1) IRS bad no authority to issue the regulation and this constituted "ad-
ministrative regulation" and "usurpation of the powers of Congress".

(2) The profits earned on advertising in tax exempt publications are devoted
to good works, so they should be untaxed, even though the same advertisement
which runs in a tax exempt publication may also run in a tax paying publication.

(3) Since the editorial portion of an association publication is for the appro-
priate purpose of communicating with members, advertising cannot be separated
out for tax purposes even though the exempt communication function is exploited
by the running of advertising.

(4) Advertising is somehow related to a tax exempt purpose.
Prior to Issuance of the regulation, all of these arguments had been repeatedly

made for several years at tax symposiums and In tax literature, but none of these
hypotheses or written comments took into account the very critical statement
appearing in both the House and Senate Committee reports at the time the unre-
lated business tax was passed in 1950. That statement follows:

"The problem at which the tax on unrelated business income is directed is
primarily that of unfair competition."

After hearing all these arguments, IRS went ahead and issued its regulation.
Then the opponents of the regulation, again lead by the American Medical Asso-
elation, the United States Chamber of Commerce, the American Society of Asso-
ciation Executives, the Society of National Association Publications, the Ameri-
can Chemical Society (and based on a statement filed in the House Committee
report by the National Geographic Society as well) or appeared or filed state-
ments before the Ways and Means Committee and, in general, repeated the same
arguments they had made to IRS, and before that to the Treasury, to slow down
issuance of the regulation. Once again the argument was made that IRS did not
have the authority to issue the regulation.

To the statement that IRS had no authority to issue the regulation, the tax
paying press illustrated both before the IRS hearing and the Ways and Means
hearing that IRS did have such authority. There is ample evidence in the legis-
lative history of 1950 when the Unrelated Business Tax was passed, that IRS
was granted discretion to apply the tax to situations which would come up in the
future. lor example, in the 1950 hearings, Chairman Knutson read a list of busi-
ness activities carried on by tax exempt organizations, and publishing ig men-
tioned five times. Moreover, in the floor debate in the House, Congressman Lynch
was asked where the tax would apply and where it would not, and he replied:

"It is not possible to define in the bill exactly every case that is going to be
covered. We have drawn it so that there is a certain amount of discretion of the
determination of questions of fact as to whether or not a certain matter comes
within the purview of the bill."

Th, t in applying the tax, IRS was properly exercising the discretion Congress
bad delegated to it.

, UPage 7 9, in Volume 8 of-the House Ways and Means Committee hearings
thls year, contains a brief prepared by Wyatt and Saltzstein setting forth the
legislativehistory behind the unrelated business tax.

The arguments in support of the IRS regulation and its codification in the
bill before yol, are that when an advertisement appears in two publications, one
of which pays a tax and the other does not, this is unfair competition. Secondly,

k unless this loophole remains plugged, some 700 trade associations and profes-
solklonal societies will continue to take a , tax-free handout from the government,
which Is precisely what tax exempt profits really are. A little later Mr. Conrad
Will show ?oil some examples of this in the newspaper field.

Wotd MlU to show an illustration which was presented earlier to the IRS
_29_ri_ lds to the Ways and Means Committee. In this display are all the

id aadve znits which appeared In Chemical and Lngineering News,
: .blIad l t Ainecan CeMgcal Society during the first six months of 1967,
ajaif the :.l t ldveertemehts which appeared in Chemical Week, published by
j.*l~vI)Ikxt3-9e ll dulngtdib -Sa06w time, The situation is no different today.

-r!i Oi * n W~ab :adveri'etment appears in the tax exempt chemical
RIt, to ell ehelcals, Which certa nly is not a tax exempt purpose.

,ied that' dvb0tlsent is tax exempt, then the profits of the

4 - . :,. .., , , , . ! .. )
.'S.



1121

tax paying publisher should be tax exempt and tax paying publishers, of course,
do not ask for tax exemption.

Here is a copy of Hardware Retailer, published by the National Retail Hard-
ware Association, and here Is a copy of Hardware Age, published by my com-
pany, Chilton. No one needs a crying towel for the Hardware Association which
has agreed to pay a tax on its profits, and the last thing they need is a tax
sanctuary, but it is not hard to Imagine that if this Committee does not back up
IRS and the House codification, the hardware dealers aren't going to pay a tax
either.

The National Geographic Society competes directly with Holiday Magazine,
the Atlantic Monthly, and others. Here are some advertisements run recently by
the National Geographic in Advertising Age for the purpose of selling advertising
to advertisers. Note the headlines on these advertisements:

"The Bridge to 6,000,000 high income households."
"National Geographic-the Bridge to 6,360,000 upscaled households."
Why should the National Geographic be tax exempt when from a publishing

standpoint It operates In exactly the same manner as Holiday, except that the
0,360,000 recipients who read the National Geographic are called 'members"
rather than "subscribers".

The tax paying publishers for whom we speak share what we believe to be the
viewpoint of the taxpaying public In general. We don't object to paying taxes as
long as everybody pays theirs, and this is equally true in the publishing business.

The American Medical Association is also a large publishing house. In 1967, it
bad a gross income from all sources of $31,677,215 against expenses of $28,346,984.
Of that $31,677,215 gross income, 42.8% was from advertising whereas dues
represented only 36.5%. The AMA also received in 1967 $1,538,139 for use of
its mailing lists for other medical publications and for direct mail advertising
to doctors. The following table, taken from figures published in the AMA News,
show growth and net worth of thet AMA as follows:
1965 ------------ ---------------------------------- $14, 307,334
1966 ----------------------------------------------- 15,681,397
1967 ----------------------------------------------- 19,011,610

When the General Counsel of the AMA appeared- before the Ways and Means
Committee, Congressman Burke asked the following question:

"Have you a financial statement ready to present to this Committee containing
the operating expenses, the revenues, and how any excess revenues over operat-
ing expenses are expended ?"

To which Mr. Hirsh replied:
"No, I do not have any financial statements with me, Congressman. They are

in the process of preparation. These regulations have made i necessary for the
American Medical Association to review and revise its entire accounting pro-
cedures and this is now being done." (emphasis supplied)

Mr. Hirsh also testified:
"Present indications are that after paying all of the costs of pubUcation-

editorial cost, paper cost, overhead, et cetera-that the profit, or so-oalled profit,
if any will be nominal. I do not have these figures now because they are in the
process of being determined by our accountants. I will be glad to furnish them
to the Committee when they are available if the Committee so desire&" (em-
phasis supplied)

The record then Includes a letter dated April 15, 1969, from Dr. R B. Howard,
Executive Vice President of the AMA, which includes the following pertinent
paragraph:

"With respect to a request for a financial statement indicating revenues from,
and operating expenses of, the Association's publications and the use of any
excess over operating expenses, we sincerely regret that this information I not
available. As Mr. Hirsch indicated, the promulgation by the Internal Revenue
Service of the expanded unrelated business tao regulations ha8 required the
Association to completely review and revise its accounting procedures. This was
and Is being done. However, the problems of this revision are so complex that
the Association has requested a 60-day extension for filing its return for 1968."
(emphasis supplied)

If, because of accounting revisions, nominal or no tax results for the AMA, this
Would be very much In line with a statement submitted at the IRS hearing in
July by the Attorney for the U.S. Chamber of Commerce. Page 59 of that state-
ment contains the following comment:
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"Normally, in the case of a proposed new tax measure, the effect of the tax on
the revenues would be another important consideration. But even the proponents
of the advertising tax concede tim't gross advertising receipts of all tax-exempt
publications are only some $100,00,000 annually. It is probable that at least
50% of this would be offset by dt'ductions under any realistic and fair tax
statute. Thus, net receipts probably would be less than $25,000,000, a nominal
figure in terms of overall revenues. As tax-exempt organizations stepped up their
expenditures to improve their publications to make them more competitive, and
realigned their publishing actitties, perhaps by the judicious combination of
profitable and unprofitable activities in taxable subsidiary corporations, tax
revenues might well dwindle to the -,vnishing point." (emphasis supplied)

For the United States Chamber of Commerce to take this position is, to us,
incredible. The business press and the newspapers of this country are no less
advocates of free enterprise than the Chamber. When the unrelated business tax
was passed in 100, the leading advocate in support of the tax was the Chamber.
Its witness then told the Senate Finance Committee:

"It is our policy that we are opposed to Government favoritism in any form,
and we urge that no enterprise be favored over any other, and that each enter-
prise, whether it is cooperative, individual, or corporation, should stand on its
own feet, with protection from unfair competition, and free from either tax
exemption or other public subsidy."

It is all the more astounding that even at this late date, the Chamber, in its
Congressional Action Bulletin, dated August 19, 1909, In talking about the bill
now before you, takes the following two opposite positions in urging its local
members to write you or to visit with you. Among other things, the Chamber is
asking It members to:

"Urge passage of the Clay-Brown provision and the extension of the unrelated
business income to debt-financed income."
and

$Oppose the section which taxes advertising income as unrelated business
ncome even though the publication is related to the exempt purpose of the

organization."
How the Chamber can support the Unrelated Business Tax except when the

Chamber itself has to pay a tax, is something we find disappointing to say the
least.

An August 19 press release of the Chamber quotes its President as stating:
"We in Chambers of Commerce are going to have to exercise a little self-

discipline ourselves. We are In a poor position to yawp about the destruction of
the currency as long as we reward best those public servants who have been most
willing to loot the Treasury.

"If we want to save the dollar we're going to have to stretch out our gimmies.
We are going to have to be willing to wait another six months for the new bridge
and maybe a year for the new hospital wing. And we're going to have to get the
word to Washington ... "

Wouldn't one think that with this philosophy, the Chamber could well pay a
tax to support the government when it makes a profit on Nation's Business, which
it publishes?

In the Senate last year, two votes were taken on this issue:
T he ' first, March 27, carried as a floor amendment to the Excise Tax extension

bill, and had it not been deleted in conference, it would have nullified the IRS
regulation in its entirety. The second vote came on September 20,1 and In the
floor debate at the time, Senator Anderson, who with Senators Fulbright, Metcalf
tnd Morton had offered an amendment to a Committee proviso postponing the
effective date of the provision, made the following exemplary statement which
succinctly and clearly explains that situation:S ,,0"Mr. AXnDho~r. Mr. President, when the excise tax bill was before the Senate
on March 27, an, amendment nulfying the IRS regulation which would apply
the unrelated businem tax to advertising profits of tax-exempt organizations was
intwodUce& IRS Issued its regulation after lengthy study and exhaustive hear-
lap. Without rm'.r hearing before either the Ways and Means Committee or the
SeIate ) mmca Committee, and without complete information, after very brief
debate, the S.,nate passed this amendment. In the conference on the excise tax

'th1"tVUi&1'm. was deleted, and I think wisely.
"i..Whetho matter was before the Senate on March 27, 1 think we all must

otdait WO kheW very little about it. We didnot know, for example, that we were

'In the September 20th Senate vote, the IRS position was sustained.
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opening up a loophole that could cost the general taxpayers $25,000,000 a year,
and this at a time when we are raising taxes for everyone else.

"Now the committee's amendment is alinther attempt to nullify the IRS regula-
tion, albeit if only for a year.

"M1r. President, I hope that the Senate will agree to this action to strike out
the committee's amendment. I limit myself to these remarks at this time. I believe
my amendment to lie a most important one which should be adopted by the
Senate." (8-11184)

When the Conference Committee deleted the March 27 proviso, the Ways and
Means Committee stated that it would hold hearings. It did so shortly after the
new Congress convened and the result of that hearing is that the IRS regulation
was codified by Section 278 (c) of the bill before you.

The difficulty now is that unless the tax is so administered as to prevent the use
of accounting devices to nullify it, unfair competition will continue and the tax
revenue achievable will be frittered away. Mr. Conrad will discuss this. Mr.
Conrad.

STATEMENT OF THE NATIONAL NEWSPAPER ASsOcIATION

The Unrelated Business Income tax imposed by Congress in 1950 was intended
to end the unfair competitive advantage of businesses conducted by tax-exempt
organizations. With the exception of the business of advertising, this has been
accomplished. In 1967 the Internal Revenue Service adopted regulations which
made it clear that the sale of advertising by a tax-exempt organization did give
rise to constitute Unrelated Business Income which would hereafter be sub-
Jected to tax.

The National Newspaper Association submits the following information in
support of the IRS regulation, to the specific point that non-profit, tax-exempt
organizations are selling advertising in direct competition to the nation's
newspapers. Since newspapers rely heavily on advertising for revenue, per-
mitting tax-exempt competitors to profit from the sale of advertising without
subjecting those profits to income tax would permit the unfair competition the
UBI tax was adopted to end.

Advertising in the February, 1969, National Geographic included Ford Motor
Company's Lincoln-Mercury and Ford Divisions; General Motors' Cadillac,
Pontiac and Chevrolet Divisions; Internattonal Harvester; Quantas and BOAC;
Johnson Outboard Motors; Aetna Insurance; and Kellogg's Cereals.

The Journal of the American Medical Association in recent issues has car-
ried advertising of Bufferin; Bayer Aspirin; Haley's M.O.; Phillips Milk of
Magnesia; Ivory Soap; and Zeiss Ikon Cameras.

Nation's Business of February, 1969, included advertisements of all Chrysler
Corporation automobiles; Lark Cigarettes; Qhevrolet; Cadillac; OMC Trucks;
Evinrude; New York Life; and Aetna Life and Casualty.

All of these products and services would be appropriately advertised in a
newlpspr, or any other medium of consumer advertising.

A little noticed product of the past decade or two is the city chamber of com-
merce publication. These magazines, usually printed on fine paper and ic ful
color, have become common across the U.S. They qualify at the city level as.
publications of tax-exempt business leagues, in the manner of Nation'. Busfrwne,
the publication of the U.S. Chamber of Commerce on the national scene. The
following examples of consumer advertising have been gleaned from a review
of recent city chamber of commerce magazine issues.

The Baltimore Chamber of Commerce publication, Baltimore Magazine, in
its January issue carried advertising for three banks a number of restaurants ;
liquor distilleries; a Chevrolet agency; several realtors; a Ford dealer; "a

! Volkswagen dealer; a dry cleaners; a deodorant; a jeweler; an exterminator;
Esso; Baltimore Gas & Electric; Blue Cross-Blue Shield; the Chesapeake and
Potomac Telephone Company; the C&O and B&O Railroads; and a nursing
convalescent home.

A recent issue of the Birmingham (Alabama) Chamber's magazine carried
advertising of life insurance companies; airlines; Pepsi-Cola; hotels; bars
and night clubs; furniture; clothing; book stores; jewelry and watches; organ
and piano sales.

The Louisville (Kentucky) Area Chamber of Commerce magazine includes
many of these types of advertising plus Viceroy Cigarettes and Kentucky Fried
Chicken.
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The Chicagoland Voice of Business and Industry in its December issue, which
came in two parts and totaled 146 pages, included many of these types of adver.
tising plus Bell & Howell products; the Burlington Railroad; All-State Insur.
ance; and Montgomery Ward.

The Duluthian. a publication of the Duluth Chamber of Commerce adds to
the list beer; retail liquor store; and a Chinese restaurant.

Dayton, U.S.A., the Dayton Area Chamber's publication, contributes tire
advertising; Omega watches; the Book of Knowledge; Trans World Airlines;
an anti-perspirant; and a women's fashion shop.

Nor are all of these publications in metropolitan areas. The Fayetteville Chain.
ber of Commerce magazine, while a modest four pages, carries more than half
of its total space in advertising.

The Mid-Monmouth Panorama Magazine, published by the Mid-Monmouth-
Greater Freehold Chamber of Commerce in central New Jersey, serves the com.
unities of Freehold, Colt's Neck, Englishtown, Howell. Manalapan, Marlboro
and Millstone. In addition to some of the advertising mentioned above add a lawn
and garden shop; a sporting goods store; United Van Lines; a music and dance
studio; a florist; a poultry farm; a beauty salon; a supermarket; and a painter
and paperhanger.

In short, there exist today localized publications of tax-exempt organizations
which are selling local advertising in direct competition with local media.

The potential is virtually unlimited, If advertising is laid open to tax-exempt
usage by the non-profits. The advent of shopping centers has seen also the develop-
ment of shopping center-oriented boards of trade. Some of them are already
producing their own advertising publications. Surely they should not be allowed
to escape taxation if these publications show a net profit, for they are in direct
competition with taxpaying media.

Farm groups, civic associations, unions, lodges, fraternal groups-the list of
potential exploiters of advertising is long. Many now publish periodicals of one
type or another, and sell advertising. So long as their tax-exempt status does not
preclude such activity, we have no quarrel. But surely no one could argue that,
In addition to other inherent advantages these publications enjoy, their profits
should escape ordinary federal tax.

In the course of studying the extent to which tax-exempt organizations com-
pete with NNA member newspapers for advertising sales, this Association un-
covered at least two publications which are community newspapers in the full
sense, yet avoid federal income tax as non-profit organizations.

The first Is the Dover (Massachusetts) Reporter, registered with the state
as a non-profit bulletin 'formed to promote the civic and social welfare of the
Town of Dover." It has been declared tax-exempt as a 501(c) (3) organization.
Started as a twice-a-month mimeographed bulletin, it is now published weekly
as an offset tabloid and in every appearance is a weekly newspaper. It employs
a manager and staff, pays salaries, and competes directly with the txpaying
newspapers of that area.

At Greenbelt, Maryland, the Greenbelt News-Review is produced by the
Greenbelt Cooperative Publishing Association, Inc., a non-profit organization.
It too pays no federal income taxes.

The point is that nonprofit newspapers can and do exist; can and do compete
against taxpaying newspaper publishers. If Congress were to reverse the
Internal Revenue Service in its application of the Unrelated Business Income
tax to these organizations, it is quite conceivable that local boards of trade,
shopping center merchant groups, or even the local Kiwanis or Lions club could
launch a newspaper. The publisher would draw a salary appropriate for a
publication that makes tax-free profits, and could pay liberal salaries to this
staff. The profits remaining could be used to expand the publication. Token
contributions could be turned over to The tax-exempt organization In payment
for th6 tax umbrella. Everybody benefits except the government and competing,

11,r " taxpaying media.
At a time when Congress is trying to close loopholes and insure that all are

paying their fair share; at a time when Individuals and corporations are being
a asked tO pay a surtax on top of already substantial federal income taxes--we
urge this Committee to ratify the action of. the Treasury Department in apply-
ing the Unrelated Business Income tax to the sale of advertising. We know of

, no sbuid reason why our field--advertising--should be singled out as the one
exoeptlto the 1950 rule that tax-exempt organizations, when they elect to

: go into business for profit, must compete, on an equal footing with taxpaying
business competitors.

.- /: < , , ,
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The CHAMIAN. William J. Lehrfeld of the National Fraternal Con-
gress of America.

STATEMENT OF WILLIAM 3. LEHRFELD, THE NATIONAL
FRATERNAL CONGRESS OF AMERICA

Mr. LEIRFELD. Mr. Chairman and members of the committee, my
name is William Lehrfeld. I am tax counsel for the National Fraternal
Congress of America, an association of 101 fraternal beneficiary
societies.

On my left is Mr. Cyrus Rachie, chairman of the Law Committee
of the National Fraternal Congress and vice president and general
counsel of the Aid Association for Lutherans, the largest fraternal
beneficiary society in the United States.

We have inserted in the record a statement on behalf of the National
Farternal Congress dealing with the taxation of unrelated-business
income as applied to fraterilal beneficiary socivie.

Initially I would like to make one point. In Mr. Caplin's testimony
on page 4 he notes that fraternal beneficiary societies had in force $13.8
billion of insurance and they also carried on bowling alleys, driving
ranges, restaurants and hotels.

Let me say that the National Fraternal Congress endorses the exten-
sion of the unrelated-business income tax to fraternal beneficiary
societies. It endorses the extension of the unrelated debt financed tax
to fraternal beneficiary societies; it endorses the application of the
extension of the requirement for filing information returns and making
these information returns public. If a fraternal beneficiary society is
carrying on a driving range, a bowling alley, a restaurant or hotel it
should pay tax on it. However when we get into the problem of pro-
posed section 512 (u) (3), you have a special and discriminatory treat-
nient to fraternal beneficiary societies in particular and section 501 (c)
(7), (8), (9) and (10) organizations in general.

The unrelated-business income tax is a progeny of an attempt in 1942
by Congress to extend the tax to charitable organizations. It Nvas
finally enacted in 1950 and now it looks like it will be completely
extended.

When the tax was originally proposed in 1942 and when enacted in
1950, the Congress recognized that passive investment income, interest,
rent, dividends and royalties, should be excluded from the tax, and it
has done so for those organizations presently subject to the tax.

Our position is that this passive investment exclusion should not be
struck when applied to fraternal beneficiary societies. We see no rea-
son why fraternal beneficiary societies should be singled out from all
other membership and mutual organizations to have a potential tax
applied to their passive investment income.

As the Finance Committee is aware, there are membership orga-
nizations now subject to the tax. You have professional societies in 501
(c) (3) that at'. Lax-exempt and pay no tax on their interest and
dividends regardless of the members ip use. You have labor unions
exempt under 501 (c) (5) which pay no tax on their investment in-
come. You have trade associations exempt under 501 (c) (6) which pay
no tax on their investment income. If the tax is extended to all exempt
organizations, you will have membership organizations in 501 (c) (4)
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paying no tax on their investment income. You will have membership
organizations in 501(c) (12), (13) and (16) paying no tax on their
investment income. However, you have a special class of subject orga-
nizations created under the House bill of certain mutual or member-
ship organizations described in 501(c) (7) which are social clubs, (c)
(8), which are fraternal societies, (c) (9) and (c) (10) which are em-
ployee beneficiary associations. Section 512(a) (3) will have a potential
tax applied to their investment income.

We take objection also to the fact, apart from the discrimination
simply on a membership basis, that there are many tax-exempt insur-
ance organizations that will not be subjected to tax on their investment
income. TIAA, for example, the largest insurance organization for
college professors, is a section 501.(c) (3) organization and it has no
tax on investment income. Blue Cross, Blue Shield, the largest health
insurance organization in the United States, exempt under section
501 (c) (4) will pay no tax on its investment income. You have labor
union health plans, exempt under section 501(c) (5) which will pay
no tax on investment income. You have teacher death benefit and
retirement funds described in section 501(c) (11) which will pay no
tax on investment income. You have local life insurance organizations
exempt under section 501 (c) (12), which will pay no tax on investment
income.

I believe there is no justification for this discriminatory treatment.
It is -infair to apply a potential tax on passive investment income
of fraternal beneficiary societies where large numbers of other mem-
bership organizations, and other insurance organizations are not simi-
larly treated.

We have, as I indicated, no objection to paying tax on any unrelated
business income nor do we have any objection with respect to the un-
related debt-financed income tax.

It is when you get into this passive investment income which Con-
gress has long recognized and excluded from the unrelated tax, where
fraternals are now being subjected to this discriminatory treatment
that we must strongly object. We urge the Finance Committee to strike
section 512 (a) (3) from this bill and give tax equality to fraternal bene-
ficiary societies.

Thank you very much.
Senator Curris. Is there a list of societies that you speak for in your

statement?
Mr. LmIRFEWD. No, Senator Curtis, but I have a list with me which

I will give you.
The ChAIRbfAN. Thank you so much, sir.
(The membership list of the National Fraternal Congress was made

a part of the official files of the committee.)
(Mr. Lehrfeld's prepared statement and a subsequent letter received

by the committee from Mr. Lehrfeld follow:)

STATEMENT OF NATIONAL FRATERNAL CONGRESS OF AMERICA PRESENTED BY
WI IAM J. LZHRFELD, TAX CONSULTANT

The National Fraternal Congress has no siqbstantlal objection to the extension
of the unrelated business income tax in its present form across the board even
though there is no apparent justification for applying It to fraternal beneficiary
societies. Likewise, in the case of the taxation of unrelated debt financed Income,
we have no substantial objection to this provision since all exempt organizations
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are being treated in equal fashion. Where we do object is not in extension of
the unrelated business income tax in ita present form, but to the extension of the
tax in discriminatory fashion where applied to fraternal beneficiary societies.

Under § 121 of the House bill, four classes of exempt organizations are grouped
together and all their income, except exempt function Income, is treated as un-
related business income; income is treated as exempt if derived directly from
members in the Insurance function (e.g., premiums) or if derived from invest-
ments and permanently committed to charitable purposes or for providing bene-
fits. Unrelated income, debt financed income, income from controlled corporation
etc. regardless of its commitment would be taxable to a fraternal beneficiary
society. Discrimination arises in the following contexts:

1. Membership Organizatioans Noo Subject to Unrelated Tax Are Exempt On
Their Investment Income. Under present law (§§ 512(b) (1)-(5)), technical or
professional societies, labor organizations (including unions), business leagues,
though taxed on their unrelated income, are not taxed on any investment income
such as dividends, interest, royalties, annuities, or other passive income which
they receive (except the taxable proportion of business lease income, §514(a)).
They may use this investment income to provide "purely personal facilities" for
their members without any adverse tax implications.

2. Membership Organizations Proposed For Coverage Would Be Exempt On
Their Investmcnt Income. If the provisions of the unrelated business tax are ex-
tended to all mutual or membership organizations, regardless of classification,
e.g., to social welfare organizations, civic leagues, farmers cooperatives, ceme-
(eries, credit unions, employee beneficiary societies, only two classes of mutual
organizations, other than fraternals, viz., social clubs and employee beneficiary
societies would be subject to tax on their investment income. All other classes of
membership organizations would enjoy the use of their investment income free
from any tax whatsoever, regardless of member services provided by such income.

3. Substantially All Other Tax Exempt Sclt-Insurance Organizations Under
the Proposal, Except Fraternal Beneficiary Societies, Will Be Exempt From
Tax On Their Investment Income. Under present law, there are a variety of ex-
empt organizations which provide benefits or perform insurance functions respect-
ing the payment of life, sick, accident, or other benefits, similar to that performed
by fraternal organizations operating under the lodge system. In large measure,
regardless of the exemption classification, the investment income of these other
exempt insurers, as described below, will not have their investment income dis-
turbed if the unrelated business tax is extended to them.

A. § 501(M (8) Organizations. The largest plan for life insurance and retirement
benefits for college professors and related employees, the Teachers Insurance and
Annuity Association, is exempt as a charitable organization. A.R.R. 218, Cum.
Bull. No. 3, 238 (1920). No part of its investment income is taxable (see §1512(b)
(1)-(5)), although the organization is now subject to the unrelated tax. Its
investment income can be used for any membership purpose, consistent with
its charter and exemption classification, without any limitation under the pro-
posed bill.

B. § 501 (c) (4) Organizations. The largest health insurance system in the
United States, Blue Cross-Blue Shield, Is exempt from tax (private ruling to
Group Hospitalization Association of America dated November, 1947). Even if
the unrelated tax is extended to §501 (c) (4) social welfare organizations, the en-
tire investment income of this entity, and all similar entities providing insurance
benefits (Cf. Rev. Rul. 55-495, Cum. Bull. 1955-2, 259) will be free from tax
without regard to any other membership use.

0. § 501(o) (5) Organizations. Labor organizations exempt under this section
are permitted to provide their members with death, sick and accident benefits
(Rev. Rul. 62-17, Cum. Bull. 1962-1, 87), and no part of the investment income
of these organizations would be reached.
' D. § 501(o) (I1) Organizations. Teachers retirement fund associations which
pay retirement and death benefits and whose earnings must include investment
Income, will not have any part of such investment income taxed.

E. §501(o) (12) Organizations. Local benevolent life insurance associations
will not have any part of their investment income taxed. To maintain exempt
status, this class of exempt insurer must have less than 15% of its Income from
sources other than members.

F. § 501 (e) (15) Organizations. Mutual insurance associations (providing other
than life and marine insurance) exempt under this section will not have any
part of their investment income taxed. To maintain exempt status, the total in-

33-8065---69--pt. 2-15
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come (excluding capital gain) of such associations must not exceed $150.0W( ir
year.

4. Vountary Employee Beneficiary Aseociutlots Do Not Rely On Inre8tmcnt
Imotne, Are Not Self lwwrer8, and Members Don't Pay For Their Otwn Benefits.
In the case of the 4880 voluntary employee beneficiary associations exempt under
1 501(c) (9) and the 46T voluntary government employee beneficiary assocla.
tIons exempt under 1501(c) (10), there is some parallel to the insurance func.
tions of a fraternal beneficiary society. Even though classed with fraternals, the
potential affect upon them is likely to be minimal as compNared to the treatment
of fraternals. These membership organizations provide benefits including life,
acident and sick benefits but primarily through the ute of a commercial insurance
company rather than being self-insurers.

The great body of these organizations are supported not by employee-members
themselves (which is the case with fraternal insurance), but through the con-
tributions by the employers of such employees in union negotiated plans as part
of overall wage and fringe benefit packages provided employees. Since a major
portion of J 501(c) (0) and (10) organizations are not self-Insurers, investment
Income arises only from investments of excess contributions from employers and
is of significantly less consequence to them than to an organization which must
invest premiums to assure payments of the contracted benefits. Because a sub.
stantial portion of these organizations are funded either completely or pri-
marily by nonmembers (employers) the cost of maintaining the benefit seledule
if any tax is applied to investment income would not be borne by the members.
On the other hand, since members of fraternals pay for their own insurance, any
reduction in benefits or services because of the application of tax would be
borne entirely by fraternal members. Only fraternal organizations (among the
S512(a) (8) grouping) must rely on investment income for providing and main-

taining the purposes and functions constituting the basis of its exemption.
5. Social Olube Will Be Able To Avoid Inves8fm t Tax On All But 15% O

Their Investmftt Income. Social clubs and fraternals are supposedly on a par
with respect to the taxation of their investment income. However, social clubs
need only shift their portfolio, If any, into dividend producing properties to
enjoy an 85% exclusion of such income pursuant to 4 243. Because of reserve
and solvency regulations imposed by the states, no more than 5% to 10% of the
investments of fraternal beneficiary societies may be invested in dividend pro-
ducing securities but rather must be in fixed income, interest bearing obligations.

Secondly, the aspect of taxation of social club investment income is almost
illusory since such organizations generally do not have such income. In testimony
before the Ways and Means Committee, representatives of social clubs indicated
that investment income is "minor" and of very little consequence in the overall
scheme of application of the unrelated business tax to such clubs. This is ob-
viously not the case for fraternal beneficiary societies.

To summarise and conclude: Of the hundreds of thousands of tax exempt
mutual or membership organizations providing service or facilities to members
(whether Insurance, economic, social or the like) no class of exempt organiza-
tion is nibre likely to be adversely affected by the enactment of 1 512(a) (8) than
fraternal beneficiary societies.

We cannot understand why the unsupported allegation of social services to
members represents the principal basis for the change in tax status of investment
income when many other services rendered by membership organizations (like
labor unions) may be of far more direct importance to the participating member.
Furthermore, we fail to see the distinction which permits the largest (indeed
larger than any commercial Insurer) health insurance plan to be tax exempt on
it investment Income along with a great variety of member-centered insurance
organizations exempt under classifications other than if 501(c) (8), (9). and
(10). Today, insurance issued by fraternal benefit societies represents only 1.8%
of the insurance in for-e in the United States, and this percentage has been in
steady decline since 1000. Because of limitations on the types of insurance which
can be issued, and the limitations asi to the fact that purchasers (local lodge mem-
borp) tut* meet membership tests and participate in local lodge functions to be
q.jgJ ~~ _l~tourebse a benefit contract, fraternal beneficiary societies are not an
• ,o.tiv O ve force in the insurance ipdustry today. We do not believe that

;0 rlY wants legislation of this type which is so unjustified an(1
di. rz.
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IV. BUGOESTED TWU NICAL (NONRUJISTANTIVE)I CI1AN(ES

If it is the wil of tite stnate to make special lorovislois with rt'spct to fra-
teral. beneflehiry societies in the manner prolp)sted by the house, we suggest
certain technical clhanges which would be helpful when and as problems of lit-
terpretatlon a rise.

Tite( National Fraternal Congrem understands tnt the rationale of tile propoSlAl
seeks to ehilltlimte t ie exemption for investment earnings used to defray t lie costs
of providing "social recreations." On the other hand, there is ito intention to tax
"Invesllilent In'omie ss iwlatetd with fraternal Instirum Ie." The iimiguage used
IIy the (, dftsilIel, while generally (onsistent. with this purpose, is not sufficlently
lireelse to lProvIlh definitive answers to several questions lo.,'(I by normal
fraternal oixKrationls. in dis(us -ions with represent i t'ives of tie' executive m il
legislative staffs. tie lIolints covered below were raised lnd tht reply wais tint
the present language Is broad enough to provide answers sttisfactory to fri-
ternals. While we Iblieve that. favorable interplvrtations inay be made uider tite
provision as now written, we would prefer to rely on a more precise statute.

The National Fraternit I ('otigr fors'vs difficulties with the Internal Revenlut
Service on the interpretation of the present language of the I.t. 13270 § 121(b) )
on matters relating to (1) premium Income and benefit liynpeuts, (2) treatment
of surplus, amid (3) iise of terin "permanently" in the statute.

I. I'remintt Income and ltencflts. nilthily, there Is the ambiguity il svole of
prolsM i 512(a) (3) (11), first sentence, lines 9-17, p. S8 of lhe bhill. As we read
the first sentence, this sees to include, as "exempt function income" within the
phrase chargev or similar ateeouit" ill prettiunls paid hy nit insurance nienilier
with respect to his benefit (.ertlIcate. We believe timt tie term "sevIices" 11s(4
iS that first sentence includes the Insurance or benefit runction. Neither the bill
nor the general or supplemental reports explicitly makes this jxdnt. Tile sen-
tence seems to cover, lit addition to soilnl clubs dueq, etc., ducis or 'hargses paid to
the local lodge of the fraternal by a member for tie goods or facilities which are
offered in connection with any recreational, fraternal, or benevolent. function of
the lodge. We wileve it would clarify the status of premilumi income under the
first sentence, of proposed I 512(a) (3) (B) to insert the ternis "premiunis" and
benefitst" therein. The first sentence then, as clarified, would also cover nit as-
sessitent which might have to he made upon all Insurance members of a society
where the legal or related inmurance reserves and surplus were not adequate to
cover outstanding or new contracts for insurance and an assessment was required
to bring reserves or surplus up to a specified amount.

2. Treatnnt of Surpl ous. Next, there are several ambigities in the sope of
proved § 5S12(a) (3) (B) second sentence, lines 17-24, p. 88 and lines 1-11, p. 89
of the bill.

As for the second sentence of 1 512(a) (3) (B), it includes all other related
income not from a member source, earned by either the parent organization or the
local lodge, such as investment income. We do not Include, of course, any income
earned front an unrelated business (such as advertising, debt financed income, or
income from controlled corporations) in this classification of exempt function In-
come. Thus, for the national organization holding the benefit contracts, it includes
the traditional passive income generally excluded from tax under present law.

Where such investment income is expended or set aside ["permanently com-
mitted"] for either (1) charitable purposes ["I 170(c) (4) purposes"] or (it) for
providing for benefits (or policy dividends) then such investment income is not
taxed. However, there is concern over investment earned by the fraternal which,
after provision for reserves and policy dividends, is accumulated at the close of the
year In a surplus account called, "Unassigned Funds." The term "Unassigned
Funds" Is the name prescribed by the National Association of Insurance Com-
missioners In their uniform accounting form required of fraternals when sub-
mitting annual statements of financial condition to the state Insurance depart-
ments.

As you know, regulation of fraternal benefit societies by Insurance departments
differs from state to state. The degree of control or supervision varies and some
states are more strict than others In prescribing limitations on operations. A
number of jurisdictions prescribe with great detail the reserve factors, fraternal
fund and surplus requirements. Since many of our member societies do businee
in the jurisdictions with strict regulations, such jurisdictions' regulations have
the effect of protecting the policyholders of other states whose laws are less
strict.
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Some states require a separation of insurance funds and fraternal funds. They
prescribe the limits allowed for fraternal disbursements. Some states provide that
a fraternal beneficiary society must have "Unassigned Funds" representing the
excess of 106% of liabilities (legal life and related reserves) over the amount of
such reserves before insurance funds may be used for charitable, educational or
fraternal purposes. Thus, the "Unassigned Funds" must be more than five percent
of liabilities before disbursements may be made from this surplus for other than
insurance purposes.

The "Unassigned Funds" account of fraternals represents a solvency account
which is available in the event of extraordinary losses (claims) or severe market
depressions. It may be used in the event of an extraordinary claim for cash
surrender values, may hold dividends or benefits retained by the society, and may
be used for charitable purposes. It provides a cushion in excess of the legal life
and other reserves held for benefit purposes. If "Unassigned Funds" become too
large, some states may require a fraternal to return to the policyholders a
portion of the excess so that this cushion is not too inflated. On the other hand,
if there is no surplus, the state regulatory agency can order the provisions of
such surplus (through assessments), bar new contracts and/or revoke a license
to do business. By addition of the term "or securing" to § 512(a) (3) (B) (ii),
it would indicate that surplus, i.e., "Unassigned Funds," which secures the
payment of benefits Is proper and appropriate and investment earnings so
committed are not taxable unless diverted.

3. Use of Term Permanently. In the context of my discussion on "Unassigned
Funds", the term "permanently" added to the term "committed" could cause
administrators at a later date to differ with the scope of the term intended by
the Committee on Ways and Means.

According to the dictionary, the term "permanently" means "continuing or
enduring without fundamental or marked change." This definition is contra-
dicted by the last sentence in §512(a)(3)(B) (p. 89, lines 6-11) when it
provides:

If during the taxable year, an amount which is attributable to income so
permanently committed is used for a purpose other than that described in
clause (1) or (it), such amount shall be included under subparagraph (A),
in related business taxable income for the taxable year.

It doesn't make sense how amounts perenanently committed can be diverted.
The purpose of the last sentence is to tax investment income which was not set
aside for benefits (or policy dividends) or charity but expended for "social
recreations" or like "purely personal facilities for the membership" of fraternal
societies. Since that language will tax any untoward diversion, the term "perma-
nently" is superfluous and rather confusing. The fact that "permanently" didn't
mean "permanently" was pointed out in the debates on the Tax Reform Act prior
to passage by the House.

As Congressman Byrnes pointed out during the House debates on the Tax
Reform Act the term "permanently committed" in § 512(a) (3) (B) does not
require a commitment pursuant to state law or benefit contract. What is required
is that the governing board of the fraternal beneficiary society takes steps to
assure that accumulated earnings in the "unassigned Funds" surplus account be
used exclusively for charitable or insurance purposes. This would be done by a
corporate resolution to effect such commitment.

As OhairmanMills pointed out, the "permanently committed" test does not
turn on some legally binding contract which absolutely requires such but rather
on the commitment made by the organization as to the proper (charitable or
Insurance) disposition intended for such funds. If this is the case, the use of the
term "permanently" is almost contradictory and implies an unintended obliga-
tion which needed clarification during the floor debates.

We believe that deletion of the term "permanently" would clarify the fact
that investment earnings'added to such "Unassigned Funds" need not be com-
mitted by state law or contract to the insurance or charitable functions to
qualify as "exempt function income." Thus, 1 512(a) (3) (B) as altered by our
changes would more clearly reflect the intention of Congress. Our version as
altered appears as an appendix to this statement.

V. QOMMM VPON ZQMVIZM TEAT FaATERNAL BENEFICIARY SOMTES FIE
PUtBLIC INFORMATION RETURNS

Under I 10i(M) of the House bill, all exempt organizations shall be required
to file annual information returns with the Internal Revenue Service. By amend

I

I
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ment to § 6104 such returns will be made available for public inspection. This
provision presents no substantial problems for fraternals because under state
law, fraternals are required to file extremely detailed statements of financial
condition. In addition, these statements in some states are made public.

When the insurance departments of the various statutes conduct their triennial
examination of the books and records of fraternal beneficiary societies, the
operations, investments and related activities of the national organization are
scrutinized in great detail. We could not foresee any examination by the
Internal Revenue Service which would approximate the examinations of the
state insurance departments. While we do not believe It is necessary for fraternals
to file Information returns because of the detailed returns filed with the states
which regulate their insurance activities (which are available to any Internal
Revenue agent at any time) the nondiscriminatory aspect of this provision
deserves our support. Fraternal organizations are being treated like all other
exempt organizations. No particular class of exempt organizations are par-
ticularly favored over any other class. All classes of organizations will file in-
formation returns and all such returns will be made public.

We are concerned, however, that an undue burden would be placed on very
small organizations (regardless of class) which maintain themselves through
the services of volunteers.

If these volunteers would be required to analyze and prepare the complicated
information returns of nonprofit organizations, few people would be willing to
offer their services. In addition, if the volunteer overlooks the filing, he may
under certain circumstances, be liable for a personal penalty for his failure to
file a return. While this personal penalty may be appropriate for larger organi-
zations, it could be very mischievous as to smaller ones operating with volunteer
assistance. We suggest, therefore, that the proposed § 6033 be amended to exclude
from the annual filing requirement organizations which have less than $5,000
gross income and $5,000 in assets in any year. Such a provision would not be
administratively harmful since the potential abuse of exempt status in such small
organizations is almost nil. Also, the Revenue Service would not be deluged
with hundreds of thousands of meaningless returns serving no audit or revenue
function.

finally, it. would not place an undue burden on small organizations operating
with volunteer help and would not discourage individuals from associating
themselves in the administration of these small organizations. It makes a great
deal of sense for the Internal Revenue Service to obtain returns which enables
them to carry on their audit and enforcement procedures more ably and effi-
ciently; we do not believe a statutory exclusion for very small organizations
would In any way adversely affect these functions and indeed could well s.' ,e
the taxpayers thousands of dollars which would have to :be spent to proc ss,
colate and perfect such returns. We believe our proposition is a salutary one and
urge its adoption.

Vi. CONCLUSION

The National Fraternal Congress of America wishes to emphasize that It has
no substantial objection to the extension of the unrelated business income tax in
its prm. sent form to fraternal beneficiary societies since all other exempt organi-
zations will be subject to this tax. The equivalent treatment of all other exempt
organizations as to the taxation of unrelated debt financed income is supportable
for the same reason. However, we strongly object to the discrimination inherent
in proposed IRC I 512(a) (3) of the House bill. There is no justification for
singling out fraternal beneficiary societies (and §501(c) (7), (9) and (10)
groups) for special treatment of "diverted" passive income where all other tax
exempt membership organizations can do as they please with such income under
the exclusions granted by if 512(b) (1), (2), (3) and (5). Proposed 5 512(a) (3)
does not treat equivalent organizations on an equal basis; it does not treat
equivalent income on an equal basis. We urge the Senate to reject this provision.

ARENT, FOX, KINTNER, PLOTKIN & KAHN,
Wash ington, D.C., September 2-J, 1969.

Hon. RussELL B. LONo,
C chairman, Committee on Finance,
U.S. Senate, Washingtoir, D.C.

DEAn SENATOR LONG: This letter is written on behalf of the National Fraternal
Congress of America, an association of 101 fraternal beneficiary societies exempt
from federal Income tax under section 501 (c) (8) of the Internal Revenue Code.
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The National Fraternal Congrevs -submitted a statenivnt to the ('onmmittte oji
finance concerning propod 1 512(a) (3) (extension of the unrelated biie
income tax to fraternal societies) and was granted the opportunity to testify
before your Committee on September 12.

The National Fraternal Congremq is not opposed to the ncro.s the board exten-
sion of the unrelated business income tax with the present excludon. for pas.-
sive investment incmne. We are opposed, however, to the limitations imlposed on
the expenditure of such investment income since (I) other tax exempt ivmlnber-
ship organizations have no such limitations imposed and (1i) other tax exempt
insurance organizations have no stch limitations imloed. In our estimation,
there Is no substantial Justification for such discrilm1ntion.

If the provisions governing the taxation of unrelated bmuines income are
enacted in the present format, there are a number of questions posed in its appli-
cation to the normal operations of fraternal societtes. While It is believed that
literal interpretations of the proposed unrelated tax provisions would provide
answers favorable to fraternals, we would appreciate any technical conmients
you may have with respect to our observations.

1. Fraternal A offers members of its local lodges the opportunity to purchase
life Insurance on the lives of their children or other dependents (including wivcs)
subject to the resrictions on amounts and age Imposed by the state In which the
members reside. The member pays the premiums on the benefit certificates and
Is the beneficiary under these dependency contracts Under prop. IRV 1 512 (a)
(8) (B) (definition of "exempt function income", line 9, page 88 of the bill)
amounts paid by members in connection with such dependency insurance may be
considered as services rendered for the member. However, if the Insured (the
juvenile or wife) is considered the person to whom the service is rendered, then

-the first sentence may not exclude this premium income. It does apivar that the
second sentence (p. 88, lines 17-24, p. 89, lines 1-5) would exempt such premimn
inome where the premium is committed for a purpose specified In § 170(c) (4),

. or for providing for the normal 1 501(c) (8) (B) benefits. Since it is our under-
, tanding that the first sentence was drafted to cover (and exempt) a fraternal
society's entire premium Income, there seems to be some disparity In requiring a
fraternal to separate accounts and trace dependent's Inmurance premiums as Is
required under the second sentence. We believe an appropriate reference in the
Senate Luancef Committee report could attribute dependent's Insurance to the
member under the first sentence and thereby treat all premium Income the same.

2. Fraternal B publishes a monthly Journal which contains commercial adver-
ting as well as advertising by religloum orders seeking young men to join the
order, enroll In seminaries, etc. The magu ie is distributed to all mnbers of
the fraternal directly from Its national headquarters and members pay a sub-
scription fee of $1 per year as part of their joint national-local due. The maga-
S ine as a whole produces a los in excess of $100,000 per year although there Is
net advertising profit based upon direct advertising income and direct advertis-
Lug expense

Under prop. 1 512(a) (3) (A), the entire gross income of a fraternal Is treated
as unrelated business income except for exempt function Income. Deductions are
allowed "(p. 88, lines 3-8) for those expenses directly connected with the produc-
tion of gross income. Proposed I 512(a) (8) (A) may be interpreted to disallow
certain expenses of a fraternal related to the production of exempt function
hiaeome in the context of publishing a journal. For example, if the editorial
ekponses lneur'ed in connection with a journal by a fraternal society are
oAseod as attributable to "exempt function income" (income from member
s-bsrlptions)*. then 'these expenses are not allowed to offset net advertising

c ptofits'as Is the case for trade associations and others under Regulations 1.512
(a)-1(d)(8) and Regulations 1.512(a)-1(e), Example 2. If that were the case,

-thfraternal; rodeAls carrying commercial advertising are treated far more
harsly than r (I) a commercial counterpart and (i) a counterpart periodical

. Iml ll d by 'tide isoelation.
-Onthe, Oter hand, pienthetieal exclusion' contained In the second sentence

o f pr1q, e t 5 2 (a) (8) (B), (p. 88, lines20-24) could be interpreted to require
-- tlt~*~,~"M 1 of, elempt function journal losses against advertising profits

with p ! journal profits being thrown back to I 512(a) (3) (A) and be
; taxable Under that provision. We believe that there is no reason for distinguishing

be n . no, tasls or various exempt organs nations and that the appropriate provi-El .. m Would rit a fraternal journal to benefit from regulations 1.512(a)-
:,j (l(2. gd-12 (a) -(e), example 2.

I MA,
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3. Fraternal C invests retained insurance dividends, unclaimed or deferred
benefits and the like in order to make such assets productive. These items are
an indebtedness of the fraternal (owed to certificate holders or beneficiaries)
and are shown as liabilities on the balance sheet of the society. In the case of
these items, the society is committed to pay a certain stipulated return to
the beneficiary and should the rate of return exceed the contracted amount, such
excess is added to the general funds of the society.

Under 1 514 as amended, income attributable to acquisition indebtedness may
be taxable depending upon, inter alia, whether the property or indebtedness is
related to any exempt function.

Under proposed IRO §514(c) (4) (indebtedness incurred In performing exempt
purpose) the term "acquisition indebtedness" does not apply to indebtedness
where the incurrence of it is inherent in the performance or exercise of the
organizations exempt function. We believe that deferred or unclaimed benefits,
and re-invested dividends constitute indebtedness inherent in the fraternal
society's exempt function, and are very much like deposits made by members
of credit unions (an example cited in the statute). Thus, the statute seems to
exclude from taxation earnings attributable to such indebtedness. Since such
amounts are sometimes very substantial, a reference to such "related" Indebted-
ness would be appropriate to clarify and affirm the status of such indebtedness.

Your assistance on these questions would be greatly appreciated.
Very truly yours,

WILLIAM J. LrHRFELD.

The CHAIRMAN. Mr. Edwin Steers, counsel for the Imperial Coun-
cil of the Ancient Arabic Order of the Nobles of the Mystic Shrine
for North America.

It is a fine organization, sir, but it is a real mouthfilling phrase.

STATEMENT OF EDWIN STEERS, GENERALL COUNSEL, THE IN.
PERIAL COUNCIL OF THE ANCIENT ARABIC ORDER OF THE
NOBLES OF THE MYSTIC SHRINE FOR NORTH AMERICA; ACCO-
PANIRD BY :. WORTH BASER, IMPERIAL POTENTATE; GEORGE
SAUNDERS, IMPERIAL RECORDER; PAUL E. IBACH, ASSISTANT
GENERAL COUNSEL; AND ROBERT MOUNTAIN, CPA

Mr. STEE S. Mr. Chairman and members of the committee, I am
Edwin Steers, attorney, from Indianapolis, Ind., and recently ap-
pointed as general counsel for the Shrine, succeed'ng Stanley Gerrity,
an eminent lawyer from Wichita, Kans., who had held that position
for some years. He died just several weeks ago after a trip here on
this bill.

On my right is the imperial potentate of Shrine, J. Worth Baker.
On my immediate right is George Saunders, the imperial recorder,

who has held that position for some 20 years.
On my left is assistant general counsel of the Shrine who will make

the oral presentation and remarks and Bob Mountain from Billings,
Mont. a CPA.

I will present Paul E. Tbach, the assi6. nt general counsel.

ir. lEACH. I appreciate very much this opportunity to appear before
this committee in person today as a representative of more than 863,000
Shriners of which there are million Masons, and to express the gen-
eral views of our fraternal organization on certain aspects of the
House Tax Reform Act of 1969.

The objects and purposes of the Shrine reflect such attitudes as
faith in God, man's relationship with his brother and philanthropy.

The Shrine has long been characterized for the color and pageantry
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of its parades, its marching uniform units, its bands and its fund-
raising activities, which have helped raise many millions for our
philanthropy, Shriners hospitals for crippled children.

As many of you are probably aware, our fraternity supports and
maintains currently 19 orthopedic Shriners hospitals and three Burns
Institutes. From the time our first hospital was constructed in 1922,
we have cured or materially helped more than 140,000 children. The
treatment which has been provided at Shriners hospitals for crippled
children has always been wholly without any charge to the parents.
We estimate that he operating expenses for our charity for the
calendar year 1969 will amount to in excess of $22 million.

It is the Shrine fraternal organization which has made all of this
possible. While most drives for charitable funds by various ch'sities
require a certain amount of selling and expenses incident thereto,
we of the Shrine have always prided ourselves on never attempting
to make any form of direct solicitation unon the general public. Rather,
we have attempted to attract charitable gifts and bequests for our
philanthropy from the pagentry and color displayed at our sportiuz
events, and through our fraternalism and assistance of local, worth-
while community projects.

Having given you this rather brief background concerning the
Shrine fraternal organization, I should like to address my remarks to-
day to section 121 (b) (1) of the Tax Reform Act which creates specialtaxable rules as to fraternal beneficiary societies and places them in
the same taxable category as social clubs with few exceptions. This
we feel to be a fundamental error, whereby a fraternal organization's
passive investment income, together with' its income generated from
intermittent or annual fundraising activities would be taxed at cor-
poration rates when it is not directly committed for charitable pur-
poses. It is important to observe that these special taxable rules are
not made applicable to other exempt organizations, such as labor
unions, social welfare organizations and business leagues to merely
name a few. In our estimation, it should be more the intent of Congress
to actually eliminate the inequities in our present tax system 'than
create a greater hodgepodge and further disparity among exempt
organizations.

There is no question but that a tax placed on income from invest-
ments and fundraising activities such as circuses and sportinz events
would result in a drastic reduction in available support which the
Shrine Ftaternal Order could Lrive its philanthropy. All such income
which right now is not being directed for our charity is either being
set aside for capital improvements, equipment and travelingr expensesfor our Shrine units when they participate at various sporting events
and community parades which have always done so much to call at-
tention to our philanthropy, Shriners HMspitals for Crippled Chil-
dren. It is this way that we have been able to get charitable gifts and
be ueust. from the general public.

Certainly the revenue advantages from the Treasury's standpoint
Of this form of taxation of fraternal organizations must be considered
noni'al, b ut theamounts from the standpoint of the Shrine would be

dL1Oe. t'the same time, such a tax at corporation rates would
e d 'lgtihng toward correcting any inequities or abuses in ourtirrent tax system. The primary impetus and purpose for the unre-

I

44



1135

lated-business income tax was to eliminate a source of unfair competi-
tion with private taxpaying businesses and the taxation of a fraternal
organization's passive investment income and income from fundrais-
ing activities would have no bearing whatsoever on this primary pur-
pose.

Actually, the public welfare would be far better sustained if the
Shrine were permitted to continue conducting its fundraising events
unhampered which both by direct and indirect means aids charitable
and philanthropic purposes.

Even as late as July 7, 1969, when this tax bill was in its latter
stages of being considered by the Committee on Ways and Means, it
is quite apparent from a letter written by Chairman Mills of the com-
mittee in responding to a letter received by a fellow Congressman from
one of our Shrine temples, that the chairman firmly believed that
Shrine football games and circuses would be subject to the same ap-
)licable tax-exempt provisions under the unrelated-business income

regulations (Regulations sec. 1.513-1(c) (iii)) as other exempt orga-
nizations having annual or intermittent fund raising activities. How-
ever this would'not be so under section 121 (b) (1), and it would make
no difference that an annual Shrine football game or circus was not
coeisidered a business "regularly carried on."

Does it seem equitable by this House tax bill that all income gen-
erated by such exempt organizations as a business league, real estate
board, or labor union from an annual fundraising dance would con-
tinue to remain tax exempt while the income generated rom our an-
nual Shrine dance or circus would be taxed at corporation rates on any
income not directly committed for charitable purposes I Why is such
"distinction proposed between these exempt organizations

As I have heretofore indicated, a fundamental error did occur when
the Treasury Department made its initial proposal to Congress to treat
fraternal organizations in the "same boat" as social clubs. Actually,
the organizational structure and purposes of these two exempt orga-
nizations are quite dissimilar from each other, with the exception that
both are a "membership" form of organization. For that matter,
churches, too, are a membership organization.

An exempt social club must be organized and operated exclusively
for the pleasure and recreation of its members and be supported
"solely" by membership fees, dues, and assessments.

Contrast this wording in the Internal Revenue Code as to social
clubs with that pertaining to fraternal beneficiary societies which am
far different than mere social and recreational clubs.

The regulations as to fraternal organizations, unlike social clubs,
specifically allow the "carrying on of activities which raise revenue
from members and their guests. Congress clearly then has always
manifested a willingness to recognize fundraising activities of fra-
ternal organizations as long as these organizations according to regula-
tions do "not engage in business -activities of a kind carried on for
profit."

It can also be observed that numerous revenue rulings have been
promulgated in the past few years by the Treasury Department dealing
with exempt social clubs and under what conditions and to what extent
a social club may make its social and recreational facilities available
to the general public. In none of these revenue nlings has there ever
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bee the slightest indication by the Treasury DepartAnent that these
rulings were to be also made applicable to fraternal beneficiary so-
cieties. Merely because social clubs and fraternal organizations are
both membership organizations, does not mean their purposes, their
activities and their operations are at all similar. If that were true,
there would be no need for two separate tax exemption categories
under section 501 (c) of the code.

We can appreciate the reasons for the Treasury Department's rec-
ommendation to the House Committee on Ways and Means to tax the
income of a social club should it permit its bar, restaurant, social, or
other recreational facilities to be utilized in any substantial degree by
nonmembers; this very likely could result in an unfair competitive
advantage to the exempt social club over private taxpaying businesses
within the community offering similar services to the general public.
However, there is no competitive advantage to be concerned with in
taxing the investment income of fraternal organizations or the income
they receive from nonmember admissions to annual fundraising events.
We have never heard of any co plaint ever being lodged by a tax-
paying business objecting to any fundraising activity of the Shrine.

in summary, let me make clear that the Shrine supports extending
organizations including fraternal beneficiary societies. However, it is
the position of the Shrine that it should be treated with the same
degree of farness and with the same present exemptions, additionF,
and limitations referred to under section 512(b) of the Internal Re.
venue Code that are now accorded other exempt organizations under
the unrelated-business income tax sections of the code.

We therefore strongly take exception to fraternal beneficiary so-
cieties being summarily categorized in a manner similar to social
clubs without any justifiable basis and have all their investment in-
come and all their income from annual or intermittent fundraising
activities, henceforth taxable at corporation rateF, if not permanently
committed strictly for charitable purposes or, for insurance benefits
for members.

We respectfully request that the Committee on Finance give earnest
consideration toward amending the Tax Reform Act of 1969 by re-
moving any and all references to section 501 (c) (8) organizations
from the discriminatory provisions of section 121(b) (1) of the Tax
Reform Act. It is this section of the House bill which adds section
512(a) (3) to the Internal Revenue Code and creates special taxable
rules applicable to fraternal organizations.

Thank you.
Mr. SwTi . We will be happy to answer any questions if we could.

emtnor ANDaRsoN. I am afraid I will be a prejudiced witness. I
have been elected as the potentate of my Shrine organization in New
M mico, andI am a mem-ber of my divan of my own temple now.

'$qAtor CriS. Is one of the points you make that the tax onpawe, inestment income is not applied-across the board to all tax-
l e emptorgamzatioas?
.. .~aCH. Right. It only applies to social clubs, fraternal organi-

"oajni VO ~tay lhenef~ciarya Rsooations.
MZ t t0G1 rxs Gr. verthe long period is the Shrine substantially

pr:t -4 frp"OxeIption of the tax of funds committed to charity?
:f.Ji. f lthi's ouse bill, Senator, -we have never come
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within the lpurview of the unrelated business income tax sections of
the code.

Senator CURnTIS. I understand.
Mr. In.xcit. However, as I stated in our statement before the com-

mittee here, we are fully-we fully support being under the act as
any other exempt organization should be, but we think that we should
bo treated with the same degree of fairness as the other exempt
organizations and not specially categorized.

Senator CURTIs. My question was, to what extent are you saved
from the tax by the provision that there is an exemption to the tax
of funds committed to charity?

Mr. InACMi. That is right. Any funds that are directly committed
for charitable l)urlposes or for insurance purposes for the benefit
of members and their dependents, we would be exempt from that.

Senator CURTIS. I understand that, but to what extent in your tase
does that grant you relief Would you still have substantial income
taxed? 

-

Mr. IBACIL Yes. The reason being that it would hurt our temples,
Shrine temples, in accumulating funds for capital improvements, for
renovating needs.

It would hurt us in trying to have our temples secure funds to
buy new uniforms, to buy equipment and to go to these various parades
and football games which we feel have done so much to call atten-
tion to our charity and to raise funds.

Just in 1968 we had 31 Shrine football games. and they had net
receipts of our hospitals of $1,370,000, and this is done through calling
attention toour charity.

We do not have, as I said, any form of direct solicitation to the
general public.

Senator CURTIS. Nor any paid for solicitation.
Mr. IlIACI. Right.
Senator CURTIs. That is all.
Senator MILLER. My question is somewhat related to Senator Curtis'

questions, and that is, to what extent would you obtain relief from
the effect of the House-passed bill if you were allowed to take a deduc-
tion against fundraising events income for finds set aside for charity
or for funds set aside for operations of the Shrine or, for that matter,
for any other fraternal organization, which are calculated to tie in
with the fundraising activities, the public participation parades to
which you refer ?

Would that commitment. of funds-wouldn't that pretty well use
up this income from f undraising eventsI

Mr. IBACI. I am sorry I (lid not get the full import of your question.
Senator MILLER. Take, for example, the annual Shrine game in San

Francisco. Aren't the funds from that pretty generally used entirely
for charity?

Mr. IBACII. Right, sir.
Senator MILLER. Proceeds.
Mr. IBAcii. Right, sir all charity after the expenses.
Senator MILLER. And Shrine circuses don't the proceeds from those

pretty generally go to charity or possibly some of the public relations
operations, participation in parades and activities of that type, like
that?
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Mr. IAcu. That is right..
Senator MILLER. Then I am wondering if it would help you if the

House-passed bill was amended so that. fraternal organizations would
have an offsetting deduction for amounts committed to charity or for
amounts committed to activities of the fraternal organization which
are of a public-participation-type activity.

You mentioned Shrine temples. They would not be included in that.
I was wondering if that was not included, but the other activities were,
funds for other activities, that would pretty well kill off any income
tax consequences.

Mr. IBACI. Yes, except for what we were trying to raise money for,
a new temple or new temple building needs, would cover most, of that
other income, I would say.

Senator MILLER. So that if yott had a fundraising event calculated
to raise money for a temple that would be subject to tax-

Mr. TIAcH. Yes.
Senator MILLER (continuing). ITlder my approach.
Mr. In3AcH. Right.
Senator MILLER. Of course, that would be true for any fraternal

organization. If the Elks Club had a fundraising event to construct
a new Elks Club.

Mr. IrACH. You see, one of the problems, though, Senator, is that,
if you take a Shrine temple, they may have a building in a community,
and land values get so expensive, and real estate taxes, that they decide
to move out to the outskirts of town, well, it would hurt us tremen-
dously if we were to have to pay a captial-gains tax on what the basic
cost of that building might have been 50 years ago, and what it is now,
and when we decide to move out,-

Senator MmTLEiR. Yes.
Now, we are getting into this passive investment income. My ques-

tions are not related to that. Your testimony is substantially like Mr.
Lehrfeld's before you on that.

Mr. InAom. Right.
Senator MiuFn. I think your points are very well taken. I am not

talking about passive income. I am talking about these fundraising
activities.

Mr. IBACH. Fundraising activities.
Senator MmLER. And we have a problem there. If every fraternal

organization in the country wanted to have a fundraising event to get
money to build a new building, well, that is one thing.

But, on the other hand, if the fraternal organizations are using the
income from a fundraising event for charity or for their, let us say,
public or community service-type activity, participation in parades
and things of that nature that might be a little different. I am just
wondering where the line could be drawn, and, if it were drawn, how
much of an impact it would have on you, because I do not think we--
and I am sure you do not want us to single the Shrine out for any
pa ticularly special treatment. We are talking about fraternal orga-
nizations here.

Mr. iucmi. Right.
Senator MTLER. And I have no 4tuestion but wlhat the way you

people operate is very much aboveloard, but there are some cases
where, 1 think, all of us have experienced some criticism of some
fraternal organizations for certain Ictivities.
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So the question is, Where do we drhaw the line? and I think that you
make a strong point that you are quite differentt from social clubs.

I have no difficulty with that, but whether or not we should try
to draw a line between fundraising income for the community service
and charity activities, on the one hand, and the lodge's own buildings,
on the other, is the question I am trying to ask here.

Do you have any experience from your activities as to how many
activities of the Shrine are calculated to raise funds for service activi-
ties on t things of that nature, as distinguished from other activities
to build capital?

Mr. SAUNDERS. I would say that, with the l)resent dues structure
of the Shrine organization, thiey would need some supplemental in-
come in order to be able to handle their fraternal activity, to cover
the cost of their units in making the parades, and cover the cost of
the uniforms and that sort of participatio) which, in itself, is helping
the charitable project of the Shrine.
Senator MILLER. Yes. But I do not think maybe I got my point

across to you.
Suppose you are allowed .tc take a deduction against the fundraising

income for those very activities, and for charity, would that pretty
well eliminate the problem of the income or is there very much activity
calculated to raise money for capital-type spending such as a new
temple?

I am just wondering how much it would impinge upon you if we
drew the line at allowing deductions against fundlraising event income,
the proceeds to go to charity, and the proceeds that are used by frat-
ernal organizations in carrying out service-type activities such as
those you mentioned.

Mr. SAUNDERS. That is something that I could not-I get your
thought, Senator, but I could not give you an answer.

Senator MmLER. Perhaps you could look at it and submit soie-
thing for the record.

Mr. SAUNDERS. It would have to be studied, that is right.
Mr. SiEERs. We have our accountants and auditors-we will have

them make a study of it.. We would have to have an overall profit
with a net income for the overall proposition, but I do not think we
have ever had to study it.

Senator MILLER. But give us something on it.
Mr. ST ERS. Will do.
Senator MILLER. I do not want an intensive review, but you might.

take a few examples and see how you come out, which might be help-
ful in guiding us on it.

(Mr. Ibach's prepared statement follows:)

STATEMENT OF PAUL Ps. IBACii, ASSISTANT GENERAL COUNSEL, THE IMPERIAL COUN-
CIlt. OF THE ANCIENT ARABio ORDER OF THE NOBLES OF THE MYSTIC SHRINE FOR
NORTH AMERICA

Mr. Chairman, for the record my name is Paul B. Ibach and I am Assistant
General Counsel for The Imperial Council of the Ancient Arabic Order of the
Nobles of the Mystic Shrine for North America, which is more commonly known
and referred to as the Shrine of North America. I appreciate very much this op-
portunity to appear In person before the Committee today as a representative
of more than 863,000 Shriners and to express the general views of our fraternal
organization on certain aspects of the House Tax Reform Act of 1969.
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The objects and purposes of the Shrine, as set forth in its Articles of Incorpo-
ration, reflects such attitudes as Faith in God, man's relationship with his
brother and philanthropy.

The Shrine has long been characterized for the color and pageantry of its
parades, Its marching uniform units, its bands and its fund-raising activities,
which have helped raise many millions for what we believe to be the "World's
Greatest Philanthropy", Shriners Hospitals for Crippled Children. As many of
you are probably aware, our fraternity supports and maintains currently nine-
teen orthopedic Sin iners Hospitals and three Burns Institutes. From the time our
first hospital was constructed in 1022, we have cured or materially helped more
than 140,000 children, and In doing so, we have currently trained approximately
one-fourth of the certified orthopedists in this nation. The treatment whivh has
been provided at Shriners Hospitals for Crippled Children has always been
wholly without any charge to the parents. We estimate that the operating ex-
penses for our charity for the calendar year 1969 will amount to in excess of
$22,000,000.

It is the Shrine faternal organization which has made all of this possible
in its humane endeavors to assist those less fortunate. While most drives for
charitable funds by various charities require a certain amount of selling and
expenses incident thereto, we of the Shrine have always prided ourselves on
never attempting to make any form of direct solicitation upon the general pub-
lic. Rather, we have attempted to attract charitable gifts and bequests for our
philanthropy from the pageantry and color displayed at our sporting events,
and through our fraternalism and assistance of local, worthwhile community
projects. Last year, there were thirty-one Shrine charity football games alone
sponsored by our Shrine Temples throughout the United States which helped
raise approximately $1,370,000 in net receipts for our hospital program.

Having given you this rather brief background concerning the Shrine fraternal
organization, I should like to address my remarks toda) to Section 121(b) (1) of
the Tax Reform Act which creates special taxable rules as to fraternal beneficiary
societies and places them in the same taxable category as social clubs with few
exceptions. This we feel to be a fundamental error, whereby a fraternal organiza-
tion's investment income, including rents, dividends, interest and gains from the
sale of property, together with its income generated from intermittent or annual
fund-raising activities would be taxed at corporation rates when it is not directly
committed for charitable purposes. It is important to observe that these special
taxable rules are not made applicable to other exempt organizations, such as
labor unions, social welfare organizations and business leagues to merely name
a few. In our estimation, it should be more the intent of Congress to actually
eliminate the inequities In our present tax system than create a greater hodge-
podge and further disparity among exempt organizations.

There is no question but that a tax placed on income from investments and fund-
ratsing activities such as circuses and sporting events would result in a drastic
reduction in available support which the Shrine Fraternal Order could give its
philanthropy. All such income which right now is not being directed for our
charity is either being set aside for capital improvements or renovating needs or
such income is being used by Shrine Temples to provide parade vehicles, uniforms,
equipment and traveling expenses for our Shrine Units when they participate at
various sporting events and community parades which have always done so much
to call attention to Shriners Hospitals and to assist us in obtaining gifts and
bequests from the general public.

Certainly the revenue advantages from the Treasury's standpoint of this
form of taxation of fraternal organizations must be considered nominal, but the
amounts from the standpoint of the Shrine would be prodigious. At the same
time, such a tax at corporation rates would be doing nothing toward correcting
any inequities or abuses in our current tax system. The primary impetus and
purpose for the Unrelated Business Income Tax was to eliminate a source of
unfair competition with private taxpaying businesses and the taxation of a
fraternal organization's Investment income and income from fund-raising activi-
ties would have no bearing whatsoever on this primary purpose.

Actually, the public welfare would be far better sustained if the Shrine were
permitted to continue conducting Its fund-raising events unhampered which both
by direct and indirect means aids charitable and philanthropic purposes which
might otherwise of necessity become federally financed and controlled.

Even as late as July 7, 1909, when this tax bill was in its latter stages of being
considered by the Committee on Ways and Means, it Is quite apparent from a
letter written by Chairman Mills of the Committee in responding to a letter
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received by a fellow Congressman from one of our Shrine Temples, that the Chair-
man firmly believed that Shrine football games and circuses would be subject to
the anme applicable tax exempt provisions under the Unrelated Business Income
Regulations (Regs. § 1.513-1 (c) (2) (ill)) as other exempt organizations having
annual or intermittent fund-raising activities. However, this would not be so
under Section 121(b) (1), and it would make no difference that an annual Shrine
football game or circus was not considered a business "regularly carried on."

Does it seem equitable by this House Tax Bill that all income generated by
such exempt organizations as a business league, real estate board, or labor
union from an annual fund-raising dance, would continue to remain tax exempt
whiie the income generated from our annual Shrine dance or circus would be
taxed at corporation rates on any income not directly committed for charitable
purposes? Why is such a distinction proposed between these exempt organiza-
tions ?

As I have heretofore Indicated, a fundamental error did occur when the
Treasury Department made its initial proposal to Congress to treat fraternal
organizations In the "same boat" as social clubs. Actually, the organizational
structure and purposes of these two exempt organizations are quite dissimilar
from each other, with the exception that both are a "membership" form of
organization. For that matter, churches, too, are a membership organization.

An exempt social club must be organized and operated exclusively for the
pleasure and recreation of its members and be supported "solely" by membership
fees, dues and assessments.

Contrast this wording in the Internal Revenue Code as to social clubs with
'that pertaining to fraternal beneficiary societies which are far different than
'nere social and recreational clubs. The Regulations governing fraternal orga-
nizations state they must be operated in furtherance of their fraternal purposes.
In the case of the Shrine, we are operated in accordance with Masonic principles
which, as I have stated, include Faith in God, philanthropy and brotherhood
among our basic attitudes.

The Regulations as to fraternal organization, unlike social clubs, further
specifically provide that the "carrying on of activities which raise revenue from
members and their guests will not deprive the society of its exemption." Con-
gress clearly then has always manifested a willingness to recognize fund-raising
activities of fraternal organizations as long as these organizations according
to the Regulations do "not engage in business activities of a kind carried on
for profit"

It can also be observed that numerous Revenue Rulings have been promulgated
in the past few years by the Treasury Department dealing with exempt social
clubs and under what conditions and to what extent a social club may make
its social and recreational facilities available to the general public. In none
of these Revenue Rulings has there ever been the slightest indication by the
Treasury Department that these rulings were to be also made applicable to
fraternal beneficiary societies. Merely because social clubs and fraternal orga-
nizations are both membership organizations, does not mean their purposes,
activities and operations are at all similar. If that were true, there would be
no need for two separate tax exemption categories under Section 501(c) of
the Code.

We can appreciate the reasons for the Treasury Department's recommendation
to the House Committee on Ways and Means to tax the Income of a social club
should it permit its bar, restaurant, social, or other recreational facilities to be
utilized in ahy- substantial degree by nonmembers; this very likely could result
In an unfair competitive advantage to the exempt social club over private tax-
paying businesses within the community offering similar services to the general
public. However, there is no competitive advantage to be concerned with In taxing
the investment income of fraternal organizations or the income they receive
from non-member admissions to annual fund-raising events, which actually go
to support their fraternal activities and in many ways their charitable endeavors.
We have never beard of any complaint ever being lodged by a tax-paying business
objecting to any fund-raising activity of the Shrine.

While some social clubs have taken the position in statements previously
filed with the House Committee on Ways and Means that a tax being placed on
their investment income would represent to them ouly a Onlor problem since
this has for a number of years been the subject of Revenue Rulings pertaining
only to them, (see in particular Revenue Rultg 66-149), tis is certainly not
true as far as the Shrine or many other fraternal beneficiary societies where
it could have a catastrophic effect.
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In summary, let me make clear that the Shrine supports extending the Un-
related Business Income Tax as presently constituted to all exempt organizations
including fraternal beneficiary societies. However, it is the position of the Shrine
that it should be treated with the same degree of fairness and with the same
present exemptions, additions, and limitations referred to under Section 512 (b) of
the Internal Revenue Code that are now accorded other exempt organizations
under the Unrelated Business Income tax sections of the Code.

We therefore strongly take exception to fraternal beneficiary societies being
summarily categorized in a manner similar to social clubs without any Justifiable
basis and have aU their inve-etment income a d aU their income from ann~aal or
intermittent fund-rabing actitltics, henceforth taxable at corporation rates, if
not permanently committed strictly for charitable purposes or for insurance
benefits for members.

We respectfully request that the Committee on Finance give earnest considera-
tion toward amending the Tax Reform Act of 1969 by removing any and all
references to Section 601 (o) (8) organizations from the discriminatory provisions
of Section 121(b) (1) of the Tax Reform Act. It is this section of the House Bill
which adds Section 512(a) (8) to the Internal Revenue Code and creates Special
Taxable Rules Applicable to fraternal organizations.

Senator JORDAN. I have no questions.
Senator ANDERSON. Mr. Kachlein.

STATEMENT OF GEORGE F. KAURLEIN, JR., EXECUTIVE VICE
PRESIDENT, AMERICAN AUTOMOBILE ASSOCIATION; ACCOM-
PANIED BY JOSEPH E. MoANDREWS, TAX COUNSEL; AND ARTHUR
I. OOPER, ASSISTANT TREASURER, AMERICAN AUTOMOBILE
ASSOIATION

Mr. KAHum. Thank you, Mr. Chairman.
My name is George F. Kachlein, Jr., executive vice president of the

American Automobile Association, and I am asking to sit with me,
because of their technical qualifications to answer questions, Mr. Jo-
seph E. McAndrews of Ivins, Phillips & Barker, who is our tax counsel,
and Mr. Arthur I. Cooper, who is assistant treasurer of the American
Automobile Association.

The American Automobile Association on behalf of its 227 affiliated
clubs, and 12 million members, is appearing to voice its objection to sec-
tion 121 of the House-passed H.R. 13270, the Tax Reform Act of 1969.

We specifically refer to that portion of section 121 which relates to
limitations on deductions of certain nonexempt organizations, and
would add a new section 278 to the Internal Revenue Code.

While the American Automobile Association and its 227 affiliated
clubs are each a nonprofit corporation, each of them however, are tax-
payers like any other private corporation under our Federal income tax
laws and under a majority of our State income tax laws.

When one looks at the title of the hearing today we find we are
talking about tax-exempt corporations, I wish to clearly point out
that we are a regular taxpayer. We are a taxpaying service organiza-
tion, and though section 121 (now Sec. 278) appear to be directed to
social clubs and other taxable organizations whose members have direct
control over dues structures, as presently written it will apply to the
American Automobile Association and its 227 affiliated clubs, and will
have in each case a catastrophic effect on the finances of those clubs
and the American Automobile Association.

I just returned late yesterday from our annual meeting in Chicago
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where this matter was discussed with each of the club managers and the
presidents of these 227 clubs and, therefore, I speak in their behalf as
well as the American Automobile Association.

Organizations which compete with the AAA but have a nonmember
stockholder's interest appear to be excluded from the application of
section 278, while we are not. This would put us in a serious competitive
disadvantage and subject us to severe tax discrimination.

The AAT and its affiliated clubs are unique organizations in the
motoring and travel field whose activities benefit far more than just
our members. For a few examples of AAA activities which benefit the
general public and are in the public's interest, attention is called to
pages 4 through 11 of the statement which we submitted.

If section 278 is enacted into law in its present form, the AAA and
its affiliated clubs would be forced to curtail, if not eliminate, many
public service-oriented activities such as outlined there.

Our other objections to section 278 are:
(1) Di8criminatory

AAA competitors, insurance companies, oil companies, with sub-
sidiary motor clubs, will apparently be permitted to deduct mem-
bership operation losses while the AAA will not, and again I refer
to pages 11 and 12 of our statement.
(2) Membership service cotS-Impos8ible to predict accurately

No deduction would be permitted for costs of servicing members in
excess of income derived from the members. If a net operating loss
results in any year the loss would be disallowed forever.

When winters, with heavy snows, with severe cold or other unusual
weather conditions occur, like it occurred last year, the cost to the AAA
in carrying out its services may substantially exceed dues income for
that year.

It is impossible to predict membership costs accurately, primarily be-
cause of weather conditions.

If we guess incorrectly as to the severity of the weather or members
demand or other services, we bear the entire loss.

If we guess correctly, income taxes will take away more than half
of our net income.
(3) Investment income- -Due8 paid in advance

Membership dues, are paid annually in advance. These funds are
invested at the best possible return.

Under section 278, income from these invested dues would be sub-
ject to tax without any offset even though this income results from
the fact that dues are paid in advance of the receipt of services.

This is discriminatory since taxable newspapers and magazines re-
ceive subscription income in advance and may invest such funds. Yet
these publications are not required to be taxed on their investment
income separately from the remainder of their operations.

The AAA publishes and provides its members with tour books and
other publications which describe and give ratings to hotels, motels,
restaurants, and similar facilities whici have met AAA standards.

Hotels, motels, restaurants, and so forth, advertise in our tour books,
and through "Official Appointments," l)ublicize the fact that they are
AAA inspected and are approved.

8&- O5-69-pt. 2-16
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(4) Advertising and other income imed to reduce publication cost8
Under section 278 AAA would be required to pay taxes on such

advertising and related income without reduction for the cost of the
publication, which contains the advertising, because it is nonmember
Income.

A newspaper can apply its advertising revenue to its production
costs without a penalty so as to reduce the price of its magazine or
newspaper to its subscribers. B ", the AAA, because it is a member
organization, even though it is subject to income taxes and the like,
would be penalized in a similar transaction. Once again, a clear case
of discrimination.
(5) Cost allocation between members and nonnmembers-Impractical

The AAA and its clubs cannot'provide certain services to its meni-
bers unless it provides the same services to the general public.

For example, international driving permits are issuedby the AAA
under rules of the United Nations Convention on Road Traffic, which
prohibits their issuance to members only.

Similar rules are enforced by the Air Traffic Conference, the Inter- i"
national Air Transport Association, and various steamship companies
covering the sale of airline and steamship tickets.

Under section 278, the AAA would be required to segregate dealings
with members from nonmembers and to compute taxes separately from
nonmember transactions. This would be difficult and most expensive,
if not impossible, to develop a cost accounting system which would
make a reasonable allocation of costs between members and non-
members.
(6) Section 278 80ope too broad.

The effort, to close loopholes in unrelated business income of tax-
exempt organizations while, at the same time, trying to prevent them
from escaping by adopting a nonexempt status, is understandable.

However, the all-encompassing scope of section 278, we believe, is
too broad for the apparent purposes for which it was designed. Only
banking and insurance institutions are specifically excluded.The AAA advertising and other income is clearly related to the
stated purposes of our organization. Unlike social or other organiza-
tions in which the membership may have a direct control over the dues
structure, our dues are not based upon the whims of the membership
but are determined by competitive conditions and costs in the market-
place.

While section 278 strives to eliminate specific abuses, because of
the scope of the language, it will also penalize organizations such as
the AAA which are not guilty of these abuses.
Recommendation.

AAA strongly recommends that the committee carefully conside
.. the full implications of this section, and if the committee still feels

that section .278(a) is required as presently worded, then we would
urge that 278(b) be amended so that. section (a) would not apply to
nonabusers such as the American Automobile Association.

Mr. Chairman and members of the committee, we appreciate the
a opportunity of presenting our views before you.

' . -
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Senator ANDERSON. Any questions? Well, thank you very much for
a very fine statement indeed.

Mr. ,CILEIN. Thank you.
(Mr. Kachlein's prepared statement follows:)

STATEMENT BY GEORGE F. KACHLEIN, JR., EXECUTIVE VICE PRESIDENT, AMERICAN

AUTOMOBILE ASSOCIATION

The American Automobile Association and it 227 affiliated clubs representing
12,000,000 members, appreciate this opportunity to voice their objection to Section
121 of House passed H.R. 13270, the Tax Reform Act of 1969.

Section 121 which relates to limitations on deductions of certain non-exempt
membership organizations would add a new Section 278 to the Internal Revenue
Code as follows :
"SEC. 278. DEDUCTIONS INCURRED BY CERTAIN MEMBERSHIP ORGA-

NIZATIONS IN TRANSACTIONS WITH MEMBERS.

"(a) GENERAL RULE.-ID the case of a social club or other membership orga-
nization which is operated primarily to furnish services or goods to members
and which is not cxcmpt from taxation, deductions for the taxable year in fur-
nishing services, insurance, goods, or other items of value to members shall be
allowed oily to the extent of income derived during such year from members
or transactions with members. (Italic ours.)

"(b) EXCEPTION.-Subsection (a) shall not apply to any organization which
for the taxable year is subject to taxation under subchapter H or L."

f 'The above exceptions in paragraph (b) relate solely to band and insurance
companies.

The House Ways and Means Committee Report #91-413 contains the follow-
ing explanation of the above quoted portion of Section 121 of the bill:

"Prc8ent la.-Certain non-exempt corporations organized to provide services
to members on a non-profit basis realize investment income, or income from
providing services to non-members, which is used to defray all or part of the
cost of providing services to members. The courts have upheld this treatment
in certain cases, although the effect is to render the investment income nontaxable,
and therefore to permit untaxed dollars to be used by the organization to pro-
vide services for its members.

"Explanation of provislona.-Your committee's bill adds a new provision (see.
278) which provides that in the case of a social club or other membership orga-
nization operated primarily to furnish services or goods to members and which
Is not exempt from taxation, deductions in furnishing services, insurance, goods,
and other items of value to members are allowable only to the extent of income
front members or transactions with members. This provision does not apply to
organizations that are taxable as banking institutions or insurance companies
under the code.

New section 278 applies in the case of a social club, cooperative, or other
membership organization which is not exempt from taxation and which is
operated primarily to furnish services or goods to members. New section 278
provides that the deductions for the taxable year in furnishing services, insurance,
goods, or other items of value to members (or shareholders) of such organiza-
tions are to be allowed only to the extent of income derived during such year
from members or transactions with members. Therefore, in such a case, income
from sources other thin members may not be reduced, In determining taxable
income, by losses arising from dealings with members."

Our tax counsel which is the Washington law firm of Ivins, Phillips and
Barker advises that the above quoted provision of the House passed bill would
appear to be applicable to the AAA and. its affiliated clubs as membership orga-
nizations operated primarily to furnish services to members. They further advise
that deductions would be allowable only to the extent income was received from
members or transactions with members. This would mean, they point out, that
any excess of deductions over income would not be allowable for net operating
loss purposes. Also, any excess of deductions over income with respect to members
or transactions with members could not be offset against income generated from
transactions with non-members.
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This provision of the bill, if enacted into law in its present form, would have
a devastating effect on the AAA and its affiliated clubs.
AAA Organization Structure

The AAA is a tax-paying service organization subject to both Federal and
State taxation. It was organized in March 1902 and in 1910 was incorporated as a
non-profit corporation under the laws of the State of Connecticut relating to
corporations without capital stock.

The AAA consists of 227 tax-paying affiliated autonomous clubs and 11 divisions
with 841 offices serving 12,00),000 members throughout the United States and
Canada.
AAA Serves Public Interest-.Benefits Non-members

Since its formation over 67 years ago, the AAA has devoted its energies and
activities to serving its members with such services as emergency road service,
towing service, maps, touring and travel services, etc. However, many of its
other activities are of direct benefit to the motoring and general public.

The AAA By-Laws provide in part:'

"ARTICLE II

"Objects and Purposes

"SEarioN 3. (ObJects and Purposes) The objects and purposes of this corpo-
ration are:

"(a) To aid in the establishment and maintenance of a uniform and
stable system of laws relating to the regulation and use of automobiles and
motor vehicles, and the rights and privileges of the owners and users thereof.

"(b) To promote the construction, maintenance, improvement and super-
vision of highways that are safe, convenient and accessible to motor vehicles.

"(c) To educate the users of motor vehicles and the public at large in the
principles of traffic safety.

"(d) To collect and distribute Information as to all matters or things of
whatsoever character concerning motor vehicles, or of interest to the users
thereof.

"(e) To conduct and participate In exhibitions, contests and safety activ-
Ities and to offer and grant awards, in connection with the interests of the
users of motor vehicles.

"(f) To organize, and grant affiliation to other corporations, associations
and organizations with objects and purposes similar to those of this corpora-
tion.

"(g) To engage in any activity permitted by law intended to further and
protect the interests of the users of motor vehicles.

"(h) To promote understanding among people in the United States and
Canada and abroad and to that end to promote, arrange, and provide for
travel of all kinds by land, sea and air; and to take all steps reasonable or
necessary to carry out the foregoing.

"(I) To do any and all acts or things incidental, necessary or convenient
to the accomplishment of these objects and purposes.

"SCzrroN 4. (Use of Funds) This corporation shall use its funds only to accom-
pUsh the objects and purposes specified in Section 3, and no part of said funds
shall Inure, or be distributed, to the Members of this corporation. On dissolution
the funds of the corporation shall be distributed to one or more regularly orga-
vlzed charitable organizations to be selected by the Board of Directors."

Members of the AAA corporation referred to in Section 4 of the By-Laws quoted
above consist of the 227 affllated clubs and the 11 divisions. These affiliated clubs
have similar provisions in their By-Laws.

AAA PUBLIC INTEREST ACTIvITIES-A FEW EXAMPLES

Htghway.-Down through the years, AAA and its affiliated clubs throughout
the country have supported and promoted improved highways. The organization
was a leader in the campaign which resulted in the first Federal-aid highway pro-
gWa In 1916. It was one of the first to seek public support for the limited-access
highway concept worked out by the U.S. Bureau of Public Roads prior to World
War II. Tointly, AAA and Its clubs staged an intensive educational campaign to
build widespread enthusiasm for the expanded Federal highway program, with
emphasis on the Interstate system, which was adopted in 1956. In the states, AAA

'11' 14
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clubs have worked for better highways, supporting motorist tax increases when
that seemed necessary.

In recent years, AAA has given increasing attention to urban transportation
problems, producing a variety of materials on advantages of urban freeways,
explaining the space-saving possibility of joint development of highways and
other urban facilities. It has worked diligently for provision of adequate off-street
parking spaces, both as a convenience to the motorist and as a measure necessary
for downtown health.

AAA and its clubs were early advocates of roadside protection and gave
hearty support to Federal legislation for roadside beautification. They approve
of the expenditure of motorist tax money for roadside rest and information areas,
scenic look-outs and similar amenities within the highway right-of-way.

Safety Progranl8 for Drivers.---over 25,000 high school driver education teach-
ers have attended intensive short courses conducted by AAA Educational Con-
sultants since our teacher preparation program began in 1936.

Since 1936, AAA clubs have assisted high schools in obtaining some 250,000
free-loan cars from dealers for high school driver education programs. AAA has
pioneered in the production of driver education text materials with AAA's
Sportsmanlike Driving textbook currently being the most widely use6' text In the
field.

AAA Driver Education Television Series is being used in closed circuit TV
school programs as well as on public service programs on regular TV channels
for the general public.

AAA sponsors a nationwide holiday highway safety program "Bring 'Em Back
Alive." This year, 5.5 million free pieces of -promotional literature were dis-
tributed during Memorial, Fourth of July, and Labor Day Holidays. A network
of public service radio and TV holiday news reports are also used in conjunction
with the BEBA program.

Pedestrian Safety Program&.-Each year, AAA clubs distribute free to schools
over 25 million pieces of safety education posters, lesson guides for teachers,
and safety stories for children.

Each year, AAA clubs conduct a nationwide "School's Open-Drive Carefully"
campaign to alert motorists to look out for children at school opening time.

Each year, AAA sponsors a National Pedestrian Safety Inventory Program
with some 2,000 cities in U.S. and Canada submitting detailed reports on their
pedestrian safety programs. Since AAA started this program in 1939, pedestrian
deaths have been reduced by 45% while all other traffic deaths have increased
nearly 75%-this is the most remarkable improvement made in highway safety
to date.

AAA club furnish free literature and equipment to some 900,000 School Safety
Patrol Boys and Girls serving in 40,000 schools across the nation who are helping
to protect the lives of 20 million children as they walk to and from school.

Annually, an estimated 100,000 traffic safety posters are drawn by youngsters
from grades 1-12 for AAA's National School Traffic Safety Poster Contest. Some
$10,000 in U.S. Savings Bonds are distributed to student Poster Contest Winners.

Traffic Enginwering.-In cooperation with the Institute of Traffic Engineers,
AAA recently sponsored 13 regional Workshops on Urban Arterial Traffic Im-
provements which were attended by city officials and lay persons working for
traffic improvement. ($35,000 was contributed by AAA to help underwrite this
project.)

AAA clubs conduct local traffic surveys and traffic forums to help officials
develop effective traffic improvement programs.

AAA in the Interest of uniformity of Traffic Control Devices, signs, signals,
markings, actively participates In keeping current the National Manual on
"Uniform Traffic Control Devices" which serves as a guide to states and localities.

Fe"' -al Safety Standards-AAA Support.-AAA actively promotes the Na-
tional Highway Safety Program Standards developed as a result of the 1966
Highway Safety Act. AAA is a financial contributor and active participant In
the "STATES" program-a Public Support program designed to get states to
Implement the National Highway Safety Standards.

AAA worked with the National Highway Safety Bureau in the development of
the National Standards and Manuals on pedestrian safety, driver education,
codes and laws, etc.

Yattonal Parks-Recreation Areas.-In recent years AAA has appeared before
Congressional committees and enthusiastically supported the creation of several
new national parks and seashore recreational areas.
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The AAA was the first non-government issuer of the Golden Eagle Passport.
AAA affiliated clubs during 1968 sold for the U.S. Government more than 30,000
passports, at no handling cost, thus facilitating use of national parks and recre-
ational areas by the general public.

nternatnal Driving Permits.-The AAA has been authorized by the U.S.
State Department to issue International Driving Permits as provided for in the
United Nations Convention on Road Traffic (Geneva, 1949). Among the criteria
established for such authorization is that the licenser has to be a non-profit
organization and must be officially affiliated with automobile clubs in all foreign
countries.

In 1968 AAA issued 238,766 International Driver's Licenses. Such licenses
entitle U.S. motorists to drive In foreign countries and also permit foreigners to
drive in the U.S.

Intcrnational Motoriiig-Ut'dforn Laws.-For mauy years, AAA has promoted
uniformity in national laws and regulations applicable to international traffic.
AAA representatives participated with U.S. Government officials when the United
Nations promulgated the "1949 Convention on Road Traffic" at a conference In
Geneva, Switzerland. This United Nations Convention (treaty) has greatly
facilitated international motoring. The 1949 convention was ratified by 80 na-
tions in all parts of the world including the United States, which ratified it in
19M0. AAA was a member of the official U.S. delegation to the United Nations
Conference held in Vienna, Austria in November 1968, which revised the Conven-
tion on Road Traffic. This revised and expanded "Convention on Road Traffic"
is currently before the United Nations and will soov be distributed to the member
nations including the United States for ratification.

Ugnform Trafflo Lawa.-AAA and its affiliated clubs have since their inception
promoted uniform traffic laws throughout the United States. Represents tives
o the AAA and its affiliated clubs actively participate in the activities of the
National Clommittee on Uniform Traffic Laws and Ordinances. The National Com-
mittee published in 1926 the "Uniform Vehicle Code" which has been used, and
the 1968 amended version Is currently being used, by the 50 states as a guide in
achieving uniform traffic laws. The draftsman for the Uniform Vehicle Code in
the mid 1920's was then the General Counsel of the Automobile Club of South-
ern California. The General Counsel of the Chicago Motor Club played a promi.
nent role In drafting the chapter of the Code dealing with Financial Responst.
bility. Currently, the Director of the Legal Department of AAA is chairman
of the Rules of the Road Subcommittee of the National Committee.

AAA contributes annually $4,000 to the National Committee on Uniform Traf-
fic Laws and Ordinances.

Diget of Motor Laws.-AAA publishes annually a "Digest of Motor Laws"
of the 50 states and Canadian Provinces. The 36th edition'was published in
January 1960. Affiliated clubs distribute the Digest as a public service to mmdc-
ipMl traffic court Judges, state highway patrol and local traffic enforcement
officials to an aid in their enforcement activities.

Auto TWh ts.-In 1968 AAA representatives testified before Congressional
committees in support of legislation subsequently enacted into law which pro-
hibits the mailing of motor vehicle master keys. The AAA and its affiliated

lubs actively participate in a public information campaign by the distribution
of considerable pamphlets and material aimed at alerting motorists to the
importance df removing keys from unattended vehicles and locking their ears.
In 198, 776,000-cars were stolen. Auto thefts are one of the country's most
serioUs crime problems.

Speed Trtips.-AAA with the full cooperation of its affiliated clubs inve.stigates,
traffic arrest complaints and speed trap areas (traffic enforcement for monetary
rather tban for safety purposes). Where traffic arrest complaints involve high-
way design problems, such matters are brought to the attention of appropriate
state and local Highway Departments as are complaints involving confusing
asing, traffic signs, signals and markings. From time to time, AAA publishes
a list of speed trap areas end "strict enforcement" areas where frequeait traffic
arrests 4 made. 'These lists are given wide public distribution, thus alerting
the motorin public of such situations. Affiliated clubs throughout the years have
JM' WQk. tote0 laws t6 eliminate the "fee system"--arresting officer and traffic
"jud4 o.j~lst/ .f the peace is compensnted on the basis of the number oftm5t atr. and convictions rather than on a salary. (About 25 states still

W.IVpO.---AAA and Hs aflliated clubs process ard investigate com-
Splanta from out-of-state motorists wbo have been vlctinimed by gyp artists when

4/
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they stop for food, pecans or just to rest. What happens is, the prcprl'3tor
entices the traveler into rolling dice for a free meal, free alligator bag or some
other Item. Individual victims are normally taken for several hundred dollars
before they depart- all In a matter of minutes. AAA with the cooperation of its
affiliated clubs have been successful in having appropriate police authority elimi-
nate several such gambling traps.

Trafmo Court Reform.-For many years AAA and its affiliated clubs have
worked to improve traffic courts throughout the country. Just recently, the
Automobile Club of New York was successful in their support of a new
approach. With the assistance of the five Borough District Attorneys of New
York City, Mayor Lindsay, Governor Rockefeller, New York City Bar Associa-
tion and the New York State Legislature, a law was enacted which will remove
minor traffic law violation cases from the criminal courts of New York City
to Administrative Hearing Officers of the State Motor Vehielp Department.

In addition to relieving the crushing backlog of criminal cases of the criminal
courts of New York City, this new traffic court procedure should be most bene-
ficial to the motoring public. If it proves successful, no doubt other AAA clubs
throughout the country will follow the New York lead.

Protection of the Motorist as Consumer.-Through materials supplied to free-
lance writers and magazine editors, and through annually-distributed pamphlets,
the AAA and its affiliated clubs help motorists to operate their cars with a maxi-
mum of economy and a minimum of difficulty. They are given figures on how
much it costs to operate a car, how to figure vacation costs, state laws affecting
car operation, special winter car-care, and so on.

Special recent efforts in this direction include a special report to the Federal
Trade Commission on purchasers' complaints about new car warranties and a
warning about gyp practices of some filling stations in selling unneeded car
parts.

In light of the foregoing comments, we believe that the AAA and its affiliated
clubs, is a unique organization In the motoring and travel field whose activities
benefit far more than just its members. Thus, one may well wonder why this
provision is a problem to the AAA as it appears to be directed at social clubs
and other taxable organizations whose members have direct control over the
dues structure.

As presently written, however, this section will apply to the AAA and, if
passed, it will have catastrophic effects on our finances and will place us at a
severe competitive disadvantage.

Our additional objections to this proposed Section 278 are as follows:
Section 278 is discrtmino troy

The AAA and its affiliates are not exempt from income tax. We have no objec-
tion to paying our fair share of corporate income taxes and make no claim for
special treatment. We do, however, object to tax discrimination and we believe
that Section 278 of this Bill is unfair to onr organization.

Members of the AAA are, in reality, persons who pay an annual fee, called
dues, for the right to certain services such as emergency road service, personal
accident insurance coverage, bail bond service, etc., as they may be needed.
In this light, we see no essential difference between the AAA and mutual insur-
ance companies. Yet insurance companies are specifically exempted from Sec-
tion 278.

Furthermore, although the statutory language of Section 278 appears to
make no distinction between corporations with stock -ders and those without
stockholders, page 49 of part I of the Ways and Means Committee report refeis
to corporations organized to provide services to members on a non-profit basis.
This would appear to exclude corporations with non-member stockholders. More-
over, membership organizations (the words used in Section 278) are defined
elsewhere in the code and this definition excludes corporations with stockhold-
ers. The AAA has no stockholders, but it is in competition with motor clubs
operated by corporations which do have stockholders-and we mean stockhold-
ers other than the members.

These organizations, many of which are owned and operated by giant, well-
financed corporations with access to the securities market for capital, compete
directly with the AAA. Like the AAA, they have members and their purpose is
to provide services to their members similar to those provided by the AAA to its
members.

If organizations engaged in competition with the AAA, but which have a non-
member stockholder interest, are to the excluded from application of Section 278
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while the AAA is subjected to this provision, It is obvious that our ability
to compete would be severely restricted. Our competitors may well be perfectly
willing to render membership services at a loss simply as a "loss leader" be-
cause of other business (such as automobile insurance, gasoline, oil and other
product sales) that can be obtained profitably from persons desiring these mem-
bership services.

If the AAA's competitors are permitted to deduct their membership operation
losses while we are not, the unfairness of the proposed Section 278 Is obvious.
Accurate prediction of membership scrvfce costs is impossible

Members pay dues to the AAA and its affiliated clubs for one year in advance.
It is not practical to collet dues monthly or less than annually because of the
small amounts involved. The dues charged are intended to be sufficient to cover
the costs of providing services to the membership as a whole. In setting the annual
dues, however, the Association and its affiliates have to deal with many variables
which cannot always be predicted accurately. For example, one of the principal
services provided to members is emergency road service. The demand for this
service increases sharply in periods of bad weather, particularly in severe
winters. If a particularly bad wnter should occur, the cost to a club in carrying
out its services often substantially exceeds the dues income for that year.

Under the provisions of Section 278 of this Bill, no deduction is to be permitted
for the costs of serving members in excess of the income derived from the
members. If a net operating loss results in any year, the loss would be disallowed
forever. Under this Bill, the AAA and its affiliated clubs would be penalized the
most in situations where, by reason of adverse weather conditions or other un-
foreseeable conditions, they have provided their services when they were needed
the most. The AAA cannot predict motoring service demands and weather condi-
tions a year in advance--yet we must set our dues this far ahead. We fail to see
the justification for not allowing our organization a deduction for such costs
simply because they may exceed dues In a given year.

If we guess incorrectly as to severity of the weather or the demand for other
services by our membership, we bear the entire loss. If we guess correctly, income
taxes will take away more than half our net income.

To Illustrate that the question is not theoretical, we might point out that the
AAA itself incurred a net operating loss in 1968 due in part to higher than
expected emergency road service costs If Section 278 were the law, this loss
would have been disallowed forever.
lnrestnent inconte-dues paid in advance

In 1960, Congress recognizing the problem faced by the AAA and similar
organizations, enacted Section 456 so that an organization such as the AAA,
which was obligated to render services beyond the close of a taxable year, would
not be required to prepay its tax before It had performed the services for which
the member had paid his dues. Thus, at the end of any taxable year, the AAA
and its affiliates are obligated to render services after the close of this taxable
year to their members with respect to dues previously paid.

These dues, having been collected in advance, are in the possession of the AAA
and its clubs. Good business Judgment requires that these funds, which are held
for the benefit of the member until expiration of his membership, be invested at
the best possible return. Under proposed Section 278, any income resulting from
these invested funds is subject to tax without any offset even though this income
results from the fact that dues are paid In advance of th' receipt of services by
the member.

Here is another Instance of discrimination as taxable newspapers and maga-
sines have received subscription income In advance and may invest these funds.
Yet these publications are not required to be taxed on their investment income
separately from the remainder of their operations.
Advertisiug and other income used to reduce pubUcation costs

In carrying out its corporate purposes, ad explained earlier, the AAA publishes
maps, tour books, and other similar material which Is provided to its individual
members The tour books and other publications describe and give ratings to
hbotels motels, restaurants and similar facilities which have met AAA standards.
te hotels, motels, restaurants, etc., are Int1A-ested in attracting AAA members

to se th4r facilities and therefore advertise in the tour books which are dis-
tributed to members.

L .i. /
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Additionally, the hotels, motels, restaurants, etc., wish to advertise to the
general public that they have AAA approval. A charge is made by the AAA for
this privilege and establishments paying this charge are designated by the AAA
as an "Official Appointment". The amounts paid by advertisers and official ap-
pointments are used to pay part of the publication costs of the tour books and to
reimburse the AAA for the costs incurred in making inspections, assigning
ratings, etc.

Thus, we have, in effect, a single Integrated transaction much like the receipt
of advertising revenue by a newspaper which is used to lower the cost of the
publication to its subscribers. The hotels, motels, etc., pay for the privilege of
publicizing their approved status to the membership. The members are interested
in obtaining information regarding the facilities, their rates, their ratings, etc.

Under Section 278 of this Bill, this single Integrated transaction may have to
be divided into two parts; a transaction with members in providing them with tour
books, maps, etc., and secondly, a transaction with non-wembers (hotels, motels,
restaurants, etc.) In charging thent for the advertising and for the "Official
Appointments" by which they joublicize their status to the members.

The AAA, could be required by the B;I to pay taxes on the advertising and re-
lated revenue by which the hotels identify themselves to the membership without
reduction of that revenue for the cost of the very publication which contains the
advertising.

Yet a newspaper can apply its advertising revenue to its production cost
without pe'ialty in order to reduce the ultimate price to its subscriber. But the
AAA would be penalized in a similar transaction.

Affiliated AAA clubs publish more than 136 periodicals for their members. Ad-
vertising revenue, which is obtained from non-member advertisers would be
treated under this Bill as a separate taxable activity. Once again, a clear case of
discrimination.
Allocation of coats between tnembers and ton-members i impractical

AAA and its clubs provide some services to non-members as mentioned earlier.
AAA and its affiliated clubs could not provide certain services to its members
unless It were willing to provide tho name services to the general public. For ex-
ample, the AAA is one of the few organizations permitted to issue international
driving permits. The rules prescribed by the United Nations Convention on Road
Traffic, covering such permits, provide that their issuance may not be limited
to members but must be available to anyone.

Similar regulations are enforced by the Air Traffic Conference and the Inter-
national Air Transport Association as well as the various steamship organiza-
tions. Thus, clubs cannot sell airline tickets, steamship tickets, and other forms of
transportation to members only. But under the provisions of Section 278, we
would be required to segregate dealings with members from non-members and
compute taxes separately for non-member transactions. It would be difficult
and expensive, if not impossible, to develop a cost accounting system that-would
make a reasonable allocation of costs between non-members aid members. Even
if such a system were developed, the costs of operation would place an additional
financial strain on the clubs and the system would be a source of continual argu-
ment between the Internal Revenue Service and the individual clubs.

We understand that the Revenue Service has had difficulty In applying costing
principles in the regulations issued pursuant to Section 482 (allocation of income
and deductions among taxpayers). Our accountants advise that there would be
similar if not greater difficulties in the allocation of costs between member and
non-mt mber activities.

In addition, unless similar rules would be applied to competitors of AAA
clubs, Congress would be favoring some taxpayers over others. We refer
specifically to oil companies which operate motor clubs.

The AAA and its affiliates spend considerable sums of money each year on
public service activities as those outlined earlier in this statement.

Expenditures of this type are basic to the very nature of our organization. If
we were a different type of organization, we might have used these monies to
reduce members' costs or to provide additional services to them. But oar objectives
are much broader. 'Phere is no measurable financial gain from such public
service activities. They benefit the public, including our members. Does Section
278 require us to allocate these costs in some fashion between members and
non-members?
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ctm 78 I8 too broad in scope
We appreciate the effort to close the loopholes in unrelated business Income

of tax-exempt organizations while at the same time trying to prevent thpm from
escaping by adopting a non-exempt status.

In our case, our investment and other Income Is clearly related to the stated
purpose of our organization. Unlike social or other organizations In which the
membership has direct control, our dues structure Is not based upon the whims
of the membership but Is determined by competitive conditions and costs in the
marketplace

Therefore It Is vltalIT necessary for the AAA, to develop supplementary income
because sharply increasing Its dues would price it out of busines& In effect, what
this provision of the bU would do would be to force us to curtail our many public
service oriented activities in order to remain competitive.

The all-encompamling scope of Sectlon 278, is we submit, too broad for the
apparent purpose for which It was designed. This is demonstrated by the fact
that only banking and Insurance, institutions were specifically excluded.
Reommentdato

As previously explained, it appears that proposed Section 278 was aimed at
certain specific abuses, actual or anticipated, by some organizations. However,
its language Is such that it aelso penalizes organizations, such as the AAA, which
are not guilty of these abuses

We therefore strongly recommend that the Committee carefully consider the
full implications of this section. After a full and complete study, if the Com-
mittee still agrees that Section 278(a) is required as presently worded, then we
would urge that Section 278(b) be amended so that Section (a) would not apply
to non-abusers such as the American Automobile Association.

Senator ANDERsONi. Mr. Janetatos.

STATEMENT OF :ACK P. JANETATOS, ATTORNEY, NATIONAL CLUB
ASSOCATION AND CLUB MANAGERS ASSOCIATION OF AMERICA;
ACCOMPANIED BY KENNETH EMERSON, EXECUTIVE DIRECTOR,
NATIONAL CLUB ASSOCIATION; E. GUENTER SKOLE, CHAIRMAN,
GOVERMENTAL AFFAIRS COMMITTEE, CLUB MANAGERS ASSOCI-
ATION; AND WALTER A. SLOWINSKI, COUNSEL

Mr. JANETATOS. Mr. Chairman and members of the committee, I am
Jack P. Janetatos of the law firm of Baker & McKenzie of Washington
D.C. I am appearing on behalf of the National Club Association and
the Club Managers Association of America. With me today is Mr.
Kenneth Emerson. exee':tive Director of the National Club Associa-
tion; E. Guenter Skole manager of the Cosmos Club and chairman
of the Governmental AIfairs Committee of the Club Managers Associa-
tion of America; and my partner, Walter A. Slowinski of Baker &
McKenzie.'

The National Club Association is a trade association comprising
more than 700 of the private, bona fide social clubs in the Nation, in-
eluding country clubs, athletic clubs and town clubs. The Club Man-
aers Asociation of America is an association of nearly 2,000 profes-
mional managers of bona fide social clubs in every State and nearly
every metropolitan area of the United States.

We are here today as spokesmen for the clubs, their managers, and
modt-importantly, for the several million members of these clubs. Our
p murpoe is to give you our views on H.R. 13270, the Tax Reform Act
44 1f. 4 as it pertains to social clubs Axempt from Federal income tax
under section 501(c) (7) of the Internal Revenue Code of 1954.
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THEORY OF EXEA[IVI'ON

Congress included the predecessor of the present section 501(c) (7)
in the Revenue Act of 1916. It was explained at that time that social
clubs were being exempted from the income tax because the Treasury
Department had found the securing ttx returns from social clubs was
"a source of expense and annoyance and has resulted in the collection
of either no tax or an a moint which is practically negligible."

Clearly, the drafters of the bill before us today understand the na-
ture of the social club tax exemption. As stated in the Ways and Means
Committee report (I. Rept. No. 91-113 (pt. 1) 43) :"the tax exenij)-
tion for social clubs * * * is designed to allow individuals to join to-
gether to provide recreational or social facilities on a mutual basis,
without tax consequences." This is and always has been the theory of
exemption and the basic operating principle of these clubs.

PROBLEMS UNDER PRESENT LAW

The report on this bill, after describing the theory of exemption,
goes on to state that "the tax exeinption operates properly only when
the sources of income of the organization are limited to receipts from
the membership." This is a concise reiteration of the most significant
problem faced by the Internal Revenue Service in administering the
social club exemption. The subject of nonmember business in social
clubs has been taken up in numerous court cases and Revenue rulings
spanning a long period of time. The chief problem has been to deter-
nine what constitutes nonmember business and how much of it is
permissable.

At the outset it .must be made clear that the exemption contem-
plates that clubs raise their operating funds in many ways in addition
to fees, dues and assessments paid by members. In many cases the prin-
cipal operating income of a club is derived from the operation of food
and beverage facilities. No violence is done to the exemption where
the food and beverage sales are made to members. This is not the
operation of a bar and restaurant business. It is no more than a con-
venient method of dividing the cost of operation of the club among
the members in accordance with the quantity of services, goods and
facilities consumed and used by each member. To the extent of uniform
charges to all members, they bear the cost equally. To the extent of
individual charges made to each member for consumables and use of
facilities, essential fairness in cost allocation is achieved.

Consistent with the -theory described clubs are permitted to allow
use of facilities not. only by members but also by the guests of the
members. Most of our clubs permit members to entertain guests at
the club in a manner similar to the way the member would entertain
a guest in his own home. This is the simplest case of nonmember use
of club facilities and is certainly permissable under present law. Fur-
ther, the bill would not seek to impose a tax in this situation and this
is proper.

But beyond this member and guest of member situation, there are
categories of nonmember use of social club facilities which are im-
possible to avoid and which provide a definite benefit. to the communi-
ties involved. Many of our clubs permit nonmembers to use the club
facilities in ways that further exempt purposes and do not amount
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to doing business with the public. The Red Cross, hospitals and similar
organizations use social club facilities for fund-raising drives. Schools
use country club golf courses for their golf teams. Civic organizations
use clubrooms for meetings for governmental, educational and com-
munity functions. To tax tliis use will be to deny these civic and charit-
able benefits to our communities with small benefit to the revenue and
a senseless waste of a useful and beneficial asset.

The necessity for this type of activity is and has long been apparent.
The Internal )Revenue Service has, however, recognized that abuses
may occur, and has adopted a guideline. Revenue Procedure 64-36
stated that when nonmember receipts were less than 5 percent of total
gross receipts, a club would not be considered as having an intent to do
business. When nonmember receipts exceeded that, amount, the IRS
would take a closer look at a club's operation, examine each function
to see if it did indeed qualify with the standards of exemption. When
the guideline was exceeded the IRS had no choice but to revoke the
exemption of the offending club and collect taxes from it just as if
it were an ordinary business corporation.

EFFET OF THE INEW LAW

The new bill seeks to eliminate at least this last problem. The IRS
will now be permitted to tax this unrelated business and leave the
exempt operations undisturbed. This new procedure will enable the
IRS to police the activities of clubs and to levy an appropriate tax on
the now-exempt activity only when it is found that operations are
improper. It avoids the necessity for revocation of exemption. The new
law, we believe, will permit clubs to engage in business with the oen-
eral public and be taxed on the profits, so long as the principal purpose
of the club remains social and recreational. V -- urge that this commit-
tee explain this change in its report to avoid needless complexity and
expensive litigation.

Our industry feels that the imposition of this tax on activities which
are motivated by charitable and civic intent would be harmful. We
would urge that this committee preserve the present availability of club
facilities for these purposes by giving legislative authority to the pres-
ent 5-percent rule which has worked well over the past 5 years. The tax
would then be levied on the true unrelated business activity of those
clubs which actually do business with the public.

The Tax Reform Act, in extending the tax on unrelated business
income to social clubs, begins by im posing the tax on gross income.
Then the bill permits to be subtraetei from gross income those deduc-
tions "directly connected" with the earning of the income less "exempt
function income." The important words here are "'directly connected."
Afore care must be taken to see that the term is clarified. Clearly the
cost of goods sold and direct labor are directly connected. But beyond
this it would appear that the bill leaves it to the IRS and the courts to
interpret the meaning of the words. This interpretation is necessary
and should be made now by this committee, for both the obligation and
the opportunity are here.

It is our understanding that the intention of the bill is to tax profits
made by a club, earned from sources other than members and their
guests. There is no intention to tax anything other than the net prof-
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its-it is a tax, not a penalty. This being so, we urge this committee to
insure that all deductions ar, allocated and permitted to be set off
against this gross income. By this we include all items of overhead,
administrative expenses, depreciation, and capital charges which
hell)ed to produce the income being taxed.

After the directly connected expenses are deducted from gross
income, the taxpaying club then deducts its "exempt function income."
This is defined as "gross income from dues, fees, charges, or similar
amounts paid by members of the organization as consideration for
providing such members or their guests goods, facilities, or services in
furtherance of the purposes constituting the basis for the exemption of
the organization to which such income is paid."

This definition, as it stands, incorporates numerous existing problems
and unresolved issues. Some of these are: What are dues, fees, and
charges? What amounts are paid by members? Who are guests? What
is the basis for exemption? and What activities are in furtherance of
this basis.

We see no necessity for so complex a definition. We would propose
dropping the words "dues, fees, charges, or similar," as not essential
or helpful to the definition. Exempt function income would then in-
clude gross income from amounts paid by members. To retain
these words invites an attempt to exclude items of income as being
something other than of the categories described. It is felt that the
intent of this bill is more accurately expressed by the simpler lan-
guage urged here.

The definition incorporates another issue: how to determine what
activities are in furtherance of the exempt purposes. We feel that
this is a needless complication. If the organization qualifies for exemp-
tion, then all receipts from members should be part of the exemption.

As an example, some clubs maintain rooms where members may
reside, either temporarily or as permanent residents. There are cases
now pending, we understand, where the IRS contends that this is not
in furtherance of the exempt purposes of the club. That this activity
is exempt seems to us beyond question, but as in many areas, what is
clear to taxpayers and even this committee when drafting legislation
can become very unclear when the administrators take the opportunity
to put their inventiveness to bear on the statute. Perhaps it. is worth
noting that social clubs have been providing lodging to their members
continuously since long before 1909 when the tax on corporationsbe n.fre propose then that the words "in furtherance of the purposes

constituting the basis for the exemption of the organization to which
such income is paid," be eliminated. This simplifies the definition, does
not detract from any beneficial aspects of the section, and avoids harm-
ful and needless confusion and litigation.

Our association, many clubs, and the Internal Revenue Service have
worked hard over the past 10 years in an attempt to define the term
"guest." We must admit that we have had small success; we have been
unable to agree upon a satisfactory definition to be applied even in
relatively common situations. As an example, it is clear that when the
father of the bride holds his daughter's wedding reception at his
club, all of the funds are from a member. But when the function is
held at. the club of the father of the groom and the bride's father pays
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the bill or reimburses tle groom's father, the nature of the funds is not
clear. It appears that, under present law, this is treated as a member
function. Under the bill as it is written an opposite result may be pos-
sible. Yet another issue occurs when the member pays the bill for use
of the club and is later reimbursed by his guest or by his employer.
What does the bill mean by "paid by members"? Can the elul be
expected to look behind every payment n.de to it? We think not in
most situations. In pome cases, however, the answer is clear. If a mem-
ber, the sales manager of a company, holds a party for 300 customers,
the club now inquires whether he is being reimbursed and if so the
receipts are considered outside income for purposes of the 5-percent
rule.

Numerous other questions have arisen and will continue to arise.
The wording of the bill gives new significance to these questions and
indeed serves to further confuse an already complex issue.

Unlike the treatment given to other exempt organizations, the new
bill allows very few of the modifications allowed generally by section
512(b) of the code. The bi!! will permit clubs to deduct only the net
operating lose, charitable contributions, and the $1,000 specific deduc-
ton. This will iiave the effect of taxing all dividends, interest, rents,
royalties, and gain from the sale of property.

We feel that the authors of this bill have given little thought to
the effect of this tax aid less thought to the reasons for it. It may
well be that clubs should not have their operations supported by the
proceeds from investments. This is forbidden under plre.ent law.
Investment income in any significant amount will cause loss of
exempt status.

None of our clubs are speculators or traders in real estate or investors
in the stock market. Any capital gains which occur are the r estilt of
adverse occurrences in a clb's history and investment income is
usually a further result.

Gains from the sale of property by clubs sometimes occur when
governments take property from clubs for public purposes by right
of eminent domain. Perhaps a highway is to be built through the
golf course. Another reason for sale is that property taxes may Imake
continued holding of land economically impossible. As the cities
expand to surround clubs, adjacent intensive land use causes large
increases in property tax assessments. Only a few of our more progres-
sive taxing authorities have provided relief in this situation. Where
no legal relief is available, the club must sell its old land and facilities
and move on to a location farther away from the intensively developed
areas.

Should a tax be imposed upon the proceeds of such a sale, many
of our clubs would be unable to reinstitute operations and would
have to liquidate. With the cost of acquisition of rural land so high
and the costs of construction so great the expenses of moving and
rebuilding equal the proceeds of sale. Such a tax as is here proposed
will in the long run prove destructive to an honorable and worthwhile
s gment of our Nation's recreational activities. It does not seem that
tkhIn purp of the income tax should be to destroy.

I3dit it this tax on gain must be, then it must be tempered with fair-
S iess. In this event, exemption from the tax must be provided where

the ftnds are used within a relatively short time, perhaps 5 years, for
the reacquisition of new facilities.
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Further, many of our clubs have been in the same location for a
hundred years or more. When computing their basis tly should not
go back to 1913. When the tax on gain was instituted, that year of
ilnl)osition was used to measure basis. If a tax on gain should be in-
posed on a new clasi of prol)erty owners, their basis should be micas-
ured just as in other case-froni the time of the imposition of the tax.

Once the proceeds from such a sale are in hand, there is a timelag
before the money can be paid out for new facilities. This may be a
period of from 3 to 5 years. The funds cannot be allowed to sit idle
and are usually invested in Government securities or hank accounts.
The interest yield on these funds barely keel) pace with inflation
and perhaps the pace of inflation even causes thc worth of funds to
decrease. A tax on this income compounds an already bad situation.
An exemption from this tax should be provided for' funds held for
use in rebuilding the club.

(CONCLUSION

We are then not wholly opposed to the Tax Reform Act and its
aims. Much good can come from this bill and our industry is willing
to pay its just share of taxes. We do not shirk this duty. What we ask
is a statute that does not force our clubs into needless and expensive
litigation and administrative proceedings. We ask clarity and sensible
precision of legislative language. We hope that our comments today
will contribute to this end.

Senator MILr.R. Just one question. If a governmental organization
condenrns a golf club for the lurposes of a highway, and there is a
profit involved in that capital gain, do you not come within the
exemption of the reinvestment provisions

Mr. JANETATOS. In many cases in the case of condemnation, some
clubs may.

Senator MILLER. Thank you very much.
Senator ANDERSON. Our next witness will be Denvel D. Adams. I

am very happy to welcome Mr. Charles Huber, whom I have known
for many years.

STATEMENT OF DENVEL D. ADAMS, NATIONAL ADJUTANT, THE
DISABLED A3M CAN VETERANS; ACCOMPANIED BY RAYMOND
N.AL, NATIONAL COMMANDER; CHARLES L. HUBER, NATIONAL
DIRE R OF LEGISLATION; AND DONALD C. ALEXANDER,
COUNSEL

Mr. HuBER. Mr. Chairman, I would like to introduce our new
national commander, Mr. Raymond Neal from Daly City, Calif., on
My right.

On my left, Mr. Don Alexander, our tax counsel; on my immediate
right, Mr. Denvel Adams, who is our main administrative officer,
and who is also responsible for our fund-raising, and he will give our
summary.

Mr. ADA S. Mr. Chairman, the DAV has submitted a detailed
statement to this committee relating to the subject of tax reform, and
in the light of the extreme pressure of time on you and on the com-
mittee, I shall be very brief.
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I would, however, like to begin by stating in one short sentence
just what the DA, is. The Disabled American Veterans is a nonprofit
corporation chartered by an Act of Congress in 1932.

fts principle purpose under that charter is to render free assistance
to veterans andtheir families, whether such veterans are members
of the DAV or not.

The nationwide staff of national service officers who render this
assistance are certified by the Veterans Administration as attorneys-
in-fact to represent the veteran in all matters pertaining to his claim.

We employ 140 full-time officers for this purpose. In the past year
we represented over 220,000 veterans and their dependents. We made
over 108,000 appearances before Veterans Administration rating
boards, and we assisted in the securing of over $186 million in benefits
for the veterans and their dependents.

In order to sustain this vast program we must. depend u pon charit-
able contributions received from the general public. The dues pa.d
by our membership of over 270,000 are grossly insufficient to fulfill
our chartered task.

Therefore, substantially all the funds support; ig our program of
service to the wartime disabled are derived from direct mail solicita-
tions, principally the auto owners of the United States.

Mr. Chairman, we submit that these fund-raising activities of the
DAV are not competitive with private enterprises. Therefore, it has
no income which should be considered unrelated to the purpose for
which it was congressionally chartered.

Thus, the DAV does not oppose enactment of section 121 (a) of
H.R. 13270. However, Mr. Chairman, enactment of the tax on un-
related business income without clarification of its scope might en-
courage the Internal Revenue Service to interpret quite broadly the
terms "unrelated business."

This could happen in spite of the statement of the Assistant Secre-
tary of the Treasury in explaining the extension to this committee.
He stated:

The business income of churches and other exempt organizations from com-
mercial transactions in direct competition with tax-paying businesses would no
longer be tax-exempt.

DAV urges this committee to make it quite clear that any extension
of the unrelated business income provision is intended only to impose
a tax upon the commercial activities involving direct competition with
tax-paying businesses which have heretofore been beyond its reach.

Briefly and finally, Mr. Chairman, the DAV conducts no commercial
transactions or competitive activities. It is not in direct competition
with tax-paying enterprises. It has long relied upon lie familiar
Idento-tag and other traditional forms of fund-raisifig to support its
extensive program of service to veterans.

The imposition of a tax on funds so raised would diminish to the
point of disaster the DAV's ability to assist America's wartime dis-
abled. Such a diminution would occur as our service is even more vitally
needed by those returning from the battlefield of Vietnam.

An extension of the unrelated business income tax through the
charitable solicitation program of the DAV would, therefore, not be
in the public interest.
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We urgently request this distinguished committee to prevent specifi-
cally any extension of the unrelated business income tax to DAV's
h istoric sources of revenue.

I thank you, Mr. Chairman. That is the extent of our statement.
Senator ANDERISON. Thank you very much for being brief.
(The pIrepared statement of Mr. Adams follows:)

STATE.NMINT OF I)ENvEL 1). ADAMS. NATIONAl, ADJUTANT. DISABLED
AMERICAN I'ETERANS

Mr. Chairman and members of the committee, The Disabled American Veterans
appreciates this opportunity to express its views on the important subject of
tax reform.

The Disabled American Veterans is a non-profit corporation charactered by
Act of Congress (P.L. 72-186) on June 17, 1932. Eligibility for membership is
restricted to those who have been wounded, injured or otherwise disabled while
serving in the Armed Forces of the United States during time of national
emergency.

The DAV was chartered by Congress to uphold and maintain the Constitution
and the laws of the United States; to realize the true American ideals and aims
for which its membership fought; and to aid and assist disabled veterans, their
widows, orphans and dependents. It cooperates with the United States Veterans'
Administration and all other public and private agencies devoted to advancing
the Interests and working for the betterment of all disabled veterans, DAV
members and nonmembers alike.

Empowered by statute to establish state and local units, the Dimbled American
Veterans has approximately 1900 local chapters throughout all 50 states. As of
June 30, 1969, 282,045 active members were on its rolls.

The DAV devotes the major portion of its efforts to providing free representa-
tion and assistance to hundreds of thousands of disabled veterans and their
dependents in the complicated task of establishing legal entitlement to veterans'
benefits. In this work, our National Service Program employs 140 full-time
National Service Officers.

In the fiscal year ending on June 30, 1969; DAV National Service Officers, who
are stationed In all of the 64 Veterans' Administration Regional Offices, repre-
sented 220,M58 claimants, made 108,507 appearances before Veterans' Adminis-
tration Rating Boards, and assisted in securing $186,434,275.94 In monetary
benefits for veterans and their dependents.

The advantages of the National Service Program-which costs the DAV in
excess of $2,000,000 per year to provide-are offered free of charge to all veterans
and their dependents, without regard to membership in the organization. The
DAV, a non-profit organization, must depend upon charitable contributions
received from the general public to finance its service activities.

TAX REFORM

In view of the importance which this nation has long attached to private
philanthropy, the Congress has made special tax provisions for charitable, reli-
gious and social welfare organizations. Since circumstances may change, it is
entirely appropriate that these provisions be re-examined from time to time to
make certain that they promote the values for which enacted and do not permit
abuse or undeserved advantage.

During the course of these hearings, a broad range of proposals for tax reform,
both those contained in H.R. 13270 and others, will be considered. The DAV
wishes to make known its views on some of these.

UNRELATED DEBT-FINANCED INCOME

The DAV supports the enactment of legislation that would tax the unrelated
debt-financed Income of all tax-exempt organizations.

Through the loophole revealed by the CJlay Brown case, tax-exempt organiza-
tions have been enabled to compete unfairly for the acquisition of commercially
competitive businesses. Enactment of Section 121(d) of H.P 13270 would effec-
tively prevent a tax-exempt organization from trading on its exemption. It would
place such organizations in the same position as other would-be purchasers.

33-865--69---pt. 2-17
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SBELF-DEALINU

Section 101(b) of the Tax Reform Bill strengthens the Government's hand in
combating self-dealing. The DAV supports this provision. Further, the Com-
mittee Is invited to note that Article XVII-Section 17.0, of our National By-Laws
states:

Para. 1: "This corporation Is not organized for profit. It shall issue no stock.
No part of its net earnings shall inure to the benefit of any individual. No
member shall have any pecuniary interest in any of the Income, earnings, assets
or property of this corporation, nor shall any part thereof be withdrawn or
distributed to any of its members."

Para. 2: "Upon final, dissolution or liquidation of this corporation, and after
the discharge or satisfaction of all outstanding obligations and liabilities, the
remaining assets shall be distributed to such charitable corporation as a court of
competent jurisdiction determines to have purposes closest to those of this
corporation"

FULL PUBLIO DISCLOSURE

The DAV approves the new provisions dealing with disclosure and publicity,
ahtholgh the affis of the Disabled American Veterans could hardly become more
public than now is the case.

In accordance with P.L. 88-504, the accounts of the DAV-as one of the few
non-profit organizations established under Federal law--are audited annually
by independent certified public accountants and these audit reports are sub-
mitted to Congress. Each report contains a full statement of income and expenses
for the year.

Additionally, on December 18, 1967, the DAV's Congressional Charter was
amended by P.L 90-208, which provides:

(b) (1) "That said corporation shall as soon as practicable after the close
of each of Its fiscal years make and transmit to the Comptroller General a report
of its proceedings for the preceding fiscal year, Including a full, complete and
itemixed report of receipts and expenditures of whatever kind, which report shall
be duly audited by the Oomptroller General."

In its report (No. 898) on the bill, H.R. 2152, the Senate Judiciary Committee
said, in part:

. . . "Of all the various congressionally chartered orgarizations engaged In
veterans' service activities, only the Disabled American Veterans and the Ameri-
can National Red Cross have nationwide service programs financed and paid for
by the national organizations. The Disabled American Veterans specific orienta-
tion is toward the disabled veterans and its service program is devoted exclusively
to the welfare of disabled veterans. To carry out its purpose the Disabled Ameri-
can Veterans operates on a national rather than a State or departmental level
having full-time nationally paid professional representatives stationed In every
Veterans' Administration regional office to provide free service to the veterans of
every state.'This service is provided withotu regard to membership or affiliation."

Moreover, by resolution adopted at the beginning of each Congress, the House
Committee on Veterans' Affairs is authorized to determine whether additional
supervision of the fund-raising activities of veterans' organizations chartered
by Congress is necessary or desirable.

UNRELATED BUSINESS INCOME TAX

The activities of the DAV are not competitive with private enterprises There-
fore, It has no income which should be considered unrelated to the purpose for
which it was Congressionally chartered. The DAV thus does not oppose enactment
of section 121(a) of H.R. 13270.

Extension of the tax on unrelated business Income without clarification of its
scope, however, might encourage the Internal Revenue Service to interpret the
term "unrelated business Income" very broadly. This could happen in spite of
the statement of the Assistant Secretary of the Treasury in explaining this
extension to this Committee; "The business income of churches and other exempt
organizations from commercial transactions in direct competition with taxpaying
business would no longer be tax exempt."
JSuch a broad interpretatJon might encompass a major portion of the funds

use4 to operate the DAV, tViough they are contributions obtained by traditional
fWid-r Wgatber than revenue of a commercial business.

he DA, urges this Committee to make It quite clear that any extension of
the unrelated business income provisions Is intended only to impose the tax

I
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upon the commercial activities of those who until now have been beyond Its
reach. As the House Report (H.R. Rep. No. 91-413 (Part 1) 91st Cong., 1st Sess.
47) on this provision notes, "There is inequity in taxing certain exempt organi-
zations on their 'unrelated business income' and not taxing others." However, the
extension should not be interpreted by the Internal Revenue Service as a license
to attack every source of funds for an exempt organization.

The Committee is undoubtedly aware that the primary objective of the adoption
of the unrelated business income tax in 1950 was to eliminate unfair competition
by placing the commercial activities of tax-exempt organizations upon the same
tax basis as the taxpaying business enterprises with which they compete. The
activities intended to be taxable were regular competitive businesses operated
by exempt organizations, such as a macaroni factory, a tire factory and the
sale of spark plugs and ceramics.

The proposed extension simply would ensure that income from such commercial
activities would be taxed in the hands of all exempt organizations. The House
Report on this bill notes the various full-scale businesses that have been engaged
in by organizations until now not subject to the tax on unrelated business
income: bookstores, hotels, factories, radio and TV stations, record companies,
groceries, bakeries, cleaners, etc.

The DAV conducts no activities such as these. It has long relied, however,
upon mailing idento-tags (a small tag bearing the recipient's automobile license
plate number) to individuals as a method of seeking contributions. The com-
mercial value of the tag is negligible and it is not marketed by private enter-
prise. The recipient is told that he may keep the tag whether or not he con-
tributes and, in fact, many recipients do not contribute. The tag simply is a
way to gain the attention of the potential contributor in much the same way
as paper flowers sold on streets corners and Salvation Army musical groups.

The DAV also sends out other mailings describing its work, requesting donations
for it, and suggesting that various books, usually with patriotic themes, will be
sent upon receipt of a contribution in a certain amount. The amount of the con-
tribution is far in excess of the commercial value, if any, of the particular book.
The response of the contributor arises not from a commercial judgment of the
value to him of the book, but from his charitable impulses. His decision upon
contributing Is that the goals of the DAV, which has succeeded in bringing
itself and its purposes to his attention, are ones which he desires to support.
Such a solicitation technique is not a commercial business transaction where
the motive of the individual in parting with money is the receipt of a quid
pro quo in material goods.

Like so-called "passive" investments--rents, royalties, capital gains and divi-
dends--which will continue to be nontaxed sources of revenue if not subject
to the tax on debt-financed income, such methods ofsoliciting contributions present
no competitive threat of significance to taxable enterprises. An individual seek-
ing to obtain a particular article will rely upon commercial sources where
the cost to him will approximate the value of the item obtained. If, instead, he
makes a contribution as a result of the mailing of an Idento-tag to him or if
he makes a contribution in the amount requested to receive a particular book,
such contribution, above the commercial value, if any, of the token or item to
him, must be based upon charitable motivation.

If the Internal Revenue Service were to attack successfully these traditional
fund-raising techniques, It would be disastrous to the DAV. A drastic curtailment
of DAV's national service activities would occur and at a time when they are
vitally needed by the wounded and disabled veterans returning in ever-increasing
numbers from the battlefields of Viet Nam.

Unlike profit-making corporations, the DAV has no prices that can be in-
creased to offset the assessment of income tax. It has no consumer, only a pros-
pective contributor whose benevolence enables the DAY to provide vitally-
needed assistance for disabled veterans, their widows and their orphans.

The United States Congress has provided much in the way of rehabilitation
benefits for this nation's veterans. None of these benefits are given automatically,
however. In every case, a claim must be filed and proved. It is thus as necessary
for the disabled veteran to have expert representation in the development and
presentation of his claim as it is for any citizen to have a lawyer represent him
in an action in court. National Service Officers of the DAY, as "Attorneys in
Fact," represent their claimants before the Veterans' Administration Rating
Boards in a manner similar to that of an attorney presenting a case for his client.

It should be pointed out n this connection that, because of the $10.00 limitation
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on legal fees imposed by Section 3404(c) of Title 38, United States Code, it is
virtually impossible for a veteran to retain an attorney to represent him in a
claim for veterans' benefits.

Imposing of tax on DAV's funds would greatly diminish its ability to assist
America's veterans in the preparation, presentation and prosecution of claims
under laws administered by the Veterans' Administration.

If the Government undertook the financial burden of replacing our services, the
taxpayers woult have to bear a greatly increased cost; but if the Government
did not do so, the disabled veterans of the United States would suffer greatly.
An extension of the unrelated business income tax to the charitable solicitation
programs of thc DAV would therefore not be in the public interest.

We urgently request this distinguished Committee to make certain that any
extension of the unrelated business income? tax does not apply to the Disabled
American Veterans' traditional sources of revenue.

Senator ANDERSON. Mr. Riddell, go ahead.

STATEMENT OF JAMES W. RIDDELL, TAX COUNSEL, VOLUME
FOOTWEAR RETAILERS OF AMERICA

Mr. RiDDELL. Mr. Chairman, my names is James W. Riddell. I am
a member of the firm of Dawson, Quinn, Riddell, Taylor & Davis, and
I appear here on behalf of the Volume Footwear Retailers of America
and the Committee of Consuner Finance Companies.

While this is my formal representation, in effect I speak, together
with the other witness who appears here on this subject today, for
what is truly the main street of virtually every American town. In
other words, we are speaking on behalf of what ? One small retailer and
small service operation. These operations produce a relatively small

- profit on a fixed investment that is :-latively high, and because the
people who engage in this sort. of business specialize they get no benefit
out of vertical integration.

These operations spread from geographic location to geographic
location to make a relatively small amount of profit.

We oppose the provisions of the House bill which would repeal the
privilege of claiming multiple surtax exemptions-of filing multiple
tax returns.

We recognize, however, that the House's position can be lived with
only if a p) seout period is permitted which will permit a readjust-
nient in methods of doing business, and to that end we urgently request
this committee to permit us a phaseout period of 10 years, and that
during the phaseout period of 10 years we be permitted a 100-percent
dividend received credit and 100 percent of our intercorporate losses.

In other woids, the same privileges which are accorded the businesses
which claim consolidated returns.

In addition, we would hope that the effective date of the bill would
be changed from taxable years beginning on or after December 31,1968,
that is, taable.yers 1969 to taxable years beginning after December -
1, 1969. That is to say, 1970 taxable years.
'* I will be happy to answer any questions you have, Senators and
otherwise that concludes my statement.

Seator A N mmom. You are suggesting 10 years?
'Mrv RnDwL. Yes, sir.
• .. ator ,Azmzisso-. Any questions I

~ato~r TrrNE , I will pass until I get this question clearly in

/
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Senator MILLER. I have no questions.
Senator JORDAN. I have no questions.
Senator BEIN N Err. The question that has been suggested to me is

why shouldn't you ask the same rate of exemption in this tax as you
now get from the reduction in the multiple surtax?

fr. RIDDELIJ. Well, the purpose of the phaseout period, if I under-
stand it, is to give people who have utilized multiple surtax exelnlptions
an opportunity to put, themselves in a position to consolidate. That is
the whole purpose of the bill.

Now, that is going to require the flow of funds from the various
subsidiary corporations back to the principal or parent company and
is going to require a redistribution of funds.

The retail industry in the case of shoes may change comIpletely
because of this provision in order to maintain any form of competition
with say, Sears & Roebuck, J. C. Penney, and other companies which
are selling a whole lot more shoes than we are. Of what interest is it
to either the Treasury or to the Wlavs and Means Committee or the
Finance Committee, if that is the objective. It would appear that to
permit its to accomplish the objective as soon as possible and with
as little disruption as possible would be the objective of Congress.

Senator B.NNFTr. And your estimate is 10 years.
Mr. RIDDELL. Yes, sir.
Senator BENNE1. In other words, you want to postpone the tax for

10 years. The ordinary coneept of a phasein is that you change it 10
percent a year for 10 years. But, as I understand your testimonLy, you
want, to, in effect, postpone the tax for 10 years.

Mr. RIDDELiA. No, no. Under the House bill it would be changed
proportionately over a 10-year period.

Senator BENNEr. Yes.
Mr. RmDEL.. Now, with the change in the tax we ask an additional

benefit, that is to say, that during the 10-year period we be permitted
to shift our losses, and we incur many losses, not over the same pro-
portionate period, that is ratable but be l)erniitted to do it at once.

In other words, the corporation A has a $100 loss and corporation
B has $200 worth of profits. A consolidated return would today permit
an immediate shift..

Now, I say I would like the same privilege without having to spread
it over the 10-year period. Similarly, with the corporate dividend
received credit. I would have to wait for the 10th year under the House
bill to get a 100-percent credit. I would like to take it, at once, to get
ready for whatever adjusnient this bill is going to force us to as a
matter of business necessi.y.

Senator BENNETT. Wed. the ordinary corporation gets 85 percent
corporate exemption. Aie you talking about 100 percent of the 85
percent?

Mr. RIDDELL. Yes.
Senator BENN rTT. And not 100 percent-when you testify for 100

percent it sounds as though you are testifying for a complete
elimination.

Mr. RIDDELL. I am talking about 100 percent of the credit.
Senator BENNETr. OK. No further questions.
Senator ANDERso,. Thank you very much and your complete state-

ment will be placed in the record.
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(Mr. Riddell's statement and exhibit follow:)

STATEMENT ON BEHALF OF THE VOLUME FoOTwEAR RETAILERS OF AMERICA
AND OF THE CoMMrrrEE OF CONSUMER FINANCE COMPANIES

My name is James W. Riddell of the law firm of Dawson, Quinn, Riddell,
Taylor & Davis, 723 Washington Building, Washington, D.C. I appear as tax coun-
sel for the Volume Footwear Retailers of America and the Committee of Con-
sumer Finance Companies to state the opposition of these groups to the multiple
surtax exemption provisions contained In H.R. 13270, the Tax Reform Act of 1969.

Under existing law, every member of an affiliated group of corporations which
was formed for purposes of expanding a growing business Is permitted to file a
separate tax return and claim a surtax exemption. This privilege is accorded at
the price of an additional six percent-age points of corporate tax. Under the provi-
sions of H.R. 13270, this privilege would be withdrawn over a period of eight years.

Under existing law, members of an affiliated group which files a consolidated
return are entitled to only one surtax exemption, but they are permitted, without
penalty, to claim the losses of unprofitable corporations within the affiliated
group against the earnings of profitable corporations within the group. Addi.
tionally, they are permitted a 100% credit for intercorporate lividends received.
H.R. 13270 would permit an increasing intercorporate dividends received credit
and, in addition, would provide a limited ability whereby intercorporate losses
could be claimed against intercorporate profits.

My clients oppose the repeal of the privilege of claiming a multiple surtax
exemption. We do not believe that the result put forth in H.R. 13270 can be sup
ported in fact and we believe that the increase in tax which will result there.
from can only be reflected in increased prices for goods and services. The legis-
lative history of the policy of permitting multiple surtax exemptions is as
follows:

LEGISLATIVE HISTORY
The Revenue Act of 1950

This legislative policy was first enunciated in the Revenue Act of 1950 when
the surtax exemption was first allowed by the law. As you will recall, up to that
time the corporate rate structure provided for graduated rates which resulted
In a notch problem. The notch rate or 53% bracket rate applied to the income
of corporations between $25,000 and $50,000 and was objected to on the grounds
that corporations normally having incomes somewhat over $25,000 had little
incentive to increase their earnings since 53# out of each additional dollar
earned until they reached the $50,000 income tax level was taker, by the Fedieral
Government in taxes, leaving only 47# for the other needs of the corporation. On
the other hand, corporations with incomes over $50,000 had a much greater in-
centive to expand their earnings since the rate schedule took only 38# out of each
additional dollar in their case, leaving 62# for the other purposes of the corpora-
tion. The Congress decided to eliminate this 58% marginal or notch rate and
the device chosen for this purpose was the allowance of a surtax exemption on
the first 25,000 of taxable income earned by a corporation.

House Report No. 2319, accompanying H.R. 8920, which became the Revenue
Act of 1960, specifically states that the exemption would be available to all cor-
porations. The Report provides as follows:

"The bill eliminates the notch rate by providing a fiat $25,000 surtax exemp-
S tto which would be available to all corporations. This will provide tax advan-
tags to small businesses without introducing a system which is readily adaptable
to a drastic graduation of rates.
"Ii particular exemption plan in your committee's bill provides only a single

i melemptil which it Is believed best expresses the idea of a fiat tax rate modi-
0e4 by a concession for small businesses. It is also believed that this single ex-
ieptiop plan has a number of advantages over a Laultiple exemption system
o 1iit, the single-exemption system is much simpler and could be presented on the
t.. form in a-way which would make it easier for the taxpayer to compute its

. .t should also be pointed out that the single-exemption system would make
t b1e to- consolidate the normal tax and surtax computation. While this

M m Walh be possble in the case of a m4ltiple-exemption plan or a graduated
ate plan,, dimiUlt problems would. In any ease, be presented under such plans In
oth MbaMling of such items as partially ta*-exempt interest and the special tax

.. ttie*ta c odedWeatern hemisphere trade corporations and dividends paid
Wiab lutllities on certain preferred stock."P~b~e "prefrredstoc."
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The Revenue Act of 1951
The policy of allowing the surtax exemption to all corporations was reviewed

by the Congress again in connection with -the Revenue Act of 1951. At that time
a provision was added to the House bill which would have eliminated the multiple
surtax exemption in the case of corporations which were members of an affliated
group. The policy embraced in the provision and the terms of the provision
itself were very close to that which we today find in the current recommendations.
This provision was adaed to the House bill without hearings and passed the
House. However, it was the subject of strenuous objection before the Senate
Finance Committee when its terms became known.

The Senate, acting on the recommendation of the Senate Finance Committee,
eliminated the provision of the bill. The reasons for this action are stated in
Senate Report No. 781, which accompanied H.R. 4473, the bill which became
the Revenue Act of 1951, as follows:

"Your committee realizes that there may be some opportunities for tax avoid-
ance under present law through the use of multiple corporations, although it
should be pointed out that sections 45 and 129 of the code now afford the Govern-
ment protection in cases where the principle purpose of the formation of multiple
corporations can be shown to be the avoidance of taxes.

"However, the House bill is so broad in Its attack on this problem that, if
enacted, it could result in substantial injury to many businesses whose present
corporate organization has not beeh motivated by tax avoidance.

"Many businesses were organized in the form of multiple corporations long
before the present surtax exemption and minimum excess profits tax credit were
introduced. A business may be required to incorporate separately in each State in
which it carries on its activities, Furthermore, State laws sometimes prohibit
the chartering of a corporation for more than one business purpose. A related
cor: ration frequently will be formed for the purpose of limiting liability with
respect to the development of a new and risky enterprise. All of these are tradi-
tional and legitimate purposes for the creation of new and separate corporations,
yet the House bifl would strike at these bona fide corporate entities in the same
manner as it would treat cases of true tax avoidance.

"Corporations defined as 'related' under the House bill may, in fact, be carrying
on entirely unrelated types of business with few or no transactions between the
members of the related groups. In such cases, failure to extend the full surtax
exemption and the full excess profits tax credit to each corporation could affect
seriously its competitive position with respect to other corporations of similar
size carrying on the same type of business.

"The provisions of the House bill would apply to corporations without regard
to when they were formed. This would work a particular hardship on those
related corporations which were organized in the past for legitimate business
reasons. It should be noted that the denial of the full surtax exemption and
the full minimum excess profits tax credit can result in a very substantial
increase in tax abilities, especially in the case of small corporations. On the
other hand, to limit a provision such as that of the House bill to corporations
created in the future would give rise t, numerous competitive discriminations
between new and old corporations.

"For these reasons, your committee had eliminated entirely this provision
of the House bill. Any future study undertaken to develop methods of limiting
avoidance in this area should emphasize the importance of correcting the true
cases of avoidance without working a hardship on legitimate business organi-
rations."

The House concurred in this action of the Senate and offered an amendment,
Section 15(c) of the Internal Revenue Code of 1939, which was designed to
prevent the artificial split up of existing businesses for the purpose of obtain-
lng additional corporate surtax and excess profit tax exemptions.

As a result of the conference on H.R. 4473, it was agreed that the one case
which should be prevented as an abuse was the case of a split-up of an existing
business and for that reason, Section 15(c) of the Internal Revenue Code of
1939 was enacted. The Conference Report on the Revenue Act of 1951 is silent
as to the reasons for enacting Section 15 (c) and contains only an explanation
of the terms of the amendment. However. the summary of the provisions of the
Revenue Act of 1951, as published by the Staff of the Joint Committee on Internal
Revenue Taxation, at pages 21 and 22, contained a discussion, the final para-
graph of which explained the scope of the section in the following language:

"This provision of the bill does not prohibit or discourage expansion of an ex-
iting business accompanied by the formation of new corporations, as distin-
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gushed from -the mere split-no of an existing business nor does it prevent an
individual or a group of individuals who may own the stock of a corporation
f r)m forming additional corporations tW engage in a similar or a different busi-
ness. A corporation wishing to expand its activities may use a part of its funds,
whether or not those funds represent accumulated earnings, to form the capi-
tal of a new corporation in exchange for those funds. Or an individual who owns
all the stock of a corporation may use any cash or property he owns to form a
new corporation. In such cases the new corporation will be allowed the full
surtax exemption and the minimum excess profits credit."

The regulations issued by the Internal Revenue Service under Section 15(c)
reflect the same policy stated by the summary of the Joint Committee on In-
ternal Revenue Taxation. Section 1551 (d) provides as follows:

"(d) Nature of Transfer. A transfer made by any corporation of all or part
of its assets, whether or not such transfer qualifies as reorganization under
section 368 is within the scope of section 1551 except that section 1551 does not
apply to a transfer of money only. For example, the transfer of cash for the
purpose of expanding the business of the transferor corporation through the
formation of a new corporation is not a transfer within the scope of section 1551
irrespective of whether the new corooratlon uses the cash to purchase from the
transferor corporation stock in trade. or similar property"

The scope of the regulations Issued under Section 15(c) and the differences be-
tween the regulations as proposed and as finally issued are put forth in a letter
from Mr. Edwin L. Kahn, then Director, Technical Planning Division of the
Internal Revenue Service, to Mr. Wilbur H. Friedman, attached hereto as Ex-
hibit A. The letter states, in part:

"Under the regulations as finally issued, section 15(c) will not be applicable
to a transfer of cash from one corporation to a newly formed corporation where
the new corporation is formed in connection with the expansion, as distinguished
from the mere split-up, of an existing business. This will be so even though the
new corporation uses the cash which was obtained from the transferor corpora-
tion to buy inventory, fixtures, or similar property from the transferor corpora-
tion. The test under the regulations is not the nature of the property purchased
from the transferor corporation but whether the formation of the new corpora-
tion is in connection with the expansion of a business or the mere split-up of an
existing business."
The Revenue Act of 1964

The Congress was again presented by the Treasury Department with an op-
portunity to clearly change the legislative policy and direction of Section 1551 on
Wednesday, February 6, 1963. The Honorable Douglas Dillon, then Secretary of
the Treasury, appeared before the Committee on Ways and Means of the House
of Representatives and proposed the following with respect to multiple surtax
exemptions:

"The proposed reduction in the corporate normal tax rate from 30 to 22 percent
would not be feasible in the absence of appropriate changes in related parts of
the tax structure.

"Under existing law, multi-corporate groups, whether formed for good business
reasons or not, are in position to derive multiple tax benefits from the $25,000
surtax exemption. They can obtain a substantial reduction in their effective
tax rate as compared with enterprises having equal income but organized as a
single corporate entity. Consequently, the reduced tax rate designed to assist
small business would confer unintended benefits on medium-sized and large busi-
nesses operating through a series of separately incorporated units.

"The fact that there are valid business reasons for many of these multiple cor-
porate structures does not justify treating each corporate unit in the group as if
it were an Independently controlled small business. Under existing law. in the
case of these multiple corporate structures an incentive for small business is
converted into a large bonus for middle and big business. The present rules do
more than misdiret the tax benefits intended for small businesses: in some
situations, tbey even provide an Incentive for uneconomic corporate arrangements
an deliberate abuse through proliferation of corporate units.

"The President bas, therefore, recommended that provisions be adopted to limit
related corporations subject to 80 percent common ownership and control to a
single surtax exemption. Related corporations for this purpose would include 80-
pernt-owned corporations which are subsidiaries of the same corporate parent
(parent4ubsdiary type) or which are owned by 'he same five or fewer indi-
viduals (brother-sister type). Also included would be corporations which are 80
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percent owned by five or fewer corporations (commonly controlled subsidiaries).
In order to prevent any abrupt financial Impact from the proposed limitation

of the surtax exemption, the denial of multiple surtax benefits should be made
effective gradually over a 5-year transition period beginning with 1963.

"Enactment of this proposal will add $120 million annually to tax receipts."
It should be noted that the Treasury's recommendation was brought forth not-

withstanding an admission that there are valid business reasons for maintaining
multiple corporate structures. Reams of supporting material were supplied by the
Treasury Department, setting forth In detail the tax saving inherent in the mul-
tiple corporate structure. Thus the Congress was fully informed as to the facts
surrounding the existence of and the inherent tax savings available to multiple
corporate structures which file separate corporate tax returns and claims surtax
exemptions with i espect to corporate subsidiaries.

It is well known that the Congress did not adopt tbe Treasury Department's
proposals in the Revenue Act of 1964. Instead, the Congress took the pains to en-
act Part II of Subchapter B of Chapter 6 of the Internal Revenue Code of 1954.
Subchapter B, which takes up approximately ten pages of the Internal Revenue
Code and which Is just a little bit shorter than thp original income tax statute en-
acted in 1913, provides elaborate machinery for electing the use of multiple cor-
porations. The subchapter does provide, however, that affiliated corporate groups
who utilize a multiple corporate structure and elect multiple surtax exemptions
inust pay a 11, penalty for the privilege of doing so. The action of Congress
with respect to multiple surtax exemptions Is explained in ttou.e Report No.
749, 88th Congress. 1st Session. at page 117:

"* * * * The method of taxing controlled corporations In the bill will, in your
committee's opinion, when coupled with the repeal of the 2 perctit additional tax
on consolidated returns, encourage some controlled groups to file consolidated
returns, while leaving groups which do not choose to file consolidated returns in
approximately the same relative position they are in under present law.

"While your committee recognizes the advantages of use of multiple corpora-
tions, your committee believes, as it has In the past, that, where corporations
owned and controlled by the same Interests engage in different businesses In the
same area or conduct the same type of business in different geographical locales,
there are legitimate business reasons for use of separate corporations and, there-
fore, the separate corporations should generally be recognized as separate tax-
payers, retaining the benefit of use of multiple surtax exemptions. However, your
committee does not intend to encourage the formation of these multiple corpora-
tions and therefore proposes to apply higher tax rates to corporations which
are members of an affiliated group of corporations. Of course, nothing in this
bill Is intended as changing the application of sections 269, 1551 or 482 If the mul-
tiple corporation form of organization Is adopted to avoid taxes."

As a part of its legislative proposals with respect to multiple surtax exemp-
tions, having failed In its attempt to do away with then altogether, the Treasury
Department proposed that the exception for cash transfers be repealed. On June
12, 1963, the Committee on Ways and Means considered and tentatively adopted
an amendment to Section 1551. The press release issued by the Co nmittee on
June 12, 1963, explained the tentatively-adopted amendment in the following
language:

"The Committee also tentatively adopted an amendment to section 1551 of the
Internal Revenue Code of 1954 to provide that there will be a disallowance of
a surtax exemption in certain cases where a corporation transfers property in
the form of money to another controlled corporation (as well as, under present
law, where it transfers property other than money In such a case). Under the
committee's decision, the provision would also be expanded to make it applicable
to transfers by individuals (present law applies only to corporations)."

Immediately, memoranda were filed with the Treasury Department and with
the Committee on Ways and Means, which pointed out that the effect of such
an amendment would be to effectively grandfather the right to surtax exemptions
in view of the history of the Treasury Department's endeavors to do away with
multiple surtax exemptions and the existing requirement that taxpayers must
establish by clear preponderance of the evidence that the securing of a surtax
exemption was not a major purpose of a transfer. It was also pointed out in these
memoranda that the proposed amendment would successfully preclude the ex-
pansion of growing businesses.

The Committee's tentative decision was subsequently rejected and insofar
as we can determine was never reduced to a legislative draft. Substituted
therefor was the amendment which added the word "indirectly" to Section 1551.
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This amendment was explained in House Report No. 749 at pages 210 through
213. Nothing in this Committee Report, or In the Committee Report of the Senate
Finance Committee, reveals an intent to change the legislative policy under
Section 1551 from one against split-ups to one against expansion. However,
Example No. I 1 on page 211 of the House Report was so ambiguous that it was
thought that the report required explanation. For that reason, the floor state-
ments of Chairman Mills of the Committee on Ways and Means and Senator Long
of the Committee on Finance contained the following language in explanation:

"* * * Under existing law, If a corporation transfers property other thanmoney directly to a corporation which it controls and the transferee corporation
was created for the purpose of acquiring this property, or was not activelyengaged in business at the time of this acquisition, the Secretary of the Treasury
or his delegate my disallow the $25,000 surtax exemption or the $100,000 ace umula-
tive earnings credit, unless the transferee corporation establishes by the clearpreponderance of the evidence that the securing of the exemptior or credit was
not a major purpose for the transfer.

"Thus, present law applies only to direct transfers of property other than
money. The bill amends the section to include indirect transfers of property
other than money. Cases have been presented to the conferees where a newly-
organized subsidiary-created by expanding, rather than merely changing thelocation of the business-in the ordinary course of its business purchases
merchandise from a centralized warehouse maintained by the parent corporation.
In such a case, it is not intended that any surtax exemption or accumulated
earnings credit be disallowed under the amendment where a major purpose of
the separate incorporation was not the securing of an additional surtax exemp-
tion." (Oongressionol Record, February 25, 1964, Congressman Mills, pages
3428-29; Senator Long, page 3401.)

In view of the floor statements of Senator Long of the Senate Finance
Committee and Chairman Mills of the Ways and Means Committee, negotiations
with officials of the Treasury Department looking toward regulations under theamended Section 1551 were immediately undertaken. These negotiations resultedIn the recently adopted regulations under Section 1551 which were initially
proposed in the Federal Register of July 19, 1966. The regulations were adopted
as proposed. They are shown for convenience as proposed rather than as they were
adopted so that the changes can more clearly be shown. These regulations provide
as follows:

"1. Nature of trasfera to which section 1551 applies.
"Section 1.1551-1(d) should be amended to read as follows (omitted material

Is bracketed; added material is underlined) :
"(d) Nature of Transfer. A direct or indirect transfer made by any corporation

of all or part of its assets, whether or not such transfer qualifies as a reorganiza-
tion under section 368 is within the scope of section 1551 except that section 1551
does not apply to a transfer of money only. [For example, the transfer of cash for
the purpose of expending the business of the transferor corporation through the
formation of a new corporation Is not a transfer within the "cope of section 1551
irrespective of whether the new corporation uses the cash to purchase from the
transferor corporation stock in trade or similar property.) For example, if a
transferor corporation transfers property to its shareholders or a subsidiary, the
tran-sfer of that property by the shareholders or the subsidiary to a transferee
corporation is a transfer of property by the transferor corporation to which sec-
tion 1551 applies. A purchase of property by a transferee corporation from atransferor corporation or five or fewer individuals controlling the transferee
corporation is a transfer within the scope of section 1551, whether or not the
purchase follows a transfer of cash from the controlling corporation or individ-
uals."

"2. 'Major Purpose.' Section 1.1551-1 (e) should be amended to read as follows
(added material is underlined) :

"(e) Purpose of Transfer. In determining, for the purpose of section 1551,whether the securing of the exemption from surtax or the accumulated earnings
credit constituted 'A major purpose' of the transfer, all circumstances relevant
to the transfer shall be considered. 'A major purpose' will 1not be inferred from
the mere purchase of inventory by a subsidiary from a centralized warehouse

v,,Example (1).-On .Tune 15, 1963. corporation X organizi-4 corporation Y (a wholly-owned subsidiary) and transfers cash to such corporation which it then uses to purchn.estok In trade from corporation X. The exception for transfers of money dots not npplyto the transfer b corporation K to corporatit.f Y. X has made an Indirect transfer ofproperty (other than money) wtidn the meaning of subsection (a) (2) of Section 1551.
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maintained by its parent or by another subsfdiary of the parent. For disallow-
ance of the surtax exemption and accumulated earnings credit under section
1551, It is not necessary that the obtaining of either such credit or exemption or
both have been the 'sole or principal purpose of the transfer of the property.'
It is sufficient if it appears, in the light of all facts and circumstances, that
the obtaining of such exemption or credit, or both, was one of the major con-
siderations that prompted the transfer. Thus, the securing of the surtax exeamp-
tion or the accumulated earnings credit may constitute 'a major purpose' of
the transfer notwithstanding that such transfer was effected for a valid
business purpose and qualified as a reorganization within the meaning of section
368. The taxpayer's burden of establishing by the clear preponderance of the
evidence that the securing of either such exemption or credit or both was not 'a
major purpose' of the transfer may be met, for example, by a showing that the
obtainingof such exemption, or credit, or both, was not a major factor in relation-
ship to the other consideration or considerations which prompted the transfer."

TWIN LEGISLATIVE POLICIES

Thus it can be said it has been the policy of the Congress to encourage legitimate
and normal expansion of growing businesses by the allowance of a surtax exemp-
tion to every corporation within a controlled group which is established for sound
business purposes. It has also been the firm legislative policy of Congress to deny
the surtax exemption and all other deductions or exclusions to corporations which
are formed for the purpose of tax avoidance without sound business purposes.
This is evidenced by the terms of Section 269 of the Internal Revenue Code which
deals with business acquisitions made to evade or avoid income taxes, and Section
1551 of the Code which deals specifically with the problem here under considera-
tion by disallowing a surtax exemption and accumulated earnings tax credit in
the case of corporations which are created for the purpose of acquiring property,
unless it can be established by the transferee corporation by the clear prepon-
derance of the evidence that the securing of a surtax exemption or accumulated
earnings tax credit was not a major purpose for the transfer of the property.

The legislative history and intent set forth above have been summarized and
reinforced in the floor statement of Chairman Wilbur D. Mills of the Committee
on Ways and Means before the House on August 6, 1969. While we submit that
these legislative policies of permitting the legitimate expansion of business
while denying the fruits of tax avoidance have worked well and that no mean-
ingful reasons have been advanced for changing them. nevertheless, we urge
this Committee, if it is to accept the results put forth in the House bill, to change
the results in the following ways:

(1) That the effective date be changed so that the provision becomes applicable
with respect to taxable years beginning after December 31, 1969. That is to
say, that the phase-out period begin in 1970 rather than in 1969. In this con-
nection, we point out that this provision of the bill Is the only one which would
have industry-wide impact for 1969.

(2) We urge that the phase-out period be increased from 8 years to 10 years.
(3) In view of the fact that the bill continues the six percent penalty during

the phase-out period, corporations claiming the benefits of the phase-out be
permitted a 100% dividends received credit and the same benefits with respect
to intercorporate losses as are today permitted to those affiliated corporations
which file consolidated returns.

[EXHIBIT A]
NOVEMIER 20, 1953.

Mr. WILBUR H. FRIEDMAN,
Proskarer, Rose, Goct., d Mendclsohn,
New York 4, N.Y.

DEa MR. FRIEDMKAIN: This is In further reply to your letters dated .Tanuary 20,
1953, and February 24. 1953, in which you protested certain portions of the
proposed regulations under section 15(c) of the Internal Revenue Code, as
added by section 121 (f) of the Revenue Act of 1951.

Section 15(c) In effect disallows the $25.000 surtax exemption and the $25,000
minimum excess profits credit where, after December 31, 1950, a corporation
splits up into two or more corporations in order to obtain additional surtax
exemptions and minimum excess profits credits. Secilon 15(c), however, does
not apply to a transfer of money from one corporation to a second corporation.



1170

In the proposed regulations, as published with the notice of proposed rule
making in tile Federal Register of January 3, 1953, the statement was insade
that tile exception involving transfers of money shall apply only if tile trans.
action is in substance a transfer of money. The proposed regulations gave as
an example the situation where Corporation A transfers to a new Corporation
B cash in exchange for the stock of Corporation B, and, as part of the same
transaction, Corporation B purchases a part of Corporation A's assets. Tile
proposed regulations took the position that such a transfer to Corporation B is
in substance one of property other than money and that, therefore, section 15(c)
would be applicable.

Your letters In effect state that the proposed rule would make section 15Ic)
applicable to the expansion of a business as well as to the mere split-up of an
existing business. The Summary of the Provisions of the Revenue Act of 1951
as Agreed to by the Conferees, prepared by the Staff of the Joint Committee on
Internal Revenue Taxation, states, at page 22, that section 15(c) " * * * does
not prohibit or discourage expansion of an existing business accompanied by tile
formation of new corporations, as distinguished from the imere split-up of an
existing business * * *." After careful consideration of the problem, time pro-
posed regulations were changed before they were promulgated as final regula-
tions. The fiRal regulations (which appear as Treasury Decision (024 In tle
Federal Register for July 1, 1953, at page 3752) provide that " * * * the transfer
of cash for the purposes of expanding the business of the transferor corporation
through the formation of a new corporation is not a transfer within the scole
of section 15(c), irrespective of whether the new corporation usCS the cash to
purchase from the transferor corporation stock in trade or similar property."

Under tile regulations as finally issued, section 15(c) will not lie applicable
to a transfer of cash from one corporation to a newly formed corporation where
the new corporation is formed in connection with the expansion, as distinguished
from the mere split-up, of an existing business. This will Ie so even though
the new corporation uses the cash which was obtained from the transferor
corporation to buy inventory, fixtures, or similar property from the transferor
corporation. The test under the regulations is not the nature of the property
purchased from the transferor corporation but whether the formation of the new
corporation is in connection with the expansion of a business or the mere split-up
of all existing business.

In the memorandum that you submitted with your letter of February 24, 1953,
you also stated that you were joining in the protest of the Commerce and Indus-
try Association of New York, Inc., with respect to the definition in the proposed
regulations of the term "major purpose." After careful consideration, changes
were made with respect to this problem before the proposed regulations were
promulgated as final regulations. It is believed that these changes will satis-
factorily take care of the issue raised in the protest.

A copy of this letter is being sent to Mr. David W. Herrmann, President of
the National Association of Shoe Chain Stores.

Very truly yours,
EDwIN I. KAHN,

Director, Technical Plann ing D f N8ion.

Senator ANDFRSON. Mr. Walter Pozen.

STATEMENT OF WALTER POZEN, COUNSEL, NATIONAL RETAIL
MERCHANTS ASSOCIATION AND PARTNER, STROOCK, STROOCK
& LAVAN, WASHINGTON AND NEW YORK CITY

Mr. PozEN. Senator Anderson mnd members of the committee, my
name is Walter Pozen and I am the Washington resident, partner of
the law firm of Stroock, Stroock & iavan of New York City.

I am appearing on behalf of the National Retail Merchants Asso-
ciation in opposition to the proposed elimination of the corporate
multiple surtax exemptions.

In view of the testimony you have already received from Mr.
Riddell and the testimony you will be hearing in reference to the mul-
tiple surtax exemption, I would just like to present myself for ques-
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tions the committee might have on this subject and I would like my
statement to be made apart of the record.

,Senator ANDERSON. Your statement will be inserted in full in the
record.

Senator BENNF.TT. You associate yourself completely with the pre-
vious witness?

Mr. POZEN. I do not.
Senator BENNT. You do not?
Mr. PozF-N. Mr. ]Riddell has fairly and accurately described the

history of the multiple surtax and I share his view that we are really
talking about "Main Street Anerica"-not about the large national
corporation.

It is our view that the corporate multiple surtax exemption is really
necessary for the continued life of many of these stores providing the
necessities of life; that many of them will be put out of business,
Senator, or will become marginal if this privilege is denied them.

Senator BENNETr. Well, you confuse me. You are asking for the
same thing that the previous witness asked for?

Mr. PozkEN. No. In a sense I am asking for the "whole package"
retention of the surtax exemption. Of course, we want the phaseout
period or the phasein period if it is Congress' will to change this
provision as suggested by Mr. Riddell.

Senator BENNET-. Then you are asking for the continuation of the
present law?

Mr. POZEN. Absolutely, Senator.
Senator BEwNmr. That is fine.
Mr. POZEN.We think it is absolutely necessary to retain the multiple

surtax exemption for the kind of business which has been described to
continue.

Senator BENNmr. Thank you.
Senator ANDERSON. Thank you very much.
Senator Mnmrw. May I ask one question of this, witness? You are

suggesting that on $25,000 of income the difference between the lower
rate and the higher rate, which would'apply, will be the difference
between that business, perhaps, going out of business.

Mr. PozEN. Yes, Senator Miller.
Senator Mnim. And that amounts roughly to $6,000; is that cor-

rect?
Mr. POZEN. We are talking about many situations, some unique,

others more common. But let us talk about a retail clothing' store--
p art of a chain-which has a long lease and long-term obligations.
Under most conditions, if this were a separate business, and it just
was not making a go of it it would go out of business. However, many
marginal situations are being carried by the large national chains be-
cause of a belief in the future and the advantages of the surtax
question.

Senator MiuL~i. Which would be roughly $6,000 more tax oi, $25,000
net income.

Mr. POZEN. That is correct.
Senator Mmia ma. Let us take a small retail store that has $25,000

of net income. Now, with the change it would be $6,000 more tax on
that particular store which would be apt to go out of business-
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Mr. PozF. I think that is true. We are talking about large com-
panies versus very small.

Senator MLLER. I just wanted to get your point clear.
Senator BENNmiT. I think there is this other difference, that if a

big national corporation has 10 stores that accumulates $250,000
exemption.

Mr. POZEN. Yes.
Senator BENNETt. Which it can apply against its whole total income

regardless. So if it has 100 stores, it has got $21/ million worth of
exemption to apply against its profit from all sources, including manu-
facturing or anything else.

Mr. PozF.N. In Iowa, Senator Miller, there might be a particular
store that is in business because cf the fact that it can claim this exemp-
tion. Hopefully the area in whtch 'the concern is operating will grow
and develop, and it will generate reasonable profits, but for a short
period of time, let us say, that $6,000 might be terribly important.

Senator MILLER. Well, your point rings familiar to me, but I just do
not know how applicable it is nationwide.

Mr. POZEN. Yes.
Senator Mn.LER. I do not know whether you have any statistics to

st.ow how many of these marginal stores, the $6,000 additional tax
load would force out of business. Do you have figures?

Mr. PozEN. We do not have it with us, Senator, but I certainly will
get it for you. We can come up with it.

Senator MILLER. I think it would be helpful if you could furnish it
for the record.

Mr. Pozbr. Thank you, sir.
I would be delighted.
Senator ANDERSON. Thank you very much, sir.
(The material referred to had not been received at the time of

printing.)
(Mr. Pozen's prepared statement follows:)

STATEMENT OF THE NATIONAL RETAiL MERCHANTS ASSOCIATION, PRESENTED BY
WALTER POZEN, ATrOaNEY, STROOOK & STROOCK & LAVAN, NEW YORK CITY

My name is Walter Pozen and I am the Washington resident partner of t'ie
law firm of Stroock & Stroock & Lavan, New York City. I am appearing on
behalf of the National Retail Merchants Association in opposition to the proposed
elimination of corporate multiple surtax exemptions.

Prior to the Revenue Act of 1950, there was a system of progressive income tax
rates applied to corporations with a "notch tax rate" of 53% applicable to taxable
incomes between $25,000 and $50,000. This rate was confiscatory in the sense that
it destroyed the incentive for small corporations to increase their taxable incomes
above the $25,000 level. It had no effect on large corporations which paid 38%
on taxable incomes in excess of $50,000.

In the Revenue Act of 1950, Congress recognized this inequity and eliminated
the so-called "notch tax rate," by instituting a normal tax and a surtax. A nor-
mal tax of 25% was levied on all taxable income and a surtax of 20% applied
to taxable income in excess of $25,000; thus the concept of a surtax exemption
was created. Congress reviewed this concept almost annually, and except for the
incorporation of sections to prevent abuses, made no significant change in the
surtax exemptions until the Revenue Act of 1964.

In the Revenue Act of 1964, Congress after careful study reduced the normal
tax rate on corporations from 30% to 22%, and correspondingly increased the
surtax rate from 22% to 28% and later to 26%, with transition rates for fiscal
year taxpayers. At this time, an additional tax of 6% was imposed on the first
$25,000 of taxable income for component members of affiliated groups of corpora-
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tions. However, this additional tax of 6% was imposed only If the groups elected
surtax exemptions for each of their component members. The penalty tax of 2%
on the tiling of consolidated tax returns by affiliated groups was at the same
time eliminated. These changes permitted groups of corporations to elect the
method most advantageous to their economic status within reasonable limits.

Unfortunately, slogans and catch-words have replaced reasoned arguments in
some of the proposals now made to close "tax loopholes." Some proposed changes
are being promoted as panaceas for the excessive burdens of the present high
tax rates. The effect of pending proposals to eliminate multiple surtax exemp-
tions, if they become law, will In our judgment create a chaotic condition with
potentially very serious consequences in the retailing sector of our economy.

Since World War II, there has been a complete metamorphosis in the retailing
Industry, almost a "retailing revolution." Prior to that time, the trend towards
consolidation and the growh of large urban department store complexes had
accelerated. However, the shift in population from the urban metropolises to the
suburbs required the opening of a large number of stores in suburban areas.
The lack of parking facilities and other inconveniences that customers had to
suffer to purchase necessities made this shift to smaller suburban stores essential.
In addition, great demand for improved retail services was found to exist in a
large number of small communities throughout the entire country outside of
great metropolitan areas. Local stores were organized in order to combine mass
purchasing power with the individual service and attention to consumers
demands, which the situation required. This process stimulated competition and
lowered the cost of living through reduced prices to con. umers.

To accomplish this desired result, stores were incorporated separately. These
separate corporations were created In order to limit the liability of their parent,
to encourage relative autonomy of operation and to avoid state tax problems.

When small stores are established from time to time, the problems of adminis-
tration often increase geometrically. Uniformity of merchandise, advertising,
personnel policies among all the stores is impossible because of the diverse
sectional differences. Local concepts and personnel must determine policy. Auton-
omy in operation is essential. The fact Is that most national retail enterprises
really operate a. large number of small local businesses. The appropriate eco-
nomic comparison should be with other small locally owned retail stores. It is
wrong to compare a national retail operation, with a large number of small
stores, with a giant industrial enterprise. If the latter were operated through
a very large number of separate corporations, some tax adjustment would prob-
ably be justified. It is clearly not justified under the circumstances prevailing
in the case of retail stores.

The present law is not objectionable since it places component corporations
of a group at an acceptable 6% tax disadvantage as compared to individually
owned stores. (See Exhibit A for comparison of tax treatment under present and
proposed laws.) Probably the fairness of the present statute is demonstrated by
the fact that there have been virtually no complaints from small independent
retailers. It should also be pointed out that many small retailers pay no corpo-
rate taxes at all by electing to be treated as Subchapter S corporations under
Sections 1371-78 of the Internal Revenue Code. This election Is prohibited to
affiliated groups.

The elimination of the multiple surtax exemptions would cause small marginal
stores to be closed. The return on capital Invested, and the business risks result-
ing from mistakes in location, unsuitable merchandise or personnel would appear
to be overwhelming considerations if the expected small net profit were substan-
tially reduced by increased income taxes. Business risks are assumed only if the
possibility of reward under the most favorable conditions are substantial enough
to justify them. In retailing, the prevailing tendency has been for large volume,
small profit margins and comparatively low net profits. This has been characteris-
tic regardless of the size of the store. The elimination of the multiple surtax
exemptions would have a catastrophic effect on many small stores which cannot
absorb additional taxes of great magnitude and still remain profitable to operate.
Innumerable local communities would suffer from a decline in services, avail-
ability and suitability of merchandise, a decrease in competition and a loss oC
jobs.

The Treasury estimates that the elimination of the multiple surtax exemptions
would, at the end of the phase-out period, result in $235 million of additional
tax revenue. This estimate seems to us wholly unrealistic. It is not even clear
what offsetting tax factors the Treasury has used for purposes of this estimate.
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What does seem clear, however, is that the Treasury is relying on data four or
five years old which may bear no meaningful relationship to-present conditions.

Furthermore, no account has been taken of the revenue loss (both corporate
and individual) resulting from the closing of marginal stores and from stores
which never open as a result of the adverse tax changes In the House Bill.
It is even possible that the Treasury would actually lose revenue as a result of the
economic dislocations caused in the retail sector of the economy by this Bill.

Moreover, how does one measure the over-all economic effects of legislation
which would so radically change the ground rules for the taxation of, retail
organizations? How much will the cost of living rise as a result of diminished
competition" How many jobs will be lost or never created? How much will the
American consumer be Inconvenienced in shopping for the necessities of life if
these provisions are allowed to become law?

We urge the Committee to reject the multiple surtax provisions of the House
Bill. No change so disruptive of the national retail economy should be made in
the absence of a thorough economic study of its effects not only oi Federal
revenues but of the interest of the American consumer.

EXHIBIT A

Component unit Independent unit

UNDER PRESENT LAW
Assumed taxable not income ------------------------------------------------ 25,000 25, 000

Corporate Income tax:
Normal tax at 22 percent ------------------------------------------------ 5,500 5, 500
6 percent penalty for filing separate corporate returns ....................... 1, 500 ..............

Totaltax ............................................................. 7,000 5,500
UNDER PROPOSED LAW AFTER PHASEOUT PERIOD

Assumed taxable net Income ................................................. 25, 000 25,000

Corporate Income tax:
Normal tax it 22 percent ................................................. 5 500 5,500
26 percent additional tax ..... 65-- - ................................- 6, 0-----------

Total tax ............................................................. 12,000 5,500

SUMMARY
Under proposed law ................................. ................. 12,000 5,500
Under present law ........................................... -7,000 5 500

Increase under proposed law ........................................... 5,000 0

Senator ANDERSO.N. Mr. Thomas. We admire your patience.
Senator BEN Tr. We hope you admire ours.

STATEMENT OF ROBERT E. THOMAS, PRESIDENT, MAPCO, INC.,
REPRESENTING LP GAS INDUSTRY AND THE NATIONAL SMALL
BUSINESS ASSOCIATION

Mr. THOMfAS. I do very much, Senator. I think we are all probably
begi ning to get very hungry.

My hame is Robert E. Thomas. I am president of Mapco, Inc., from
Tulsa, Okla.

Mapco is a producer, transporter, and marketer of LP gas, and I
appear here this morning in my capacity as president of Mapco, to
testify on certain matters of interest to Mapco only, and also repre-
senting representative LP gas companies and the National Small
Business Association in opposition to taking away the right to use
the multiple surtax exemption.

1 will address myself first to the multiple surtax exemption question.
I think our statement speaks for itself, but I would simply like to
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emphasize several points connected with our prepared testimony that
is in the record.

I think there has been a wide misunderstanding about the avail-
ability of these exemptions as a tax preference or as a loophole. The
Senate Finance Committee, I am sure, is aware of the fact that there
are adequate safeguards against the use of these multiple surtax
exemptions for tax avoidance. These provisions of the Internal Reve-
nue Code have been utilized many times by the Commissioner in dis-
allowing surtax exemptions where there w,.s no proper business pur-
pose for the setting up of the corporation, and I siml)ly want to raise
the question whether Congress has been wrong for the 19 years that
the present provisions of the law have been ol the books?

We also maintain in the LP gas industry that this proposal if
passed by Congress, will enlarge the present inequity in the tax
structure.

Back in 1964 when this question was last considered by Congress,
it was finally passed that companies utilizing the multiple surtax
exemption would pay a tax penalty of 6 l)ercent, that is at a tax rate
of 28 percent, as against 22 percent.

Tis, when you translate it upstairs to the parent company, results
in a tax penalty of 33 percent being paid by people utilizing the
multiple surtax exemption as compared with their competition which
is paying basically a rate of 22 percent on the first $25,000 of earnings.

We also maintain that. the LP gas industry is basically small busi-
ness. There are ani estimated 4,000 family-owned units. There are only
10 or fewer large multiple corporate setups such as Mapco. These ,.nulti-
ple setups must compete with the family-owned businesses, and taxes
are an essential element of the cost of business, and an essential element
of the problem of competing with other businesses.

I think it would be very difficult for the multiplant LP gas operator
to raise his prices to compensate for this larger tax penalty that he will
suffer of 48 percent compared with 22 percent. Therefore, his profits are
inevitably going to be reduced and his cash flow available for such mat-
ters as debt service and other obligations will be reduced.

Finally, I would like to suggest that the cause of small business is
dealt a devastating blow by this proposed legislation, and I have here
a. chart which shows.what happens to an LP gas business built up by
an individual or a family over a lifetime of hard work.

LOSS OF VALUE OF TYPICAL SMALL LP GAS BUSINESS UPON SALE TO MAJOR LP GAS COMPANY (ASSUMING
ELIMINATION OF MULTIPLE SURTAX EXEMPTIONS

Member of Loss in value
Individual or multiple to individual or

family owned corporate group family on sale

Income before tax.--------------------------------------$25,000 $5,000............
Federal income tax ----------------------------------------- 5,500 12000................

Income after tax ------------------------------------- 19, 500 13,000 ................
Value of business upon sale:

12 ) earnings ----------------------------------------- 234,030 156,000 78, OO
15 X earnings ----------------------------------------- 292, 500 195,000 97,500

1 22-percent rate.
2 48- percent rate.
a 33-percent rate.

33-865---69-pt. 2- 18



1176

He has no place to go to sell that business when he wants to retire
other than to a large marketer, because few individuals have the
ability to raise a quarter of a million dollars or more to buy a business
of that type.

This chart shows that if he sells to a multiplant operator, making
use of multiple corporate exemptions, the value of his business in the
hands of that multiplant operator has been reduced based upon two
earnings multiples set forth in the chart, an estimated $78,000 to an
estimated $97,000.

This is a reduction in value of the sales price of that business of 33
percent, and we maintain that this, by itself, is a devastating blow to the
cause of small business, and I speak, I think, for some 4,000 small LP
gas businesses, and I speak for some 35,000 members of the Small Busi-
ness Association, representing some 500 different industries.

The LP gas industry does want to be constructive, and we do have a
suggestion for the committee which we will be prepared to put into
writing if it wishes, and that is that with appropriate grandfather
clauses and dealing, of course, with the future, that businesses which
basically are made up of small family-owned units, when acquired by a
multiple-corporate setup, and when continued in operation, with no
change, other than the nominal changes of such things as trade name
of a product, perhaps a different corporate setup in the corporate struc-
ture, but basically this small business continues as a unit, operating in
the small town where it has operated for years, that that business should
be permitted to use a surtax exemption.

Now, as far as Mapco itself is concerned, the first item I would
like to cover is the House proposal regarding lump sum distributions
from profit-sharing plans. I speak not as -president of Mapco, but as
an employee of Mapco in behalf of some 1,294 Mapco employees, who
are the beneficiaries of profit-sharing plans. These profit-sharing plans
are essential in their planning for retirement, and I think that the
legislation which proposes to tax these lump sum distributions in a
manner different from the present way has been justified with ex-
amples pointing to highly paid executives who have benefited from
this provision.

The facts are in the case of Mapco--and I am sure it is true of every
company that has a profit-sharing plan-that for every one of our
so-called high-paid executives, 15 corporate officers out of 1,294 em-
ployees, that are in a higher tax bracket, we have some 1,279 em-
ployees averaging $6,300 yearly, and I would like to point out to the
committee that the capital gains treatment of lump-sum distributions
from their profit-sharing plan is just as important to those 1,279
employees as it is to the 15 officers; in fact, there are 85 of those em-
ployees for every officer, and I would like to suggest that this legisla-
tion be reconsidered because it is going to diminish the incentive for
Mapco employees and for the many thousands of employees every-
where who are the beneficiaries of these plans.

And, of course, it will be responsible in the long run, if passed in
the present way for added cost-push to wage levels and to inflation in
the years ahead.

Secondly, on behalf of Mapco, we are an oil and gas producer, we
have a production company with an accumulated loss carried forward
built up in good faith under the existing provisions of the loss carried
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forward sections of the code, and suddenly and summarily the right
to carve out a production payment is to be taken away from us as a
means of dealing with the loss that we have built up.

Now, we could have dealt with this loss annually by selling the
carved out production payment each year and subjected ourselves
and our 50-percent partner, the U.S. Government, to all of the tre-
mendous legal expenses of curing this annually. But we elected to let
it ride along. thinking, under present law and under present ac-
cepted practice, that we could carve out a pr(Auction payment, and
apparently that is to be summarily denied to us, and I would like to
suggest that if carved out production payments are to be outlawed
that in all fairness production companies in a situation such as this
should have an opportunity, say, a grace period of 3 to 6 months, to
get their tax books into order.

Finally, I want to raise a question on carved out production pay-
ments as to whether the oil business is to be taxed one way when there
is a well-established recent case, known as the Hagen Adverti8ing case,
with facts, accounting facts and legal facts remarkably similar to the
oil business, where the Sixth Circuit Court of Appeals held directly
opposite to this proposed tax treatment.

My final point on behalf of Mapco, we are engaged in expending
$28 million this year and next in expanding our present 3,400-mile
pipeline system, and construction was commenced prior to the cutoff
date contained in the investment credit sections of the law.

The only point that worries me, and it is a technical point, is that
while our pipeline expansion fits all of the requirements of a plant
facility rule contained in the law, I am concerned with the language
of one of those requirements; namely, "located on a single site.'

Now, the single site in the case of a pipeline expansion is a right-
of-way several hundred miles long, and I would like to appeal to the
Senate Finance Committee to insert into, its report on the bill some
words that would point out that a single site would alply to a pipeline
route or right-of-way just as is already stated in the House committee
report, that it applies to a railroad bypass route.

Thank you, gentlemen.
Senator ANDERSON. Any questions? Thank you very much. I am

sorry you had to wait, but we had to, also.
Senator FANNIN. Mr. Thomas, if nobody else has any questions,

I did have some.
In going into the LP gas business, the history over the past, say,

10 or 15 years, haven't most of the businesses been disposed of, haven't
they been family businesses which have been sold to the multiple-
corporate-structured companies solely because there was not a market
otherwise?

Mr. THOMAS. I believe that is correct, Senator Fannin.
It is very difficult for the average person or the average younger

fellow who might possibly be interested in buying such a business
to raise the necessary funds. So the result is that the only practical
market is the so-called multiplant LP gas marketing company.

Senator FANNIN. And this would reduce the incentive for these
companies to acquire these additional companies into their corporate
structures.
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Mr. Tno3mAs. It certainly would. If they did acquire them they
would have to acquire then on tile basis of the arithmetic set forth
here because otherwise they could not justify the acquisition to their
own stockholders.

Senator FANNIX. From the standpoint of the customers involved in
most cases that. customer is dependent upon that company for a service
that is not available from any other source; is that correct?

Mr. Tno,.As. That is true.
On the question of service, Senator Fannin, while certainly there

are exceptions to this, I would hazard a guess that the multiple-l)lant
marketing company provides far better service to its customers and
is far more careful about the safety of the customer's installation than
possibly some of of the smaller ifamily-owned units.

Senator AN.xxi. Too, insurance is quite a factor to protect the
customer. This can best be done by the nuiltiple-corporate-structuelvd
company in that they can have full coverage, whereas the small unit
marketer has considerable difficulty in getting insurance.

Mr. ThOmAS. The insurance problem is quite serious both for the
small operator and the large one, and it is one of the reasons why,
historically, the multiplant operator has -et. up sel)arate corporations
because he, too, has to be concerned about his liability, and he has an
interest in limiting that liability. The only way he can do that is
through a smaller company.

Senator FANNIN. Thank you very much.
Senator MILLER. May I ask a question, Mr. Chairman?
Senator AND.RSON. Oo right ahead.
Senator NfAILEIR. With respect to your comment on the lump-su

distributions from your qualified profit-sharing plan, could you give
us any idea of what percentage of the payout in a lump sum rel)resents
the employer contribution and what percent, represents the ac'cumula-
tion by investment in a profit-sharing trust?

Mr. THOMAS. Senator Miller, that. will be very difficult to estimate,
particularly because Mapco is a very young company only 9 years old,
and we have not had a profit-sharing plan in existence long enough to
give you a very good answer.

I am sure that over a long period of time, let us say, the business
experience of the young fellow who joined the company when he was
25 or 80 and stayed until he was 65, that the proportion represented by
company contributions would be, I am sure. smaller than the propor-
tion represented by accumulated earnings nnd profits which would be
taxable as cap ital gains even under the provisions of this bill.

Senator MhrAun. Well, I am pleased that you recognize that the
House-passed bill does continue the long-term capital gain treatment
with respect to the accmnulation.

I would agree with your thought that probably the greater l)ortion
of the payoff would be continued to be treated as capital gain.
Mr. THOMAS. My concern was directed more at the wording of the

House report where it cited an individual, a highly paid corporate
executive, earning $100,000 a year ,and receiving $500,000 in a lump
sum distribution, and I think what the report failed to point out is
that if there is such an individual in any company receiving a lump
sum distribution of five times his average pay, there are also many
times that one individual lower down in the company receiving a
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similarly large distribution, like 5 times $5,000 a year, or 5 times
$10,000 a year, and in our case we have 85 of those low-paid individuals
for each high-paid individual of the type mentioned in the report.

Senator MILLM.. But you do recognize that the way the House passed
this bill that the impact would not be as severe as it would be if they
taxed all of these accumulations at ordinary income, too.

Mr. TOM3MAS. I do reco nize that.
Senator M ILLER. I think they were trying to straddle there and pre-

serve some additional tax aid, at the same time, not make it too
burdensome.

Mr. THOMAS. I do appreciate that, Senator Miller. The point I have
been trying to make is that these capital gains are considered to be
just as valuable to these low-bracket taxpayers. They like them, too,
and we happen to have some 400 of our 1,300 employees in your home
State.

Senator MILLER. Thank you very much. Thank you, Mr. Chairman.
(AMr. Thomas prepared statement follows:)

STATEMENT OF IItPIs.NTATivEs oF L.P-GAS INDUSTRY AND NATIONAL SMALL
BUSINESS ASSOCIATION BY ROBERT E. TIIOMAS

My name is Robert E. Thonas. I am the President and Chief Executive Offi .r
of Mapco, Inc., a producer, transporter and marketer of LP-Gas. I appear today
on behalf of representatives of the LP-Gas Industry as well as the National Small
Business Association in opposition to the proposal In the lHouse-pas.;ed bill that
the corporate surtax exemption be denied to multiple corporations unded corn-
* l on control.

Throughout the recent months of tax reform activity, the surtax exemption, as
it applies to multiple corporations, has been the subject of a great deal of mis-
understanding. Many misconceptions have arisen concerning the rea. ons why
businesses operate in multi-corporate form. Similarly, the proposal by the House
to deny the exemption to multiple corporations has also been misunderstood.
Analyses of tMe proposal have concentrated on Its mechanics, with little attention
being given to the effect it would have on the businesses to which it would
apply.

My purpose today is to attempt to dispel what we feel are the primary miscon-
ceptions regarding the surtax exemption and the House proposal, aud In doing
so to indicate why we feel the exemption should not be denied to a corporation
merely because it is a member of a multiple corporate group. I will show that
contrary to prevailing misconeeptions-

(1) the surtax exemption was enacted to aid small businesses whether they
operated in single or in multiple corporate form;

(2) affiliated multiple corporations were In existence long before -nactment of
the surtax exemption and continue to be formed for many nontx reasons;

(3) rather than resulting in tax equity, the House proposal would be dis-
ciminatory and anti-competitive in effect ; and

(4) affiliated multiple corporations are not taking advantage of some un-
intended tax preference or "loophole" when they vse multiple surtax exemp-
tions; there are already l)rovlsions in the tax code enabling the 'ominmissioner
of Internal Revenue to prevent abuses by use of several surtax exemptions.

Perhaps the most common misonception regarding the surtax exemption, as it
applies to affiliated corporations, is that It Is an unintended tax preference or
"loophole." Many proponents of the House proposal readily acknowledge that the
exemption is not a "loophole." Howevre, the implication still remains that affl-
lated corporations were never intended to benefit by the surtax exemption. This
implication is patently untrue.
When the exemption was enacted in 1950, the House committee report (House

Report No. 2319) amcompanying H.R. 8920, which became the Revenue Act of
1W50, expressly provided that the exemption would be available to all corpora-
tions. Certainly Congress was aNare at that time of the existence of businesses
Operating through affiliated multiple corporations. Congressional intention in
this regard is made even clearer by the fact that proposals similar to the one con-
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tained in the House bill have been considered and rejected by Congress on several
occasions in the past 19 years.

The fact that the purpose of the surtax exemption has been greatly misunder-
stood is pointed up by the statement in the committee report accompanying the
present House bill that the exemption was "adopted to benefit small corporations."
This statement is simply not supported by the legislative history of the surtax
exemption. In explaining the purpose of the surtax exemption, the House com-
mittee report in 1950 stated as follows:

"The bill eliminates the notch rate by providing a flat $25,000 surtax exemption
which would be available to all corporations. This will provide tax advantages to
snall buetnessee without introducing a system which Is readily adaptable to a
drastic graduation of rates."

The report says nothing about benefiting only small corporations. To the con-
trary, the excerpt quoted above says that the exemption was to be available to all
corporations, and that it should serve to provide tax advantages to "small busi-
nesses" (without a complicated structure of tax rates). There is, we believe, a
very significant difference between saying that the exemption was adopted to aid
small corporations and in saying that it was adopted to aid small businesses.
Although the surtax exemption is a benefit to small corporations, it is also a
benefit to small businesses which for legitimate nontax reasons operate in multi-
ple corporate form. The LP-Gas business is such a business because from the
standpoint of economic competition there is no such thing as a large LP-Gas
company.

The rapid growth of the LP-Gas industry in the past 20 years is testimony to
the fact that the surtax exemption has worked in the way intended by Congress.
T day the LP-Gas marketing industry is carried on by an estimated 4,000 individ-
ual or family-owned outlets and about 10 multi-plant LP-Gas marketing com-
panies. The multiplant LP-Oas marketers operate through small local corpora-
tions, because of the nature of the LP-Gas marketing business. To enact a limita-
tion on the surtax exemption such as now proposed by the House would Impose
severe tax burdens on businesses which have grown in reliance on the availability
of the exemption. The severe hardships resulting from the loss of the surtax
exemption would stifle further expansion and could even destroy much of the
expansion that has occurred previously.

Another misconception about the surtax exemption is the contention that it is
the principal reason for businesses operating through multiple corporations. This
contention ignores the fact that affiliated multiple corporations existed as bus!-
nesses long before the exemption and continue to be established for many nontax
reasons. A few of these reasons are as follows:

(1) Limitation of LiabiNty.--This has long been recognized as a legitimate
reason for separate incorporation. In fact, in the LP-Gas industry, it is virtually
a necessity for a company operating in more than one locality to separately in-
corporate each of Its branches in order to limit its liability in event of a disaster.
Otherwise, insurance expense would probably be prohibitive even if obtainable.

(2) Icentive to Local Emploveea.-Granting employees profit-sharing in local
corporations encourages efficient local management.

(3) State La.-A business may be required to incorporate separately In each
State in which it carries on, its activities. In addition, some states prohibit
chartering of a corporation for more than one business purpose.

(4) State Taxation.-SMany businesses which operate in more than one State
separately incorporate in each State in order to make sure that the tax laws of
each State will be applied only to the income of the company from operations
within the State. Separate incorporation in each State alsc relieves the business
from the administrative burden which would otherwise arise from the applica-
tion of allocation formulas.

All of these are. traditional and legitimate purposes for the creation of new
and separate corporations, yet the House bill would strike at bona fide corporate
entities in the same manner as it would treat cises of true tax avoidance.

Another misconception regarding the surtax exemption Is the allegation that
Its availability to affiliated m'iltiple corporations results in a tax inequity which
discriminates against their compettors. In the vast majorty of industries where
some of the businesses are separately incorporated, there Is no Inequity In the
present system. In fact, any discrimination which does exist is against the affili-
ated group rather than in its favor, and the House proposal would greatly In-
cr mase this discrimination.

In the LP-Gas industry, for example, multi-plant marketers operate at the
local level through separate corporations under common ownership. These affili-
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ated corporations compete at the local level with unaffiliated LP-Gas plants--
individually or family-owned. Although not linked in any formal sense, these
unaffiliated LP-Gas plants or corporations are in a real sense an "economic
group" with which an affiliated multiple group must compete. Under present law
the unaffiliated corporations pay a tax of only 22% on their first $25,00 of tax-
able income. On the other hand, the affiliated corporatons, due to a 6% penalty
tax enacted in 1964, pay a tax of 28% on their first $25,000. And on top of that,
the parent of the affiliated multiple group pays a tax of 48% on 15% of the
earnings transferred upstairs, thus raising the effective tax to 33%, a penalty
of 50% over the individual or family-owned corporation.

Under the House proposal, this disparity would be increased so that after
eight years, the unaffiliated corporations would (assuming no rate changes) be
paying 22% while the affiliated corporations would be paying 48%. Thus, in each
locality In which a multi-unit business operated, its primary competition would
be paying taxes at less than half its own rate. The advantage to the unaffiliated
corporation under the proposal is clear. Yet, the economic factors for both affili-
ated and unaffiliated corporations, at least in the LP-Gas industry, are substan-
tially the same. Competitively, there is no such thing as a large retail LP-Gas
company because the economics of distribution limit a marketing outlet to a
small geographic area. In addition, affiliated corporations have no price advan-
tage In the cost of purchased gas because of regulation by the Federal Trade
Con Lission, or, in the level of operating expenses, due to local economic factors.
Under these circumstances, the House proposal would imperil the very existence
of multiple LP-Gas marketers. This would leave local LP-Gas operations solely
to unaffiliated corporations, which in mhlty areas of the country would mean that
only one LP-Gas company would be serving the needs of the community. Such
an absence of competition could only result in higher prices and a decrease in
the quality of service to the community.

Finally, I would like to put to rest the misconception that the House proposal
is necessary to end the practice of some businesses of using multiple separate
corporations simply to take advantage of more than one surtax exemption. The
Internal Revenue Code already contains three sections which were designed to
deal with this problem. Sections 269, 482 and 1551 enable the Commissioner of
Internal Revenue to end true cases of tax avoidance without harming the busi-
ness practices of legitimate businesses. If these ..ections need to be supplemented,
provisions with similar approaches should be enacted.

The House proposal takes Just the opposite tack. It would end the surtax
exemption for all affiliated multiple corporations, regardless of their legitimacy,
the purposes for which they were established, or the effect of the denial of the
exemptions on their operations. This arbitrary approach, which would remove
all discretion from the Commissioner of Internal Revenue, should not, we feel,
be adopted.

The most disastrous effect of the House proposal, which had no discussion or
consideration by the House, is the impact on the market price of the stock or
assets of small family-owned businesses. (In the LP-Gas business alone there
are over 4,000 small family-owned businesses.) Obviously If the sale of the
business to a corporation or to an individual who owned a substantial interest
in another corporation would eliminate the business' surtax exemption, the
market price for the business would be reduced substantially. The attached
exhibit entitled "Loss bf Value of Typical Small LP-Gas Business" shows two
examples of the reduction in value upon sale ranging from $78,000 to $97,500,
with the percentage of reduction being 33%. Such reduction In the market value
of the business would be especially harmful in circumstances such as sale by an
owner wishing to retire or sale by the estate of the principal shareholder. For
this reason, we would advocate that if the Congress should be finally persuaded
to eliminate the surtax exemption for affiliated multiple corporations that it
not do so in circumstances where a small business had been acquired and con-
tinued in operation. To be workable and equitable, provision would have to be
made for some form of "grandfather" rights to present multiple corporate
businesses built up by acquisition of small businesses and for permitting such
minor changes upon acquisition as zkame, state of Incorporation and capital
structure.

Such a provision could be constructive and at the very least, would not be
destructive of the present value of thousands of small family-owned businesses.
At the same time such a provision would deny the use of multiple surtax exemp-
tions to large companies setting up new operating units to take advantage of the
surtax exemption.
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LOSS OF VALUE OF TYPICAL SMALL LP GAS BUSINESS UPON SALE TO MAJOR LP GAS COMPANY (ASSUMING ELIM-
INATION OF MULTIPLE SURTAX EXEMPTIONS)

Member of Loss in value
multiple to individual

Individual or corporate or family
family owned group on sale

Income before tax ------------------------------------------ $25, 000 $25, 000 ............
Federal income tax ----------------------------------------- 5, 500 2 12, 000 ...............
Income after tax ------------------------------------------- 19,500 13,000 ................
Value of business upon sale:

12 times earnings -------------------------------------- 234, 000 156, 000 3 78, 000
15 times earnings -------------------------------------- 292, 500 195, 000 a 97, 500

I 22-percent rate.
,48-percer, t rate.
a 33 percent

STATEMENT ON TOTAL DISTRIBU1IONS FROM QUALIFIED PROFIT SHARING PLANS
DEALT WITH IN SEC. 515 oF H.R. 13270 BEFORE THE SENATE FINANCE COM-
MITTEE FOR MAPCO INC., BY ROBERT E. THOMAS, SEPTEMBER 12, 1969

My name Is Robert E. Thomas. I am the President and Chief Executive Officer
of Mapco Inc., a relatively new company but one which has been listed on the
New York Stock Exchange since 1966.

Mr. Chairman, Mapco appreciates this opportunity to express the concern of
its almost 1300 employees regarding the proposed change in tax treatment of
lump sum distributions from a qualified profit sharing plan under Sec. 515 of
H.R. 13270.
Summary of position

(1) Mapeo is one of the relatively few larger American companies maintain-
ing a profit sharing plan for Its 1294 employees in addition to a pension plan.

(2) Mapco's profit sharing plan makes lump sum distributions to employees
upon retirement which are an Important factor in employee planning for
retirement.

(3) Only 15 of Mapco's 1294 employees are officers in a higher tax bracket.
The average base salary of the other 1279 employees is $6300 yearly. Present
capital gains treatment for lump sum distributions would be accorded 85
Mapco employees In low tax brackets for each officer in high tax brackets.

(4) The House Ways and Means Committee appears to believe that the bene-
fits of capital gains tax treatment of lump sums paid from profit sharing plans
are derived only by high salaried corporate executives and in addition fails to
recognize that low salaried fellow employees of such executives receive propor-
tionately large lump sums at retirement.

(5) Other provisions of H.R. 13270 already propose eliminating the small
benefit to a high bracket taxpayer of the maximum tax of 25% on capital gains.

(6) If enacted Section 515 will diminish for Mapco employees and employees
everywhere a tremendous incentive to provide for their own future. The cost of
this so-called reform will be borne by tens of thousands of small taxpayers across
the country and the Congress will be responsible for giving an added cost-push to
wage levels and Inflation in the years ahead.

(7) On behalf of Its almost 1300 employees Mapco appeals to the Senate
Finance Committee to delete Section 515 from H.R. 13270.
Total distributions from qualefi,3d profit sharing plans

Mapco is an oil, gas and gas liquids producer, operator of a 3400-mile LPG and
anhydrous ammonia pipeline system serving the upper Middle West and a mar-
keter of propane and liquid plant foods in 10 states.

Maco employs about 1300 employees an is one of the relatively few larger
American companies maintaining a profit sharing plan, in addition to a pension
plan, for its employees. Retirement benefits from these plans have become im-
portant factors in the planning of each individual Mapco employee for his
retirement.

While Mapco's pension plan provides for monthly payments after retirement,
Mapco's profit sharing plan provides for a lump sum distribution to the employee
upon retirement and it Is this lump sum profit sharing distribution with which
I am concerned today.
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To get the matter in proper perspective, it is important to note that out of
1294 employees, only 15 are Mapco officers receiving more than $20,000 yearly
and 1279 are employees receiving compensation of $20,000 yearly or less. The
average base salary of this group of 1279 employees amounts to $6,300 yearly.

The Report of the House Ways and Means Committee on Section 515 of H.R.
13270 makes much of the supposed tax benefits currently derived by corporate
executives with an average taxable income of $100,000 a year receiving a $500,000
lum sum distribution upon retirement. The Report fails to point out that if such
an executive existed, fellow employees in the same company with much smaller
taxable income would have similarly received at retirement sums equalling 5
times their average taxable income as well.

The Ways and Means Committee overlooks completely the fact that the present
law extends the benefit of capital gains treatment of lump sum distribution from
profit sharing plans to many, many people at modest income levels, reducing the
rate of tax on the distribution by 50% from their normal tax bracket. Capital
gains treatment would be accorded 85 Mapco employees in lower tax brackets for
every company officer in higher tax brackets.

H.R. 13270 already proposes to eliminate for the high bracket taxpayer the
maximum limit of 25% of capital gains and substitutes therefor a tax rate on
capital gains of one-half the individual taxpayer's tax bracket. This by Itself
will produce additional revenue to the Treasury and if any inequity has been
deemed to exist would appear to eliminate it.

The Treasury Department's own figures set forth on page 152 of the Ways and
Means Committee Report on H.R. 13270 shows that out of total long term capital
gains in 1962 of approximately $380,000,000, less than 20% or $70,000,000 were
realized by taxpayers with $100,000 or more of gross Income and $136,000 or 35%
of the total were realized by taxpayers with gross income of $50,000 a year or
more. My point is this-the realization of capital gains with its beneficial tax
treatment is becoming more and more prevalent at lower income levels than ever
before. Even the low bracket taxpayer of $10,000 a year or less realized about
20% of all capital gains In 1962.

The provision of Section 515 will have the impact of diminishing for Mapco
employees the tremendous incentive of providing for their own future security
by being more efficient and loyal employees during their working life and all of
this is to be accomplished in the name of reform designed to close a so-called
loophole for a very few very high bracket taxpayers.

The cost of this reform will be substantial for the 99% of Mapco employees
who are not high bracket taxpayers and who benefit substantially by the capital
gains tax treatment of lump sum distributions from Mapco's profit sharing plan.
When this is multiplied by the thousands of employees across the country at
similar Income levels, the Congress should realize that first, Congress is hurting
in a major way many tens of thousands of small taxpayers in the name of reform
directed at literally a handful of high bracket taxpayers and secondly, Congress
is giving an added cost-push to wage levels and inflation In the years ahead.

In behalf of its 1294 employees, Mapco appeals to the Senate Finance Com-
mittee to delete See. 515 from H.R. 13270, thus retaining the present tax treat-
ment for lump sum distributions from qualified profit sharing plans.

STATEMENT ON MINERAL PRODUCTION PAYMENTS DEALT WITH IN SEC. 501(b) oF
H.R. 13270 BEFORE THE SENATE FINANCE COMMITTEE FOR MAPCO INc., ny
ROBERT E. TnOMrAS, SEPTEMBER 12, 1969

My name is Robert E. Thomas. I am the President and Chief Executive Officer
of Mapco Inc., a relatively new company but one which has been listed on the
New York Stock Exchange since 1966.

Mr. Chairman, Mapco appreciates this opportunity to express Its concern about
the proposed tax treatment of one form of mineral production payments, namely.
the carved out production payments provided for in See. o501(b) of hI.R. 13270.
Suninary of position.

(1) Mapco's oil and gas production subsidiary has legitimately accumulated
operating losses pursuant to provisions of the Internal Revenue Code.

(2) Summarily taking away Mapco's ability to carve out a production pay-
ment for the purpose of covering accumulated losses is exceedingly unfair and
a breach of good faith on the part of the United States Government because:

(a) Mapco's losses have been built up and carried forward under legiti-
mate provisions of law; and
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(b) Mapco has not chosen to subject itself and its roughly 50% partner-
the United States Government---to the tremendous expense of annually
carving out production payments to cover each year's operating loss.

(3) Mapco therefore appeals to the Senate Finance Committee to appropri-
ately amend Section 501(b) of I.R. 18270 to provide a suitable grace period
during which companies such as Mapco might get their tax books in order.

(4) Section 501(b) of H.R. 13270 is also directly contrary to a recent tax
court case affirmed by the 6th Circuit U.S. Court of Appeals, known as the Hagen
Advertising Case. This raises the question as to whether the manufacturer of
advertising signs is to be treated one way for tax purposes and the oil business
to be singled out for treatment in a directly opposite way on similar accounting
and legal facts.
Carved out production payments

Mapco is an oil, gas and gas liquids producer, operator of a 3400-mile LPG
and anhydrous ammonia pipeline system serving the upper Middle West, and a
marketer of propane and liquid plant foods in 10 states. Mapeo's production oper-
ations are carried on by a subsidiary, Mapco Production Company, which was first
organized In 1963.

For the past five years Mapco Production Company has accumulated operating
losses pursuant to provisions of the loss carry-forward sections of the Internal
Revenue Code based upon the belief and the practice under current law that a
production payment could be carved out In late 1969 or early 1970 for the purpose
of covering accumulated losses.

It appears to Maco that summarily taking away of its ability to carve out a
production payment for this purpose is exceedingly unfair and a breach of good
faith on the part of the United States Government because Mapco's losses in its
production company have been built up and carried forward under appropriate
provisions of existing law. Because Mapco did not choose to subject itself and its
roughly 50% partner-the United States Government-to the expense of carving
out a production payment to cover each year's operating loss, it is about to be
penalized for not so doing.
If carved out production payments are to be outlawed, it would seem only fair

that they be outlawed with respect to future operations and not with respect to
past losses accumulated under legitimate carry-forward provisions of the Internal
Revenue Code.

Therefore Mapco appeals to the Senate Finance Committee at the very least to
amend Section 501(b) of H.R. 13270 to give production companies with accunu-
lated loss carry-forwards a grace period in which to get their tax books in order.

It should also be pointed out that Section 501(b) of H.R. 13270 is directly
contrary to a recent Tax Court case affirmed by the 6th Circuit U.S. Court of Ap-
peals, known as the Hagan Advertising Case, in which the Treasury Department
initiated a claim against a taxpayer directly contrary to the tax treatment now
being proposed to be adopted by the Ways and Means Committee for the petrole-
um industry. The legal and accounting circumstances of the Hagen Case are
remarkably similar to carved out production payments used in the petroleum
industry. Therefore I wish to raise with the Committee the question as to whether
the manufacture of advertising signs is to be treated one way for tax purposes
and the oil business treated in a directly opposite way on similar accounting and
legal facts.

STATEMENT ON PLANT FACILIrY DEFI'NONs CONTAINED IN SE . 703 0 H.R. 13270
BEFORE THE SENATE FINANCE CoMMrrrEE Fo MAPCO, INC., BY RoBERT E.
THOMAs, SEPmBEs 12, 1969
My name is Robert E. Thomas. I am the President and Chief Executive Officer

of Mapco Inc., a relatively new company but one which has been listed on the
New York Stock Exchange since 1966.

Mr. Chairman, Mapco appreciates this opportunity to express its concern about
the "plant facility definition" contained in Sec. 703 of H.R. 10270.
Summary of position

(1) Mapco is concerned about the language "located on a single site" contained
In the proposed new Section 49(b) (3) (B) (Ii) of the Internal Revenue Code
as set forth in Section 703 of H.R. 13270.

(2) The House Ways and Means Committee's Report on H.R. 13270 enumerates
specified examples of a plant facility meeting the single site rule at the bottom
of page 187, one of which is "a railroad bypass route."
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(3) Mapco is expending approximately $28,000,000 for expansion of its pipeline
system, the construction of which commenced prior to April 19, 1969 and on
which the investment credit will amount to about $2,000,000.

(4) A narrow interpretation of the language "a single site" could only lead
to unnecessary litigation not contemplated by Congress.

(5) Mapco appeals to the Committee to Include in its report upon this legisla-
tion language to the effect that "a pipeline route or right-of-way" meets the single
site requirement as does "a railroad by-pass route."
Plad facility definition

Section 703 of H.R. 13270 amends the Internal Revenue Code by adding a new
Section 49 dealing with Termination of Credit. It is Section 49(b) (3) (B) (i)
defining a plant facility with which Mapco is concerned. Specifically we are con-
cerned that sub-section (1i) 'Aates one of three requirements for meeting the
plant facility definition to be "located on a single site."

Mapco among other business activities owns and operates a 3400-mile LPG
and anhydrous ammonia pipeline system extending from southeastern New
Mexico and West Texas to the upper Middle West. Prior to April 19, 1969 we had
commenced construction of 600 miles of additional pipeline looping our present
system.

It is clear from other provisions of the bill that this pipeline expansion is
entitled to an investment credit. My concern is the possible narrow interpreta-
tion of the phrase "a single site" because the single site of our pipeline expan-
sion stretches out over a right-of-way 600 miles long and is made up of hundreds
of easements from property owners owning the land in fee. Such a narrow
interpretation could lead to unnecessary dispute and litigation which, while I
am confident we would win, only points to the desirability of Congress making
its intent clear right now.

The Report of the House Ways and Means Committee on H.R. 13270 enumer-
ates certain examples of a plant facility under this rule in the bottom two lines
of page 187. One of the examples set forth Is "a railroad by-pass route." Such a
railroad route would be directly comparable to the right-of-way of a pipeline
system such as Mapco's but I would be a lot happier if the report of the Senate
Finance Committee on this legislation could expand the list of examples to
include the words "a pipeline route."

The Committee will perhaps understand my concern better when it is realized
that Mapco is expending approximately $28,000,000 for this pipeline expansion,
the construction of which was commenced prior to April 19, 1969. The invest-
ment credit of 7% on $28,000,000 is approximately $2,000,000 of hard cash
which, incidentally, has been counted upon to help pay for the expansion. For
this reason I would appeal to the Committee to include in its report upon this
legislation language to the effect that "a pipeline route or right-of-way" meets
the single site requirement in the plant facility definition.

Senator ANDERSON. Now we will here from Mr. Benjamin Botwinck,
CPA, on behalf of the Metropolitan Taxicab Board of Trade and the
Empire State Taxicab Association. Welcome.

STATEMENT OF BENJAMIN BOTWINICK, AN INDEPENDENT CPA,
REPRESENTING THE METROPOLITAN TAXICAB BOARD OF
TRADE, INC., NEW YORK CITY

Mr. BOrWINIcK. Thank you, Senator. My name is Benjamin Bot-
winick. I am an independent CPA practicing as a partner in Benjamin
Botwinick & Co., and I am here representing The Metropolitan
Taxicab Board of Trade, Inc., a trade association representing all
of the independent taxicab fleet Owners ni New York City and the
Empire State Cab Association, Inc., representing taxicab owners
throughout the State of New York, and have alsobeen requested to
speak for the Internatiolal Taxicab Association which represents the
entire country.
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However, the written statement here as well as the oral presentation
which will follow applies to all small business and small Uisinessiliell
in every field where small businessmen still have a, chance to exist.

I just received in the mail yesterday, the, day before yesterday from
Research Institute a. special report. headed "Planniiig for Future
Growth, a Small Business Must," and I will take the pri-ilege of read-
ing just the first few paragraphs which bear attention.

'The growth ga) between small companies and giants is widening'
at an alarming rate. The fact is small firms (lid not get their share of
the recent business boom and many m ore companies will be forced to
let opportunities pass them by in the future if the exl)erienee of the
1961 and 1966 business boom is any guide.

"In the 5-year period from 1961 to 1966 while the average small
manufacturer boosted sales volume by 42 percent, the giants enjoyed
a 112-percent increase. What was behind the 42-percent figure were
many companies that lost out on large chunks of profitable business
permanently for one or more of a. combination of these reasons: pro-
duction capacity could not be expanded fast enough to keel) up witlh
the growing market, and capital was not available to provide for the
added receivables, inventories, equipment needed to sul)port higher
sales levels."

It is well known that small business cannot. pass on income tax to
the public the way big business can. In big biisiness, and rightfully
so, taxes are a part of the course of doing business and are l)ase(1
on to the public. Anyone who has any familiarity with small business
knows what competition is involved in small business. Taxes come
out of their hides just like it does out, of individuals. And therefore
any change, particularly one as inportanit as section 401 that affects
hundreds of thousands of small businesses throughout the country,
has to be looked at with a fine comb.

I will now comment on some of the principal points of my state-
ment. First., sound business practices such as limited liability dictate
the organization. method a businessman employes. Taxes are, only
one of the many important factors. Secondly, the principle. of having
the first $25,000 of taxable income of each corporation taxable at a
lower rate than all income in excess of $25,000 does not creat a loop-
hole and does not require "reform." It has been recognized in every
tax law as far back as you can go. I can refer you to nothing more
authoritative than your own Senate Finance Coinmittee hearings on
the 1964 act. which bears rereading (pp. 149 to 154).

Third, sections 269 and 1551 of the present, Internal Revenue Code
have powerful provisions that effectively prevent the use of sham or
shell corporations, or the transfer of property to new corporations
not having good business purposes, to obtain the tax benefit of having
a lower tax on the first $25,000 of taxable income.

Fourth, section 482 of tle Internal Revenue Code provides that
where two or more corporations are owned or controlled directly or
indirectly by the same interests, the Secretary of the Treasury or
his delegate may allocate deductions, credits or allowances between
or among these corporations if he determines that this is necessary
to prevent evasion of taxes or clearly to reflect the income of the
corporations.
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Fifth, as recently as 1964 sections 1561 to 1563 of the Internal
Revenue Code went into effect imposing a, penalty tax of 6 percent
of income iii addition to the normal tax of 22 percent for the privilege
of using muhlti)le corporation surtax exemptions. The reasons that
the S3enate Finance Committee gave in its explanation of the 1964 bill
are just as valid today. The 6 percent penalty tax, coupled with many
other tax and operating cost obstacles inherent in multiple corpora-
tion operation was deemed by the Senate Finance Committee to be
a sufficient deterrent to undue use by medium and large corporations.

Sixth, those small businessmen who for valid business purposes
use multiple corporations and who operate then at, arm's length, as
necessitated by sections 2() and 482, lose the opportunity of aplplying
net losses of one company against the profits of another. Thus taxes
are paid on a higher amount than the consolidated net income.

Seventh, the sole reason given in the report. of the House Ways and
Means Committee for the enactment of section 401 of the tax reform
bill of 1969 (this is on page 98 of the House committee report) clearly
states that their intention was to continue to help small business bit
restrict large organizations.

however, the impact of section 401 will be mainly against small
businesses and only hurt, big businesses in a very limited number of
cases. It is not necessal to destroy a. time-honorel and proven equit-
able provision of law essential to the existence and growth of small
business to accomplish what the Ways and Means Comimittee intended
tco accomplish.And finally, section 401 should be eliminated from the bill in its

entirety, and in lieu thereof there should be adopted simple provisions
that will effectively prohibit only big corporations from utilizing
undue multiple surtax exemptions.

One possibility would be a requirement limiting multiple corpora-
tion surtax exemptions to a maximum of $500,000 of pretax income,
or perhaps even a lower amount. As to what constitutes small business,
it is difficult, to define. It. is different in different industries. This I leave
to the good judgment of the Senate. I am just giving this as a sug-
gestion.

But I do not think there is a single section in this so-called reform
bill that is going to have more serious impact on the economy of this
country than if section 401 is enacted. This is not the first time certain
Treasury people who prepare suggested tax laws have tried to do this.

If we go back in history, the same thing hapl)ened in 1951 wvhen
section 123 of that bill passed the House but the Senate knocked it
and prevailed in conference.

What in the world has changed since 1964 when your Senate Finance
Committee thoroughly studied this particular subject. and imposed
a 6-percent penalty tax to limit the number of companies that would
use. it and to limit large chains?

I plead that this committee study its 1964 reports, and I am sure that
when they see what their own conclusions were in 1964, and what, the
effects of this section will be, that section 401 will be eliminated. If
further penalties are necessary other than the 6 percent, by all means
enact them. If it is necessary to put in a provision to stop very large
chains from using it, by all means put them in. I have given one pos-
sible suggestion in my formal statement, but you do not burn down the
house Whei a storm door will suffice.
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I have been asked by the International Taxicab Association to in-
clude in the record a letter which they just sent to me yesterday that
covers the problems of their people throughout the country.

Senator WlLLIAmS. That will be incorporated in the record.
Mr. BoTwi cxcK. Yes. I do not have 50 copies and therefore I aim

going to read this.
Senator WILIAMs. That is all right.
Mr. BorwNicK. This is addressed to me:
"DEAR MR. BOTWINICK: The International Taxicab Association has

reviewed your position pertaining to tax reform bill H.R. 13270, sec-
tion 401 on multiple corporations. This Association joins with the
Metropolitan Taxicab Board of Trade and the Empire State Taxicab
Owners Association in requesting that the Senate Finance Committee
reconsider the proposed changes in multiple corporation tax structure.
The International Taxicab Association concurs with the views of the
Metropolitan Taxicab Board of Trade in all respects. The taxicab in-
dustry throughout the country has many multiple corporations due to
special circumstances and requirements regarding insurance ordi-
nances and in some cases State governmenta[commissions controlling
taxicab operations.

"The diversification has been the key to survival in the taxicab in-
dustry. Utilization of inside personnel in garage facilities, maintenance
of equipment, purchasing, accounting and land use has resulted in eco-
nomies that have allowed taxicab operators to remain the only segment
of passenger transportation that does not receive direct or indirect
subsidies. Many companies may be involved in rent-a-car and leasing
operations, trucking and delivery service, garage operations, parking
limousine service, and local bus service.

"The very nature of these diverse businesses, although having some
common characteristics require that they be held in separate corpor-
ations. Liability insurance, local, State and Federal laws often set the
standards of employment for personnel in each one of these classi-
fications.

"We, concur with the view of the Metropolitan Taxicab Board of
Trade that section 401 of H.R. 13270 should be eliminated and a simple
provision that will effectively prohibit only big corporations from
utilizing undue multiple surtax exemptions be written into the law."

Incidentally I happen to be a member of the Tax Committee of
Commerce and Industry Association of New York, the members of
that committee are mainly treasurers and vice presidents in charge of
the finance of big corporations. At a board of directors' meeting of
Commerce and Industry Association held this past Monday they
unanimously decided that section 401 in their viewpoint should be
eliminated from the bill, in the interests of keeping small business
alive.

I happen to have a copy of their report with me.
Senator WIlIaAN S. Ti you could put that in the record-if you have

it there, if you want, to put it in the record, it will be OK. If not, you
could supply it later.

Mr. BOTWINICK. I will submit it. It is so common for a small busi-
nessman who goes into a few businesses to organize each in a separate
corporation. If he has a piece of real estate, it is usually in a separate
corporation. He cannot have access in normal times to the sources of
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credit that medium and large businesses have. You can t ake it from
me they are at the bottom of the pile not only in normal times but also
to a greater degree during the tight financial conditions that you
have right now. It is not even a question of interest. The' cannot get
the loans, nor can they pass the interest cost on as easily as big business.
They have not got access to public capital.

The only way in which they can possibly grow and keep up with
inflation is by putting some seed money away, by holding on to some
reasonable portion of the first $25,000 of income of each corporation.
But these are not the reasons they organize more than one corporation.
There are good business reasons, other than taxes, why multiple cor-
porations are organized and we should not put further obstacles in
their way.

Thank you.
Senator ANDERSON. Thank yousir.
We will adjourn until Monday morning at 10:00 a.m.
(There follows, written testimony received by the committee ex-

pressing an interest in the subject of multiple corporations:)

STATEMENT OF MOSES MASTER, O.P.A., LOUISVILLE, KENTUoKY

SECTION 401 OF THE BILL AND SECTIONS 1581-1564, 46, 179, 821 AND 823 OF THE
INTERNAL REVENUE CODE

Summary: Retain the multiple surtax exemptions for a maximum of five
component members of a controlled group of corporations, eliminating from this
provision any component member that has Retained Earnings (Earned Surplus)
in excess of $100,000 at the beginning of the taxable year, thus permitting
successful small business to have reasonable growth.

The present law provides for a tax on corporations of 22 percent normal tax
(section 11(b)) and 26 percent surtax (section 11(c)) with a surtax exemption
(section 11(d) ) on the first $25,000 of taxable income. By paying an additional
6 percent penalty on the first $25,000 of taxable income, a controlled group of
corporations may elect multiple surtax exemptions (section 1562).

Section 401 of the bill allows one surtax exemption for a controlled group of
corporations, with the limitation to be phased out over an 8-year period. The re-
port of the Committee On Ways and Means states: "General reason for change.-
Although the surtax exemption, and the other tax provisions discussed above,
were designed to help small businesses, large organizations have been able to
obtain substantial beriefits from the exemption by dividing the organization's
income among a number of related corporations. Your committee does not
believe that large organizations which operate through multiple corporations
should be allowed to receive the substantial and unintended tax benefits resulting
from the multiple use of the surtax exemption and the other provisions of
present law."

It is strongly urged that section 401 permit the surtax exemption for a maximum
of five members of a controlled group of corporations, eliminating from this
provision any component member that has Retained Earnings (Earned Surplus)
in excess of $100,000. Since one surtax exemption is provided by section 11, this
would provide a maximum additional tax benefit of $20,000 (20 percent (differ-
ence between 48 percent and 28 percent) on the first $2Z.,000 for four component
members). Such a savings is insignificant to big business but it can be all the
difference between the stifling of small, successful business (supposedly the grass
roots of our free enterprise system and what has helped make our nation great)
and permitting It to grow reasonably.

Section 269 of the Internal Revenue Code will still require a good business
purpose for the separate corporations before each can obtain the benefit of the
surtax exemption.

My experience has proven that when over half of the earnings (remember that
there are state income taxes and various local and other taxes) are taxed
away, small, successful business is not left with sufficient working capital to
grow. As a rule, the small successful business mainly builds up additional accounts
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receivable and inventories which require additional working capital, and the
sniall business is tremendously handicapped in its borrowing ability. Accounts
receivable and inventories do not form a security for long-term loans. When
loans are made on inventories or receivables, because of the requirement of
bonded warehouse receipts in the case of inventories and time-consuming ac-
counting for receivables, higher interest rates than normal are charged. Such
higher interest rates prevent the small business from being able to be competitive.

My proposal meets the objections of the Committee On Ways And Means,
large organizations getting substantial and unintended benefits from multiple
surtax exemptions, has no great tax impact, and makes the difference between
business life and death to my clients who are all small business, in fact tiny
business on the national scale. As you know, my type of clients are a vital part
of free enterprise system.

SECTION 515 OF THE BILL AND SECTIONS 402(A), 403(A) AND 72(N) OF THE
INTERNAL REVENUE CODE

Summary: Retain the provision foi capital gains treatment for lumup-suni
distributions to an employee from qualified pension and/or profit sharing plans,
in order to not unduly penalize the small business entrepreneur and to be fairer
to widows and orphans and retired employees.

The present law permits capital gains treatment (under section 402(a(2) or
section 440i(a) (2) of the Internal Revenue Code) for lump-sum distributions
to an employee from qualified pension, profit sharing or annuity plans.

Section 515 of the bill proposes taxing such lump-sum distributions as ordinary
income to the extent of employer contributions to the plan beginning January 1,
1970, although allowing the tax limitations of section 72(n) (2)-now applicable
to distributions to self-employed taxpayers inder H.R.-10 plans-in these
situations. The capital gains treatment is retained, in lump-sum distributions,
on the net taxable portion of the distribution Sn excess of the contributions made
by the employer.

There are various other provisions in section 515 but my only quarrel is with
taxing the employer contribution portion of the distribution as ordinary income.

In Its report, the Committee on Ways and Means states, in part: "The capital
gains treatment afforded lump-sum distributions from qualified pension plans
allows employees to receive substantial amounts of what Is in reality deferred
compensation at a more favorable tax rate than other compensation received for
services rendered. Moreover, It appears that the more significant benefits accrue
to taxpayers with adjusted gross incomes in excess of $50,000."
It is my understanding that this section of law had no public hearings prior

to promulgation. In any event, it Is an obvious inequity to not consider the lump-
sum distribution as earned income and subject to the maximum 50 percent limit
proposed for earned income instead of the 70 percent limit. The example shown
by the Committee On Ways And Means of the corporate executive with an
average taxable income of $100,000 Indicates that distributions from )ension
and/or profit sharing plans are not treated as earned income despite the Com-
mittee calling It in reality deferred compensation. Also Regulations 1.404(a)-
2(b) pertaining to the Internal Revenue Code require that employer payments
to profit sharing and/or pension I)lans be added to salaries and other compensa-
tion in the consideration of reasonableness of compensation.

There are vast numbers of employees other than highly paid corporate execu-
tives benefiting from approved pension and/or profit sharing plans and the
lump-sum distributions mainly are paid out on an employee's death, although
payments because of retirement and separation from service are numerous.
Accordingly, the ordinary income treatment proposed for employer contribi-
tions penalizes widows an(l orphans primarily, and, frequently, retired employees
when their income is greatly reduced.

The small businessman is unduly penalized. It is my experience that it takes
years for him to acquire the necessary capital and business experilnee, so that
he Is usually middle-aged, before lie can afford to install a pension and/or profit
sharing plan and that he generally dies, or more rarely retires, at his earning
peak. Accordingly, his tax Is unduly aggravated by the addition of a substantial
amount of ordinary income. His Interest in the plan accumulates earnings subject
to capital gains over a relatively short period of time in contrast to the ordinary
corporate executive who goes to work for a large corporation immediately upon
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leaving school and is immediately a participant iln a pension and/or profit
sharing plau.

It is my experience that the small businessman, and self-employed, who is
usually the orignator of the business and a major stockholder, is reluctant to
enter into an approved plan from which he wili get little benefit, thus leaving
out the employees, who are frequently not members of a union, from beneficial
approved pension and/or profit sharing plans.

As a compromise, you may consider limiting the capital gain treatment of the
lump-sum distributions fromin qualified pension an(l/or profit sharing plans to the
first $100,000.

NATIONAL DETAIL FURNITURE ASSOCIATION,
Ch icago, Ill.

Senator RUSSELL B. LONG.
Chairmnal, Commulittee ol FitnIice,
Wla.h inyton, D.C.

DEAR SENATOR LONG: As spokesman for over 9,000 Independent home furnish-
ings stores, the National Retail Furniture Association supports the continuation
(if the multiple surtax exemption as an aid to small business.

Small home furnihings retailers have used the multiple surtax exemption
because other methods of tax relief available to giant corporations have not
been available to smaller businesses. Elimination of the exemption could mean
aln annual tax increase as high as $5,000 for each store In a firm's group, and
could mean the difference between success and failure to many owners of small
stores.

Home furnishing retailing has been conducted by thousands of individual,
family-owned furniture stores serving individual communities or neighborhoods.
The multiple surtax exemption was written Into the tax law to provide Incentive
to permit these small businesses to expand. Complete elimination of the multiple
surtax exemption, as proposed in the Hoisse-passed version of the tax reform
bill, will destroy this incentive.

Retail home furnishings storess operate with a relatively low investment in
capital equipment and with relatively small volume stores. Because of the low
ratio of investment in capital equipment to sales volume, these smaller firms
are unable to take advantage of other tax advantages available to giant corpora-
tions. In fact, for many small home furnishings retailers, thl multiple surtax
exemption is the only practical tax incentive available to then under IRS regula-
tions. Elimination of multiple surtax exemptions could cause severe hardships
for many home furnishings retailers.

Abuse of the privilege of using multiple surtax exemptions has been put
forward in Congress as one of the reasons for eliminating multiple exeml)tions.
If abuses do actually occur, there are several methods currently in the tax law
that the IRS can use to prevent tax avoidance through the use of multiple surtax
exeml)tions, The mutliple surtax exemption Is available only to businesses that
have sound business reasons for organizing as multiple corporations.

In the home furnishings industry there are many reasons retailers organize
as multiple corporations. They may set up multiple corporate structures to:
Secure closer identification of the store with the local community; permit
store-by-store employee profit-sharing plans; limit liability so that a new store,
if not profitable, does not jeopardize the operation of the existing business; or
retain manufacturer's franchises for exclusive distribution of brand-name lines
of furniture.

The National Retail Furniture AUsociation supports the concept of multiple
surtax exemptions. If abuses of the use of the privilege (o occur, they can be
policed by IRS under existing regulations. Without continua'tion of the multiple
surtax exemptions, many snall home furnishings retailers will be deprived of
the incentive to grow and to provide additional jobs once the earnings of their
firmIIs reach the $25.000 level.

We urge your Committee to retain the concept of multiple surtax exemptions
and we request that this letter be made a part of the formal record of the hearings
of your Committee.

Sincerely,
M. E. WATTIFRRY, Jr.,

Chairman, NRFA Tax Coin mittec.

33-$65-69-pt. 2- 10
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NATIONAL RETAIL FURNITURE ASSOCIATION,
Ch icago, 111.

Senator RUSSELL B. LoNi,
Chairman, Committee on Finance,
Washingt on, D.C.

DE.,R SENATOR LONG: The National Retail Furniture Association ii the spokes-
man for over 9,000 Independent home furnishings stores throughout the Nation.
At a recent Board of Directors meeting, NRFA reaffirmed its support for the
continuation of the multiple surtax exemption.

As used in the home furnishings industry, the multiple surtax exemption has
enabled many small retailers to expand to more than one store. Under the ex-
emption, stores qualifying have been able to pay taxes at the rate of 2% (plus
a 6% penalty) for each corporate unit rather than a 48% tax. Elimination of the
multiple surtax exemption could mean an annual tax increase as high as $5,0M)
for each unit within a firm's group. This additional tax would severely curtail
the growth of many small retailers while doing little harm to the giants who
have other tax incentives at their disposal.

As one of the relatively few tax advantages available to the small retailer,
the multiple surtax exemption has given the small home furnishings retailer the
opportunity to compete with many of the giants in the retail industry. Without
the exemption, many of the small retailers would be unable to mount such coi-
petition. While other tax advantages are available to giant corporations, the
multiple surtax exemption is often the only opportunity for tax relief available
to small stores.

As originally planned, the multiple surtax exemption offered the individual.
faily-owned store an opportunity to expand. Complete elimination of the exemp-
tion would destroy this incentive to the small retailers of the Nation.

For his reason, the National Retail Furniture Association supports continua-
tion of the exemption for the first five corporate units within a group of stores
and an extension of the phase-out period for other exemptions to ten .years
rather than eight.

Such an incentive would enable the small retailer to continue to make use
of the multiple surtax exemption as it was originally planned. Established as
an incentive, the multiple surtax exemption has aided small retailers in all fields.
Alleged abuses of the exemption could be handled under present tax law. Cur-
rently, the law states that the multiple surtax exemption is available only to
businesses that have a sound business reason for organizing as multiple cor-
porations. Home furnishings retailers have used the multiple surtax exemption
as an aid to closer identification with the local community, and to permit store
by store profit sharing and incentive pay plans.

The National Retail Furniture Association feels that without the incentive of
the multiple surtax exemption, many small home furnishings stores will be de-
prived of the incentive to grow and provide additional Jobs once earnings of
the firm reach $25,000.

NRPA urges the Committee to allow a floor of five exemptions for the benefit
of the small retailer and to extend the phase-out period for other exemptions
to ten years instead of eight years. We request that this letter be made a part of
the formal record of the hearings of your Committee.

Sincerely,
M. E. WEATHERBY, Jr.,

Chairman, NRFA Tax Connittee.

(Whereupon, at 1:05 p.m., the committee adjourned, to reconvene
at 10 a.m., Monday, September 15, 1969.)
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STATEMENT BY SENATOR EDMUND S. MUSKIE ON TAX REFORM, SUBMITTED TO TIlE
SENATE COMMITTEE ON FINANCE, FRIDAY, OCTOBER 3, 1$969

Mr. Chairman and Members of the Committee: I am submitting, today, a series
of proposals for your consideration in connection with your deliberations on
H.R. 13270, "The Tax Reform Act of 1909." I cannot express too strongly my
support for enactment of a tax reform act, this year, and my earnest hlope
that the Finance Committee will report such a measure to the Senate by October
31, 1909. We have an obligation to the citizens of the United States to redress
the imbalances which have (levelold in our internal revenue system. We may
not be able to achieve all the reforms we might desire, but we can at least
take a major step in tha t direction.

My recommendations lre designed l)rimarily to present specific reform pro-
posals which will tend to Increase 1)rogressivity in the tax structure and re-
duce revenue losses In the bill as passed by the House.

I. TAX RELIEF FOR INDIVIDUALS
A. Rate reduction

I support, In principle, the rate reduction for all taxpayers, as contained
In H.R. 13270, as it passed the House, but I believe relief should be centered
in low- and middle-Income groups. The tax reform proposals contained In the
bill are the first serious attempt to enforce 1)rogressi'vity In stated tax rates.
Progressivity should not, at the same time, be dissipated by large cuts for top
income groups. Therefore, I support the House Bill's cuts In lower brackets
(nn to $10,000 of taxable income on joint return), recommend moderate cuts in
Intermediate brackets and suggest leaving the rates where they are at top end of
the 50% bracket and in higher brackets. The following table provides, for joint
returns, a comparison of present rates, rates under the House bill and those
which I propose:

Present House Proposed
Taxable income bracket (joint return) rate rate rate

0 to $1,000 ........................................................ 14 13 13
$1,000 to $2,000 ................................................... 15 14 14
$2,000 to $3,000 ................................................... 16 15 15
$3,000 to $4,000 ................................................... 17 16 16
$4,000 to $6,000 ................................................... 19 18 18
$6.000 to $8,000 .............................. ------------------ 19 18 18
$8,000 to $t 000 .................................................. 22 21 21
$10,000 to $12,000 ................................................ 22 21 22
$12,000 to $14 000 ................................................. 25 23 23
$14,000 to $16:000 ................................................. 25 23 24
$16,000 to $18,000 ................................................. 28 27 27
$18,000 to $20,000 ..................................... ... . 28 27 28
$20,000 to $24000 ..................................... ...... . 32 30 31
$24, 000 to $28-----------------------------------------------36 34 35
$28,000 to $32:00 --------------------------------------------- 39 37 38
$32,000 to $36,000 ..........................--...."....... ........ 42 40 41
$36,000 to $40,000 ................................................. 45 42 44
$40,000 to $44,000 ................................................. 48 44 46
$44,000 to $48,000 ................................................. 50 47 48
$48,000 to $52,000 ................................................. 50 47 50
$52,000 to $64,000 .......................................... . 53 49 53
$64,000 to $76,000 ........ ........................................ 55 50 55
$76,000 to $88,000 .............. . . . . . 58 52 58
$88,000 to $100.000 ...................................... 60 54 60
$100,000 to $120,000 ........................--.... .. .......... . 62 58 62
$120,000 to $140,000 ...-...................... ...-................ 64 60 64
$140,000 to $60,000 ........................ ................ 66 60 66
$160,000to $180,000. ................... _.. ...... ................ 68 61 68
$180,000 to $200, -- -............................ ............... 69 61 69
$200000 to $240.000 .....................-.............-......... 70 62 70
240,000 to $300000 ..........................................-- 70 63 70
3o000 to $400,000--.....................-...................... 70 64 70

$40000 and over ................................................. 70 65 70

(11 W5)
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I favor the principle embodied In the House provision to limit tax on earned
Income to a maximum of 50%. In light of extensive preferences still available to
investment Income, the-ordinary rate on earned income should be limited. Be-
cause of the need to malatan progressivity in the tax structure, I believe the
50% rate should apply only to taxable Jncome (on Joint returns) from $48,000 to
$160,000, with the rate set at 55% on income from $160,000 to $240,000 and 60%
on amounts in excess of $240,000%

I would favor the Administration's recommendations for treatment of single
taxpayers as providing a desirable reform, without the artificial age distinc-
tion contained in the House Bill, and with a reduction In the revenue loss
Inherent In the House version.
.8. Low bwome algowane

I support the House proposal for a "low income allowance" through the mini-
mum standard deduction of $1,100. The revenue loss Is relatively large, but the
iilmum standArd deduction concept affords relief at levels where income Is

still barely adequate. I would prefer to recoup revenue losses by maintaining
rates at the upper and middle ranges of the rate structure end by raising sub-
stantial additional revenues through more. effective reform measures.

(7. Standard deduotio*
I support the House Bill on the standard deduction. The liberalization of

standard deduction Is needed to simplify reporting for the large number of low.
And raiddle-Income taxpayers and to improve relative equity between those who
itemise deductlors, principally home owners, and those without large itemized
deductions, principally renters. This does involve a substantial revenue loss, but,
as i noted earlier, I would prefer to recoup losses through tightening of re-
form measures and maintenance of tax rates in the high and middle range&

I. CORPORATE TAX RATE OUT

I am opposed to the Administration's proposal for corporate tax rate cuts.
Present corporate taxes (without surcharge) are below levels which have existed
sinc World War I. The Administration has made no showing that the rate of
lnvestm~mt by corporations will be inadequate without these cuts. A rate reduc-
ti611 wotid be leseffldent and less related to national goals than the investment
credit device, which the Administration agrees should be terminated. That credit
is at least directly tied to modernization or expansion of productive capacity. A
riteeft would give nO assurance that the proceeds would be applied to these

U". CAPITAL GAINS
4Iate

I1 support the House proposals on capital gain rates The changes contained
l H.AL 1329 will still leave capital gains as a strongly preferred itemi. I behove
t A i1r4tJton has exaggerated the potential effect of changes on risk
t capital. I am certain the market is well enough organized to handle without
i Wuruption any effects on liquidity resulting from the House passed reform.
4The Increis in the rate applied to corporations can also be Justified because
e n ie corpOMiOns receie a disproportionately large share of their total in,'one

! suport~ e pwoIM.ol on the holding period required beforpa gain b omes
0rtrzn :p t~~a JInveetopj-providing capital for.new ventures, &u9ot'

0W loo o a retir in- Io thAil a year. th r iV1 -
'nmvigfrom a ix-month to a tw;Ove-month; hodIn

ustabl pt~erucetot -nand-out tradr. Jt
10*p~evidence MIat tD ~ Wl

tdieapt on, anyrfmwod
Arh y s" W

BEST AVAILABLE COPY
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of all total economic income. I recommend that preference items include the
excess of percentage over cost depletion, intangible drilling expenses, and acceler-
ated depreciation on net leases of equipment. I suggest that farm losses be
removed as preference item. I am proposing in a later section of this statement to
disallow certain farm losses on a current basis.

I am concerned by the proposed change in treatment of interest on municipal
bonds, as written in the House Bill, because of the potential adverse effects of
the proposed change on .be municipal bond market. The House version does
provide for a Federal suo,-"My of the interest payments,, but I am reluctant to see
such a step taken in the absence o horough-going study-ot appropriate means
by which the Federal governm can assist in strengthening thfieikarket for these
bonds-perhaps Including b der subsidy arrangements. I think-W must recog-
nize the importance of th issue, because other grrangements may b preferable
in light of (a) the nece ty for tax equity; aq (b3the inefficiency o_ ubsidies
provided. Some econo ists estimate that eacl $2 of fax,,revenue foregb e pro-
vides only a $1 savir in interest cws, ausk, among otber things, Ind Idual
tax rates vary and e interest c91 Is no effectively redped by the full a ount
of the tax saving. \ \
B. Allocation of educt.ionf

Although I a reluctant to support taintet from m ncipai bon
I believe the ta -reform bill should re a ocatio of/1erson l exemptio s-
and deductions o all municipal bon ierest, excess ecentage epletion, I
tangible drillin expenser eceler t d d elationn m\et.equliinent leases.

would elimin te allocate n to r IIlaS-.Is area ar*accepted.el

C. Natural res rces
1. Percentage ealetion.-1I ell o .i4e n 64e - lotion allo-

ance Is long overdue. This is 'no 11?er area wbebre eq Ity could achieved y
reduction or el ii ation of a pieference. If a:sidy I required r petrolIm
exploration to prot .t the national intereft%theI Is a s rong a ment for ro-
viding it through di ct payments madjeqit of app opriat fun

I am a co-sponsor f the aipendfient which i~uld tn ce a sli scale
of depletion rates on and gas ineome.:2. %)n the flirt $1 million of such
Income, 21% on $1.5 ml on and 15% on income over $5 million. rtionate
reductions should be mn in percentages on other minerals, approach,
while not going as far as I nk we might, would allow ind dents to con-
tinue to operate much as they n do, but it would reduce t enormous benefits
to the major oil companies, whose giab sources assu e.thWr ability to continue
with'a reduced tax preference. If thie is ni6i'VAd6t-ed by the Committee, there
should be no retreat from the provision of the House Bill.

2. Forelgt tax credit,.-There is clearly a need for reform in the treatment
of foreign royalties, masquerading as taxes. The House Bill deals .with the
problem, but there is evidence of some inequities in the provisions of the House
Bill. I am not expert enough to .propose a specific solution, and I suspect that
It may require detailed study by the Finance Committee. I feel strongly, how-
ever, that the problem should not be deferred to some Indefinite future. I urge the
Finance Committee to report out a provision to meet the problem.

3. Coverage under LTP and allocation of deduotion.-As I have noted earlier,
I believe both excess of percentage over cost depletion and deducted intangible
drilling expenses of a capital nature should be considered preference items

'. for both LTP and allocation of deductions provisions, As in the case of other
preference items, an over-all limit should be placed on the extent to which
these ,tews can reduce taxable Income. Clearly, in addition to the small start
made by the px'posals to reduce percentage depletion, an over-all limitation on
these alftpi W tax wrlte oxim required.

i/pJL0 anmformope
Rs1 u oftax treatment'of hobby farms and farm operations carr " 3 on as

ata4 a .4 ee ie long oIerdue. I recommend outright denial of tLe allow.
' %ant. f 6i o ,as alducqton against other. income for taxptyere with non-
S'e ever $25,o .on firm loses ln'exess of #5,000

!A OKI i eXco -of income M eshO.d be added to the, basis of the
f~'m ~ ~e'~ItWO~i %re of sale.

M
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E. Residential and other loan deductini8 for financial iistitution.1
I am opposed to the Administration proposal for a special deduction for

banking and thrift Institutions as an incentive to make residential real property
loans, student loans and certain other loans. It provides a tax reduction for many
loans which would be made anyway; because of this, the windfall effect and in-
efficiency would be great. It is probably more expensive to enconefage loans in
this manner than it would be to create an agency such as the FHA to guarantee
such loans. The Administration proposal also does nothing about controlling
interest rates or otherwise policing use, which could be done through other
subsidy techniques.
F. Tax treatment of charitable organizatioa8 and fowndations

II.R. 13270 includes a major attempt to assure that tax exempt funds tire
applied to charitable purposes, to require more complete relp)rting by tax ex-
empt organizations and to provide more effective safeguards against abuses of
lax exemption through self-dealing or control of businesses. I support those ob-
jectives. At the same time, I think we must recognize that the concept of privately
supported charitable activity often requires initiative and unorthodoxy which
cannot he supplied by large publicly supported charities. Therefore, ill stealing
to curb documented abuses, care must be taken not to impinge on the freedom of
the private foundations to undertake imaginative or controversial project, so
so long as they are clearly devoted to the charitable purposes for which the
tax exemption is granted. I support the following steps to deal with the prob-
lem :

(I) I believe we should retain the House Bill provision relating to taxation of
unrelated business, income and unrelated debt-financed income.

(ii) Several charitable organizations, including several well known research
organizations, have questioned whether the House Bill's definition of private
foundation is not too broadly drawn. In light of the substantial restrictions
applied to private foundations but not to public charities. it is important that
this definition be limited to those cases in which special controls against self-
dealing and other abuse situations are required. The foundations have slb-
mitted extensive testimony concerning ther problems to this Comnittee, and
this should be carefully weighed to frame the public-private distinction onl
grounds which meet the abuse situations, but which do not unnecessarily re-
strict organizations which have not presented the problems at which the legisla-
tion Is aimed.
(ill) I -am opposed to the imposition of a 7 % tax on the investment income

of private foundation, since this will breach the traditional principles of income
tax exemption for charitable organizations and would reduce the funds to be
applied to charitable use. I do support the proposal made by some foundations
to the Finance Committee for the imposition of a user charge, to cover cost of
IRS supervision, in the form of an excise tax equal to about 1/10 of 1% of the
value of eaeh private foundation's assets. This would provide reimbursement
to the Government of the cost of an expanded supervisory program, but It would
not introduce the concept of an income tax on charitable organizations. More-
over, unlike the income tax, it would not penalize foundations earning higher
investment income, a factor which haq little or nothing to do with the relative
costs of supervision.

(iv) I support the amendment recommended by foundations to the House Bill
to make it clear that a private foundation terminating its existence or Its
status as a tax-exempt organization has the right to avoid the confiscatory tax
imposed by the Houe Bill on such a termination by distributing its assets to
public charities. This should not be left to the discretion of the Intexnal Revenue

tvice, so long as the application of the assets to charitable use Is assured.
(v) I believe the definition of taxable expenditures in the House Bill, which

would, in effect, subject a private foundation making such an expenditure to a
100% excise tax, should be clarified. The definition, as written, is so broad that
legitimate areas of charitable and educational activity could be subjected to
a confiscatory tax. nsofar as the purpose is to prohibit the use of tax-exempt

'fufdi f6t'lobbytlg activitles--thaf Is, the support of or opposition to specific
ite~z~t f aale onlaitn or the 'election of specific candidates -the provisions of

tb0 %QiiI sould be supportedd.', t~he.o ier hand, the definition of the prohibited expenditures should be re-

EW': &Ad earlfied to make it clear that the penalty tax will not result from:
(a),, any presentation of discussions of general policy problems and issues, In-

:., / /
- ::.. ; .. '- .. /
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eluding programs for adult or public education a1nd public television program-
inlng, even where a peeilie point of view I; presented; (b) any research (oil-
cernling policy issues alnd the plbllcation of tile results of such research; and
(c) the furnishing of technical ,al assistance to any legislator or other )ublie official
it his request. The rules for tax exemption should not be applied lin such Away as5
to stille free expohsure of even controvt,rsial ideas, where this Is done in a nanrr
(lesi-gfled to (,du(lete 1111d inform the Iblic and not to lobby on helmlf of it
particular interest. Moreover, the benefits of kuow-how In lroilty-related areas
shohl lit, freely available to legislators and other pulfle officials, so long as they
want suil thlllelI assistance. The foundations have submitted extensive Ziate-
rials to this ('onumittee outlining statutory language and siKuJ)rtliug material for
iiiwhilsloii In the ('oinlittee report. which would help to clarify this distinction. I
lIilleve their submissions provide i basis for Improving the Bill.

(vi) I would support t (.ut-bck Iit thle ,elf-dealing rules appliclh, to private
foundations: (a) to assure that foundation nlager, and substantial (ontribu-
tors are not ulllknowhingly liviialized for transtttions which are (einued "self-
dealing" trallsations Oly by reason of complex attribution rnles: ld (b) to
(seal(, (low\n tax lellalties ikplos ,i oin foumnitlion managers and relieve thel of

any tax liability where they h'ive not klaowlngly participated in self-daling
t ra nsaeti o n.

(vii) I support the "force-mot" principle applied by the HoMuse Bill to private
lnon-operating foundations. I would suggest that. in light of tle diflliltles whiiil
have been eneotlntered in strikitig the distinction between operating and non-
operating foundations, the "force-mIt" prinlple be applied to all l)rlvate foun-
dations. Furthermore, since the objective of the "force-out" rule Is to assutre
that ilivestlmlent tionile of tax-exempt organizations Is applied with relative
promptness to the charitable uses for which tax exemption Is granted, I wouhl
apply such a rule equally to publicly supported charities. Siwh- an extension of
the "force-ollt" priineiple should inchde a "safety valve" provision allowing
accululatlo for specified projects.
The resulting system would operate ai follows,: Each tax-exenmpt charitable

organization would coplute each year its net investment incolie. A tax of 15%
(the rate set In the House Bill) would be applied to that portion, If any, of the
net investment Incomne which is not expended for the charItallle piurlX)ses for
which the organization Is granted tax exemption, within one year nAter the close
of the year In which the income is received. Expenditure for charitable ise would
lclulde the following:

(a) directt exlpnditure by the tnx-exellpt organization Iin carrying out its
charitable purpose (for example, the operation of a university, hospital or a
research activity) ;

(b) expenditure by the tax-exenilt organization to meet ordinary 1111d
necessary overhead expenses (including depreciation) incurred in cnryling
out its charitable activities;

(c) making a grant to another qualifying tax-exeinpt charitable organi-
zation ; or

(d) segregation of such Ineonrie into a special account Ill which funds are
accumulated by the tax exempt organization, without prior IRS approval, for
a specifleally planned amid budgeted program requiring a build-up of funds
over a reasonable period not excee*ding 5 years.

Where a tax-exempt organization wants to eotmt as a distribution of net
investment income a grant made to another charitable organization, It would
be required, at the time It made thie grant, to notify the recipient organiza-
tion that the grant constitutes net Investment Income. If such notification is
properly furnished, the granting organization, would no longer be responsible
for the application of the funts. However, this amount would be considered
net investmelnt Income of the recipient organization, with the result that the
recipient organization would have to expend that amount ir one of the ways
enumerated above or become liable for the 15% tax.

Amounts of net investment income insulated from the 15% tax by segre-
gatiop Into an accumulation account for a specific project would be required
to be expended in one of the other manners enumerated above within a
maximum of 5 years. If the Initially planned project became infeasible by
reason of later developments, such amount wouliL be required to be ex-
pended on a substantially similar project within the 5 year period. If any
amount Insulated from the 15% tax by segregation In an accumulation ac-
count is not expended In a qualifying manner within the allotted time, a tax
would be Imposed equivalent to 25% of such amount, plus 6% for each
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year from the time the investment income otherwise would have been taxed
to the time when the 25% tax Is paid.
I In order to enforce the "accumulations" rule, a tax-exempt organization
distributing accumulated funds by way of a grant to another tax-exempt
charitable organization would be required to notify such other organization
of the project for which the funds are to be expended and the date by which
they must be so expended. If such notification were properly given, the
granting organization would be freed from further responsibility for making
the actual expenditure, but the recipient organization would be liable to the
additional tax of 25% plus 601o per year if the funds were not expended
for the prescribed purpose within the prescribed period.

This system would allow grant-making and operating foundations, uni-
versities, hospitals, research organizations and similar institutions to allot
freely among themselves the responsibility for seeing that tax-exempt In-
vestment income is expended for charitable purpose. Thus, it would make
no difference whether the Ford Foundation, for example, decided to ac-
cumulate investment income for a program to be implemented by a uni-
versity or whether the Ford Foundation currently distributed income to the
university and the university accumulated it for a similar purpose.

V. REFORM ISSUES NOT COVERED BY TIlE BILL

As I said in my opening comments, it is urgent that the Tax Reform Bill be
enacted this year. The substantial reforms it embodies should not be deferred.
We should remember, however, that enactment of this legislation would not end
the need for a fairer and more efficient tax system. I would hope that, in addi-
tion to passing a sound tax reform bill, the Senate would put on Its agenda for
the next session, and urge the House to take action to initiate, a reassessment
of the tax law in several major areas, I suggest that such an agenda include
the following:

1. Consideration of a minimum tax on corporations which benefit from tax
preferences embodied in the Internal Revenue Code. In concept, this would be
similar to the LTP provision applied to individuals in the present Bill.

2. An approach to a complete overhaul of estate and gift taxes and action on
the critical related question of taxing capital gains on appreciated property
bold by a taxpayer at death.

3. Consideration of a tax law mechanism, such as a "cost-of-living credit",
which would automatically adjust individual tax burdens as the cost of essen.
trial goods and services rises while inflated dollar income pushes taxpayers
ever higher in the progresive rate structure.

4. Assessment of means by which the discrepancy in effective tax burdens be-
tween homeowners and those who rent their residences, a discrepancy resulting
principally from the deductibility of homeowners' real property taxes and mort-
gage interest, can be ended or removed.

5. A comprehensive review, not only of deferred compensation arrangements as
the Administration suggests, but of the whole range of fringe benefits for ex-
ecutives and employees, including qualified and non-qualified pension and profit-
sharing plans, deferred compensation arrangements, stock options and stock pur-
chase plans, employee loans or credit facilities, certain employee medical and
insurance plans and related areas.

6. Reappraisal of the whole field of excises and user charges and their proper
tgnction in the tax system, including those which are not imposed, some which
are now proposed and some which should be considered.

TUstimoiOy or SENATOR NELSON BirtOE THIE SENATE FINANCE CoMMITrr= oN H.R.
18270, AN AcT To REEOKM THE TAx LAwS, OCTOBER 3, 1 WO

Last January, outgoing Secretary of the, Treasury Joseph Barr prophesied
a, lltatpayers revolt" if tax reform did not come soon. This prediction was not
b0ed on fantasy but upon a realization that there were serious Inequities in our

11* .tax' 1oopoleA that have cleverly'been devised over the years have meant
' a bvu~daufee'tot too any for too long

;ThblU, 4l .,4 6hantment hai increased recently with the disclosure that more
. . $ Jp$dIvidusils with adjusted gross incomes of $10,000 or more paid not

4 I
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one cent in federal taxes in 1064. The amount of Income involved exceeded ]ii lf
a billion dollars.

In 1967, the most recent year for available Information, taxes paid by million-
aires averaged only 25% of their total Incomes. Yet tie same year, 2,2 million
taxpayers with incomes below the government-designated poverty level paid $100
million i Incoe taxes.

Also, 21 millionaires and 134 other wealthy Individuals whose Ilnvo i, excet-ded
$20(X,000 paid no federal taxes whatsoever in 11)07.

It is not surprising, tlivu, that demands for tax reform have grown In recent
years and that public confidence In tie hasic fairness of the tax system has
steadily eroded.

Ti I)rproposed Tax Reform Act passed by the House falls far short of being
an Ideal blueprint for t-quality In taxation. Some of the gaping loopholes in the
present tax code are not affected at all, and others are narrowed inadequately.
Though some meaningful steps have been taken, the tax reform iueasure does
not go far enough. 'fbe need for sweeping reform Is evident, and to do lss would
be an abdication of our responsibilities to our constituents.

While a comprehensive tax package will eliminate the inoqultlhs In the vode,
it woull also raise much-needed revenue for tie government, tirs elhnlnitlalng
the need for the Income tax surcharge. In addition, such reform would make it
possible eventually to have lower rates on the resulting broader tax base. Gen-
iuiie reform could also hell) check inflation while easing the burden on tile
ordinary taxpayer. This Is a combination of benefits that is both politically
attractive and economically sound.

On May 1, 1909, I Introduced a bill entitled "the Tx Reform Act of 196)."
This measure was authored by Congressman Henry Reuss of Wisconsin, a well-
known and distinguished economist and member of the Joint Fconomic Commit-
tee. The bill Is designed-by closing 13 of the most flagrant loopholes in tie tax
system-to help restore fairness to our tax code. It would also make possible
the elimination of the surtax by raising $9 billion in added revenues.

Mr. Chairman, I would appreciate It if the Tax 'Reform Act of 1969 were
printed in the hearing record at this point, along with an explanation of each
of Its titles.

I submit this proposal for consideration of the Committee.

18. 2039, 91st Cong., first seas,]

A BILL To amend the Internal Revenue Code of 1904 to raise needed additional revenues
by tax reform.

Be t tinaoted by the Senate and Hofee of Representativce of the United States
of America in (7ongreas assembled,

TITLE I-GENERA1 PROVISIONS

SEC. 101. SHORT TITLE, ETC.
(a) SHORT TiTLE.-This Act may be cited as the "Tax Reform Act of 1069".
(b) AMENDMENT OF 1954 CODE.-Except as otherwise expressly provided, when-

ever in this Act an amendment or repeal Is expressed in terms of an aiL tidment
to or repeal of, a section or other provision, the reference shall be considered to be
made to a section or other provision of the Internal Revenue Code of 1954.
SEC. 102. TECHNICAL AND CONFORMING CHANGE&

The Secretary of the Treasury or his delegate shall, as soon as practicable but
in any event not later than 90 days after the date of the enactment of this Act,
submit to the Committee on Ways and Means of the House of Representatives a
draft of the technical and conforming changes In the Internal Revenue Code of
1954 which are necessary to reflect throughout such Code the changes in the
substantive provisions of law made by this Act.

TITLE II-CAPITAL GAINS UNTAXED AT DEATH

SEC. 201. CARRYOVER OF BASIS AT DEATH.
(a) AMENDMENT Or S1orzos 1014.-Section 1014 (relating to basis of property

acquired from a decedent) is amended by adding at the end thereof the following
new subsection:
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"(d) )CEDcENTS DYING A'MER JUNE 30, 1969.-lI the case of a decedent (lying
after June 30. 19069, this section shall not apply to any property for which an
adjusted carryover basis is provided by section 1023."

(b) ADJUSTED CARRYOVER BAsis.--Part II of subchapter 0 of chapter 1 (relat-
Ing to basis rules of general application) is amended by redesignating section
1023 as section 1024 and by inserting after section 1022 the following new section:

"SEC. 1023. ADJUSTED CARRYOVER BASIS FOR CERTAIN PROPERTY
ACQUIRED FROM A DECEDENT DYING AFTER JUNE 30,
1969.

"(a) GENERAL RULE.-EXCeCpt as otherwise provided in this section, if-
"(1) carryover basis property is acquired from a decedent (lying after

June 30, 1909, and
"(2) the gross estate at death of the decedent exceeds $60,000,

then the basis of such property in the hands of the person so acquiring it shall
be the adjusted basis of the property immediately before the death of the de-
cedent, further adjusted as provided in this section.

"(b) CARRYOVER BASIS PROPERTY DEFINED.--For purposes of this section, the
term 'carryover basis property' means any property acquired from a decedent
dying after June 30, 1969, which is property described in paragraph (1), (2),
(3), (4), (6), or (9) of section 1014 (b), otherthan-

"(1) property acquired by the decedent before January 1, 1951,
"(2) property (not including property of extraordinary value) which Is

a personal or household effect.
"(3) property acquired by any person from the decedent before his death

which was disposed of by such person before the decedent's death,
"(4) property described in section 2042 (relating to proceeds of life inur-

ance), and
"(5) property which constitutes a right to receive an item of income in

respect of a decedent under section 691.
:(c) INCREASE IN BASIS.-

"(1) IN OENERAL.-The basis of carryover basis property In the hands of
the person acquiring it from the decedent shall be increased by Its propor-
tionate share of the Federal and State estate taxes attributable to the net
appreciation in value of all carryover basis properties.

"(2) MINIMUM INCRPAS.-In the case of any decedent, the aggregate
Increase under paragraph (1) shall not be les than whichever of the fol-
lowing amounts Is the greater:

"(A) the amount (if any) by which $60,000 exceeds the aggregate
bases of all property included in the gross, estate (such bases to be
determined after the application of section 1014 but before any adjust-

inent under this section), or
"(B) the amount (if any). by which $15,000 exceeds the amount by

which the aggregate bases of all property to which section 1014 applies
(such bases to be determined after the application of section 1014) is
greater than the aggregate adjusted bases of such property immediately
before the death of the decedent.

"(8) MANNER OF ALLOATION.-
S"(A) IN GENEAL- Except as provided in subparagraph (B), the

Increase under this subsection in the basis of each carryover basis prop-
erty shall be that amount which bears the same ratio to the aggregate

Increase determined under paragraphs (1) and (2) as the appreciation
in value of such property bears to the aggregate appreciation in value
of all carryover basis properties having appreciation in value.

"(B) 'SPECIAL RULE FOR SECTION 803 REI)EMPTIONS.-To the extent the
decedent provides by will, the increase in basis under this subsection
Shall be allocated first o stock Which is Carryover basis property and
which after his death Is redeemed under section 303 (relating to distribu-
tions In redemption of stock to pay death taxes). Any remaining increase
In basis undet-this subsection shall be allocated among the other carry-
over basis property in accordance with subparagraph (A).

' M"(4) AIS MARKEr VALUE JIMITA'rON.---The Increase under this subsection
!: i. ' 4 i": ! e 17~Ia o b y a property a ,l not exceed the increase necessary to produce

i-WFb&ikeqWuialto tbe fair intake value of such property.
; "d) frwnt rt IR [oAus IN BASIS FOR CERTAIN STATE SUCCESSION TAX PAID BY

tM~xsma or P~Wu*.--1f-
"(1) any person acquires carryover tasis property from a decedent, and

/@ /:

A 7 -. ', / /
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(2) such p(-rson actually pays an amount of estate, inheritance, legacy, or
succession taxes with respect to such property to any State or possessioy of
the United States or to the District of Columbia for which the estate is not
liable,

then the basis of such property (after any adjustment under subsection (c) ) shall
be Increased (but not above its fair market watlue) by the portion of such liznoutm
which is attributable to the alppeclltion in value of such property.

(e) TIuIPRIATRN 0F ('OMuxIl'Y PIo''TY.-
"(1) IN GENERAL,-The surviving spouse's interest in all community

property.-
"(A) for purposes of subsection (a) (2) and (c) (2), shall be treated

as included in the gross estate of the decedent,
"(B) for purposes of this section (other than subsection (d)), shall

be treated as property acquired from the (decedent, and
"(C) for purposes (if subsertions (b) (1) aud (e), shall be treated as

property held by the decedent.
"(2) COM MUNITY PROPERTY DEFINFD.-For l)ur)oses of paragraph (1), tile

term community )roperty' means property-
"(A) held by the decedent and the surviving s)ouse as community

property inder the laws of any State or possession of the United States,
or any foreign country, and

"(B) at least one-half of the whole community property interest in
w ich was includible in determining the value of the decedent's gross
estate under chapter 11.

"(f) SPECIAL RULES AND DEFINITIONS FOR APPLICATION OF SUBSECTION (P).-

For purposes of subsection (c) -
"(1) FEDERAL AND STATE ESTATE TAX Es.-The term 'Federal and State

estate taxes' means only-
"(A) the tax imposed by section 2001 or 2101, reduced by (it any credit

allowable with respect to a tax on prior transfers by section 2013 or 2102,
and (il)' any credit allowable with respect to State death taxes under
section 2011 or 2102, and

"(B) any estate, inheritance, legacy, or succession taxes, for which
the estate is liable, actually paid by the estate to any State or possession
of the United States, or to the District of Columbia.

"(2) FEDERAL AND STATE ESTATE TAXES AT'RIBUTAIILE TO NET APPRECIATION

IN VALUE.-The term 'Federal and State estate taxes attributable to tle net
appreciation in value of all 'carryover basis properties' means that amount
which bears the same ratio to the Federal and State estate taxes as the net
appreciation in value of the carryover basis properties bears to the value of
the gross estate (as defined in section 2031 or section 2103).

"(3) NET APPRECIATIO.-Thei net appreciation in value of all carryover
basi9 properties.is the amount by which the fair market value of all such
property exceeds the adjusted basis of such property immediately before the
(leath of the decedent.

"(4) Girrs.-In the case of carryover basis property acquired from the
decedent by gift, the increase in bIasis under subsection (e) shall not exceed
the amount by which the increase under such subsection is greater than the
increase allowable under section 1015 (d).

"(5) CIIARITABIE oitr.-If-
"(A) a deduction is allowable under section 2055 or 2106(a) (2) with

reSpect to any property, and
"(B) swh property is specifically identifiable as pawing from the

decedent to a use specified in such section,
then, to the extent of such deduction, such property shall be treated as,
property which is not carryover basis prolrty.

"(g) OTHER SPECIAL RULES AND DEFINION.-
"(1) FAIR MARKET VAJLU.-1For purposes of this section, when not other-

wise distinctly expressed, the term 'fair market ,alue' means fair market
value determined uider chapter 11 (including secivrn 2032, relating to
alternate valuation).

"(2) PROPERTY PASSING FROM THE DECEDENT.-For purposes of this section,
property passing from the decedent shall be treated as property acquired
from the decedent.

"(3) DECEDENT'S BASIS UNKNOWN.-T-f the facts necessary to determine
the basis (unadjusted) of carryover basis property immediately before the,
death of the decedent are unknown to the person acquiring such property
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from the decedent, such basis shall be treated as being the fair market value
of such property as of the date (or approximate date) at which such
property was acquired by the decedent or by the last preceding owner in
whose bands it did not have a basis determined in whole or in part by
reference to its basis in the hands of a prior holder.

"(4) CERTAIN MORTOAGES.-For purposes of subsections (c) and (d), if-
"(A) there Is an unpaid mortgage on, or indebtedness in respect of,

property,
"(B) such mortgage or indebtedness does not constitute a liability

of the estate, and
"(0) such property is included in the gross estate undiminished by

such mortgage or indebtedness,
then the value of such property to be treated as included in the gross estate
shall be the value of such property, diminlsb d by such mortgage or
Indebtedness.

"(5) DECEDENTS NONRESIDENT AND NOT OITIZENS.-In the case of a decedent
nonresident not a citizen of the United States-

"(A) this section shall be applied by substituting for the figure
'$60,000' wherever it appears the amount of the exemption determined
under section 2106 (a) (3), and

"(B) subsection (c) (2) (B) shall be applied by substituting for the
figure '$15,000' the amount which is equal to V of the amount of the
exemption determined under section 2106 (a) (3).

"(h) REOULATIONS.-The Secretary or his delegate shall prescribe such regu-
lations as may be necessary to carry out the purposes of this section."

(c) AMENDMENT OF SECTION 1016(a).-Section 1016(a) (relating to adjust-
ments to basis) is amended by striking out the period at the end thereof and by
inserting iL) lieu thereof a semicolon and by adding at the end thereof the
followinL le v paragraph:

"(2'.., to the extent provided in section 1013, relating to adjusted carry-
over basis for certain property acquired from a decedeat dying after June 30,
1969."

(d) AMENDMENT OF SECTION 691().-
(1) Section 691(c)(2)(A) (relating to deduction for estate tax in case

of income in respect of decedents) is amended to read as follows:
"(A) The term 'estate tax' means Federal and State estate taxes

(within the meaning of section 1023 (f) (1))."
(2) Section 691(c) (2) (0) is amended to read as foUows:

"(C) The estate tax attributable to such net valse shall be an amount
which bears the same ratio to the estate tax as such net value bears to
the value of the gross estate."

(e) INFORMATION REQUIREMENT.-
(1) IN ENERAL.-Subpart A of part III of subchapter A of chapter 61

(relating to information concerning persons subject to special provisions)
is amended by inserting after section 6039 the following new section:

"SEC. 6039A. INFORMATION REGARDING BASIS OF PROPERTY AC-
QUIRED FROM A DECEDENT.

"(a) IN GzNEAL.-Every executor (as defined in section 2203) shall furnish
with respect to the property of the decedent such information as the Secretary
or his delegate may prescribe by regulations re 1eting to--

1"(1) the name and last address of the decedent;
"(2) the name and address of each person acquiring property from the

decedent or to whom the property passed from the decedent, and a description
of each Item ol such property;

"(3) the adjusted basis (within the meaning of section 1011) of each
.'such item In the hands of the decedent immediately before his death; and

* " (4) any other Information similar or related in nature to that specified
in this paragraph. -

If an executor is liable to furnish all of the information required under this
subsection with respect to an item of property, he shall include in his return
a much of such information as he is able to, Including a description of such
Item and the name of every person. holding a legal or beneficial interest therein,
and, upon notice from the Secreary or his delegate, such person shall be treated
with respect to sUch item as it .Ae were an executor for purposes of this section.

."(b) S xruMmNTs To Br, FINISHED To PERsOes WHO AcQuIm PROPERTY
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FRoMt A DECEDET.-Every executor who is required to furnish information un-
der subsection (a) shall furnish in writing to each person described in subsec-
tion (a) (2) such information with respect to each item of property acquired
from the decedent or passing from the decedent to such person as is required
under subsection (a) and which the Secretary or his delegate may prescribe by
regulations."

(2) .PENALTrE.-Subchapter B of chapter 68 (relating to accessable
penalties) is amended by adding at the end thereof the following new
section:

"SEC. 6684. FAILURE TO FILE INFORMATION WITH RESPECT TO BASIS
OF PROPERTY ACQUIRED FROM A DECEDENT.

"(a) INFORMATION REQUIRED To BE FURNISHED TO THE SECRETARY.-Any
executor who fails to furnish information required under section 6039A(a) on
the date prescribed therefor (determined with regard to any extension of time
for filing) shall pay a penalty of 1 percent of the fair market value of the prop-
erty described in section 6039A (a) (2), or $5,000, whichever is less, for such
failure, unless it is shown that such failure is due to reasonable cause and not
to willful neglect.

"(b) INFORMATION REQUIRED To BE FURNISHED TO BENEFICIARIES.-Any ex-
ecutor who fails to furnish in writing to each person described in section
6039A (a) (2) the information required under section 6039A(b), unless it is
shown that such failure is due to reasonable cause and not to willful neglect,
shall pay (upon notice and demand by the Secretary or his delegate and in
the same manner as tax) $50 for each such failure, but the total amount imposed
for all such failures shall not exceed $1,000."

(f) DISCHARGE OF EXECUTOR FROM PERSONAL LIABIITY.-Section 2204 (relat-
ing to discharge of executor from personal liability) is amended by striking
out "notified," where it appears in the second sentence of such section and in-
serting in lieu thereof "notified or on furnishing of a bond pursuant to section
6165 in circumstances in which the Secretary or his delegate is satisfied that
such payment will be made,".

SEC. 202. EFFECTIVE DATE,
The amendments made by section 201 shall apply only with respect to dece-

dents dying after June 30, 1969.

TITLE III-REPEAL OF UNLIMITED CHARITABLE DEDUCTION

SEC. 301. REPEAL OF DEDUCTION.

Sections 170(b)(1)(C) (relating to unlimited deduction for certain indi-
viduals) and 170(g) (relating to application of unlimited deduction) are re-
pealed.

SEC. 302. EFFECTIVE DATE.
Section 301 shall apply with respect to taxable years ending after June 30,

1969.
TITLE VI-REPEAL OF STOCK OPTION PROVISIONS

SEC. 401. REPEAT, OF PROVISIONS.
(a) QUALIFIED SOK OrTIo Ns.-Section 422 (relating to qualified stock op-

tions) Is repealed.
(b) RESTwCTED STOCK Ol'moNs.-Section 424 (relating to restricted stock

options) Is repealed.

SEC. 402. EFFECTIVE DATE.
Section 401 shall apply with respect to options granted after June 80, 1969.

TITLE V-REPEAL OF DIVIDEND EXCLUSION

SEC. 501. REPEAL
Section 116 (relating to partial exclusion from gross income of dividends re-

ceived by individuals) is repealed.
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SEC. 502. EFFECTIVE DATE.
Section 501 shall apply with respect to taxable years ending after June 30,

1969.
TITLE VI-3MULTIPLE SURTAX EXEMPTION

SEC.601. REPEAL OF PRIVILEGE OF GROUPS TO ELECT EXEMPTION.
Section 1562 (relating to privilege of groups to elect multiple surtax exemip-

tions) is repealed.
SEC. 602. EFFECTIVE DATE.

Section 601 shall apply with respect to taxable years ending after June 30,
1969.

TITLE VII-MUNICIPAL INDUSTRIAL DEVELOPMENT BONDS

SEC. 701. ELIMINATION OF EXEMPTION.
(a) IN GENERAL.-SeCtion 103(c) (relftting to Industrial development bonds)

Is amended to read as follows:
"(C) INDUSTRIAL DEVELOPMENT BoNDs.-

"(1) SUBSECTION (a) (1) NOT TO APPLY.-Any Industrial development bond
(as defined in paragraph (2)) Issued after June 30, 1969, shall not be con-
sidered an obligation described in subsection (a) (1).

"(2) INDUSTRIAL DEVELOPMENT BOND DEFINED.-
"(A) IN GENFAL.-For purposes of this subsection. the term 'indus-

trial development bond' means an obligation the payment of the prin-
cilpal or interest on which is-

"(1) secured In whole or in part by a lien, mortgage, pledge, or
other security interest in prope-ty of a character subject to the
alowance for depreciation, or

"(11) secured In whole or In part by an interest in (or to be
derived primarily from) payments to be made in respect of money
or property of a character subject to the allowance for depreciation

which Is or will be used, under a lease, sale, or loan arrangement, for
industrial or commercial purposes.

"(B) IXCETI0Ns.---For purposes of subparagraph (A), property shall
not be treated as used for industrial or commercial purposes if it is
used-

"(1) to provide entertainment (including sporting events) or
recreational facilities for the general public;

"(ii) to provide facilities for the holding of a convention, trade
show, or similar event;

"(li) as an airport, dock, wharf, or similar transportation
facility;

"(iv) in the furnishing or sale of electric energy, gas, water, or
sewage disposal services; or

"(v) in an active trade or business owned and operated by an
organization described in subsection (a) (1).

"(3) ExcETION.-Paragraph (1) shall not apply to any obligation issued
before January 1, 1969, for a project assisted by the United States under
title I of the Housing Act of 1949 (42 U.S.C. 1450 and following, relating to
slum clearance and urban renewal) or under title I or title II of the Public
Works and Economic Development Actof 1965 (42 U.S.C. 3131 and fol-
lowing)."

(b) CERTAIN URBAN RENEWAL BoNDs.-Section 102(g) of the Housing Act of
1949, as amended (42 U.S.C. 1152(g)), Is amended to read as follows:

"(g) Obligations, including Interest thereon, other than industrial develop-
ment bonds (within the meaning of section 103(e) of the Internal Revenue Code
of 1954), issued by local public agencies for projects assisted pursuant to this
title, and income derived by such agencies from such projects, shall be exempt
from all taxation now or hereafter imposed by the United States."
SEC. 702. EFFECTIVE DATE.

The amendments made by section 701 shell apply with respect to taxable
years ending after June 30, 1969, but only with respect to obligations Issued after
sitch date.
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TITLE VIII-M UNICIPAL BONI) 0 UARANTEI, CORPORATION

SEC. 801. ESTABLISHMENT OF A GOVERNMENT CORPORATION TO AS-
SIST IN THE EXPANSION OF THE CAPITAL MARKET FOR
MUNICIPAL, SECURITIES WHILE DECREASING THE COST
OF SUCH CAPITAL TO MUNICIPALITIES.

SEC. 802. FINDINGS AND DECLARA rION OF PURPOSE.
Spc. 2. (a) The Congress finds that the muni.pal security market, :is now

constituted, is forcing the Nation's mulni.ilclitics and States to pay Such a
high rate of interest on their securities that they cannot afford to finanme many
needed public facilities. This high rate of interest is directly attributable to
(1) the limited -supply of private capital available in the present municipal
securities market, (2) the institutional rigidities within such market, and (3)
the failings of the existent municipal securities rating system which discriminates
against most of the Nation's smaller communities and many of the larger cities
and which fails to reflect the infinitesinmlly low rate of actual security defaults
since World War II.

(b) It is the purpose of this title to expand the municipal capitall market
and thereby enable State and local public bodies to borrow privatte capital funds
at net interest costs lower than are now obtainable through the issuance of
securities and to provide Federal financial assistance to achieve such lower
net Interest costs at a net gain to the United States Treasury.

SEC. 803. DEFINITIONS.
As used in this title--
(1) The term "Corporation" means the "Municipal Bond Guarantee Corpora-

tion".
(2) The term "State" means the several States, the District of Columbia,

the Commonwealth of Puerto Rico, and the territories and possessions of the
United States.

(3) The term "State or local public body" means any pul)hic corporate body
or political subdivision; any public agency or Instrumentality of one or more
States, municipalities, or political subdivisions of one or more States (including
any public agency or instrumentality of one or more municipalities or other
political subdivisions of on(- or more States) ; any Indian tribe; and any board or
commission established under the laws of any State to finance specific capital
improvement projects.

(4) The term "needed public facilities" means any public work, public facility,
or equipment relating thereto deemed necessary by a State or local public body;
but does not include any industrial or commercial facility for private use. by
lease, conditional or installment sales contract, or other means of transfer, where
such facility is or will be used primarily for the mining, manufacturing, assem-
bling, fabricating, storing, processing, or sale of articles or commodities.

PART I-WUNICIPAL BOND GUARANITE

SEC. 811. ESTABLISHMENT OF CORPORATION.
There is hereby established a body corporate to be known as the "Municipal

Bond Guarantee Corporation". The Corporation shall have its principal offices
in the District of Columbia and shall be deemed, for purposes of venue in civil
,tions, to be a resident of the District of Columbia. The Corporation may estab-

1ish offices In such other places as it deems necessary or appropriate in the
conduct of its business.

SEC. 812. BOARD OF DIRECTORS.
(a) (1) The Corporation shall have a Board of Directors (hereinafter referred

to as the "Board") consisting of nine members to be appointed by the President,
not more than three of whom hall be regular full-time officers or employees
of the Federal Government. The Board shall be responsible for overall Policy-
making and general supervision of the Corporation.

(2) The President shall designate a Chairman and a Vice Chairman of the
Board.

(3) Each member of the Board shall serve for a term of four years or
until his successor has been appointed; except that any member appointed to
fill a vacancy occurring prior to the expiration of the termn for which his
predecessor was appointed shall be appointed for the remainder of such term.

33-865---69-pt. 2-20
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(4) The Board shall meet at the c.ll of the Chairman which shall be not
less often than four times a year.

(b) Members of the Board, other than members who are regular-full-time
officers or employees of the Government, shall receive for their services, as
members, the per diem equivalent to the rate for GS-18 when engaged in the
performance of their duties, and each member of the Board shall be allowed
travel expenses, including per diem In lieu of subsistence, as authorized by sec-
tion 5703 of title 5, United States Code, for persons in the Government service
employed intermittently.
SEC. 813. EXECUTIVE DIRECTOR

(a) Subject to the general supervision and overall policymaking of the
Board, the management of the Crporation shall be vested in an Executive
Director who shall be appointed by the President, by and with the advice and
consent of the Senate.

(b) Section 5315 of title 5, United States Code, is amended by inserting
at the end thereof a new paragraph as follows:

"(90) Exeputive Director, Municipal Bond Guarantee Corporation."
SEC. 814. GENERAL POWERS OF CORPORATION.

(a) For the purpose of carrying out its functions under this title, the Corpo-
ration shall have power-

(1) to have a corporate seal which may be altered at pleasure and to
use the same by causing it, or a facsimile thereof, to be Impressed or
affixed or In any other manner reproduced;

(2) to sue and be sued;
(3) to enter Into and perform contracts, leases, co-operative agreements,

or other transactions, on such terms as the Corporation may deem appro-
priate, and consent to modification thereof, without regard to sections
3648 and 3709 of the Revised Statutes, as amended (31 U.S.C. 529 and 41
U.S.C 5), and section 322 of the Act of June 30, 1932, as amended (40 US.C.
278a) ;

(4) to appoint and fix the compensation of such personnel as may be
necessary for the conduct of Its business in accordance with the provisions
of title 5, United States Code, governing appointment In the competitive
service, and chapter 51 and subchaptr III of chapter 53 of such title re-
lating to classification and General Schedule pay rates, and to obtain the
services of experts and consultants In accordance with section 3109 of title
5, United States Code, at rates for Individuals not to exceed the per diem
equivalent for GS-18;

(5) except as may be otherwise provided in this part, in the Government
Corporation Control Act, or In any other laws specifically applicable to
Government corporations, to determine the necessity for and the character
and amount of Its obligations and expenditures and t.,.e manner In which
they shall be incurred, allowed, paid, an4laccvtfii1*-,tr

(6) to issue such rules and regulations as may be deemed necessary or
appropriate to carry out the purposes of this title; and

(7) to exercise all powers specifically granted by the provisions of this
title and such incidental powers as are necessary to carry out the purposes
of this title.

(b) All suits of a civil nature at common law or in equity to which the Corpo-
ration shall be a party shall be deemed to arise under the laws of the United
States, except that no attachment, Injunction, garnishment, or other similar
process, mesne or final, shall be Issued against the Corporation or Its property.

SEC, 815. SERVICES AND FACILITIES OF OTHER AGENCIES--UTILIZA.
TION OF PERSONNEL, SERVICES, FACILITIES, AND INFOR-
MATION.

The Corporation may, with the consent of the agency concerned, accept and
utilize on a reimbursable basis, the officers, employees, services, facilities, and
Information of any agency of the Federal Government, except that any such
agency having custody of any data relatipg to any of the matters within the
Jurisdiction of the Corporation shall, to the extent permitted by law, upon re-
quest of the Corporation, make such data available to the Corporation without
reimnbursement.
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SEC. 816. FINALITY OF CERTAIN FINANCIAL TRANSACTIONS.
Notwithstanding the provisions of any other law, any financial transaction

authorized under this Act shall be final and conclusive upon all officers of the
United States.

SEC. 817. TAXATION.
The Corporation, including its reserves, surplus, and income, shall be exempt

from all taxation now or hereafter imposed by the United States, or by any
State, or any subdivision thereof, except any real property acquired by the
Corporation shall be subject to taxation by any State or political subdivision
thereof, to the same extent, according to its value as other real property is
taxed.

SEC. 818. GOVERNMENT CORPORATION CONTROL ACT.
Section .101 of the Government Corporation Control Act is amended by in-

serting after "Federal Housing Administration," the following: "Municipal
Bond Guarantee Corporation,".

SEC. 819. ANNUAL REPORT.
The Corporation shall submit to the President, for transmission to the Con-

gress, a comprehensive annual report of its activities under this title.

SEC. 820. APPROPRIATIONS.
Except as otherwise specifically provided for in this title, there are authorized

to be appropriated such sums as may be necessary to enable the Corporation to
carry out its functions under this title.

PART I1-FUNCTIONS OF THE CORPORATION

SEC. 821. COMPREHENSIVE ECONOMIC AND FISCAL REPORTS
(a) Upon the request of any State or local public body which intends to

issue bonds or other securities to finance needed public facilities, or by any bond
underwriting firm or bank planning to submit a bid for such bonds or other
securities, or by any Federal agency that has received an application from a
State or local public body for assistance In financing a public facility under a
Government direct loan or loan guaranty program, the Corporation is authorized
to provide a comprehensive report detailing the public body's economic and fiscal
resources. Such report shall Include, but not be limited to--

(1) a review of the economic circumstances tP +he area served by such
body, such as demographic factors, business activity, ..--,Atruction patterns,
income, employment, and public facilities infrastructure;

(2) an examination of such body's fiscal position -.cluding trends of
revenues, expenditures, tax levies and collections, .,operty valuations, Fed-
eral and State aid, direct and overlapping indebtedness;

(3) if revenue-producing facilities are involved, an analysis of the rele-
vant financial statements, rate schedules and users, and other financial
developments; and

(4) appropriate economic, fiscal, and financial ratios, averages, and in-
dices and comparisons of such measures with national and regional averages.

Such report shall exclude qualitative judgments or comparable comments that
in any way Involve an evaluation of the investment merits of a prospective
bond issue or reflect a credit evaluation of the State or local public body
concerned.

(b) The Corporation is authorized to charge and collect a fee for reports
provided under this section to cover administrative and other necessary expenses.
Such fee shall not exceed, in the case of any such report, one-tenth of 1 per
centum'of the amount of the bonds or other securities to be issued or loans to
be made, but in no event shall the fee for any such report be less than $100
or more than $5,000.

(c) All fees received in connection with reports provided uider this section,
all funds in the form of gifts, bequests, or demonstration grants received from
private foundations or associations, Federal agencies, or other public' bouic
seeking to improve the quality and availability of information re!lacing to the
economic and fiscal circumstances of State and locate public bodies, and all
other receipts of the Corporation in connection with the performance of its
functions under this section, shall be deposited in a revolving fund to be estab-
lished by the Corporation which shall be known as the "Municipal Economic
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and Fiscal Ih, lx)rt. Fund". All administrative 1111d other exlnses Inc.uiretd by
the Corlporatlon in (onnection with the plrfornimanti of its fuiictions under this
section shall be paild from such fund.

(d) Notwithstanding iaiy other provision of law, 11o applicatio by it State
or local public iody for it le1 ithln(l(,r title I of the losing A ll'idiqllts of
195 , seetin 201 of the 'ubhic Works and Eononie )eveopmlent Act of 1965,
section 3041 of the (Cons)lidatvd Fare'rs' lItmt Adniiltrittio Aot of 1,1,
or the Small Reelamation Projects Act of 1956 sluill be proved milis,; there
has been received by the administering Federd l agency it comlprelensive eco-

mnile and fiscal report lpreiared under this section. Any fee paid In connection
with any such report, as prescribed In subse".tion (b), may be Included il the
a mount coveied by the Federal loan or loan guarantee.
SEC. 822. DEBT SERVICE GUARANTEE CONTRACTS.

(a) l'lmn the al)iication of any State or local public body, the ('orlratioi
is authorized to enter Ito a debt service gnmr)ut, cont raet to gluirdntee tho
laymlct of I)rineipal slid iltere t on bonds or other securitiem to be issued Iby
such body to finance one or more n needed public facilities. Any such contract
shall obligate tile Corporation, during any period hi which the bonds or other
securities are e.tt, anding, to pay to a truwtev under an identure securing sich
bends or othr se :urities (or to a lying agent where no trustee is provided
for), such alioluts as may be needled, when Added to the mnonieys available
from the taxes, revenues, or other funds pledged by such body as security for
such bonds or other securities (Including all reserve funds therefor), to niahk
lmyients of prinelpal. and interest when due.

(b) No guarawitee contract shall he entered into under this section unles.s-
(1) a comprehensive economic an(d fiscal report has been prepared by

tile Corporation. pursuant to section 821, with respect to the State or local
ptiblic body applying for the guarantee;

(2) the interest income from the bonds or other securities with respect
to which the guarantee is entered Into Is subject to Federal taxation, and
such bonds or other securities are to -be issued and sold to persons or entities
other than the United States or any agency thereof ; and

(3) the Corporation determines that (A) such bonds or other securities
contain satisfactory amortization provisions not In excess of the debt pay-
Ing capacity of the borrower, and (B) the public facility project to be
financed is economically sound.

In making the determination under clause (3), the Corporation shall rely, to
the fullest extent possible, upon the data contained In the conl)relensive eco-
nomic and fiscal report referred to in clause (1), and upon the borrower's debt
repayment record during the twenty-fire-year period preceding the date of appli-
cation for a guarantee under this section.

(c) The Corporation is authorized to charge and collect an annual fee, as
consideration for a guarantee of bonds or other securities under this section, to
cover necessary administrative expenses and to provide a reserve for losses.
Such fee shall not exceed two-tenths of I per centum per annum of the aggregate
amount of bondi4 or other securities covered by the guarantee contract which
are outstanding at the beginning of each year.

SEC 82& MUNICIPAL DEBT SERVICE GUARANTEE FUND.

(a) There is hereby established in tile Treasury a revolving fund to be known
as the "Municipal Debt Service Guarantee Fund" (hereinafter referred to as the
"fund") which shall be used by the Corporation in carrying out section 82*2.
Initial capitnl for the fund shall be obtained through the issuance by the Cor-
poratlon of eebenture notes,,and notes so issued shall ,be subscribed to as follows:

-(1) 'he Federal Deposit Insurance Corporation shall subscribe to such
notes in a principall a mount of $1,000,000.

(2) The Federal Savings and Loan Inisurance Corporation shall subscribe
to such notes In a principal amount of $100,000.

(8) Edch Federal Reserve tank shall subscribe to such notes In a principal
amount equal to two-tenths of 1 per centum of the surplus of such bank on<" .January' 1, 1008. '• ,

Sub.trip dOas shall be aceompanled by a certified check payable to the fund in
aw,iwziamoutt "equal to one-half of the Subscription. The remainder of suoh sub-
sciption-shall be subject to call from time to time by th6 Corporation upon
ninety daya':n0tlce, Notes so issued shall bear interest at a rate to be deter-

u4y.- . I-

_ ,: ! :-i- ,.:-:.i : . . I.
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iined in accordance with sulb1section (c), and shall lie repayable Ii annual
installments, commencing not earlier than tell years from tht (late of receipt
of tit, subscription prive.

(b) All fees received in connection with guarantees issued under section 822,
all receipts from the issuance of debenture notes, all funds borrowed front the
Secretary of the Treasury lmrsuant to subsection (e), all earnings oi tile assets
of the fund, and all other receipts of the Corporation in connection with tle
p ,rformannee of its functions under section 822 shall be deposited Ii the fund.
All llynents to trustees (or paying agents) under section 822( a), repayments
of debenture notes Issued pursuant to subscilon (a), repayments to the Secre-
tary of the Treasury of sums borrowed pursuant to subsection (c), and all
administrative expenses and other expenses of the Corporation iii connection
with the performance of its functions under section 822 shall be paid from the
fu 11d.

(c) (1) The Corporation Is authorized to Issue to the Secretary of tile Treasury
from time to time notes or other obligations for purchase by the Secretary Iin
amounts sufficient, together with moneys in the fund, to make payments 'of
principal and interest on all bonds or other securities guaranteed tider section
822 in accordance with a debt service guarantee contract. Such obligations shall
be in such forms and denominations, have such maturities, and be subject to such
terms and conditions as may be prescribed by the Secretary, with the approval of
the Secretary of the Treasury. Such notes or other obligations shall bear interest
at a rate determined by the Corporation reflecting the average annual interest
rate on all Interest-bearing obligations of the United States then forming a part
of the publif, debt as computed at the end of he flseal year next preceding the
issuance by the Secretary and adjusted to the nearest one-eighth of 1 per
centun.

(2) The Secretary of the Treasury is; authorized and directed to purchase any
notes or other obligations of the Corporation Issued tinder this subsection, and
for such purpose the Secretary of the Treasury is authorized to use as a public
lebt transaction the proceeds front the sale of any securities issued under the
Second Liberty Bond Act; and the purposes for which securities may be Issued
tinder such Act are extended to include the purchase of any such notes or other
obligations. The Secretary of the Treasury may at any time sell any of the
notes or other obligations acquired by him under this section. All redemptions,
purchases, and sales by the Secretary of the Treasury of stielt notes or other
obligatlons shall be treated as public debt transactions of the United States.

SEC. 824. INTEREST REDUCTION GRANTS.
(a) In order to achieve a decrease in the interest costs burdens arising in

the financing of needed public facilities, the Corporation Is authorized to enter
into contracts to mi-ake interest reduction grants to any State or local public body
In connection with bonds or other securities issued by such body to finance
needed public facilities; except that no grant shall be made hereunder in the
case of any bonds or other securities the interest income from which Is exempt
in whole or in part from Federal taxation.

(b) The amount of any grant made under this section shall not exceed the
sam of (1) the guaranty fee prescribed in section 8=0(c), and (2) 3% per
centum of the annual interest charge payable each year by the State or local
public body oin the bonds or other securities with respect to which such grant
is made. Any such grant shall be payable for each of the years hi which any of
the bonds or other securities covered by the contract are outstanding.

(c) No grant shall be made under this section unless (1) the State or local
pubolle body has entered into a debt service guaranty contract pursuant to
section 82*2, and (2) the Corporation finds that the interest charges on the
bonds or other securities are reasonable, after taking into account the taxable
status of the bonds or other securities, the availability of a Government guar-
antee, and the general level of Interest rates then prevailing.

(d) The Corporation may make advance or progress payments on account
of any contract entered into pursuant to this wetion, notr1thtandlig the pro-
visions of section 3648 of the Revised Statutes.

(e) There are authorlsed to be appropriated such sums as may be necessary
to carry out the provisions of this section. Any sums so appropriated shall
remain available until expended.
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SEC. 825, INVESTMENT OF FUNDS.
Moneys In the Municipal Economic and Fiscal Iteports Fund and In the

Municipal Debt Service Guarantee Fund may be Invested in obligations of the
United States or in obligations guaranteed as to principal and itteres.t by the
United States, or In obligations eligible for Investment of public funds. Sueb
obligations may be sold and the proceeds derived therefrom may be reinvested
in other obligations of the type herein prescribed. Income from such investment
or reinvestment shall be deposited In the respective funds.
SEC. 826 CONFORMING AMENDMENTS.

(a) Section 202(b) (1) of the Housing Amendments of 19W5 Is amended by
striking the comma after "reasonable terms" and inserting in lieu thereof "with
due allowance for the debt service guarantees authorized by title VIII of the
Tax Reform Act of 1009"'.

(b) Section 201(a) (2) of the Public Works and Economic Development Act
of 196M Is amended by Inserting after "on terms" the following: ", with due
allowance for the debt service guarantees authorized by title VIII of the Tax
Reform Act of 1909,".

TITLE IX-PEROENTAGE DEPLETION RATES FOR OIL, GAS, AND

CERTAIN OTHER MINERALS

SEC, 901. REDUCTION IN RATES.
Section 813(b) (relating to percentage depletion rates) is amended-

(1) by striking out "27% percent" In paragraph (1) and Inserting In lieu
thereof "15 percent"; and

(2) by striking out "28 percent" in paragraph (2) and inserting in lieu
thereof "15 percent".

SEC 902. EFFECTIVE DATE.
Section 901 shall apply with respect to taxable years ending after June 30,

low.

TITY4Z X-INCREASE IN GIFT TAX RATES TO ESTATE TAX LEVEL

SEC. 1401. INCREASE IN RATES.
The table In action 21502(a) (relating to computation of tax) Is amended to

read as v.llows:
*'EAT3 8

"It the taxable gitts are-

00 but not over 110,000 --
but Not over 000 -------
at not over4:: ----

nbut ot over 0,000.... ...
utnot over 60 ----

ut not over -10000
tbu not overO 1 .. .

1 U O 0ut not over 500,000 -------
oat ot ove $ ooo ...
" , qt not over 75O000...

4., e I. ,ooo ixt not over 1,2,Wooo....®rn' I~0qc tt not. Oer $100000-...,w Ir 0 ,._0 bI ovr$,0000...ivut not over 5000---

obu not ove , 00.0.-O~ee.$ O04000but not over $AOO,0000.....

II

,0.vi ,00000 but not over 4,O0,O00.... .
~~QQ0~0 W, nu aot over $0*QOO,000.00"..

000 9600000 oit tut oy$er $.000,000o...

, 'i! ',:.S.9Q. 0 :: ,, ba . .,e .. .oooo..

04

CUMDULN
The tax shall be--

8% of tile taxable gifts.
100, jIs 1% of exoeso over 4000aB0 pDu 11% of exeeu over 4 0,000.
1,60, plus 14% of excess over $20, 00.
,000:, plus 18 of excem over 30,000.

4,800, plus 22 of excess over $40,000.
7,000, plus 25 of excess over 50,000.7'8 t@u 8%of e:ces over 10000.9 500 plus 28 of excess over $00 000.
S16,706, plus of excess over ibo0o100
$14o:,Aplu 8% of excem over $2o00.

9.0 plus 8 of excess over 5 000.
281 200, plus 42 of excess over 1,2 0,000.
825,000, plus 80 of exc1ss over $I, 00 .528,200, lus exes4vr5%6000523,200, plua 49 % of excess over 2,000,000.
98200, plum 49 of em vr20000$998 200, lus 5% of exes over :,00.000.

W1 00 us 6% of excess over

2(4 ti 6i % of excess over
us 70 of exces over
lus 709% of excess over

~'b 0, us 76% of exces over

7%of excess over

1/ 0
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SEC. 1002. EFFECTIVE DATE.

Section 1001 shall apply with respect to calendar years after 1069.

TITLE XI-USE OF UNITED STATES BONDS TO PAY ESTATE TAX

SEC. 1101. REPEAL OF AUTHORITY TO USE BONDS FOR TAX PAYMENTS.

(a) REPEAL.-Section 14 of the Second Liberty Bond Act (31 U.S.C. 705) is
repealed.

(b) PROIRBITION AOAINST USE OF BONDS.-NOtwithstanding any other pro-
vision of law, no bond or other obligation of the United States may be accepted
by the Secretary of the Treasury in satisfaction of any amount of Federal estate
tax liability greater than the fair market value of such obligation at the time
it is presented as payment of such liability.

SEC. 1102. EFFECTIVE DATE.

Section 1101 shall apply with respect to obligations acquired after June 30,
190P.

TITLE XII-USE OF FARMING DEDUCTIONS TO OFFSET NONFARM
INCOME

SEC. 1201. LIMITATION ON DEDUCTIONS.
Part IX of subchapter B of chapter 1 (relating to items not deductible) is

amended by adding at the end thereof the following new section:

"SEC. 277. LIMITATION ON DEDUCTIONS ATTRIBUTABLE TO FARMING.
"(a) GENERAL RvuL.-In the case of a taxpayer engaged in the business of

farming, the deductions attributable to such business which, but for this section,
would be allowable under this chapter for the taxable year shall not exceed the
sum of-

"(1) the adjusted farm gross income for the taxable year, and
"(2) the higher of-

"(A) the amount of the special deductions (as defined In subsection
(d) (3)) allowable for the taxable year, or

"(B) $15,000 ($7,500 in the case of a married individual filing a sepa-
rate return), reduced by the amount by which the taxpayer's adjusted
gross income (taxable income In the case of a corporation) for the (tax-
able year attributable to all sources other than the business of farming
(determined before the application of this section) exceeds $15,000
($7,500 in the case of a married individual filing a separate return).

"(2) EcXEPTiON FOB TAXPAYERS USINo CEjRN ACOoUNTINo RULIS.-
"(1) IN GNERAL-Subsection (a) shall not apply to a taxpayer who has

filed a statement, which is effective for the taxable year, that-
"(A) he is using, and will use, a method of accounting in computing

taxable income from the business of farming which uses inventories in
determining income and deductions for the ta.-ble year, and

"(B) he is charging, and will charge, to capital account all expendi-
tures paid or incurred in the business of farming which are properly
chargeable to capital account (including such expenditures which the
taxpayer may, under this chapter or regulations prescribe thereunder,
otherwise treat or elect to treat as expenditures which are not charge-
able to capital account).

1"(2) TIME:, MANNER AND MEFCT OF STATEM -T.-A statement under para-
graph (1) for any taxable year shall be filed within the time prescribed by
law (including extensions thereof) for filing the return for such taxable
year, and shall be made and filed in such manner as the Secretary or his dele-
gate shall prescribe by regulations. Such statement Wiall be binding on the
taxpayer, and be effective, for such taxable year aid f,r all subsequent tax-
able years and may not be revoked except with the consent of the Secretary
or his delegate.

"(8) CHANG or MMETHoD OT ACCOUNTING, u'ro--If, in connection with a
statement under paragraph (1), a taxpayer changes his method of account-
ing in computing taxable income or changes a method of treating expendi-
tures chargeable to capital account, such change shall be treated as having



1214

been mixade with the consent of the Secretary or his delegate and, In the case
of a change In method of accounting, shall be treated as a change not Initiated
by the taxpayer.

"(C) CARRYBACK AND CARRYOVER OF DISALLOWED FARM OPERATING LOSSES-
"(1) IN OENErAL.-The disallowed farm operating loss for any taxable

year (hereinafter referred to as the 'loss year') sall be-
"(A) a disallowed farm operating loss carryback to each of the 3 tax.

able years preceding the loss year, and
"(B) a disallowed farm operating loss carryover to each of the 5 tax.

able years following the loss year,
and (subject to the limitations contained In paragraph (2) ) shall be allowed
as a deduction for such years, under regulations prescribed by the Secretary
or his delegate, In a manner consistent with the allowance of the net operat.
Ing loss deduction under section 172.

"(2) Lsi rrATIox.-
"(A) I OENERAL.--The deduction under paragraph (1) for any tax.

able year for disallowed farm operating loss carrybacks and carryovers
to such taxable year shall not exceed the taxpayers' net farm Income for
such taxable year.

"(B) CARRYBACKs.-The deduction under paralgraph (1) for any
taxable year for disallowed farm operating loss carrybacks to such tax.
able year shall not be allowable to the extent it would increase or pro-
duee a net operating loss (as defined In section 172(c) ) for such taxable
year.

"(3) TREATMENT AS NET OPERATING LOSS CARYBAC.--Except as provided in
regulations prescribed by the Secretary or his delegate, a disallowed farm
operating loss carryback shall, for purposes of this title, be treated in the
same manner as a net operating loss carryback.

"(d) DmFNroNs.-For purposes of thissection-
"(I) ADJusTn WA RM GROSS INcOME.-The term 'adjusted farm gross In-

coine' means, with respect to any taxable year, the gross Income derived from
the business of farming for such taxable year (including recognized gains
derived from sales, exchanges, or Involuntary conversions of farm property),
reduced, In the case of a taxpayer other than a corporation, by an amount
equal, to 50 percent of the lower of-

"(A) the amount (if any) by which the recognized gains on sales,
exchanges, or involuntary conversions of farm property which under
section 1231(a) are treated as gains from sales or exchanges of capital
assets held for more than 6 moliths exceed the recognized losses on sales,
exchanges, or Involuntary coaversions of farm property which under
section 1281 (a) are treated aj losses from sales or exchanges of capital
assets held for more than 6 months. or

"(B) the amount (if any) by which the recognized gains described
in section 1231(a) exceed te -recognized losses described in such sec-
tion.

"(2) NEr iFARM iCOMm-Tbe term 'net farm income' means, with re-
epect to any taxable year, the gross income derived from the business of
farming for such taxable year (including recognized gains derived from
sales, exchanges, or involuntary conversions of farm property), reduced by
the sum of--

"(A) the deductions allowable under this chapter (other than by sub-
setlon (c) of this ectlor,) for such taxable year which are attributable
to such bqslimess, and

"-(H in the ease of a taxpayer other than a corporation, an amount
'egal to .50 percent of the amount described In subparagraph (A) or

"-.;'(B) .of paragraph (i), whichever Is lower.
" SOI' 8)8sz n xznzo~s,--The term speciall deductions' means the deduc-

S .t~itdki owatble uier this chapter :hleh are paid or incurred In the bust-!i!i, i.-..i }ae ~fa iA,0ndwhehare attributable to- :

"4(e) be Rt AiWent or thek~of farm property, or losses of 'farm
Was, - ti-,re, otora, -or otber csualty,

- i - t J aztctexpnses dltectly attributable to drought, and
.,,0,( *v Ise) p'd loses from Pales, exchanges. and Involuntary con-

,erw 'fifrm prorerty.
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"(4) FARM PROP aRTY.-The term 'farm property' means property which
is used In the business of farming and which is property used in the trade or
business"within the meaning of paragraph (1), (3), or (4) of section 1231(b)
(determined without regard to the period for which held).

"(5) IDISALLOWNVE FARM OPEIATINO Loss.-The term 'disallowed farm
operating loss' means, with respect to any taxable year, the amount (Is-
allowed as deductions under subsection (a) for such taxable year, reduced,
in the caso of a taxpayer other than a corporation, by an amount equal to
50 percent of the amount described in subparagraph (A) or (1) of para-
graph (1), whichtver is lower.

(e) SPECIAL RuILEs,-For purposes of this section-
"(1) BusINEss OF FARmINo-A taxpayer shall be treated as engaged in

the business of farming for any taxable year f-
"(A) any deduction is allowable under section 162 or 167 for any

expense paid or incurred by the taxpayer with respect to farming, or
with respect to any farm property held by the taxpayer, or

"(B) any deduction would (but for this paragraph) otherwise be III-
lowable to the taxpayer under section 212 or 167 for any exp~nse paid or
incurred with respect to farming, or with result to property held for
the production of income whith is used In farming.

For purposes of this paragraph, farming does not include the raising of
timber. In the case of a taxpayer who is engaged in the business of fatin-
Ing for any taxable year by reason of subparagraph (B), property held for
the i roduction of incotne which Is used In fnrming ,nail, for l)Url) ses of this
chapter, be treated as property used in suich business.

"(2) INCoME ANI) DEDUCTIONS.-The determination of whether any Item
of income Is derived from the business of farming and whether any deduc-
tion is attributable to the business of farming shall be made under regula-
tions prescribed by the Secretary or his delegate, but no deduction allow-
able under section 1202 (relating to deduction for capital gains) shall be
attributable to such business.

"(3) CONTROLLED GROUP OF CORPORATIONS.-If two or more corporations
which-

"(A) are component members of a controlled group of corpor-
tions (as defined In section 153) on a December 31, and

"(B) have not filed a statement under subsection (b) which is effec-
tive for the taxable year which includes such December 31,

each have deductions attributable to the business of farming (before the
application of subsection (a)) in excess of t. gross income derived from
such business for its taxable year which iei'des such Deem tber 31, then, in
applying subsection (a) for such taxable year, the $15,000 amount specified
in paragraph (2) (B) of such subsection shall be reduced for each such cor-
poration to an amount which bears the same ratio to $15,000 as the excess of
such deductions over such gross income of such corporation bears to the
aggregate excess of such deductions over such gross income of all such
corporations.

"(4) PARTNESIliPS..-A business of farming carried on by a partnership
shall be treated as t,,rrled on by the members of such partnership in propor-
tion to their interest in such partnership. To the extent that income and
deductions attributable to a business of fanning are treated under the pre-
ceding Sentence as income and deductions of members of a partnership, such
income and deduction shall, for purposes of this chapter, not be taken into
account by the partnership,

"(5) Two OR MORE BUSINEssES.-If a taxpayer is engaged in two or more
businesses of farming, such businesses shall be treated as a single business.

"(6) RELATED INTEGRATED BUSINEsEs.-If a taxpayer Is engaged in the
business of farming and is also engaged in one or more businesses which are
directly related to his business of farming and are conducted on an Inte-
grated basis with his business of farming, the taxpayer may elect to treat
all such businesses as a single business engaged in the business of farming.
An election under this paragraph shall be made In such manner, at such time,
and subje(t to such conditions as the Secretary or his delegate may prescribe
by regulations.

"(7) 1,TIBDCAPTER'S CORPOFWATIONS AND THEIR SIIAREUOLbEERS.-
"For special treatment of electing small business corporations which

do not file statements under sumection (b) and of the shareholders of
such corporations, see section 187.
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"(f) RauLATjoNs.-The Secretary or his delegate shall prescribe such regula-
tions as may be necessary to carry out the purposes of this section."
SEC. 1202. TECHNICAL AMENDMENTS.

(a) The table of sections for part IX of subchapter B of chapter 1 of the Inter-
nal Revenue Code of 1954 is amended by adding at the end thereof the following
new item:
"See. 277. Limitation on deductions attributable to farming."

(b) Section 172(1) of such Code is amended by adding at the end thereof the
following new paragraph:

"(3) For limitations on deductions attributable to farming and special
treatment of disallowed farm operating losses, see section 277."

() Section 381(c) of such Code is amended by adding at the end thereof the
following new paragraph:

"(24) FARM OPERATING LOSS 0AYOVE.-The acquiring corporation shall
take Into account, under regulations prescribed by the Secretary or his dele-
gate, the disallowed farm operating loss carryovers under section 277 of the
distributor or transferor corporation."

(d) (1) Subchapter S of such Code Is amended by adding at the end thereof
the following new section:
"SEC. 1379. ELECTING SMALL BUSINESS CORPORATIONS ENGAGED IN

BUSINESS OF FARMING.
"(a) SEPARATE APPLIOATION TO FARMING INCOME AND DEDuMOros.-Under reg-

ulations prescribed by the Secretary or his delegate, an electing small business
corporation which Is engaged in the business of farming during its taxable year
(other than a corporation which has filed a statement under sectim 277 (b) which
ts effective fcr such taxable year), and the shareholders of such corporation,
shall apply the provisions of sections 1373 through 1878, separately with
respect to-

"(1) Income derived from the business of farming by such corporation
and deductions attributable to such business, and

"(2) al other income and deductions of such corporation.
In computing the taxable income and undistributed taxable income, or net
operating loss, of such corporation with respect to the business of farming, no
deduction otherwise allowable under this chapter shall be disallowed to such
corporation under section 277.

"(b) SMAUROLDSRs TRWATED AS ENGAGED IN BusINESS oF FARMING, ET.-
Por purposes of section 277-

"(1) each shareholder of an electing small business corporation to which
subsection (a) applies shall be treated as engaged in the business of
farming.

"(2). the 'undistributed taxable Income of such corporation which Is in-
cluded in the gross income of such shareholder under section 1373 and Is
attributable to income and deductions referred to in subsection (a) (1),
and dividends received which are attributable to such Income and deduc-
tlons andar distributed out of earnings and profits of the taxable year as
specified in section 816(a) (2), shall be treated as Income derived from
the business of farming by such shareholder, and

"(8)'t6e deduction allowable (before the application of section 277 tosuch shareholder under Sectiton 1374 as his portion of such corporation's net
operating Ios attributable to income and deductions referred to in subsection
(a) (1) shall be trted as a deduction attributable to the business of

>." "(c)' SP*LIE Ru ougton 8o 277(e) APPLIcA ---For purposes of this
l, d the 0P(Cla '!tP9, Stt forth In siectlon 277 (e) shall apply."

* ib6 tAble 0t sect iS for'subchapter 'S of such Code is amended by adding
: ;a~etl.i49l" ,o- follougnew item". "

° 1". r l cttp .e- ml aifl bussuscorporations -engaged In business of farming."
'~.BZ.1W~%I1~~r~OAT.

Ibe ze lt? ma e this tit~~le shall apply to taxable years beginning
*!I I4e tith 9V*C I )t 9f this title, except that for purposes of applying

0i tev nh ! Peenue, 09e of 1964 (as added by section
) Wlfittespect to dtsaUQ~ltLw farm operatinglosses of any tax-

a~ ta able rear beginning after suclf te-

to,
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(1) such amendments shall also apply to the 3 taxable years of such tax-
payer preceding the first taxable year beginning after such date, and

(2) in the case of a taxpayer to whom section 1379(b) of such Code (as
added by section 1202(d) of this title) applies for any of his first 3 taxable
years beginning after such date, section 1379 of such Code shall apply with
respect to the electing small business corporation of which such taxpayer is
a shareholder for the 3 taxable years preceding each such taxable year of
such taxpayer, but only with respect to any such preceding taxable year for
which the corporation was an electing small business corporation.

TITLE XIII-GAINS FROM THE DISPOSITION OF DEPRECIABLE REALTY

SEC. 1301. INCLUSION OF REALTY AS SECTION 1245 PROPERTY.
(a) AMENDMENT OF SECTION 1245.-Section 1245 (a) (3) (relating to gain from

dispositions of certain depreciable property) is amended by redesignating sub-
paragraphs (B) and (C) as subparagraphs (C) and (D), respectively, and by
inserting immediately after subparagraph (A) the following new subparagraph:

"(B) any real property which is or has been property of a character
subject to the allowance for depreciation provided in section 167, or".

(b) REPEAL OF SECTION 1250.-Section 1250 (relating to gain from dispositions
of certain depreciable realty) is repealed.
SEC. 1302. EFFECTIVE DATE.

This title shall apply to dispositions occurring after June 30, 1969.

TITLE XIV--REPEAL OF 7 PERCENT INVESTMENT TAX CREDIT
SEC. 1401. REPEAL OF CREDIT.

Section 88 (relating to credit for investment in certain depreciable property)
Is amended by adding at the end thereof the following new subsection:

"(c) TERMINATION OF CREDIT.-The credit provided by subsection (a) shall
apply only with respect to property placed in service by the taxpayer on or before
the date of the enactment of this subsection and with respect to property placed
in service after such date-

"(1) to the extent such property is attributable to construction, reconstruc-
tion, or erection by the taxpayer (A) on or before such date, or (B) after
such date pursuant to the terms of a binding written contract as In effect on
such date, or

"(2) such property was acquired by the taxpayer (A) on or before such
date, or (B) after such date pursuant to the terms of a binding written con-
tract as In effect on such date.

Notwithstanding section 46(b) (relating to carryback and carryover of unused
credits), no amount shall be added pursuant to such section to the amount allow-
able as a credit by this section for any taxable year ending after the date of the
enactment of this subsection."

SEC. 1402. The amendment made by section 1401 shall apply with respect to
taxable years ending after the date of the enactment of this Act.

TAx REFORM ACT OF 1969

TITLE I: SHORT TITLE AND PROVISIONS FOR PERFECTING &MENDMENTS

TITLE II: TAXING CAPITAL GAINS UNTAXED AT DEATH-SAVINOS $2.5 BILLION

When shares of stock and other forms of property increases in value, the
increase is subJect to tax as a capital gain. However, the capital gains tax
rate on property held for more than 6 months is only halt of that for ordinary
income, and it never goes higher than 25 percent. In addition, the tax is not
assessed until the property is sold and the Increase in value is realized.

But some capital gains are never taxed at all. Here Is how It works. Sup-
pose a taxpayer bought some stock In a small electronics company for $5000
back in 1958. The company has flourished and the stock is now worth $15,000.
If he sells it now he will have to pay a capital gains tax on the $10,000 In-
crease In value. For the high bracket taxpayer who pays the maximum 25
percent capital gains rate, this means a tax of $2500. But if he never sells the
stock and it passes on to his heirs, neither he nor his heirs will ever have
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to pay Income tax on the increase in value. The heirs' only responsibility for
taxes is on any future profit they receive.

This loophole greatly favors those who have large amounts of accumulated
wealth to pass on to the next generation.

Moreover, many older investors who would rather see that money go to
their heirs than to the Internal Revenue Service tend to hold on to Invest-
ments they would normally sell. As a result, capital which would otherwise
be set free to flow iito sound and productive Investments is locked in, dis-
torting investment decision-making.

Closing this loophole by simply taxing these capital gains at death would
increase Federal revenues by $2.5 billion a year.

TITLE Iii: ELIMINATING TIlE UNLIMITED CHARITABLE DEDUCTION-SAVINGS $60
MILLION

The unlimited charitable deduction is a little-known device that costs the
Treasury some $60 million a year In lost'revenues.

The ordinary taxpayer may not deduct more than 30 percent of his income
for his contributions to charity, no matter how much he gives. Not so for
some millionaires,, however. They are allowed to deduct gifts to charity with-
out limit If-in that year and eight of ten preceding years--their charitable coni-
tributions plus Federal income -taxes paid exceeded 90 percent of taxable
income.

This may sound like a hard way to escape taxation, but it really is not
if you are a millionaire and a careful investor. Notice that it is only 90
percent of taxable income that must be given away or paid in taxes-the mil-
lionaire who receives most of his Income from capital gains, tax-free state and
local bonds, and oil property will have relatively little taxable income. Thus
the 90 percent requirement need not be a serious obstacle--a modest annual
gift to a favorite charity, which might be a foundation set up by the wealthy
taxpayer himself-and the full benefits of an unlimited charitable deduction
i his to reap.

TITLE IV: ELIMINATION SPECIAL TAX TREATMENT FOR STOCK OPTIONS-SAVINGS
$150 MILLION

The stock option loopholes enables top executives of large corporations to pay
taxes on part of their Incomes at low capital gains rates.

It works this way. If the executive is rewarded by his corporation with a bonus
or a raise, he pays taxes on it just like everyone else. If he is a top-level execu-
tive, however, the corporation is more likely to give him an option to purchase
its stock instead. The option is simply a right to purchase the company's stock
at any time the executive wants to within. say, the next ten years, at the price
the stock Is selling for at the time the option is granted. Thus an executive
granted an option Iv 1960 when the company's stock is selling for $50 a share can
exercise It In 1968 by buying the stock at that price, even though the stock may
have risen In value to $800 a share during those eight years. Exercising the
option therefore gives him a capital gain of $250 a share, taxable at the low
capital gains rates. By contrast, the man who received the same amount of In-
come In the form of salary or a bonus would pay an Income tax at lea,,t double
that of the option-favored executive.

If perchance the stock should decline in value the executive Is no worse off.
He has no obligation to buy the preferred stock, so he simply does not exercise
his option.

As a result of President Kennedy's 1962 request that the stock option loophole
be closed, the Revenue Act of 1964 tightened up the terms qualifying business
extutl6 fbr this privileged treatment. The privilege still remains, however.
t 16,110t41 b tingdiWn the eurtainon it.

iU, ... Adoift, the saving to the Treasury could well be $150 million.

vi): tMINA'INO THE $100 DIVIDEND EXCLUSION-SAVINGS $225 MILLION

,!61 1"dtn stockholders are specially favored by the $100 dividend exclusion
h*e ese generally highracket taxpayers get their first $100 of dividends

ea5i:b- myar; tt, By, contrast, their neighbors who put their money in savings
060 thr ,I government bonds pay income tax on all the interest they receive.
~ ~ie~IvUqd, eCM son, wa's first written jnto the tax law In 1954d The osten-
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sible reason was to compensate for the "double taxation" of dividends which are
taxed first to the corporation as corporate income and then again as a dividend
when distributed to the taxpayer.

The logic of this double taxation argument would lead to the conclusion that
all dividends should escape tax, but even the strongest proponents of the 1954
dividend exclusion did not have the temerity to push for this.

Corporations and their stockholders are separate entitles-legally and in fact.
The very purpose of incorporation is to limit the owner's liability by separating
his income and assets from those of the corporation. Since the stockholders
benefits &,ubstartlally by this legal separation from the corporation, it is no in-
justice for the law to continue to view the stockholder and the corporation as
separate entities at tax time.

Double taxation, moreover, is all around us. Excise taxes, sales taxes, and
use taxes are often pyramided on top of each other. There is a sales tax on
automobiles, for example, yet many of the parts in the car were already taxed
at least once before when they were sold to the car manufacturer.

Closing the dividezid exclusion loophole would increase Treasury revenues
by $225 million.

TITLE VI. ELIMINATING THE BENEFITS DERIVED FROM MULTIPLE CORPORATIONS-
SAVINGS, $200 MILLION

Dividing a business enterprise into a number of separate parts for tax purposes
has long been a disorder of the corporate world. The advantages of multiple
incorporation result from the way the corporation tax is set up: the first $25,000
of a corporation's earnings are taxed at 22 percent, while everything above that
is taxed at 48 percent. Therefore, dividing the enterprise up into a number of
separate corporations, each reporting earnings of $25,000 or less, avoids the
extra 26 percent tax entirely. kince each $25,000 in earnings beyond the first
$25,000 would otherwise be taxed at the full 48 percent rate, there Is a tax savings
of 26 percent of $25,000 (or $6,500) for each separate corporation.

Take, for example, a corporation with earnings of $100,000 a year-,splitting
it up into four $25,000 corporations can save $19,500 a year In taxes. There is one
case on record of a corporation that divided itself into 734 separate corporations,
for a tax saving that approached $5,000,000 a year.

Although Congress put some limits on the. multiple corporation dodge In 1964,
this loophole still costs the Treasury $200 million a year.

TITLE VII. REMOVING THE TAX EXEMPTION ON MUNICIPAL INDUSTRIAL DEVELOPMENT
BONDS-SAVINGS $50 MILLION

Communities throughout the country are today issuing municipal bonds bearing
taxfree interest to finance industrial plants and commercial facilities for private,
profit-making corporations.

The usual technique is for the municipality to construct a plant in accordance
with the corporation's specifications and then to lease the plant to the corlora-
tion, using the rental payments to retire the bond.

Although the Interest on state, and local bonds has long been tax-free, this
privilege was not extended to industrial development bonds until 1954, and
then not by law but by a Treasury ruling.

There is no Justification whatever for extending the tax-exempt privileg, to
these bond issues. They serve no public purpose, but merely subsidize plant
construction for large corporations that are fully capable of financing these
plants themselves. They flood the tax-exempt bond market and drive up interest
rates on all tax-exempt bonds. And they have been a prime weapon in the arsenal
of rural, largely Southern, areas seeking to lure run-a-plants from other parts
of the country.

This plant piracy has forced a number of industrial states to allow their local
governments to issue these bonds, with the result that some 44 states now author-
ize them. With virtually all states issuing these. bonds, this kind of financing no
longer gives one state an advantage over another. The states end up caught in
a beggar-thy-neighbor rat-race which benefits no one but the subsidized cor-
porations.

Early in 1968 the T1reasury Department attempted to reverse its 1954 ruling
be revoking the Industrial development bond tax exemption. However, Congress
thwarted thI4 attempt by passing legislation that permitted the exemption to
continue for most issues. The tax exemption was first limited to Issues of under
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$1 million, except that larger issues for arguably public purposes (like sports
arenas, airports, pollution abatement facilities, and industrial parks) % ould
remain tax exempt. Congress then raised the upper limit on bond issues to $5
million if the issuing community was willing to work within certain restric-
tions. The upshot of all this is that some 87 percent of industrial development
bond issues will continue to be tax exempt.

Losing this loophole for good would save the Treasury at least $50 million a
year.

TITLE VIII: A MUNICIPAL BOND GUARANTEE CORPORATION AS AN ALTERNATIVE TO TAX
EXEMPT BONDS -SAVINGS $900 MILLION

The Interest on state and local bonds has been tax-free ever since the original
Income tax law of 1913. As a matter of fact, taxpayers need not even report
this income on their tax returns.

Ajs a consequence, state and local bonds have long been a favorite investment
for the very rich. Although the average taxpayer perceives no great advantage
in buying municipal bonds at 4 percedt when he can get corporate bonds that
will pay him 7 percent, the tax free bonds look very good indeed to taxpayers in
the 50-percent-and-up brackets

Not surprisingly, then, over 80 percent of tax-free bonds held by Individuals
are in the hands of the wealthiest 1 percent of the population.

This tax exemption does, however, have one important redeeming future--it
enables hard-pressed states and cities to raise money for schools, roads, water
purification plants, hospitals, and other essential public facilities at relatively
low interest rates. Simply taxing the interest on municipal bonds, therefore,
would force munilcipalities either to pay higher interest rates (which few of
them could) or to forego badly-needed public improvements.

Fortunately there is a solution at hand that does not involve giving tax-free
income to millionaire investors. The idea is this: tax the income from these
bonds, but have the federal government pay a direct subsidy to states and cities
to compensate them for their higher borrowing costs. The Treasury would come
out comfortably ahead on the deal, since it now 1oe8 far more revenue ($1.8 bil-
lion in 1968) than the states and localities save in lower borrowing costs (about
$.9 billion).

This Title therefore sets up a Municipal Bond Guarantee Corporation to
guarantee State and local bond issues against default, and to pay to states and
localities an Interest subsidy sufficient to reduce their interest payments by one-
third. The funds for the subsidy would come from general Federal revenues. In
return for the guarantee and subsidy, states and localities would be required to
waive .the tax exempt status of the bond issues involved, thus allowing the
Federal government to tax the Interest

Although municipalities could continue to issue tax exempt bonds, the
Guarantee Qorporation route would be more attractive in most cases. Treasury
Department experts estimate that municipal borrowing costs are only reduced
25 percent because of the tax-exempt feature, while the Federal interest sub-
sidy would reduce their borrowing costs by 38 percent. The Treasury would also
come out ahead, since they would get an estimated 42 cents in extra tax revenue
for every 33 cents that had to be turned over to municipalities as an interest
subsidy.

TITLE Ix: REDvCNG THE MINERAL DEPLETION ALLOWANCE FROM 2712 PERCENT TO
15 PKV UNT ON OIL AN D FROM 28 TO 15 PERCENT ON 41 OTHER MINERALS--SAVINGS
$900 MILLION

T1he moot notorious tax loophole of all is the oil depletion allowance. It allows
oi Producers to receive 27% percent of the gross income from their oil wells
tai-f64-so long as lt does not exceed 50 percent of net income. In theory, this is
: ,comen sate the oil man for the fact that the oil in his well is being used up,

de much as other businessmen are allowed to take deductions for the
dq(ore . d a of their plant and machinery. Unlike other industries, however,
the : l ,ep '., ,~oallwance continues year after year as long as the well keeps
,; p nt-~~4tdoe not stop when the cost of the well Is recovered. Normal cost
.dbZredton" byWay of contrast, permits capital assets to be depreciated over

t e9 :t Life, but total deductions cannot exceed the total cost of the asset.
t, f tsp arovlsion, t he Treasury estimates, the cost of the average oil

te: lu r Qer !9 tbIes over. The ef6ct of this on oil company tax bills is
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striking: in 1966 the 20 top oil companies in America cleared a total profit of more
than $4% billion-yet they paid Federal income taxes at the rate of only 8/,
percent. That is about the same rate a man and wife earning $3,000 a year must
pay.

Ideally, percentage depletion should be replaced with cost depletion. But since
we are not living in an ideal world, this Title provided only that the oil depletion
allowance be reduced by less than one-half, from 271/2 to 15 percent, the per-
centage now applicable to over 40 other minerals. In addition, this Title would
reduce to 15 percent the mineral depletion allowance on 41 minerals now enjoy-
ing a 23 percent depletion rate. Thus these two reforms would put a 15 percent
ceiling on all percentage depletion.

The revenue gain from this modest proposal would be at least $900 million a
year.

TITLE X: ESTABLISHING THE SAME RATE FOR GIFT AND ESTATE TAXES-SAVINGS
$150 MILLION

Present tax law places a premium on a person giving away his property during
his lifetime. Property given away during a donor's lifetime is taxed at the gift tax
rate, which is only three-fourths as high as the estate tax rate that applies to
property transferred at death. In addition, $3000 can be given away each year to
any number of individuals without paying any gift tax. Finally, over and above
these yearly $3000 gifts, $30,000 can be given away by a person during his lifetime
without paying a gift tax.

This Title simply raised the gift tax rates by 25 percent to bring them in line
with the estate tax rates. Property given away would then be taxed at the same
rate without regard to whether it is given during the donor's lifetime or at his
death.

This reform would bring in $150 million in extra revenues annually.

TITLE XI: ELIMINATING PAYMENT OF ESTATE TAXES BY THE REDEMPTION OF
GOVERNMENT BONDS AT PAR-SAVINGS $50 MILLION

If upon death a person faces a probable $100,000 estate tax bill and has a smart
lawyer, the lawyer will advise his client to buy $100,000 worth of long-term U.S.
Government bonds. Why? Because the U.S. Treasury will redeem its bonds at
par (face) value in payment of estate taxes, no matter what his client paid for
them. If his client, for example, buys Government bonds for $80,000 and his estate
turns them in at $100,000 a few weeks later, the decedent reduces his estate tax
bill by 20 percent.

The Treasury loses $50 million a year as a result of this little known generosity.

TITLE Xfl: LIMITING HOBBY FARMERS' USE OF FARM LOSSES TO OFFSET OTHER
INCOME-SAVING $400 MILLION

The "hobby farm" loophole allows wealthy individuals with a yen for the
bucolic to escape both city life and a large amount of taxes by becoming gentle-
men farmers. These part-time rustics get most of their income from sources other
than farming, but by maintaining a farm they can take advantage of special farm
accounting rules-which were developed to ease bookkeeping chores for ordinary,
full-time farmers-and show "tax losses" which are not true economic losses.
These tax losses are then used to offset nonfarm income, generally resulting in
a large tax savings overall.

Not only is this loophole a large drain on the Treasury-around $400 million a
year-it also gives the hobby farmer an unfair competitive advantage over the
genuine farmer. The ordinary farmer must compete In the market place with
these wealthy hobby farmers, to whom a profit in the ordinary sense is not
necessary. In addition, the Treasury has said, the attractive farm tax benefits
available to the wealthy have caused them to bid up the price of farm land beyond
that which would prevail in a normal farm economy.

This Title deals with the hobby farm problem by limiting the amount of non-
farm income that can be offset by farm losses in any one year. For those with
non-farm income up to $15,000, farm losses can offset this non-farm income in full.
However, for each dollar of nbn-farm income in excess of $15,000, the amount of
non-farm income that can be offset is reduced by a dollar. Thus, someone with
a non-farm income of $20,000 could only offset $10,000 of it With farm losses, while
someone with non-farm income of $30,000 or more could offset none of it with farm
losses.
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In addition, there are carryover and carryback provisions that allow farm
losses to be offset against farm income-but no other income-for the prior 3 years
and the subsequent 5 years.

TITLE XIII ELIMINATING ACCELERATED DEPRECIATION ON SPECULATIVE. REAL ESTATE-
SAVINGS $150 MILLION

This Title would repeal section 1250 of the Internal Revenue Code, which per.
mits accelerated depreciation on speculative real estate investments.

By taking advantage of this accelerated depreciation provision, a real estate
speculator can deduct more than the normal amount of depreciation in the early
years of a building's life in return for lower-than-normal deductions in the later
years. However, if he sells the building at the proper time he can avoid those
lower deductions In the later years. The new purchaser can in turn begin again
with higher-than-average deductions, skimming the cream of accelerated depre-
ciation before he too sells the property. The advantage of this for the speculator
Is that these higher-than-normal deductions can be used to offset ordinary Income,
reducing his tax bill.

But this is not the only tax advantage that flows from accelerated depreciation.
If the speculator sells the property at a profit, his entire profit Is taxed at the low
capital gains rate-including the "book profit" resulting from accelerated depre-
ciation. This extra book profit comes about because accelerated depreciation has
reduced the nominal value of the property below what it would be If normal
straight-line depreciation had been used. In most non-real estate transactions this
extra book profit-the difference between book value-and real value--is taxed
as ordinary income. Not so for real estate (except in certain limited circum-
stances). There this fictional gain is taxed at the reduced capital gains rates.

Repealing the accelerated depreciation provision would save the Treasury $150
million annually.

TITLE XIV: REPEALING THE 7 PERCENT INVESTMENT TAX CREDIT-SAVINGS $8 BILLION

The 7 percent investment tax credit, enacted in 1962, permits business firms to
subtract from their tax bills 7 percent of the value of eligible new eqoiipment
installed during the year. It was intended to stimulate the economy by providing
a subsidy to private investment.

However, our economy has been overstimulated and we are now in a period of
serious inflation, fed in part by the investment tax credit. The credit concentrates
inflationary spending power on precisely that portion of the economy that is
already most overheated-the capital goods sector. And, having stimulated infla-
tion In, the capital goods sector in the first place, It creates a second round of
inflation by causing business to hasten to Invest before Inflation drives up capital
goods prices even further.

Nor Is this all. In order to damp down the inflation caused In considerable part
by the investment tax credit, the country's monetary authorities are currently
engaged in a policy of restricting money and credit and raising interest rates.

The purpose of the tight money policy is to slow inflation, mainly in the capital
goods sector. Unfortunately, tight money and high Interest rates fall upon the
Just and unjust alike. The business firm that overinvests in capital equipment may
have to pay high interests rates, but it is bountifully subsidized hy the govern-
ment through the investment tax credit, and is thus largely insulated from the
effects of Interest rate Increases. Meanwhile, the three segments of the economy

J1- that suffer most from tight money and high Interest-the housing industry, state
and local government, and small business have no investment tax credit to rescue
them from the effects of tight money and high interest rates.
-...This Title would repeal the investment tax credit for all property Installed
after Its enactment, except that property which was ordered under binding con-
tract before enactment would continue to qualify. Doing this would bring in an
extra $R billion In revenues annually.

STATRMR T Or HON. BOB DOve, U.S. Si:NATOR fPOI( THE STATE OF KANSAS

4 Mr. Cbairman, I welcome your invitation to submit recommendations for
i~cowe Ia e~m
'AAewi rtA .i' dent Prixon's statement in his taxmessage to Congress on
ApI2$, 19f9, that reform of our Federal income tax system is long overdue-
that-too many Americans bear too much of the tax burden for too many who
pay lo than their fair share.

Z
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Among the inequities in our present tax structure, those listed below are, in
my opinion, in need of attention:

1. Deduction against non-farm income of farm losses rising from unrealistic
accounting methods--so-called "tax loss farming."

2. Increase the amount of the individual personal exemption from the current
$600 per person to $1200.

3. Elimination of the scheduled termination of certain exemptions now ac-
corded bank deposits owned by foreigners.

4. Remove tax exemption of certain non-profit organizations and make mire-
lated business income of churches subject to income tax.

5. Leave undisturbed the 271/ percent depletion allowance for oil and mineral
exploration. This provision is essential to the continued search for oil and gas
reserves in the continental United States.

6. To provide for the valuation of a decedent's interest in a closely held busi-
ness for estate tax purposes as proposed by my bill S. 2200 pending before your
cbmnmittee.

7. To provide for sharing with the state and local governments, a portion of
the tax revenues received by the United States as proposed by S. 134 of which
I am a co-sponsor.

A STATEMENT OF POSITION ON THE TAX REFORM ACT OF 1969 (H.R. 13270)
BY THE FOLLOWING 70 PENNSYLVANIA COLLEGES AND UNIVERSITIES SUBMITTED
TO THE COMMITTEE BY HoN. RIroCARD S. SCHWEIKER, A U.S. SENATOR FROM THE
STATE OF PENNSYLVANIA

Albright College, Reading
Beaver College, Glenside
Bryn Mawr College, Bryn Mawr
Bucknell University, Lewisburg
Cabrini College, Radnor
Carnegie-Mellon University, Pittsburgh
Cedarcrest College, Allentown
Chatham College, Pittsburgh
Chestnut Hill College, Chestnut Hill
College Misericordia, Dallas
Dickinson College, Carlisle
Drexel Institute of Technology,

Philadelphia
Eastern Baptist College, St. Davids
Franklin and Marshall College,

Lancaster
Gettysburg College, Gettysburg
Gwynedd Mercy College,

Gwynedd Valley
Haverford College, Haverford
liumaculata College, Immaculata
Juniata College, Huntingdon
Keystone Junior College, La Plume
King's College, Wilkes-Barre
Lafayette College, Easton

La Sal!a College, Philadelphia
Lebanon Valley College, Anuville
Lehigh University, Bethlehem
Lincoln University, Chester
Marywood College, Scranton
Moravian College, Bethlehem
Mulhlenberg College, Allentown
Pennsylvania Military College, Chester
Philadelphia College of Pharmacy and

Science, Philadelphia
Philadelphia College of Textile and

Science, Philadelphia
Roseriont College, Rosemont
Saint Joseph's College, Philadelphia
Susquehanna University, Selinsgrove
Swarhmore College, Swarthmore
University of Pen.sylvania, Phila-

delphia
University of Scranton, Scranton
Utsirnus College, Collegeville
Villanova University, Villanova
Washington and Jefferson College,

Washington
Westminster College, New Wilmington
Wilkes College, Wilkes-Barre

Twenty-seven additional independent colleges and universities are listed in
Appendix C annexed hereto.

Believing that tax reform need not and should not be achieved at the expense
of the long-range national interest, we join the American Council on Education
and its 1538 institutional members in opposing certain provisions of HR. 13270
that would adversely affect higher education by weakening some of the most
effective incentives to its voluntary financial support.

Higher education in the United States has produced the men and women who
have put Americans on the moon, banished many killing diseases, developed our
economy, and made our system of government work. It holls our ultimate hope
of rising to such critical challenges as the social and environmental ills of our
cities. Clearly, funds contributed to colleges and universities go to the heart of
our national welfare.

Today, the resources of our institutions are severely strained by the burgeon-
ing demands on our services in the face of inflation and cutbacks in Federal aid.

33-805b-69-pt. 2-21
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We need more money, not less. Any discouragement of personal philanthropy
from our accustomed benefactors would, it is submitted, increase rather than
lessen the burden on the Federal government for the support of our institutions
and indeed for our survival.

A gift to an educational institution has these characteristics that we believe
pertinent to any consideration of its tax treatment:

It is a wholly discretionary expenditure.
It is an act of constructive citizenship, facilitated by favorable tax policy,

but motivated by a concern for human good.
It is essentially an unselfish act; whatever the tax consequences, it re-

duces the donor's net worth.
With these insights into the nature of educational philanthropy and its impor-

tance to the vitality of our institutions, we have examined H.R. 13270 and
assessed its Implications in the broad context of the stated purposes of the Bill.

We concur in the purposes and general thrust of the Bill. We also concur in
the principle that no individual shield be able to "profit," that is, increase
his net worth, by reason of donations to our institutions. The enactment of
some of the provisions supported below, it should be pointed out, will clc,
meaningful avenues of past support for our institutions.

ACCEPTABLE PROVISIONS OF H.R 18270

(1) Repeal of the Oay Brown transaction (pps. 25-26).1
The taxation of "unrelated debt financed income" of a charity where it ac-

quires a business or investment property is justified. However, as written, It is
possible that by reason of the definition of "obligation" In the statute, a promise
to pay a life Income or annuity in return for a gift of property will give rise to
taxation. The life income contract and annuity agreement as used by our In-
stitutions is wholly distinct from the Clay Brown situation and the statute must
be clarified If this unintended and unjustified side effect is to be avoided.

(2)' Extension of the unrelated business Income tax to activities which are not
within the "function" of educational Institutions and do constitute unfair com-
petition to private enterprises (pps. 26-28).

(3) The Increase in the annual limitation of deductIbility of contributions to
colleges and universities from 30% to 50% (pps. 31-32).

(4) Repeal of the unlimited deduction (pps. 32-33).
(5) Taking gain or Income into account for tax purposes in the case of appre-

ciated gifts to our institutions Involving short term capital gain or ordinary
Income had the donated property been sold (pps. 33-85).

(6) Repeal of the Two Year Charitable Trust Rule (pps. 35-363).
(7) Allocation of basis in the case of a bargain sale of appreciated property

to our Institutions (pps. 3-5).
(8) Repeal of deduction for the charitable Income trust with non-charitable

remainders (pps 88-39).
(9) Increase In the standard deduction (pps. 100-401).
(10) Most important, the continued deductibility at fair market value of the

vital gifts to our Institutions of long term appreciated securities and real estate.

OBJECTIONABLE PROVISIONS OF H.1. 18270

We feel Impelled to oppose with the deepest conviction the following provisions,
the enactment of which we believe would critically impair the voluntary support
and financial viability of our institutions:

(1) Inclusion of the long term appreciation in donated securities and real
estate in tax preference Income for purposes of limited tax preference and
allocation of deductions (pps. 47-MO).

Gifts from Individuals are the greatest single source of voluntary support for
our colleges and universities; the largest of these gifts are commonly made in the
form of appreciated property. In a sampling of Pennsylvania colleges and univer-
sities, a majority reported that from 30% to 70% of their total gift Income from
Individual donors during 1968-69 was received in this form. (See Appendix A
annexed hereto). Over the past three yeaps, an average of 40.6% of outright
gifts received by 18 of our institutions from individuals amounting to $3,415,000
consisted of securities.

1 (Rerme" are to August 18, 199 Summri of H.R. 18370 prepared by the Staffs of
Joint Committee on Internal Revenue Taxation and Committee on Finance.)
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The Ways and Means Committee deliberately chose to continue the deductibil-
ity of long term appreciated gifts at fair market value; the Bill's inclusion of the
appreciation in tax preference income and in allocation of deductions Is incon-
sistent with the principle which the Committee studied and upheld. Adoption of
this provision would be severely damaging to our Institutions; it would dis-
courage precisely the very large gifts that make or break our programs of volun-
tary support. The deductibility of such gifts of appreciated property produces a
benefit to society wholly distinctive from the other stated tax preference Item&
The unfortunate consequences of this provision would, in our Judgment, discour-
age such vitally needed philanthropy at great cost to our future welfare -and for
relatively little revenue to the federal government.

(2) Inclusion of gifts of "a future Interest in property" among those appre-
ciated gifts that would be disqualified for deduction on the basis of fair market
value (p. 34).

The adverse effect of this provision would appear unintended. The stated
reasons for denying deduction for such gifts are (a) difficulty in evaluation and
(b) over-valued claims for deduction. Although abuses infrequently arise in the
valuation of gifts of tangible personal property, they do not occur In gifts of
future Interest. For colleges and universities, the provision would virtually
eliminate gifts subject to life income. These gifts are usually made by donors of
limited means who wish to contribute substantially to their college or university,
but who must safeugard their personal lifetime security by retaining the income
from their gifts. Upon the death of the Income beneficiaries, the gift passes
irrevocably to the Institution.

The value of the tax deduction on such a gift is exactly ascertainable by
mathematical computation; under existing law, It is determined by reference to
U.S. Treasury Issued actuarial tables.

The experience of representative Pennsylvania colleges and universities during
1968-69 (See Appendix B attached hereto) shows that gifts subject to life
Income are preponderantly In the form of securities. Such gifts would, be
markedly discouraged, if not altogether precluded, by the loss of fair market
value deductibility.

(3) The assorted effective dates of various provisions of H.R. 13270 and the
prospective application of new rules to past established contracts or trusts be-
tween donors and our institutions are not only confusing, but are Inequitable.
Such arrangements entered into with bona fide reliance on existing statutes or
regulations should not, we submit, be upset.

Other provisions of H.R. .13270 to which we respectfully call attention are:
(1) Charitable Remainder Trust (pps. 37-38).
Tied In with gifts of "future interest," previously discussed, these provisions

designed to prevent a life tenant from benefiting at the expense of the remainder
interest pissing to our institutions, fall to distinguish between situations where
control of the assets Is in the hands of the educational institutions and where
It Is not. Where an educational institution Is Trustee, the possibility of abuse Is
eliminated, for, realistically, no reputable college or university would countenance
tax mischief on the part of a donor. Similarly, trust law concepts of every state
Impose fiduciary responsibilities upon Trustees, which make improper adminis-
tration punishable by surcharge. The Bill provisions would eliminate reduction
for the traditional life Income gift, namely, a reservation of a life estate in real
property with the property passing outright at the death of the life tenants to
a college or university. Again, in such a situation, deduction abuse is not
possible and the basis for this restriction Is without merit.

(2) Oharitable contributions of estates and trusts (pps. 36-37).
The one-year "set-aside" limitation is insufficient where circumstances beyond

the control of a Trustee or an Executor (e.g., tax audits, litigation, appraisals)
prevent a distribtulon to a charity within that period.
(8) Gifts of tangible property (pps. 33-36).
Other than a gift of one's own work by an artist, author, or other creative

person, gifts of tangible property are now capable of fair evaluation by Treasury
procedures, which prevent an excessive deduction. The fair market value deduc-
tion has encouraged gifts of unique manuscripts and great works of art to our
Institutions that might otherwise not be made available to students, scholars and
the public.

(4) Gifts of use of property (p6 87).
This provision requires a clarification of definition. As written, a donor might

be denied a charitable deduction for a gift of 50 acres of a lOGacre tract of land,
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or a remainder interest subject to a life estate. As intended, the provision was
to deny a deduction for the fair rental value where a gift of use of property was
made-a principle we do not oppose.

(5) filing information returns (pps. 18-19).
While none of our Institutions objects to disclosure to the Treasury of its in-

-come.and expenses, or its donors or highly compensated employees, the extra-
ordinary .i)posal to expose this latter Information by name and address to the
public record could have serious adverse consequences In the day-to-day opera-
tions of our institutions, The rationale for their rule with resclxvt to "private
foundations," namely policing their exempt status, is inlppliicable, we submit,
to educational Institutions such as ours. Our purpose is In eidenee on our
Campuses at all times.

In addition, we question the logic of taxing foundations at a revenue-produeing
rate. Foundations are un important source of Support for higher educat ion and
a stimulant to Innovative solutions to society's problems. To supervise foumida-
tions and require them to bear the cost of supervision is eminently fair: to impose
a tax upon them ostensibly to raise revenue would be a denial of the function
for which this type of organization was permitted by Congress.

Regulation of foundation expenditures through pmnalty must not be an excuse
for control; if this happens, their distinctive contribution to society will be
largely lost, and contemporary problems, often requiring legislative cures, will
ultimately lose the benefit of the research which Foundations bave supported
with increasing effectiveness.

CONoLUSION

Tax reform, once enacted, will Influence national priorities for years to come,
We believe the Congress would agree that the development of our capabilities in
higher education must have a basic place among these priorities.

Speaking for 70 colleges and universities In th e Commonwealth of Pennsyl-
vania that are educating aproximately 128,600 students each year and whose
expenditures for that purpose aggregated over $848,000,000 in 1968, we urge that
while tax reform is needed and timely, remedial legislation must not impede the
fulfillment of national expectations vested in omr country's colleges and universe.
ties. If we are to continue to provide knowledge, education, and understanding
as wellspring of our nation's strength, critical incentives to private support re-
quire the endorsement of our nation's leaders.

APPENDIX A

GIFTS OF SECURITIES OR REAL ESTATE TO REPRESENTATIVE PENNSYLVANIA COLLEGES AND UNIVERSITIES
FROM INDIVIDUAL DONORS IN FISCAL YEAR ENDING JUNE 30, 1969

Value of gifts Percentapes of
of securities or such gifts to

real estate total gilts
Institution from individuals from individuals

Havorford......................... ............. ......... $1,214,000 70
Pennsylvania ............... ............................. 6,909,000 61
Jualata .................................................................... 243,000 53

l .................................... ............................. . ,02 2 000 5
ht r .... .................. ............................ 5000,000 50

Carnegie Mellon ............................................ 6,573, 000 48
Lofalye nt ............................................... .................. 14, 000 44

rnMawr ..................................... ................. 1,536.000 44
Pennsylvania Military College.......................................... 561,000 40
Moravian .......................................... .............. 244,000 34
Rosma t ................................................................ 271,00 34
Wa sINo ..le rson .................................................... . 418,0 O 33
-Orul .................................................................... . 327, 0 32

441,.... 30000 24
.e.a....Val.ey ............... ............................... 58,000 23

....t............................. ........ ................... 280000 22Vilao v............................................... 89,001

'4.
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APPENDIX B

ILLUSTRATIVE GIFTS SUBJECT TO RESERVATION OF LIFE INCOME MADE IN THE FORM OF SECURITIES

Total value of Percentage of
gilts subject to such gifts made

life income in securitiesInstitutions

Philadelphia College of Pharmacy & Science ...................................
Drexel .....................................................................
Lehigh .....................................................................
Carnegie Mellon ........................ ....................................
Pennsylvania ...............................................................
Bryn Mawr .................................................................Gettysbqirg .................................. ................ .............
Bucknell .. ................... .............................. . ............

$150, 000
300,000

11,480,000
621,000

2,597,000
750,000
293,000
623, 000

A1'PI, x t'.--.I'II'IONAI, ]N IOUSLN( INSTITUrION14 OF I'FKNNSYIVANTA COM M ISSION
FOR I NDEPNDKNT (OotAYOEo.S AND UNIlTUSITIl5

Allegheny College, Meadville.
Allince College, Cambri(lge Springs.
Carlow College,, l'ittsburgh.
Delaware Valley Ctllege of Science &Agriculture, Doylestown.

Dropsle Collt-ge, Philadelphia.
l)uqusne University, 11ittAmurgh.
Elizabethtow College, Elizabethtown.
Gilnoin College, Erie.
Gcntva CoLlege, Beaver Falls.
Grove City Collpge, Grove City.
Holy Fainly College, PhlIladelphiii.
ILycoming College, Williamsport.
Mercyhurst College, Erie,
Messiah College, Gratntham.
Mtore College of Art, Philadephia.
Mt. Aloyslus Junior College,

Cresson.

Philadelphia College of Art,
Philhdelphia.

St. Charles Jiorromeo Semi-
lntry, PhilideJphla.

St. Frineis College, Loretto.
St. Vincent College, Latrobe.
Setoll 11111 College, Greens-

burg.
Thiel College, OreenvUle.
Valley Forge Military Junior

College, Wayne.
Villa Maria College, Erie.
Waynesburg College, Waynes-

burg.
Wilson CoUege, Chaniborsburg.
York College of Pennsylvania,

York.

STATiMI:NT (F 1ION. 1On11 PHICE, A U.S. RtPRXSNTATIVE FRoMi TiE STATE OF TFXAS

Mr. Chairman, I greatly appreciate being afforded th opportunity to testify
before the Senate Finance Committee on the subject of tax reform. I would like
to confine my remarks today to several areas of the Tx Reforn Act of IWO9,
which I think need rewriting by this committee.

OL DIPL1VIOx

I submit tHt the oil depletion allowance must be retained at Its full 27 1/j
percent, beeauso maintaining a healthy and active ol and gas Industry is vital
to the continued well being of the nation.

Our economy is heavily dependent on the production of oil and gas. Together.
they provIde nearly three-fourths of all the energy consumed In the UnIted
States. The Department of tMe Interior has aptly summarized the national
dependence on oil and gas as follows:

"The Importance of petroleum to the national life of the United States at
this particular moment in history is abundantly in evidence. It supplies early
three-fourths of all mergy consumed. Virtually all movement of goods and
people depend upon it. The Armed Forces would be immobilized without It.
Countless industrial proceses employ It exclusively, and nine-tenths of all space-
heating is provided by It. And quite alrt from Its use as a fuel, petroleum forms
the base for 88 percent of all organic chemicals manufactured In the United
States."

Petroleum Is truly the life blood of the Nation.
Throughout our history, the petroleum industry has met our national con-

sumer and defense needs for oil and gas. I need not remind the Committee of
the major crises our nation has met by virtue of the fact we had a healthy and
active petroleum industry. The list Is long, and our memories poignant.
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At the core of the vitality of our oil and gas industry is the depletion allowance.
More than any other single factor, the oil depletion allowance has provided the
means by which oil producers could keep abreast of ever-growing consumer and
national defense demands.

The reason why the depletion allowance Is of such critical Import to the
petroleum industry Ues In the very nature of the business. Extracting oil and
gas from the land is a risky proposition in terms of financial success. Only one
out of nine drilling produce some oil, while merely one well in forty five is even
profitable. Moreover recent industry experience shows that, on the average, only
about one out of 50 exploratory wells will find oil and gas in significant quanti-
ties; that Is, the equivalent of at least one million barrels of oil. These risks are
just as real today as they were 10, 20, or 50 years ago. In spite of all our scien-
ifie progress and technological advancements, there Is still only one way to
establish the presence of oil and gas in the ground; and that, Is to drill a bole.

arching for oil and gas Is an expensive business. Capital for the search is
provided by a mix of federal and private funds. Industry-wide averages show

-that for every dollar the Industry recovers through depletion, It must spend
another four dollars from other sources to capitalize the hunt for and develop-
ment of new reserves.

If the reduction in the oil depletion allowance made by the House is allowed
to stand, several undesirable effects will follow. The incentive for the oil pro-
ducer to assume the risks associated with the oil business will be reduced espe-
cially for the small independent producers who produce a significant percentage
of our oil and gas. With reduced incentive, fewer oil operators will take the

._isk of drilling wells. With the lower level of federal recovery money flowing
In, fewer investors will finance oil ventures. The inevitable result will be that
our production of oil and gas will decline, with the decline stemming from the
Independent producers segment of the industry, which would either be forced out
of business by the decline in revenue, or absorbed by the major oil companies.

The decline in the production of oil and gas will have a two-fold effect on our
economy the price of gasoline and petroleum products will be increased to the
ultimate consumer, and our oil reserves will be lowered to such a point that
the United States will be forced to rely more on foreign oil. As we all are well
-sware, the political situation in the oil-rich Middle East is too uncertain and too
Volatile for the United States to rely on the area as a prime source of supply.

We all remember the crises we faced only a few years ago when our supply
of foreign oil was cut off by the Mideast War.

A reduction In the depletion allowance will also overburden the petroleum
Industry; which is, contrary to popular opinion, carrying Its fair share of the
federal tax burden. In fact, the petroleum industry bears an overall direct tax
burden exceeding that borne by other Industries, even though Its federal income
#At bill I reduced by the depletion allowance. The reason for this is that the

.lower-income taxes are offset by the heavier burden of other direct taxes such
as severance and property taxes. As a result, In 1966 the total taxes paid by
the petroleum industry, exclusive of motor fuel and excise taxes, were equivalent
to &0 percent of revenues. This Is contrasted with -the fact that mining and
manufacturing corporations paid dired taxes equal to 5.8 percent of revenues
in the same year, and all business corporations paid taxes equal to 4.8 percent
, of revenues,

The income structure of the petroleum Industry reveals a similar disparity.
TAt year, 90 petroleum producing and refining companies earned 12.9 percent
Oki" on n assets compared with an average return of 13.1 percent for all
mafacturing companies. This does not represent an unusual year; the rate of

-" h o i net assets for the petroleum industry has been lower than the average
,for allmanufacturing companies in eight of the last ten years.

M" '[Onon, I re-emphasile the importance to the consumer, the petroleum
W 000atty , and the nation, that the 27% percent depletion allowance has. It should

CAIA GAINS

''A ped by the House of Representatlver, the provisions of the Tax Reform
< 6ct" ...',O d "i with the treatment of capital gains effects substantial

'b&1Ip in the present law. I feel that thee changes, on the whole, will weaken
tl~i- :eeon lc structure under the guise of reforming It and their operation
- 14-wt ftthftep.. able damage to the nation's capacity for economic growth In

0 0i is:....

f , .-v.



1229

It is fundamental that an adequate level of Investment must be maintained
as a necessary precondition to continued national prosperity. What is not settled,
however, is what the proper level of investment should be under varying eco-
nomic conditions, and what combination of federal restraints should be utilized
to Insure that the proper level of investment is reached and maintained.

In recent testimony before this committee, Secretary of the Treasury David
M. Kennedy made some pointed observations about the capital gains provisions
of the Tax Reform Act of 1969. Secretary Kennedy noted that the Act is
"weighted In favor of consumption, to the potential detriment of the nation's
productive investment." He concluded that the House-passed version could Im-
pede economic growth in the years ahead by curtailing the incentive to make
productive investments.

I fully agree with Secretary Kennedy's assessment of the impact to the na-
tional economy that would be caused by the new capital gains tax structure.
In my view, the negative effects of the changes would manifest themselves in
three ways.

First, the incentive for the businessman to take commercial risks would be
reduced, and the supply of essential investment funds would be seriously cur-
tailed. Since the early twenties, Congress has acknowledged through Its taxation
policy that there are distinct differences between ordinary income and income
realized on true capital assets. The Congress has based Its policy on the belief
that it is In the national economic Interest to encourage people to invest in
productive enterprises. Capital must be encouraged to flow into new commercial
ventures If society is to benefit from new technological trends and discoveries.
This Is part of the genius and the guiding force of our capitalist system.

It Is axiomatic that the willingness of an individual to assume commercial
risks depends to a considerable extent upon the prospect he sees for a suitable
return on his investment. Obviously, then, if 'higher tax rates were levied on
the gains an individual derived from his Investments, the Incentive of the indi-
vidual to even get involved In a risk enterprise would be reduced. Consequently,
if the tax treatment of capital gains Is altered. so -that capital gains received
less favorable treatment as Is contemplated In the House-passed Tax Reform
Bill, then the flow of Investment capital to new ventures will be reduced. This
would not be in the interest of the consumer, -the businessman, or the nation.

Second, Jf the changes in the treatment of capital gains become effective, the
investment in modern plant and equipment would decline. This is not a desirable
consequence from a view of long term, national economic growth. As I men-
tioned earlier, the Administration has expressed the view that the tax reform
bill involves too great an allocation of tax benefits to consumption and not
enough tax benefits to Investment In productive equipment and capacity.

It is well settled there Is a clear need for an adequate level of Investment
to promote long-run economic prosperity. At present, the Federal government
has available an adequate array of fiscal and monetary tools by which it can
attempt to influence and control the level of aggregate private Investment. It
does not need more investment controls, especially of the type contained in the
House-passed tax reform bill.

Third, any Increases in the taxation of capital gains would adversely affect
both the national level of investment and the allocation of investment funds
Economists generally agree that in order to achieve the optimum allocation of
our economic resources, the mobility of investment capital should be encouraged.
Accordingly, If Investment funds are to be allocated among various commercial
ventures with maximum value, it is essential for investors to have access to
and be able to transact business in a liquid and orderly market. For this reason,
tax measures which hamper investment liquidity and impair capital mobility are
clearly undesirable. Moreover, in our free enterprise system, individuals should
not be deterred from making desirable shifts in the composition of their asset
holdings as their needs and expectations change.

In looking at capital gains in perspective, it is clear that in coming years, new
capital and new investments must be generated If our economy Is to meet the
demands placed upon it by our growing population and our expanding tech.
nology. In the face of these demands, the traditional structure of Incentives
which has proven Itself through the years should not be camally or hastily
dismantled.

STATE AND LOCAL BOND INTEREST

The revised tax treatment of state and local bonds contained in H.R. 13270 is
a matter of intense concern to our state and local officials throughout the country.
I share this concern.
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As we all are aware, the public pressure on state and low.l governments to
furnish more and better services and facilities is enormous. I think this pres-
sure is not only reasonable but its intensification is foreseeable on the basis of
forecasted Increases in our population, its needs, and its expectations.

Our citizens want their state and local governments to build more and better
schools, hospitals, highways, water and sewer facilities, to provide all the other
services that community oriented governments are peculiarly qualified to provide.
This trend should be encouraged. Our political structure should be ordered so that
problems government can resolve are attacked at their source with local person-
nel, rather than from afar by faceless and nameless bureaucrats for whom the
people who have the problems are merely statistics, and the communities whet.-
the problems lie are only points on a map.

In providing expanded services, state and local governments receive federal
grants-in-aid. These grants represent national policy decisions made in Wash-
ington, D.C. that the federal government must help state and local governments
meet their obligations to their citizenry. President Nixon has recognized the
needs of state and local governments ifi this regard and has proposed a dynamic
and expanded federal revenue sharing plan for the states, as well as other
measures to streamline afid decentralize federal operations.

To date, total federal grants.In-aid to the states total approximately $25 bil-
lion. Grants for capital purpose will total about $6.5 billion for the 1970 fiscal
year. The federal grants must be matched by recipient state and local govern-
ments; if there Is capital expenditures involved, bond financing is used in most
in tances, because there is simply a lack of funds to do otherwise.

Governments raise noney by various means. Taxation is the largest single
revenue producer, but borrowing is also of great significance. In 1968, state and
local governments issued more than $16 billion in debt instruments. Such a sum
is evidence of the basic principle that the power to borrow is as essential to good
government as is the power to tax.

If the Congress takes action to impair state and local capacity to borrow
money, these governments will find their ability to raise capital funds, including
those required to match federal grants greatly curtailed. This will mean that
the costs for all public construction will be increased to the state or local gov-
ernment. As a result, the state or local tax burden of the people will be increased,
and the construction of much needed public facilities could be slowed down or
even halted. Eventually, of course, the facilities would be constructed. They
would have to be paid for, however, out of increased sales and property taxes and
utility fees. These taxes and fees, regressive though they may be, wkll have to be
relied on even more heavily than at present in order to supply the necessary
capital funds to state and local governments.

From a functional viewpoint, the effect of the tax reform bill is to tax the
interest on state and local bonds In gradual stages. Within this context, the much
discussed local choice to issue either tax exempt bonds or taxable bonds with an
interest subsidy Is an illusory choice. The illusion is created by the requirement
that the Secretary of the Treasury fix the interest subsidy for fully taxable bonds
each quarter on the basis of the difference between the interest yields on such
full taxable bonds and the yield on "tax exempt" bonds as determined by the bond
market at that time. It is thus apparent that this difference would gradually
decline and the cost of borrowing to state and local governments even under
the federal subsidy option would substantially increase.

]rom a philosophical viewpoint, I believe that the immunity of state and local
governments in the exercise of their governmental functions from federal taxa-
tiotilIs necessary for the preservation of our constitutionally delineated dual

sovereignty system of government Within this context, it is no more right
f~r ,tle federal government to interfere with or impede the states In the per-
C oi cV- of. their governmental functions than it is for a state to Interfere with
00 impe the federal government in the attainment of its governmental alms.

An even mnore tumdamental objection I have to the proposed tax treatment is
. .that It the federal. government undertakes to encroach upon the tox exemption of

. state and local seurities, it inevitably has the power to control state and local
:nzu. As we have learned from history, without self-control of its own
AM. ing, no, government can maintain itself as an independent and autonomous

• d,. .. :
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FARM LOSSES

While the House passed tax reform bill makes substantial changes in the tax
treatment of farming operations, I will confine my remarks to a discussion of
only three of the areas; tax-loss farming, lobby losses and the holding period
for livestock. In addition, I would like to comment on what I think is an inequity
in the Federal inheritance Tax structure which was not dealt with in H.R. 13270,
an inequity which should be eliminated in any tax reform legislation.

H.R. 13270 attempts to correct a situation in which some high-income tax-
payers who are not primarily engaged in farming have used farm losses to obtain
a deduction in their high-bracketed nonfarm income. The means employed in the
bill is to treat a gain on the sale of farm property as ordinary income rather than
capital gains, to the extent of the taxpayer's previous farm losses.

Under H.R. 13270, the taxpayer would have to maintain an excess deductions
account to record his farm losses. In the case of individuals, farm losses would
be added to the excess deductions account only if the taxpayer had income from
nonfarm sources of more than $50,000 for the year, and only to the extent that
farm loss for the year exceeded $25,000.

In my judgment, the excess deductions account does not strike at the heart of
the "tax-loss" farming loophole. It only postpones the issue and strikes at all
farmers, big and small, and whether a farmer is bona fide or not is of no concern
to the tax laws. I do not believe that the farmer who happens to lose money
should be identified with, bear the blame, or share the guilt of those individuals
who are "tax gimmick farmers." It is against those individuals, and not against
the legimate farmer that punitive action should be taken. We have laws on the
books which, if enforced, would put the "tax dodger" out of business. Section
165 of the Internal Revenue Code prohibits the deduction of any losses from a
farm which is not being operated for profit. If laws such as this were rigorously
enforced, as they should be, the Congress would not have to be considering ways
to reduce the few remaining nventives that farmers enjoy today.

A corollary to this is the proposal contained in H.R. 12370 that limit the right
of a farmer to deduct farm losses against non-farm income. This provision, if
enacted, will seriously damage and curtail the operation of the genuine farmer
of long standing in a community.

In today's highly competitive low profit farm economy, the farmer is increas-
ingly turning to non farm enterprises in an effort to supplement his income.
In so doing, the fanner is merely following the recommendation of the Farmers
Home Administration, which, through its predecessor agency, began urging the
farmer to diversify his farm operations when the agency first opened its doors in
1933.

The limited success that the farmer has enjoyed through diversification is re-
flected in recent statistics compiled by the -Economic Research Service of the
U.S.D.A. These statistics indicated that non farm income has become an increas-
ingly significant factor in the life of American farm families In 1967, the farm
community netted $13 billion from farming operations and $10.7 billion from
non farm sources. On the average, each farm operator family netted $4,526 from
farming, and $4,452 from non farm activities. In this connection, it is interesting
to note that non farm income per farm family more than doubEcl between 1900
and 1967.

I find certain inconsistency in proposals to vary and restrict the income ac-
counting method traditionally utilized by the American farmer. By virtue of the
so-called reform proposals, if the farmer proved to be more successful at farm-
Ing than he was at his other commercial ventures, he could continue to deduct
his business losses from his farming losses in computing taxable income. I
believe that justice and fairness demands that the offset principle work equally
in either direction.

Under H.R. 13270, a new hobby loss provision would disallow the deduction
of all legitimate expenses from any business activity carried on "without rea-
sonable expectation of profiL" This contrasts to the present procedure whereby
the "intent" of the taxpayer to make a profit is the controlling factor.

Under the new provision, the Internal Revenue Service would be permitted
to decide whether or not the taxpayer's intent was reasonable.

Not only would this be a dramatic departure traditional in the evidentiary
approach to federal taxation, it would also provide the IRS with too much au-
thority to administratively adjudicate tax claims in this area.

I think the real danger In this lies in the fact that the determination of
whether or not an particular operation constitutes hobby loss farming should not
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be left to the determination of a group of Individuals whose career success de-
penda In large measure upon the number of tax claims processed, and the quan-

, tity of recoveries obtained.
Yet another provision In the farm loss section of the Act which is of great

concern to me is -the provision dealing with the holding period for livestock.
If th1 provision becomes law, livestock breeders will be discriminated against.
I say discriminated against because in our present tax structure there will be
no other Item of personal property which will receive similar tax treatment.
Moreover, I do not believe that the reasons advanced by the proponents of this
so called "reform" are sufficient to alter present law, a law which Is of vital
Importance to livestock producers in Texas and across the country.

An area which I wanted to mention which was not Included in the tax reform
bm passed by the House Is federal estate taxation. I fail to understand how the
most revolutionary tax reform legislation since the Inception of the Federal
income tax law can Ignore and fall to deal with the problem of Federal Estate
Tax; especially as it affects the family-owned farming operation or a closely-held
business.

I have Introduced legislation in this session of Congress to rectify this problem.
I had hoped that the House Ways and Means Committee would include it In its
reform proposals but it did not. I would have made an amendment to H.R. 13270
on the Floor of the House and included my federal estate tax proposal had not
the bill been debated under a rule of procedure prohibiting Floor amendments
that was laid down for this particular occasion by the House Rules Committee.

My bill would permit the value of an estate for inheritance tax purposes to be
set, at the option of the estate executor, either on the basis of the deceased's costs,
or on the basis of the profit of the enterprise as revealed by the decedent's
Income tax returns. In action, my proposal would spare families who have
farming, ranching, and small business operations from forced liquidation In
order to pay high estate taxes resulting from unrealistic asset valuations.The present inheritance tax laws were enacted in the emotion-laden depression
years when men were selling apples in the streets, and bankers were jumping

• . to their death out of Wall Street windows. During this tragic period in our
national history, a few wealthy Individuals flaunted inheritances with world-
wide publicity. As a result, Congress enacted strict inheritance taxes to prevent
similar episodes from reoccurring.

Unfortunately, the operation of the inheritance tax law has 'created many
problems which are probably more middle-class in nature than they are the
burden of the very wealthy. The wealthy have learned to use foundations and
other tax loopholes to escape the full weight of the tax laws, leaving the tax
burden to unfairly fall on the family farm and the closely-held business.

I believe that this is a situation that has existed too long without correction.
This committee has an opportunity to affect substantial reform in this area;
I hope it will do so.

Mr. Chairman, the areas of oil and gas, capital gains, state and local bonds,
and farm losses generally encompass the major disagreements I have to the
Tax Reform Act of 1969, as presently written.
S made my disagreements known to my colleagues In the House, and during the

* Floor debate on the bill, I joined 76 other Members who voted for a motion
which wolud have sent H.R. 13270 back to the House Ways and Means Committee
for further consideration. Unfortunately, we did not prevail.

On final passage, I voted for H.R. 18270 for the fundamental reason that the
Act -grants substantial tax relief to low and middle-income families, the very
Individuals who are presently most unfairly burdened by our tax structure.
My 1elng was that on, the issue of tax reform, it was the role of the House of
Reproetatives to devise a comprehensive tax reform legislative package, which
tla Renate could then rework and refine. It is in this spirit that I have submitted
this testimony for your consideration; I hope it aids the Committee in its? deaberauonc

ftim(WXT ft Bz1r x Aw'nuR M. AwuowD, Dmmccroa oF TAXATION AND
G00OERIM TAL AlAIRS, EMPIRE STATE.CHAMBER 01F COMMERCE

I i be W'(e Stat Ohambe' Ii a federatfoA of 180 local chambers of commerce
a nd statwde&sqaons with an underlying membership of' 80,000 business

',gi*~ Qu p e t to federal tax reform stems from our representation of
t) C 0 : 8Q0.00 . d tho# employees whose federal tax payments represe nt a
r t# Tork State's' ontribntPn to federal tax revenues. With New



1233

York State leading as the major contributor to national governmental costs, its
residents and businesses are most sensitive to changes In the structure of the
taxes they pay.

Viewed broadly, the Internal Revenue Code suffers from two major deficiencies.
It is excessively complex both in substance and application, and it distributes the
tax burden unevenly and inequitably.

In recent years a third negative characteristic has been added-instability.
This quality derives principally from successive enactments of reduced income
tax rates, temporary surtax and temporary surtax extension on one hand, and
of investment credit and its suspension and restoration (and currently proposed
repeal) on the other.

Thus tax reform appears to be needed and, if there were no other factors to
be considered, a tax reform bill which would provide greater simplicity, more
even distribution of burden and greater stability would be justified. Despite
its apparent acknowledgement of those needs, H.R. 13270 fails to achieve even
that standard. Moreover, other factors, where applicable, negate the propriety of
Individual proposals embraced in the bill.

Consideration of a few of the elements of H.R. 13270 will demonstrate the
bill's shortcomings and factors that were overlooked or disregarded when it was
drafted.

STANDARD DEDUCTION AND MINIMUM STANDARD DEDUCTION

At a substantial revenue cost the bill would increase the rate and ceiling of
the standard deduction and the minimum and maximum limits of the minimum
standard deduction.

Both of these proposals appear to lose sight of the fact that the standard de-
duction basically is no more than a de mitnmis rule that provides administrative
advantages for both taxpayers and tax administrators. The institution of the
minimum standard deduction was an unwarranted departure from the de minimfs
approach, notwlhtstanding the social motives underlying its enactment. It is ob-
jectionable on the ground that it uses the Income tax law as a welfare device.
Expanding the minimum standard deduction is subject to the same criticism.

Increasing the standard deduction would be both too much and too little:
too much because it would grant some taxpayers substantially more in deductions
than they would be entitled to by Itemizing, and too little because the ceiling of
adjusted gross income of $13,833 bars taxpayers earning Incomes in excess of that
amount the privilege of making a simplified computation except at the cost of
increased tax liabilities.

In actuality these proposals are aimed at a serious defect in the structure of
the individual income tax, a defect that should be cured. The method proposed,
however, is wrong and does not merit enactment. It should be noted particularly
that the minimum standard deduction, while having the effect of removing
numerous taxpayers from the -rolls, would benefit most of them very little, yet
in the aggregate would occasion a substantial revenue loss. It seems clear that
a device that would save one taxpayer $5 end exother much more would not
contribute to establishing a fairer distribution of the tax burden.

The same argument may be used with respect to the increase of ihe standard
deduction which would grant (1) no benefit to the taxpayer with $13,333 of
Income and more than $2,000 of itemized deductions; (2) little benefit to one
with slightly less than $2,000 of deductions but substantial benefits to those
whose allowable deductions do not exceed 10% of their adjusted gross Incomes.

A proper solution of this problem would be reestablishment of the original
principle described as follows in Your Federal Income Tax, Treasury Dept.,
Bureau of Internal Revenue, 1951, 1952 and 1953 eds, p. 2: "The treatment of
personal exemptions has been simplified. Originating as an allowance to leave
untaxed a part of each taxpayer's Income 'to rear and support his family accord-
ing to the American standard and to educate his children,' the personal exemp-
tion has varied according to the Government's need for revnue."

If the federal government is prepared to suffer a revenue loss to increase
equity and fairness of individual taxes, it should do so by increasing the deduc-
tion allowable for personal and dependency exemptions to a level that has a
closer relationship to the minimum standard-of-living level. Although $600 per
exemption was widely regarded as inadequate In 1951, let us assume that it was
reasonably proportional to living costs at that time. That figure needs a substan-
tial boost to absorb the rise in living costs recorded since then. Raising the
amount deductible for each exemption would benefit taxpayers qualified to use
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the minimum standard deduction and those who use the standard deduction. It
also would benefit all other taxpayers and serve as a move away from the con-
tinuing distortion of the ability-to-pay principle which is manifest in the two
proposals under consideration.

The common use, both publicly and privately, of a means test to determine
eligibility for a service or the charge to be assessed for that service, when
coupled with the progressive income tax rate structure and other so-called
ability-to-pay devices, appears to represent a reversal of the principle described
In the internal revenue publication.

If there is any sincerity about reform, amendments should be aimed at grant-
ing fair treatment to middle-income taxpayers, using the broadest definition of
that term, who now and for years have paid tax at the most rapidly progressive
rates while disqualified from the benefits provided by their tax contributions
to federal, state and local governments.

INCOME SURTAX AND RATE REDUCTION

H.R. 13270 embraces provisions that would extend the income surtax at 5%
for six months of 1970 and reduce the rates of the Individual income tax in two
steps effective in 1971 and 1972. Reason suggests that rate reduction be provided
at the came ratio to the basic tax that the existing surtax bears to that basic
tax without special treatment of certain levels of taxable Income or certain classes
of taxpayer. if there is to be any departure from that philosophy it should take
the form of reducing the rapid progressivity of rates in the middle Income
brackets. Relief for middle income taxpayers is long overdue. If the pending bill
is enacted with any change in rates, whatever preferences are provided should
be concentrated in the middle income area in a manner that would embrace
benefit to upper bracket taxpayers as well. In this regard it is sufficient to note
that If individual income tax rates were reasonable in amount from the bottom
to the top, there would be no impetus for establishing a maximum tax.

Deferral of rate reduction to 1971 and 1972 Is viewed with suspicion. The
recent history of federal taxation includes Instances of Immediately applied
temporary rate increases and their extension, and deferral of enacted tax rate
reduction and tax repeal. What assurance does the American taxpayer have that
any deferred tax rate reduction provided In a bill that becomes law would be
In force on the originally scheduled effective date?

ALLWOATION OF DEDUCTIONS

The proposal calling for reduction of specified Itemized deductions In propor-
tion to the ratio of specified tax preferences less $10,000 to adjusted gross income
plus tam preferences minus $10,000 represents a broad brush treatment of an
aggregate of tax refinements that have developed over a period of many years.
It is doubtful that this proposal would survive penetrating scrutiny in the light
of the reasoning that led to the tax preferences which It embraces. We prefer,
however, to base our comments on this proposal on its patient complexity and its
potential.

It is easy to visualize ihe difficulties involved in the computation that would
be called for by the proposal. This is borne out by the text of the bill and by the
Ways and Means Committee's report Even the brief description contained in
this statement which was intended to be simplified bears out the inevitable
complications that would be produced.

Potentially this proposal, which would establish a new and detrimental prin-
ciple of taxation, could be adjusted at a later date to reduce the $10.000 limitation
or eliminate It. The broad imposition of this tax treatment would then constitute
a return-making burden to a multitude of taxpayers without significant change
in their individual tax liabilitles.

Desirable characteristics of a good tax law among other things Include Its
being understandable and easy to administer. This proposal would make a giant
stride way from those characteristics.

NT LONG TERM CAPITAL LOSS DEDUCTION

The w il propoes that only 50% of the net long term capital loss deduction
be allowable. The proposal embraces an inherent inequity which may be demon-
strated by the following example.

2 f 4:
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In one year a taxpayer sustains a long term capital loss of $10,000 and in the
succeeding year realizes a short term gain of $10,000. Under existing law he would
be entitled to a capital loss deduction of $1,000 in the year of loss and would
carry over $9,000 to the succeeding year to reuce his short term gain to $1,000
which would be Includable in his gross income.

Under the proposed amendment, he would still be entitled to deduct $1,000
in the loss year. But in the year of gain his carryover would be only $8,000 and
he would have to include $2,000 of capital gain in gross income. Thus he would
be subjected to a 'tax on $1,000 net as a result of two transactions that wash out.

And, assuming no other Intervening capital transactions, the amount of phan-
tom Income that would be taxable would be greater with each additional year that
separated his long term loss from his short term gain.

The House Committee report indicates that this proposal is aimed at taxpayers
who "manage their investments to realize their gains and losses in different
years." What of the taxpayer who in his entire lifetime sustained only a single
long term loss and never realized any gains, short or long term? His loss for tax
purposes would be limited to 50% even though the producing transaction took
place only one day too late to be treated as a short term loss.

CAPITAL GAINS ALTERNATIVE RATES

The bill would eliminate the provision for an alternative capital gains rate
for individuals and increase the altelmative rate for corporations to 30%. The
House Ways and Means Committee's report on H.R. 13270 sought to justify
the increase for corporations on1 the ground that the elimination of the alternative
tax on individuals required "that a comparable adjustment should be made to
the corporate alternative tax." This conclusion does not necessarily follow because
individuals and corporations frequently have received differing tax treatment
under the code. Moreover, if the proposal in respect to individuals were revised
along the lines of the Administration's recommendations, the Committee's con-
clusion would have even less merit.

The proposed rate Increase for corporations also overlooks the double taxation
of corporate income; capital appreciation, subject to a higher rate at the cor-
porate level, would be taxed again at individual rates when distributed as
dividends.

The essence of these proposals would be to increase taxes on capital apprecia-
tion rather than true income. In effect, these changes would further reduce re-
investible funds in the private sector of the economy and contribute to a cur-
tailment in the production of goods and commodities as well as to a decline in
the creation of new Jobs. These results should be avoided by retaining existing
individual and corporate capital gains alternative tax rates without change.

PERCENTAGE DEPLETION

The bill would reduce the percentage depletion allowance for oil and gas wells
from 27 % to 20% and the percentages provided for most other materials.

Intended to encourage exploration for and development of petroleum and
mineral resources, depletion allowances have proved effective. Under the incen-
tive they provide, available supplies of those natural resources have expanded
beyond amounts that otherwise would have been available, have constituted an
important asset for national defense and have contributed to holding down
product costs to consumers.

With the level of after tax profits in the extractive industries substantially
similar to those of manufacturing companies, there appears to be no basis for
claiming that percentage depletion grants them an unfair advantage. Present
allowances should be maintained in order to continue resulting national benefits.

EMPLOYEE MOVING EXPENSES

The bill would liberalize the deduction of moving expenses incurred In con-
nection with an employee's change of residence occasioned by a change in his
place of employment by adding househunting, temporary living and certain home
sale, purchase and/or lease expenses as deductible items. The deduction allowable
for these categories would be limited to $2,500 with househunting and tem-
porary living expenditures limited to $1,000 of the $2,500. The bill also would
revise other aspects of the deduction.
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Under existing law an employee who transfers to a new duty station and
residence suffers an economic loss even when his employer reimburses him for
every dollar of his moving expenses because he must pay tax on reimbursements
of non-deductible expenditures.

Broadening the deduction to include the specified categories of expenses would
lessen the employee's los& For thl!s reason, the amendment deserves favorable
consideration. However, the dollar limitations specified should be deleted because
the proposed new qualifying expenditures in actuality more often than not
greatly exceed those limits. Retention of the proposed limits would serve to
provide a tax variable that In mcst Instances would be beyond the employee-
taxpayer's power to control.

Anyone who has experienced a household move-particularly under the pres-
sure of a change of employment duty station-knows there are many costs In-
volved which are not deductible under existing law and would not be deductible
under the proposal. Apparently the amendment is not intended to provide a
oerte blanche deduction of all move-related expenditures. Under these circum-
stances It would be reasonable to permit the deduction of allowable expenditures
without limitation.

The proposal to limit the moving expense deduction to transfers of 50 miles or
more would be unfair to Individuals moving within a metropolitan area. It
would mean than an Individual transferred for the convenience of his employer
a distance of less than 50 miles would face a choice between a material Increase
In his commuting or a material increase in his tax liability. The existing 20 mile
rule is a fair limitation and should be retained.

INVESTMENT CREDIT REPEAL

Taxes are a material consideration 'n the planning of a budget whether It be
for personal, household or business purposes. Accordingly, it Is reasonable for
a taxpayer to expect that he may rely on the stability of the taxes to which he
is subject. As noted before, the on again, off again investment credit has pro-
vided an instability factor for business. Rather than ending this Influence,
termination of the investment credit would again interrupt expansion and other
plans of business.

When proposed, the credit was opposed by many businessmen who viewed it
as a device that would be turned on and off to influence the level of Industrial
investment in productive facilites. The fears of business have been realized; when
the credit was last restored, It was hoped that it would remain as a continuing
factor in the progressive development and expansion of business. Repeal would
break faith with that hope. It would leave countless unfulfilled plans that were
encouraged by the credit and its effects would fall unevenly on those businesses
that benefited from the credit and those that were too late.

Recent changes in tax rates and the enactment-suspension-restoration of In-
vestment credit have proved that tax revisions can influence the economy. They
have not proved, however, that taxation should be used to Influence the economy.
It Is suggested that ever:j reversal of this kind reduces the elasticity of the
econom- and that time will prove that the use of taxes as an economic factor is
harmf. %e long run. The time to put an end to tax tinkering with the econ-
omy is now -by abandoning the proposal to repeal the investment credit.

CONCLUSION

Our views on selected Issues involved In H.R. 13270 are not intended nor should
they be interpreted as an Indication of approval or disapproval of any other
matters embraced In the bill. Nevertheless, It Is appropriate to comment on the
bill as a unit.

The measure bears evidence of inadequate consideration and evaluation of the
Impact on tax payers, on the national economy and on state governments. It is
composed of provisions Imposing greater taxes on some and distributing benefits
to others. We are not satisfied that either group of provisions is aimed In the
right direction. We note, for example the observation that has been made that
the bill as presently constituted weighs heavily against and discourages In-
vetment.

We intend no critIcism of the diligent labors of the House Ways and Means
' committee in PVQdu fg a "reform" bill under the pressures that were generated
I the Income Surtax extension legislation which was passed Just prior to recess.
Wo urge, however, that caref and deliberate consideration of each proposal
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is needed. We urge that tax reform should be obtained through curative develop
meant rather than through major surgery and we suggest that a segment of our
statement for the House Ways and Means Committee hearings on tax reform
(P. 980 of the record) provides guidelines within which that development should
take place:

"One of the delnitlons of the word 'loophole' in Webster's. Seventh New Col-
leglate Dictionary reads, 'a means of escape; esp: an ambiguity or omission in
the text through which the intent of a statute, contract or obligation may be
evaded.'

"As applied to the Internal Revenue Code, that definition points up the im-
propriety of indiscriminate labeling of beneficial tax treatments as 'loopholes.'
The tax treatments now being so characterized did not come into being through
inadvertence or ambiguity or omission In the text of the law. Instead, they were
intended to effectuate national policy, to provide equity, to encourage or dis-
courage certain action or for some other desirable purpose.

"It is our view that the labeling of any tax provision as a loophole is a popular
emotional device and constitutes no argument In favor of change. Moreover, a
change is indefensible unless the circumstances and considerations that gave rise
to the special tax treatment in the first instance have changed and the special
provision to be amended Is not so strongly established and basic to the tax
law that its reversal would constitute a breach of faith and an unfair imposi-
tion on taxpayers affected. Clearly it would be the height of inequality to change
a provision providing a special tax treatment where taxpayers have taken action
in reliance thereon and are unable to reverse their action."

STATEMENT OF THE AMERICAN RETAIL FEDERATION, SUBMIT'rED BY EUGENE
ADAMS KEENEY, PRESIDENT

This statement is submitted on behalf of the American Retail Federation. The
American Retail Federation is a national organization which, through its 50
state and 28 national retail trade association affiliates, represents more than
800,000 retail establishments of all types across the country.

The responsibility for the awesome task of tax reform draws from the Fed-
eration admiration and deep respect for those who serve on this Committee. The
Senate and Congress are to be congratulated for their efforts in reforming this
vital aspect of American life.

The Federation is concerned with all aspects of tax reform. However, the
American Retail Federation would like to present to the Committee the following
specific comments.

PRIVATE FOUNDATIONS

Sevton 101 of the bill pertains to taxation of in-restment income of private
foundations. The Federation supports the view that the proposed 7%% tax
on foundations' investment income be lowered to a 2% "supervisory" tax. The
7 % tax would fall heavily upon those private foundations which are pro-
viding public service-supporting educational and charitable projects. A 2% tax
would provide a more extensive and vigorous enforcement of the tax laws
without diminishing or undermining the useful and necessary place which
private charitable foundations have within our society.

MOVING EXPENSES

Section 231 concerns employment-related moving expense. The Federation
supports the House of Representatives proposed liberalization of this deduction.
The inclusion of (1) travel, meals, and lodging expenses for pre-move house-
hunting trips (2) expenses for meals and lodging In the general location for a
period up to 30 days after obtaining employment; and (3) various reasonable ex-
penses related thereto-up to a total sum of not more than $2,500 for the moving
expense deduction-is a realistic and equitable treatment of this problem.

DZFEER OOMPENSATION

In Section 331, the Federation is opposed to the House-proposed changes in the
tax treatment of deferred compensation.

The discontinuance of deferred compensation plans would result n a revenue
loss to the Treasury. This would be, the case because current compensation would
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be taxed at no more than 50% rate and the average would be less than the de-
duction the corporation would get at the 48% rate. Furthermore, pension plans
would be improved to offset loss of deferred compensation plans with the net
result that employer contributions to pension trusts would be increased (a rev-
enue loss), but the employee is not taxed until he receives the pension.

The tax burden would fall unduly on the survivors. In many instances, the
employee dies before receiving the deferred compensation. When the money is
needed most, the new law would require the survivors to pay tax on deferred
compensation at the high rates applicable to the breadwinner's most productive
years.

The deferred compensation plan should be categorized as a "tax gimmick."
No income escapes tax and no capital gain is involved. Payments are ordinary
income in the year of receipt. Timing and amount of corporation's deductions
coincide with individual's realization of income. Furthermore, any tax saving
merely results from leveling of income.

Deferred compensation plans serve many useful and noteworthy purposes. De-
ferred compensation enables corporations to attract and retain capable people.
Deferred compensation can be equated with or expressed in terms of shares of
the corporation's stock, giving the employee an incentive to improve the corpora-
tion's profitability. It insures a flexible means of giving employees an appro-
priate level of income after retirement.

The proposed House changes relating to deferred compensation are unduly
complex. For example, it Is proposed that in each year a payment was received,
the tax liabilities for all years in the period over which the deferred compensa-
tion was earned would have to be separately recomputed.

LUMP SUM BENEFIT DISTRIBUTIONS

For the same reasons as set forth above, the Federation believes that taxing
lump sum distribution as ordinary income will further weaken employee incen-

tive programs.
The present law properly taxes as a capital gain the amounts received in one

taxable year which are attributable to many taxable years. Any change will be
detrimental to the interests of the employees who have the expectation of capital
gains treatment of the lump sum at date of retirement.

REAL ESTATE DEPRECIATION

H.R. 13270 would provide for restrictions on the use of accelerated methods of
deprecia~ion. The bill would limit accelerated depreciation on new real estate
construction to 150% declining balance depreciation. The bill would deny accel-

erated depreciation to real estate purchased from prior owners. These provisions,
the Federation respectfully submits, are unduly repressive. Any misuse of the
existing accelerated depreciation are more than adequately remedied by the pro-
posed recapture provisions in the House bill. The bill would amend the present
recapture provisions of the Code to deny long-term capital gain treatment on the
sale of real estate to the extent of all depreciation claimed in excess of straight
line, eliminating the ten-year phase-out of the recapture provisions under present
law.

INVESTMENT TAX CREDIT REPEAT

As a matter of basic principle, the American P-ill Federation supports a tax
adjustment for business, both incorporated and unincorporated, based on invest-

ment in depreciable assets.
The Federal favors the retention of the liberalized investment tax credit. How-

ever, with deference to the Administration and the Houk'e of Representatives'
opposition to the retention of the 7% investment credit, the Federation respect-
fully submits that in limited areas the credit be retained. Th,? small businessman
serves an important segment of our national business fabric. The 7% invest-
ment credit, in many cases, is vital to the existence and growth of small business.
The credit in these circumstances should be retained.

MULTIPLE SUWRAX EXEMPTION

Many of the smaller chain store units, particularly in the agricultural mid-
West, the South and the Southeast serve communities from 1,200 to 12,000 people.

These are primarily service institutions and in order to preserve 'their regional

i
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images and functions they engage in activities with profitable units, marginal
units and los units.

The average income of many of these chains is shockingly low per unit when
measured by the popular conception "chain store", which calls to mind and vision,
supermarkets and marble hall mercantile establishments.

A survey of such chains will disclose that the average net income per store
will range from $1,500 to $25,000 with an average income well below the $10,000
figure. Taxes are after all merely a cost of doing business. When they relate to
overall operations to the extent that such cost of doing business is increased,
business must eliminate its costly or non-profitable divisions.

If business must retrench, it does so at the cost of service to the community
leaving non-revenue producers and less effective methods of distribution to supply
the vacuum.

The Treasury loss is apparent. First, there is the loss from the unit removed;
second, the higher cost of doing business in the contracted enterprise, and a
resultant net profit shrinkage; and finally, the loss to Treasury in distribution
of profits to shareholders and owners.

Competition of the small chain is at the grassroots level, where revenue pro-
duction is at a minimum and where Treasury loss from the first instances is not
even likely to be recouped. Low level taxpayers and entities cannot fill the gap.
One of the most overlooked areas of Treasury loss is -the significant loss of reve-
nues derived from the earning power of managers, assistant managers, and em-
ployees of units which will unquestionably be curtailed. The members of the
Committee doubtless recognize from counterparts in their own communities the
contributions made in revenue and community value.

In a survey of eight chains, which had a total employee role of approximately
11,000 employees, stores which had profits lower than $5,000 constituted employ-
able units for fully one-half of this total.

The unfortunate situation in which we find ourselves Is a misconception of the
role of the chain store, which frequently serves as a warehouse clearing source
or the equivalent of a retail organization.

The industries as a whole have significantly low net profit figures at all
smaller chain levels.

The Federation supports a reasonable phase-out of the exemption in lieu of
complete retention, preferably over a ten-year period after a three-year morato-
rium. In this way, the effect would not be so catastrophic on small marginal profit
businesses.

OTHER CONSIDERATIONS

Section 119 of the Internal Revenue Code exempts from an employee's gross
income those meals which, as a convenience to the employer, are served to the
employee during working hours.

Many retail establishments have luncheon counter facilities in their stores.
The luncheon counter employees are served a meal If their pIarticular shift works
through the common accepted meal hours. There is no option to take the meal
or its cash equivalent. The meal is given as a convenience to the emplc3-ir to
keep the employees at the sites of their employment. The uneven flow of luncheon
business makes any standardized meal hour extremely difficult; thereby, neces-
sitating the serving of employee meals so that the employee will not be out of
reach for sudden peak periods of business.

The Federation submits to the Committee a tax problem that has created diffi-
culties to many segments of the retail industry, as well as taxpayers which
operate restaurants and hotel and motels with restaurant facilities. However,
the term "wages" is defined in both the Federal Insurance Contributions Act
and the Federal Unemployment Tax Act as "all remuneration for employment,
including the cash value of all remuneration paid in any medium other than
cash." The cardinal question, therefore, under both Acts, is not whether the
employee consumed a meal free of charge but, rather, whether the meal was
offered by the employer and accepted by the employee as a part of the remunera-
tion for services rendered. Section 31.3121(a)-l(f) of the Finployment Tax
regulations provides, in part, as follows:

"Ordinarily, facilities or privileges (such as entertainment, medical services,
or so-called 'courtesy' discounts on purchases) furnished or offered by an em-
ployer to his employees generally, are not considered as remuneration for em-
ployment if such facilities or privileges are of relatively small value and are
offered or furnished by the employer merely as a means of promoting the health,
good will, contentment, or efficiency of his employees. The term 'facilities or

33-865--69-pt. 2- 22
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privileges,' however, does not ordinarily include the value of meals or lodging
furnished, for example, to restaurant or hotel employees, or to seamen or to
other employees aboard vessels, since generally these items constitute an appre-
ciable part of the total remuneration of such employees."

The Federation submits that the Federal Unemployment Tax Act, Section
3306(b), Internal Revenue Code 1954, and the Federal Insurance Oontribution
Act, Section 3121 (2), Internal Revenue Code of 1954, be amended to clarify
and correct the present conflicting rulings and regulations pertaining to the
question' of whether or not meals and lodging furnished to an employee for the
convenience of the employer constitute remuneration for services rendered by
the employee.

The amendments should establish a statutory test similar to Section 119 of the
Internal Revenue Code of 1954, which sets up such a statutory test to determine
whether such meals and lodging are income under the income tax law.

0ONOLUSION

The monumental efforts that this Committee and its counterpart in the
House of Representatives have undertaken will, aside from all else, carve an
Indelible place in American history. The importance of an equitable tax reform
system is paramount in the minds of all Americans.

In conclusion, the Federation respectfully submits that the Committee, in giv-
ing full consideration to the Federation's comments, will enhance the principle
for which tax reform was undertaken-an equitable tax system.

COMMUNIOATIONS WORKERS OF AMERICA,
Washington, D.C., July 9,1969.

Ron. RussELL B. LONo,
U.S. Senate, WaMington, D.C.

My DzAn SENATOR LONO: Because tax policy--and equity thereof-will be the
prime Issue facing the 91st Congress, I am enclosing materials to outline the
position of the Communications Workers of America and of organized labor JE
general.

We are calling on the Senate to look after the interests of the average citizen
who actually pays his taxes. We regret that the House of Representatives last
week failed to recognize its duty clearly enough.

The citizens of this Nation have been told that extension of the surtax Is the
,responsible" course, so that the Federal Government will not be plunged into
chaos. We must reject that thinking, since the surtax has been a major factor
In the skyrocketing increases in living costs, mortgage interest rates, and
inflation In general. We see nothing "responsible" about extending taxes which
we know are unfair to begin with. The responsible course is rejection of such
expedients.
, Tb Uion firmly believes the Federal Government must have every last
dollar to meet commitments; our argument Is that the burden of taxation Is
Improperly, and must be more evenly, distributed.

-The Communications Workers of Ameirica trusts that the Senate will recognize
the Interests of the general public and act accordingly.

Sincerely yours,
,[os.HPE A. BExraE,

President.
Tn SURTAX

President Nixon, on April 19, 1969, asked the Congress to extend the so-called
temporary surtax beyond its June 80 termination date. His proposal would
raise the effective surtax rate on 1969 wages and salaries of individuals to 10
perqent-up from last year's 7.5 percent rate.
He proposes, however, that the surtax rate on corporations, despite their

iUnprecedented, after-tax profits, be the same as last year's rate. High Income
individuals would of course, continue to avoid their share of the surtax since

j.muh of their income is tax exempt.
An eri n workers pay their regular taxes and the surtax, payday after

'day thr h the payroll withholding program.
:--WA ar willing to pay their fair share.

9L
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But they are tired of having to pay the share of others whose Incomes are
greater and whose taxes are lower.

We welcome President Nixon's recommendation for repeal of the 7 percent
tax credit for business investment, a special tax privilege, which is fueling
the fires of the major source of inflationary demand in the economy. But this
one proposal does not satisfy the long overdue and critically urgent need for
tax justice.

Furthermore the April 22, 1969, tax reform proposals offered by the Admin-
istration, even If adopted Immediately, would not succeed in moving the tax
structure very far toward tax Justice. The President's proposals fail to directly
attack the major loopholes which unconscionably reduce the tax burdens on the
wealthy, such as capital gains, depletion allowances and state and local bond
interest. And, equally Important, though the President's tax proposals would
effectively remove from the tax rolls those whose incomes are below government
poverty standards, no relief is recommended for those of moderate and middle
incomes, who bear the brunt of the tax burden.

We in the AFL-CIO will not support any extension of the surtax, until
It is combined with Immediate substantial and equitable reform of the federal
income tax structure.

Full reform of the tax structure would provide revenue to eliminate the
poor from the federal Income tax rolls and provide much-needed tax relief
to those with low- and moderate-incomes. And the urgently needed expansion
of federal programs to meet America's urban crises would be fully funded.

The AFL-CIO's prescription for complete tax justice In America has been
stated many times. In sum, achievement of tax justice depends upon taking the
following steps:

Income from capital must be taxed the same as Income from work. State and
local bond Interest must not be tax exempt. The provisions in the law which
allow imaginary costs to be deducted from the taxable income of wealthy real
estate operators, hobby farmers, and oil, gas and other mineral operations must
be eliminated.

The Congress must close these and other loopholes and gimmicks which have
rigged the federal tax structure against those whose Income comes from the
work they do.

There Is no rational reason for lengthy delays. The time to bring the American
standard of fair play into the tax structure is now.

The American people want tax Justice and we will continue to fight for that
goal. RcoLUTzOw 31A-69-7 TAx RmoM

The United States Congress has been asked to extend the 10% surtax on in-
dividual and corporate incomes. When it was proposed In 1967, the surtax was
advertised as the best means of controlling inflation, the rise in cost of living,
mortgage interest rates, and Federal budgetary deficits.

After months of debate and parliamentary chicanery, the surtax was passed.
Those who doubted the wisdom of the surtax in 1967 and 1968 now can point
to these results:

Each wage-earner now pays an extra 10% in Federal taxes, with the money
withheld from his personal budget already strained by the rampant inflation.

Many persons and corporations, who have been escaping taxation on large
blocks of income, are benefited because the surtax cannot be levied on tax-exempt
income.

Mortgage interest rates, cost of living, and inflation in general are reaching
new high levels.

Many vital Federal programs, in the fields of education, health, housing, and
community development, are being sharply curtailed because of budget prior-
ities; the budget squeeze is a direct result of the failure of the Administration
and the Congress to examine and amend the Internal Revenue Code so as to
provide suffci.nt Federal revenues on the basis of equality of sacrifice and
ability to pay.

Not content with record earnings, the major banks have been agitating for and
receiving Increases In the "prime" interest rate.

ExIsteLce of the surtax has allowed the Congress to postpone fulfilling its
duty to correct the inequities In the tax structure. The Communications Workers
of America and the AFL-CIO In 1987 strongly urged that the long-neglected
Job of tax reform be started. Had the Administration and Congress acted two
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years ago, the Job could have been done, and the Federal revenue system would
not be in the present near-chaotic state.

Currently the Congress Is studying "tax reform" legislation. The studies havebeen undertaken solely because of public pressure, a loud outcry from the aver-age citizens who actually pay their taxes because they have no other choice.The wealthy and the corporations have been able to have tax laws so draftedas to protect their special interests. The list of "loopholes," or tax leakages, islengthy and well known. While these "loopholes" are all legal, they are improper
in that they benefit those who least need this kinI of aid.The opposition to fair taxation has begun to come to the surface. The Cham-ber of Commerce of the United States, long the unashamed champion of en-trenched avarice, has asked the Congress to extend the 10% surtax and to forget
about tax reform.

The Communications Workers of America wants the surtax to be allowed toexpire June 30, in order that each member and all other wage-earners may havean immediate pay raise without having to go to the bargaining table. This Unionis convinced that the sole means of forcing the Administration and Congress tobecome serious about equity of taxation is to reject the surtax, which is a thinlydisguised expedient to help the rich. Therefore, be it
RESOLVED: That this 31st Annual Convention of the Communications Work-ers of America goes on record as opposing any further extension of the surtax,and petitions the Administration and Congress to produce more than "showwindow" tax legislation and to provide for equity and fairness in income taxa-tion. We urge each member of the Communications Workers of America, allother members of organized labor, and those whose taxes are withheld fromtheir paychecks, to intensify the already tremendous pressure on the Congress

to enact a truly equitable tax law.
COMMUNICATIONS WORKERS or AMERICA, AFL-CIO EXECUTIVE BOARD

STATEMENT MARCH 1969

TAX REFORM AND EXTENSION OF SURTAX
The Communications Workers of America in 1967 gave its full support to.the 10% surtax on individual and corporate incomes, with that support con-

ditioned on several factors.
However, the Communications Workers notes that the Administration andthe Congress have not taken steps in those two years toward meeting the con-

ditons set for (WA support.
Therefore, the O'WA is opposed to the extension of the surtax in 1969.
The conditions for CWA support In 1967 were:1. ' That ability to pay must be the criterion and equality of sacrifice the-

watchword."
2. 'That the Administration and the Congress face up at long last to thosefundamental reforms needed to close the loophois in our present tax structure."3. That the corporate tax structure be examined, in light of the 7% Invest-ment tax credit and the accelerated depreciation guidelines.
4. That "the broad prospects of the Great Society must not be made the pricefor fulfilling those commitments (in Vietnam and elsewhere abroad).". The surtax imposed in 1968 is not truly based on ability to pay. The Communi-cations Workers of America offered an alternative which would have given true-

progressivity to the surtax.
There is no question that the tax laws are unfair, as written and admin-istered. In February 1969, Mr. John D. Rockefeller III told the House Waysand Means Committee that he regularly has no Federal income tax liability

whatever. However, he added that he gives voluntarily 5 to 10% of his adjusted
gross Income away.

Mr. Rockefeller has no legal tax liability, thanks to the treatment of rich peopleby the tax laws. However, a low-income workingclass person must pay at least
14% of his adjusted gross income.

The OWA's position is that tLe Federal Government must have all needed reve-
Mres to finance its programs, foreign and domestic. The sole factor In the OWAopo ton etenslon of the sirtax is whee the revenue is collected.
:.-We are aware that the House Committee on Ways and Means is currently.bik!n" hearings on "tax reform." However, these hearings are not likely to-prodtlce equity In the tax laws. The Committee should forthrightly confront theS/areas in which the greatest abuses exist-depletion allowances on oil, gas .

W,/,
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and other minerals, the 7% investment tax credit, accelerated depreciation of
speculative real estate, foreign tax credits, and other areas of revenue leakage.

The Congress may adopt some kind of "tax reform" in 1969 or 1970. The
American taxpayer will be the key to whether it is token reform or real revision
for equity. Already, the lobbyists for special Interest groups are peddling the
nonsense that the tax concessions to the wealthy are in the national inX7erest,
that opposition Is tantamount to treason.

April 15 is nearly upon us. The ordinary citizen, whose taxes are withheld
from his paycheck, will only face penalties if he refuses to pay his balance due
or to file his return. The wealthy person or company can dispute his tax bill
for awhile, invest the money he should have paid the U.S. Treasury, eventually
pay 10% or a little more as a quiet settlement or get a special tax law passed
by the Congress to cover the individual situation.

Tax policy is always made behind closed doors of the House Ways and Means
and Senate Finance Committees. The ordinary citizen is represented there poorly
or not at all. The tremendous power and influence of the oil industry have thus
far been able to protect its special privileges from the spotlight of public
hearings. We all would enjoy hearing the true reason that there never are
public hearings on reduction of depletion allowances. The alleged reasons do
not hold up under examination.

The CWA contends that the only, method for achieving equity in the tax
structure is to oppose the extension of the surtax. Since the Administration
needs revenue, it will be forced to support tax equity for its own sake and
for needed revenue. The CWA rejects as nonsense the contention that tax
reform will not produce much revenue. Too many billions of dollars of income
escape taxation for that argument to be credible.

The Communications Workers of America calls on its members, all of orga-
nized labor, consumer groups, and the American people to tell Congress that
they have had their fill of subsidizing the rich.

The term "tax reform" can mean many things, including protection of the
many current tax giveaways in present law.

The OWA program of tax revision for revenue and equity-true reform-
would include the following areas:

1. An increase in the standard deduction above the present 10% of adjusted
gross income, or $1,000 (whichever is less).

2. An increase in the present $600 personal exemption for dependents.
3. Elimination of special tax treatment for capital gains, by which 50% of

otherwise taxable income may not be levied. This income should be taxed at
ordinary rates.

4. Reduction of the maximum allowance for charitable contributions, a special
gimmick that allows the very wealthy to practice "funny bookkeeping" on their
tax returns.

5. Reduce all mineral depletion allowances, so that oil, gas and other extractive
industries will recover only their costs of development of the properties.

6. Require payment of a minimum tax of 14% on all income from $15,000 to
$50,000 a year, and 20% above $50,000, regardless of source.

7. Eliminate tax benefits derived from organizing multiple corporations from
a single firm.

8. Limit hobby farmers' use of farm losses to offset other income.
9. Eliminate accelerated depreciation on speculative real estate.
10. Repeal 7% investment credit for business.
II. Eliminate the tax-exempt status of all State and municipal bonds, including

those for public facilities financing, industrial development and arbitrage.

COMMUNICATIONS WORKERS OF AMERICA,
Wa8higton, D.C., April 24,1969.

The PRESIDENT,
The White H1use,
Washington, D.C.

My DEAR Ma. PRESIENT: We fully agree with the statement in your April
21 Tax Message to the Congress that "Our goal is to take important first steps
in tax reform legislation during this session of the Congress."

It is most encouraging that your Administration shares our recognition of
many of the problems facing our Nation's economy, including the inflationary
effect of the 7% investment tax credit, the tax burden imposed on those least
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able to pay, and the billions of dollars of non-taxable income accruing to high-
income citizens.

While we agree with the Import of your message, we find ourselves still Inopposition to extension of the surtax-at any rate-on individual and corporateincomes We hold to our position that the surtax should expire June 30, 1969,and that all necessary Federal revenues be derived from an entirely recastTax Code whose first emphasis Is on equity.We recognize tMat your proposals represent only the first steps toward taxequity, and we know that the Treasury Department is diligently at work onthe remainder of your tax program to complete the reform task, which we allagree Is long overdue. The time for action Is now, in 1969.We pledge to you our full support in enactment of a Tax Code meeting these
test:

1. Production of all needed revenues;2. Preservation of the tax base without erosion from "-x credits and otherforms of Federal expenditures escaping the normal processes of tax collection,appropriation, and oversight of spending;
8. Equity, i.e., ability to pay and equality of sacrifice.

Respectfully,
JOSEPH A. BEIRNE,

Preatdent.
COMMUNIOATIONS WORKERs OF AmEaicA,

The PBEBIDSNT, Washington, D.U., March 27, 1969.
'The WhAte Hous,
Woe* M to., D.U.

My Dmam Mn. PaSz)ET: I write thin letter to apprise you of a statement on taxpolicy adopted today by the Executivo Board of the Communications Workers ofAmerica. Our union, which gave strong but qualified support to the 10% surtaxtwo years ago, cannot now continue that support any longer.The members of the CWA Executive Board have asked me to convey to youtheir concern over the issue of unfair tax policies and I enclose a copy ofthe OWA statement setting forth our specific complaints.Equally Important, my colleagues and I agree that no general economic issueot recent years has so deeply arorved OWA members as the question of the ele-meCat of fairness in our tax policy. Our reading *of the sentiment of CWAmefners idicates that a tax rebellion may soon be the product of gathering dis-content over the lack of equity in the tax laws."tated most simply: The tax system is drastically out of balance. Workingpeople, as a result, must endure an unfair tax burden, and they resent It. TheAmormean PeOPle need a fair tax tiystem-not some day, but now.Mr. Prsiden, so long as wealthy persons and big corporations enjoy a varietyotax 16o-phole%, the average working man and woman feels bitter that he Iscakt,ed upbn t. over-ftodize the government of the United States ... particu-
lay I ma period of sharply rising costs of living. It is obvious that this out-of-bal-ea pay t structure cannot long continue to function.TWO Mears ago we in OWA based our support of the 10o surtax on a four-point stipulation that new elements of fairness must be introduced Into the tax'schedule: (1)-the principle of "ability to pay" and "equality of sacrifice"; (2)te ,os~ of Ioh01es that permit the wealthy to escape their fair share of thetr bren~~,( 8) a "re-eamination of the corporate tax structure, which now,-e'm14 investment credits and many forms of fast depreciation to business~ rm stockholders; and (4) no sacrifice of domestic programs to help our,eith . order to make possible the continuation of our necessary ove as
Z+? ur-- the year of the surtax, the rich have continued to enjoy tax favor;-

S le pressure of inflated prices and even heavier taxes has rested on the0 of, wage earners This lack of balance erodes the morale of w,rkc,ttbdssuftad6a and distrust, and It threatens the future o anuity4e~a~q z~litst*iaaUna programs essential, to the well-beng ofAmrcaiie 

Am erca..

Mhuvwf teveue-billion, of dollars of revenue-to support ehe*40& fair ta policy would make them available... not a;'ter.4, -but. aw int 1969. Tme loopholes can be closed; the depletion
cZaf be stopped, as they should bve been a long time ago; the busi-

f r + /%++ , .;, 1+:+ 
..: -. / : + .: ./

+,:;; , + /.
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ness investment credit of 7% can be repealed; the accelerated depreciation can
be slowed down to a normal rate; the special-privilege foreign tax credits can
be halted.

In other words, the time is ripe for ending special privilege in the tax
structure.

Millions of working Americans look to you, Mr. President, for leadership in
their search for relief from an unfair, out-of-balance tax structure. We ask you
to provide that leadership, In order to halt the frightening trend of bitterness,
despair and distrust among the average citizens of this great nation.

Respectfully yours,
JOSEPH A. BEIRNE,

President.

COMMUNICATIONS WORKERS OF AMERICA,
"Washington, D.C., July 9, 1969.

Hon. RussELL B. Loo,
Ohairm4n, Senate Committee on Finance,
U.N. 8ena to, Washington, D.C.

My DER SENATOR LONG: Although the House of Representatives acted last
week to extend the "temporary" surtax on Incomes and the "temporary" excise
taxes on automobiles and communication services, this Union calls upon your
Committee to take the necessary steps to adjust the tax structure for equity
and revenues.

The narrow five-vote margin on passage of the bill, H.R. 12290, carried a
very clear message to the United States Congress: the wage earners who have
no choice but to have their taxes withheld at the source are inflamed at the
gross inequities of the Internal Revenue Code. Their interests were not ade-
quately represented In the vote to extend their burden, while allowing the
defects in the Code to continue in effect until some more appropriate "Imaflana."

Even the "reform" provision of H.R. 12290, the "repeal" of the IAvestment
Tax Credit, contains enough exemptions to let one question whether this Is a
repeal.

On June 16, 1969, this Union, in Convention assembled, adopted a Resolution
calling on the Congress "to enact a truly equitable tax law." A copy of the
Resolution is enclosed.

I am also enclosing copies of my letters of March 27 and April 24 to the
President, the OWA Executive Board Statement of March 1969, and the
AFL-OIO Executive Council Statement of May 14, 1969, all dealing with the
issue of equitable taxation.

Mr. Chairman, the members of this Union are well aware of the sizeable blocks
of income now legally escaping taxation. A general breakdown of the public's
confidence in the United States' tax system can be the only result of another
patching-up of the present method of raising the needed revenues for the
Federal Government.

It Is our position that the needed revenues can and will be raised from a tax
system designed for equity as well as revenue yield; in other words, a system
based on ability to pay and equality of sacrifice.

Two years ago, -this Union gave conditional support to the surtax. However,
one of the four conditions for OWA support was met. Two years ago, the
long-overdue work of tax reform could have begun, and the job could have been
completed by this time.

The proposed 1969 extension of the surtax was rushed to the House floor
without adequate discussion in Committee. On June 24, 1969, before the Com-
mittee on Rules during his remarks In favor of extending the surtax, Rep. John
W. Byrnes was questioned about anticipated deficits and debt ceiling increases.
Mr. Byrnes admitted that even with the surtax, the administrative budget
would have deficits of $8.4 billion in Fiscal 1969 and $5.4 billion in Fiscal 1970.
Mr. Byrnes added that the Administration would seek a debt ceiling Increase
by next March or April. Yet the alleged reason for extending the surtax has
been "to keep the Government out of the money market." The facts show other-
wise. As we both are aware, debt ceiling increases and deficits force the Govern-
ment into the money market.

We of organized labor view tax policy as the prime issue facing the 91st
Congress. A thoroughgoing revision of the Revenue Code can go a long way
toward restoring the public's confidence In -the Congress; such a revision can
and must produce the needed revenues without resort to expedients and pallia-
tives of which the surtax Is a prime example.
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I hope you and your Committee will consider the wishes of the 450,000
men and women represented by this Union when the time comes to decide on
specifies. The major specifics we want to see emerging from the Committee on
Finance will be rejection of the surtax and equitable, revenue-producing new
provisions of the Internal Revenue Code.

Sincerely yours,
JosEPH A. BEIRNE, President.

STATEMENT OF THE ILLINOIS STATE CHAMBER OF COMMERCE, SUBMITTED BY LESTER
W. BRANN, JR., EXECUTIVE VICE PRESIDENT

This statement is presented on behalf of the Illinois State Chamber of Com-
merce, a statewide organization with a membership of more than 19,600 busi-
nessmen in 478 communities in every part of the State of Illinois. The members
are engaged in virtually every type of business and range from the self-
employed to those associated with some of the nation's largest corporations.

The recommendations set forth in this statement were developed by the
Chamber's Federal Taxation Committee of sixty members after preliminary
study and recommendations from Its Subcommittee on Technical Tax Devel-
opments.

The Illinois State Chamber of Commerce has had a history of supporting
fiscal responsibility, a balanced federal budget, reductions in federal spending,
and reform of the federal tax structure.

For many years, the most basic reform we have advocated has been a reduc-
tion in federal income tax rates to reduce their stifling effect on business.

Secretary of the Treasury David M. Kenndey has pointed out that increasing
the tax liability of corporations and high income Individuals and decreasing
tax liability of most individual taxpayers, the bill in its present form has
the effect of encouraging consumption while discouraging investment and the
creation of new production facilities.

The general effect of increase in some tax liabilities and decreases in others is
further reinforced by various specific provisions with particular bias against the
creation of production facilities, such as, repeal of investment credit, provisions
relating to depreciation of real estate, changes in capital gain treatment, and
taxation of natural resources.

We feel more attention should be given to this legislation's overall effect on
economic stability and on long-term growth of the economy.

The legislation's apparent intention is to make the tax burden on individuals
more closely approximate the stated progressive rate schedule of the Internal
Revenue Code through the reduction of special treatment of some taxpayers.

To the extent the overall effect of the bill represents a shift from individual
payments to corporate payments, the original purpose is defeated since corporate
payments will be considered primarily as an additional cost of doing business
which will be reflected in the price of the corporate product or service.

Thus, corporate taxes act somewhat as a sales tax-regress've in nature-
tending to obscure the ultimate burden of the tax on individuals particularly
those in the lower income brackets.

We suggest careful consideration be given to the recommendations of the Ad-
ministration for the reduction of corporate tax rates and for a lesser reduction
of individual tax rates Also there seems to be strong arguments for reducing
the overall revenue loss to prevent and control inflation and to provide adequate
revenue for th-) financing of necessary government services.

We also suggest a careful review of the multiplicity of effective dates for
various provisions of the bill.

Although we recognize the need to limit actions by taxpayers after a change
is suggested and before its effective date, the large number of differing dates adds
unnecessary complexity and confusion to an already complex measure.

In the following pages, we will react to eight specific provisions in H.R. 13270.
This does not mean the Illinois State Chamber of Commerce either supports or

' opposes other sections of the bill. Our selection of these items is merely intended
to indicate our feeling that observations on these subjects may be of help to 'the
committee In its deliberations. Our selection was severely limited by the time
availale and the knowledge that other groups would provide more detailed in-
.. ftaton and express their views most forcefully on some sections of the

-pecLfie recommendations cover the following topics:
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Section 231: Moving Expenses.
Section 704: Amortization of Pollution Control Facilities.
Section 515: Capital Gains on Lump Sum Distributions from Qualified Pension,

Profit Sharing, Stock Bonus or Annuity Plans.
Section 451 and 452: Depreciation Allowed Regulated Industries.
Sections 411 thru 414: Corporate Mergers.
Section 421: Stock Dividends.
Section 431 and 432: Foreign Tax Credit.
Section 541: Subehapter S Corporations.

MOVING EXPENSES-SECTION 231

The willingness of responsible employees to move from one location to an-
other-and labor mobility In general-is of benefit to the economy as a whole as
well as to individual employers.

It also should be recognized that most employee transfers are primarily for
the convenience of the employer.

Public policy should favor relocation with a minimum burden for the employee
involved.

We feel it is desirable to recognize "indirect" expenses of pre-moving house
hunting trips, temporary living expenses and costs of sale and purchase of a res-
idence. We also welcome the proposed exceptions to the 39-week rule. However,
the dollar limitations on deductible amoimts, increase of the 20-mile test to 50
miles, and requirement that all reimbursed moving expenses be included in
adjusted gross income and subject to withholding appear unduly restrictive.

Employees most likely to be relocated are those in middle management or
with extensive technical skills who are apt to have families, to receive above
average compensation and to have higher than usual housing expenses. Costs of
moves vary tremendously. A relocation to a foreign country or from one coast to
another may either make house hunting trips extremely costly or impossible and
may greatly increase the period during which temporary living expenses are
Incurred. A 7% commission on the sale of a $30,000 -to $50,000 home could well
exhaust the $ ,500 limitation; while in other cases involving moves over a rela-
tively short distance, the reasonable cost of house hunting trips and temporary
living expenses might be much less. We would suggest that "reasonable" ex-
penses be allowed and following the precedent of travel and entertainment ex-
pense, detailed accounting to the employer should be a satisfactory justification.

In metropolitan areas, such as the one surrounding the City of Chicago, a
relocation of less than 50 miles in a job site may require the relocation of a
family. A change in job location from the north to the south edges of the Chicago
metropolitan area might well be less than 50 miles and yet effectively require
relocation. We, thus, oppose increase of the .20-mile test to 50 miles.

Even if additional items of "indirect" expenses are recognized, there are apt
to be a number of other moving expenses which cannot be recognized but which
may constitute a substantial economic burden to the employee being transferred.
Inclusion of all reimbursement in adjusted gross income and to require with-
holding on that amount not only causes additional paper work, but delays the
availability of funds to a transferred employee at a time when this may con-
stitute a substantial financial burden. Thus, we strongly urge these items not
be included in adjusted gross income to the extent that they are not subject to
taxation and reimbursement which will not result in additional taxable income
not be subject to withholding.

AMORTIZATION OF POLLUTION CONTROL FACILrTIES-SEOTION 704

Pollution control facilities do not generally produce income and are not of an
economic benefit. In effect, any pollution control expenditure is an expense from
which no returns can be anticipated. Provision to amortize these facilities over
60 months recognizes this relationship to some degree, but this is such an Im-
portant area that we feel expenditures for pollution control facilities should
be further encouraged by being treated as an expense In the year made. Control
of pollution is one of our most pressing national problems and failure to act
promptly and effectively will not only increase ultimate costs, but will lead to
permanent or temporary loss of use of our natural resources. In this context,
the current loss of revenue is minor. As the only benefit received by the tax-
payer would be the Immediate recognition of the true nature of the expenditure,
there should be no opportunity for substantial abuse under this provision.
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CAPITAL GAINS ON LUMP SUM DISTRIBUTIONS FROM QUALIFIED PENSION, PROFIT
STARING, STOOK BONUS OR ANNUITY PLANS--SECTrION 515

The proposed treatment of these lump sum payments seems to consider them
as a species of deferred compensation with particular application to highly
compensated individuals.

We feel the most Important thing to remember about this provision Is it
applies solely to qualified plans which must be non-discriminatory. A survey of
Illinois State Chamber members Indicates that a great many employees of
quite moderate means elect to receive lump sum payments, The proposed pro-
visions require quite involved calculations and add greater complexity to the
Internal Revenue Code. Because of the non-discrimination requirements, lump
sum payments from qualified plans are not readily available as a device to
allow deferral of income by highly compensated individuals and we suggest
other provisions, which tend to restrict the benefit of capital gains treatment,
would accomplish, to a large degree, the Intent of this provision.

We, therefore, suggest this provision, which Is widely applicable to retired
persons of moderate means, not be changed.

DEPRECIATION ALLOWED REGULATED INDUSTRIES-SECTION 451 AND 452

In previous tetstimony, the Illinois State Chamber of Commerce indicated
its opposition to the action of some federal and state regulatory agencies in
defeating the purpose of the Internal Revenue Code In allowing accelerated
depreciation. These agencies have, in some cases, required a "flow through' of
accelerated depreciation or have calculated the rate base as if utilities taking
straight line depreciation had taken accelerated depreciation and there had
been a "flow through." These sections effectively freeze the present status.

This will have the dual benefit of preventing substantial, potential revenue
loss and permitting regulated industries to continue to follow the existing ac-
counting and rate making treatment without a threat of a requirement to
adopt flow through accounting. We support this freeze, but we feel the legisla-
tion should go farther and require a reversal of past regulatory action which
denies regulated industries the right to exercise business judgment in selecting
their method of depreciation, or accounting for depreciation, on a deferred tax
accounting basis.

CORPORATE MERGERS--SECTIONS 411 THRU 414

We would certainly agree the Internal Revenue Code should not give any
special or unwarranted inducements to corporate mergers and we instead sug-
gest the aim of our tax laws should be to be neutral in merger situations. We
approve the purpose and general content of these sections and we certainly
agree care should be taken to not over-react In approaching a relatively new
subject. At the same time, it appears many of the provisions suggested are
sufficiently narrow so they may not have the desired results. We suggest de-
velopments In this area should continue to receive careful study with the idea
that more general restrictions may be required to achieve effective neutrality.

DISALLOWANCE Or INTEREST DEDUCTIONS IN CERTAIN CASES

It is certainly true the classifications of various corporate obligations as
either debt or equity Is a diffcult and uncertain matter. However, the applica-
tion in the conjunctive form of the subordination, convertibility, and debt-
equity or interest coverage tests may not be sufficient to correct the basic
problems. For example, an obligation which is not subordinate or which does
not meet the debt-equity or interest coverage test may still present the very
problems sought to be rectified.

Problems Involved in the limitation on the Installment sales provision and
with original Issue discount are more clear cut and are met more specifically
by the suggested changes.

'We alo agr the provisions concerning re-purchase premiums or convertible
Ji-0ndebk4I 'require clarification and the provisions of the bill In this regard

ralitic; LIMITATION ON INBTALUMT SALIT

& i/ . i6ho00-,thes provIs ons occur under the designation "Corporate Mergers"
they OeN, by tA* terms, to have 1nroder application. We suggest the language

-.. : . -, : ,, . :. .: .. , t



1249

be modified to make it clear that these provisions are applicable only to cor-
porate merger

STOCK DIVIDENDS---SETION 421

The bill proposes to continue the current provision that a stock dividend is
taxable if payabl..--at the election of the shareholder-in property instead of
stock, but additional provisions are proposed concerning disproportionate dis-
tributions, convertible preferred stock, treatment of some redemptions as dis-
tributions and the tax treatment of dividends on preferred stock.

It is our feeling the additional complexities introduced by this suggested
change and their interference with normal corporate operation and structure
far outweigh any possible future revenue loss and, for this reason, the changes
should not be enacted.

FOREIGN TAX CREDIT-SECTIONS 481 AND 482

Provision is made to recapture any tax benefit gained as a result of a loss
in a foreign operation. In the early years of operation in any foreign country,
a business can reasonably expect losses. Nothing should be done to discourage
or to make less advantageous, the institution of new foreign operations. In
addition, the complex provisions added to these sections make the already complex
foreign tax provisions that much more difficult to apply. Only a minor amount of
additional revenue is anticipated from this source and there is no indication
such a provision is necessary to avoid losing large amounts of revenue in the
future or that the present law creates any "loopholes" which will lead to un-
desirable results. We, therefore, suggest the provision on recapture tax benefits
due to foreign losses be eliminated.

SUBCHAPTER 8 CORPORATIONS ION 541

At the present time, Subehapter 8 corporations, although electing to be taxed
as partnerships, get the same treatment of pension contributions as other cor-
porations. The amendment proposes that non-taralble contributions to pension
and profit Oharing plans be subject to the limitations provided self-employed
individuals under H.R. 10, as modified. It Is our feeling the provisions of H.R. 10
are Inadequate and they should not be extended to other groups. The employees
of the Subchapter S corporation should be treated as the employees of any other
corporation and If any other modifications are to be made in this area, provisions
of H.R. 10 should be modified so self-employed persons more nearly get the same
treatment as corporate employees.

STATEMENT OF JOHN M. BARKER, VICE PRESIDENT-TAxEs, GENERAL MILLS, INC.

f would like to discuss several matters directly contained in the Tax Reform
Bill of 1969--H.R. 13270, and others which are closely related to certain provisions
of the Bill.

I oppose the repeal of the Investment credit and the extension of the surtax
at 5%until June 30, 1970 on corporations. I believe corporation tax rate should be
reduced rather than increased which is the effect of the Bill as written.

I do not believe that the definition of private foundations contained in the
Bill is fair and, in my opinion, if it is left unchanged, corporate giving to worthy
causes will be reduced. In a similar vein, I recommend that the proposed charit-
able contributions amendments be revised so that donations of scrap to such
worthy organizations as the Volunteers of America, the Salvation Army, and
Goodwill Industries, can be continued.

There are other provisions in the Code closely associated with amendments
proposed in H.R. 13270 which should be corrected as part of any tax reform
measure--that is, if reform is designed for and expected to be equitable to cor-
porations. Some of these are covered herein.

SEC. 418(b) ZRO 1282(b) (2) ; 413(c) iEO 6049(a) ; 418(d) lRD 6049(C)

These sections relate to original issue discount-its taxation and deduction
and requirements for information returns.

It should be clarified that these se'.tions include convertible indebtedness
whether or not the conversion feature is in a separate and/or detachable docu-
ment or is included in the terms of a single document. If it is intended that a
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single security with a conversion feature (not capable of being detached) does
not include original is.;ue discount, then economic facts of life are being ignored
evidently for administrative convenience.

SEC. 431(a) IRC 904 (a)

This section reduces the foreign tax credit for U.S. taxpayers who choose the
per country limitations for losses incurred in the country by the taxpayer in prior
taxable years. I do not agree that this section should be enacted. It seems to ie
it should be incumbent on the U.S. Treasury Department to negotiate as part of
the tax treaties in each country that the foreign country allow loss carryovers
for U.S. permanent establishments within the countries. The foreign country Is
receiving an economic benefit of the business activity carried on in the country at
a loss. Enactment of this provision will discourage promotion of export trade by
U.S. taxpayers and can directly affect the U.S. trade balance. The provision dis-
criminates against companies which are trying to get established in foreign coun-
tries as against those that are already there.

The provision discriminates as between companies, depending upon each
of their circumstances. The company that has extensive foreign source royalty
and interest income subject generally to either no foreign tax or a low rate of
withholding tax, can choose the over-all limitation for tax credit purposes and
use all the available foreign taxes as credits and still incur substantial losses
in countries other that those from which the income was received.

For instance, assume -* 'f income of $1,000 on which the effective foreign rate
is 10%. To use the $100 credit attributable to the foreign income, the net income
from all foreign sources assumingg a 50% U.S. rate) will only have to be $200.
The taxpayer in this position can absorb losses of $)0 without penalty.

On the other hand, if the, 41,000 income is dividend income which is distributed
from income after a 40% foreign tax, the taxpayer must choose the per country
limitation and his $80) !oss is a potential U.S. tax liability for the future. It
does not appear equitable that the happenstance of types of foreign income
should determine liability under this proposed section. Moreover, the method of
operating also determines whether or not this provision is to be applicable.

If, for instance, a U.S. person opens a sales office and maintains a stock of
merchandise in a foreign country, he has a permanent establishment under the
terms of the U.S. tax treaties. If the branch operates at a loss, this section will
apply. On the other hand, if the U.S. person uses independent agents or con-
fines his activities so as not to qualify as maintaining a permanent establish-
ment in the foreign country, this section will not apply whether the loss is as
great or greater than it would be with the permanent establishment. With
today's world-wide competition, U.S. sellers of U.S. manufactured goods need
encouragement and help from their government and not economic hindrances
such as this section Imposes.

This is particularly important considering that key competitors of the Uniteil
States in international markets have enacted tax incentives to promote their
world-wide trade. Japan has special accelerated depreciation provisions in the
case of export sales. West Germany recently enacted legislation which permits
a deduction for losses generated by a permanent establishment in those countries
with which it has concluded a tax treaty. Significantly, losses thus incurred
are not added back to German taxable income in later years when the perma-
nent establishment becomes profitable unless the foreign country allows loss
carryovers.

The section as written is either defective or not clear in the following respects:
(1) a loss in a country or possession and offset thereafter by income therein

on which the taxpayer does not receive the benefit of a foreign tax credit or on
which no foreign tax is impo4ed (because the foreign country allows a loss
carryover), should not require reduction in the allowable credit in future years.
nor inclusion of the loss in income of the operation is discontinued. As now
written this does not appear to be permissible.

(2) If taxpayers electing the world-wide election for foreign tax credits who
are in the fortunate position of receiving income at an average foreign tax rate
below the U.S. rate so they can incur these types of losses are permitted to be
exempt from this section, then taxpayers who elect the per country limitation
should be allowed losses to the extent that foreign source income from countries
or possessious outside the loss country or possession are subjected to U.S. taxes.
Tor instance, if a taxpayer receives a dividend from Country A which has an



effective tax rate such that the equivalent of $1,000 of the dividend is subjected
tn the full U.S. tax, then that taxpayer should be permitted a loss of $1,000
iri any other foreign country or possession.

(3) The section should be clarified as to the taxation of gains and losses on
disposition of property associated with the foreign operation If it is discontinued.

Subsequently herein I discuss capital losses of corporations. Non-allowance
of capital losses on Investments in foreign corporations affects and is related to
t his problem.

IRC SECTIONS 307 AND 954

Closely related to the matter of foreign tax credit and income froml foreign

sources is a particularly vexing and troublesome problem relating to Subpart Fincome as defined in Sem. 954(a) (1) (lPersonal Holding Company type income)

and as determined under See. I054(c) (1). The Secretary has ruled that any trans-
actions which would be classified as reorganizations or tax free transfers under
the sections of the Code as listed in Sec. 367, must be cleared in advance by the
Secretary to qualify for non-recognition of gain. If such clearance is not re-
ceived, then Subpart F income exists for the U.S. taxpayer. The Secretary has
taken an extremely technical approach in his rulings and regardless of the tax
waid corporation laws of the foreign countries, lie has insisted on completely tech-
nical compliance with the applicable provisions of the U.S. tax law. I doubt that
under the present law he has any choice to do otherwise. Because of the necessity
to get advance rulings under See. 367, U.S. taxpayers are delayed in carry-
itg out these types of transactions: foreign partners cannot understand the prob-
lem and General Mills was involved In at least one instance where the procedure
and technicalities have cost it and the U.S. $40.000 In foreign exchange.

If there are no possible abuses, and I can't visualize any, I believe there should
be no potential tax liability hanging over U.S. taxpayers' heads and there should
be no requirement that the Secretary rule in advance on the transactions if the
substance of the transactions results in the equivalent of the reorganization sec-
tions of the U.S. laws and the ownership of the U.S. person in the enterprise after
all the transactions is substantially unchanged from his ownership before the
transactions. To this end I would amend See. 954 (c) by iidding a new sub-para-
graph number (5) at the end.

CERTAIN REORGANIZATIONS INVOLVING FOREIGN CORPORATION

"(5) For purposes of paragraph (1), foreign personal holding company in-
come does not include ..

"Gains (or losses) in transactions similar to those which would be applicable
under Sections 332. 351, 354, 355, 356 and 361 if the foreign corporation or corpo-
rations are involved in transactions which produce substantially similar results,
whether or not the form of the transaction technically conforms to the said see-
tions and whether or not the Secretary or his delegate has ruled under See. 367
before such exchange or exchanges that they were not in pursuance of a plan
having one of its principal purposes the avoidance of Federal income taxes, and
provided further, that ownership by the person who is a U.S. shareholder in the
foreign corporation or corporations after the transactions Is not materially dif-
ferent than it was before the transactions. For the purpose of this paragraph,
continuation of one or more of the foreign corporations as an inactive non-operat-
ing entity will be disregarded."

Provision should be made some way in the Code to give a taxpayer a right of
appeal to the courts if he does not agree with a determination made by the Secre-
tary under Sec. 367. The taxpayer is often required to agree to Include certain
items in income before a favorable ruling will be issued. Ie either must agree
or forego the ruling. If he foregoes the ruling, he has no standing in the courts.
If Section 367 was amended so as not to require approval before the transfer

the purpose of giving the taxpayer his (lay in court would be accomplished. The
taxpayer would then have a choice of seeking or not seeking an advance ruling.
If it would be determined by the Secretary after the transaction that the princi-
pal purpose of the exchange was the avoidance of Federal income tax, the usual
appeal procedures would apply to any assessment which might be made.

SEC. 401(a) 7TW 12010 )

I do not agree that the rate of capital gain tax on corporations should be in-
creased from 25% to 30%. In fact, taxing capital gains to corporations and
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limiting deductions of capital losses to capital gains over a carryover period is
grossly unfair.

Since enactment of Sections 1245 and 1250 corporations are denied a substan-
tial source of capital gains against which they could apply capital losses. I sug-
gest the following principles be incorporated into -tax policy respect to capital
losses:

(1) Losses from sales of stock in domestic corporations by corporations be
allowed as ordinary losses (and netted against gains on sales of property used
in the trade or business to determine if there is a net capital gain).

(2) Losses on other capital assets (including losses on sales of stock in foreign
corporations) be permitted on deductions each year and the tax benefit be limited
to the corporation long term capital gain tax rate. Permit carrybacks and carry-
overs of capital losses the same as net operating losses (if a net operating loss
exists or income is not suicient to absorb the capital loss in the year of the
capital loss) limited to the long term capital gain rate.

BEO. 521 MO 1250

This section further restricts corporations to recover tax on costs of buildings
in a reasonable time by denying present accelerated depreciation methods. This
is in tbe face of continuing rising costs of construction and inflation of our
currency. I do not agree that use of the sum-of-the-year's-digits, and the 200
per cent declining balance methods of depreciation on industrial and commercial
buildings should be withdrawn.

Closely related to this is the taxation of recaptured depreciation in transac-
tion to which Sections 337 or 334(b) (2) apply. Existence of these provisions
creates a disparity in the method of taxing transactions. The seller wants to sell
shares of stock and pay only a capital gain tax and buyers want to buy the de-
preciable assets and avoid the tax under Section 1245. Unfortunately, some uni-
formed sellers have been caught with tax liabilities they did not expect when
they sold assets.

It Is difficult to understand any reasoning which will support imposition of this
tax as it Is now applied except perhaps as an additional source of revenue.
Historically, Section 337 was intended to exempt corporations from tax during
a liquidating period. The section could be amended to require payment of corporal
tion tax on regularly conducted commercial transactions during the liquidation
period. Section 334(b) (2), historically, is a basis section. In neither event should
a tax apply on recaptured depreciation.

Canada tMces recaptured depreciation, but it does not levy any capital gain
tax. Neither does it require that depreciation be deducted each year to the extent
of the amount allowable or lose the deduction. The U.S. taxes capital gains and
requires depreciation to be taken for the amount allowable but not less than the
amount allowed. Canada, therefore, cannot be looked to as support for the policy.

If the reasoning Is that the selling corporation received a tax benefit from
the deduction equivalent to the tax which Is to be assessed, this may or may
not be the case. There is no assurance that the seller received any tax deduction
because of loss situations and the benefit may or may not have been equivalent
to the rates of tax assessed on the recaptured depreciation.

71 reason that the benefit goes to the buyer assumes future income from the
property and that tax rates must go even higher to account for the time value
of the money to be paid &ut.

Perhaps it Is the objective to match deductions given to business with income
accruing to the person who Is on the other side of the transaction. If this is
the case, then goodwill should be deductible to the buyer. This, unfortunately,
is not permissible although I do believe goodwill should be deductible to business
over a five year minimum and 10 years maximum time period. This is, in my
opinion, the strongest argument against . tax on recaptured depreciation when
Sections 387 or 334(b) (2) apply.

I suggest that Section 1245 be amended to remove transactions to which Sec-
tions 387 or 384(b) (2) apply or, alternatively, allow purchased goodwill to be
amortized.

I would like to conclude by pointing ou4 that, with the Federal income and
temporary surtax, state Income taxes, and foreign taxes, that owners of cor-
porations are the minority partners in the profits. Without the temporary surtax
the owners are no more than equal partners with the tax collectors. Since many
of the state. define taxable Income In substantially the same way as you in the
Congress define It for Federal income tax purposes, it Is extremely Important
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that all economic losses and expenses be deductible to, corporations. A partner-
ship cannot long endure in which the majority partner takes his share of all the
profits and leaves the losses to the other partners, I.e., the stockholders. Forma-
tion of capital and creation of jobs will suffer If this iituation continues in any
respect for any material period of time.

Thank you for this opportunity to express my views.

WHIRLPOOL CORP.,
Benton Harbor, Mich., October 8,1969.

Hon. RUSSELL B. LONG,
Chairman, Senate Finance Committee,
Washington, D.C.

DiAi SENATOR LONG: Whirlpool Corp. submits for the record the following
statement on the Tax Reform Act of 1969 (H.R. 13270).

General tax reform legislation must undergo careful and deliberate scrutiny
by the public and Federal Government prior to enactment.

Hasty tax reform action would create more complications and problems, not
solve them. We recommend a more calculated pace and extensive study of the
U.S. tax system prior to final action on H.R. 13270.

Three sections of H.R. 13270 are of specific concern to Whirlpool Corporation:
Real Estate Depreciation; Total Distributions from Qualified Plans, and; Mov-
ing Expenses.

1. We oppose Title V. Subtitle (, Section 521 to the extemt it denies accelerated
depreciation to facilities used by businesses. This provision is apparently Intended
to challenge the use of Real Estate Depreciation as a tax shelter. This is not
the intent of business use of real estate. If Section 521 is enacted, real estate
investments by businesses as well as others will be discouraged because the
return on investment will not be as favorable. Projects where the profit return
from expansion is relatively low, may not be undertaken at all.

It Is recommended that the problem of using depreciation as a tax shelter be
solved by the recapture provisions in the bill which, on sale of real estate, would
eliminate capital gain treatment to the extent of the excess of accelerated over
straight line depreciation. Any changes in depredation should be part of a larger
study involving all aspects of depreciation revisions aimed toward realistic meas-
ures competitive with other countries and consistent with the growth objectives
of our economy.

2. We oppose Title V, Subtitle B, Section 515, which limits capital gains on
lump-sum distributions from qualified stock bonus, pension, or profit sharing
plans. This limitation on capital gains treatment would:

Handicap a worthwhile incentive for our 3100 exempt-salaried employees;
Result in a diminishing value of our compensation-benefit package placing us

at a disadvantage in our search-for-talent competition, against companies that do
not offer profit-sharing plans;

Upset the orderly and practical retirement plans of many employees;
Discourage employees from Investing in such plans to the detriment of the

employees as well as the national Interest as it indirectly aids in the creation of
jobs and economic strength;

Result in a different tax treatment on the distribution of employer securities
than if the employee had purchased the securities himself, although the em-
ployee's participation in the plan is virtually the same as if the employee had
directly purchased the securities.

3 We support Title II, Subtitle D, Section 281, Moving Expenses, because It
offers a fair and equitable deduction of moving expenses. We also strongly recom-
mend removal of any dollar ltimtation on the deductible amount.

Mobility of the work force Is a valuable asset to our nation's economy, as peo-
ple will more readily move to where opportunities exist if they are not con-
fronted with the financial losses incurred during such moves We urge that no
dallar limitation be placed on deductible amounts as this could not only dis-
courage certain moves, but also any formal dollar limit would cause an intoler-
able administrative-paperwork problem for employer and employee.

Sincerely,
JoHN . CUMLr,

Director of Tares.
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(From the Elizabeth, N.J., Daily Journal, Mar. 26, 1966]

INVENTOR TRIES NEW APPROACH: HIT AiauNE-s IN TAX POCKET

(By James McCombe, Journal Staff Writer)

If perseverance breeds success, William J. Erwin should realize one of his
major goals In life.

That would be to strike a big blow for better aircraft safety.
Erwin of 2040 Bleecker St., South Plainfield, invented a take-off monitoring

device in which he has tried to interest airlines and federal agencies for five
year.

lie couldn't find a market for his invention or for another idea designed to
increase take-off safety.

But Erwin, a millwright and former Air Force technical sergeant, doesn't dis-
courage eqlsily.

The failure he encountered in selling a safety device led him to his present
objective and strengthened his resolve to keep up the fight.

FEAR, OTHER REASONS

He is convinced that most politicians and governmental agencies connected
with aviation are either afraid or for other reasons, are reluctant to take the
Initiative In demanding better safeguards for commercial flying. One of the prob-
lenis, he discovered, is pinpointing the responsibility.

But he Is determined to continue a one-man crusade until someone in authority
Is moved to do something about it.

At the moment, Erwin Is entertaining the hope that he may have knocked on
the right door.

He has taken his case to the Internal Revenue Service.
The inventor said he has submitted an application and voucher for reward

money paid for original information leading to detection of a violation of the
internal revenue laws.

ACCUSATORY SINGER

Erwin said his application points the finger of suspicion at major airlines,
insurance companies and an air safety organization.

He has been assigned a claim number and has been advised by an official in
the Internal Revenue Service that "appropriate attention is being given the
information."

As proof of his efforts to get action, the South Plainfield resident can produce
a bulky accumulation of letters attesting to his correspondence.

The collection includes documents and news clippings. It continues to grow
while he wages an endless battle to accomplish his aim.

Erwin says he believes "there is an 'acceptable' death rate in commercial flying
operations which can be lowered. But I don't think anybody is going to do any.
thing about it until It hurts his pocketbook."

BASIS OF C.AIM

Ile said the clain lie filed with the Internal Revenue Service is based on his
contention that damage to aircraft cannot be deducted by airlines in their tax
returns if due to willful negligence.

Erwin's reason for hoping his efforts will bear fruit soon is that "the Internal
Revenue Service Is big enough to fight the airlines, the insurance companies, the
Civil Aeronautics Board and the Federal Aviation Agency, all of which share
responsibility for aircraft accidents."
He also includes the Flight Safety Foundation, Inc. of New York City among

organizations he says are responsible.
Erwin insists he no longer is interested in selling his take-off monitoring device.
"What Is important is reducing the loss of lives from air accidents," he asserted.

CITES SAFTY STUDY

It Is Erwin's contention that maby of his opinions and observations about the
hazards prevalent in commercial flying operations are supported in a booklet based
on a flight forum sponsored two years aio by the Connecticut GOneral Life In-
surance Company. The topic was "Air Shfety: A Study of Ethics, Economics
and Attitudes." i
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The core paper for the forum was written by Jerome Lederer managing direc-
tor of Flight Safety Foundatior, Inc. Lederer has gained world recognition for
his work In the field of air safety research.

He wrote that the major type of transport accident is that which occurs during
the approach to a landing or the landing Itself. This type accounts for about 40
percent of the fatalities and about 30 per cent of fatal accidents.

The next largest category is take-off accidents, which account for about 20
per cent of the total.

LACK OF LANDING AIDS

Lederer wrote, "the absence of the most modern type of landing aids, or the
malfunction of aids coupled possibly with errors in judgment, Is the principal
reason for approach and landing accidents."

He also stated, "Part 601 of the Federal Aviation Act of 1958, in calling for the
highest degree of safety in airline operation, fails to define whether industry or
the FAA is responsible for achieving this.

"The operating environment Is, of course, provided by government, Industry Is
responsible for producing aircraft, techniques, and management to operate safely
in this environment.

"And the ultimate responsibility for safety is borne by the individual pilot,
mechanic, traffic controller, or other airman, working as part of the system,
except, of course, in cases of Acts of God or sabotage."

Lederer noted that the Federal Aviation Act calls for the highest possible de-
gree of safety only in air carrier operations. Elsewhere in aviation, only mini-
mum standards are required by federal law.

MUST OUT ACCIDENT JATE

He pointed out the accident rate must be improved to reduce the number of
fatalities that will increase with the expansion of air traffic.

Lederer contends the government alone cannot do this. He says "'industry must
share the load and should take the initiative."

Lederer also wrote: "The government can supply the environment; the ground
rules, the checking and much of the research and investigation. But industry as a
whole-not just some companies, but all-should show more positive leadership in
safety matters.

"Specifically, industry should weed out incompetence. It should decline to op-
erate into marginally unsafe areas until they are made safe. It should adopt
more techniques and devices of proven value, such as an adequately lighted
chartholder so the pilot need not balance the chart on his knee, in bad light, while
making an instrument approach."

Erwin points out that documentation of this type serves to substantiate what
he has been saying about the negligence he claims exists In commercial aviation.

CITES NEWARK RUNWAYS

Erwin, for instance, has been quoted as saying the runways at Newark Airport
are too short for the type of airplanes that operate out of that facility.

As a further indication that his efforts may be ready to pay off with a more
aggressive attack on the problem of safety, Erwin disclosed one of the latest
replies to his stream of correspondence.

The letter, dated March 9, this year, came from Henry M. deButts, admin-
istrative assistant to the chairman of the Civil Aeronautics Board.

Based on materials and a covering letter which related to his charges of safety
shortcomings, Erwin was Informed that the CAB plans to conduct an "inde-
pendent investigation."

STATEMENT DY RxCH.An Fow=oER, M.D., MILWAUKEM Wis.

SUMMARY

The income tax on single persons is now unduly heavy relative to that on mar-
ried couples. Single persons are entitled to tax relief. Methods of achieving
this are discussed.
I have read H.R. 13270, the tax reform bill of 1969. Mr. Wilbur Mills was also

kind enough to send we copies of the hearings before the House Ways and Means
on the subject of tax reform held in February, March and April of 1969 which
I have also read in great part.

88-86--69-pt. 2- 23
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NXB 18270-NO TRUZC WEORM

First, I note that the bill H.R. 13270 as passed by the House on August 7, 1969
does not represent a true reform The proposed tax law makes amendments and
revisions here and there. The complexity of the tax law is still retained. A true
reform would institute an entirely new, simplified system, as proposed by various
persons. Indeed, Chairman Mills indicated that he was in favor of "simplicity,
equality and neutrality" as important elements of a new tax system, in contrast
to "patchwork revisions of the old fabric." I

One such simple reform would eliminate all personal deductions, double
dependent exemptions, and lay down a fiat tax of 20% on all income to raise as
much money as government now raises.' The simplest of all proposals made to
the committee was a single fiat-rate tax of 12% % to yield the required revenue.
By doubling the personal exemption to $1200 a single flat-rate of 14%% would
provide the necessary revenue.' This would eliminate the Issues concerning Joint
returns and income splitting. Much of the elaborate effort now allocated to
arranging for tax shelters would becme too expensive and taxpayers would
forgo it. Computational chores and record keeping would be decreased. Such a
s~mIple flat-rate tax would go a substantial way toward achieving equity and
neutrality in the Income tax system and a truly egalitarian society.

THE MA__ AOE LOOPHOLE

I am particularly concerned with tax inequities based on marital status. The
Constitution makes no mention of marriage yet the old tables of taxation based
on marital status are still retained.

Although Dan Throop Smith, Professor of Finance, Harvard University,
4greea that single persons taxation Is inequitable, he states it Is probably justi-
fiable because on political grounds the married group is In the majority and any
Inequity which does exist should be in favor of the family status which per-
petates society.'

The distinguished economist Harold Groves also agrees that the entire class
of single taxpayers is entitled to relative tax relief. Nevertheless, he does not
want this to be at the expense of married persons for he adds,

"Other things being equal, we would at least prefer a system that does not
associate higher taxes with marriage."Groves says that family budget studies show that it costs a married couple
less than twice what it does to maintain a single person at the same standard
of living-probably about 1.4 times as much. Budget evidence also indicates
that the cost of maintaining children is substantially less than that of maintain-
ing adults and that family unit costs decreases as more children are added to
the family due to economics of scale.SOf suggested reforms, he favors a dual rate schedule including the manipula-
tion of bracket widths. They could be designed to close the gap in relative tax
burdens as between single persons and married couples either in whole or In

Joseph Pechman, writing for the Brookings Institution in the book Federal
TO PoUov, 1966, states that the practical effect of income splitting is to produce
large differences in the tax burdens of single persons and married couples,
differences which depend on the rate ot graduatto, and not on the level of rates.
Suchdifferencea are hard to rationalize on any theoretical grounds. Moreover,
it Is difficult to justify treating single persons with families more harshly than
married persons In similar circumstances. It has been assumed that single per-
sons;should be taxed more heavily than married couples because they do not
bear the costs and responsibilities of raising children. But income splitting for
husband and wife clearly does not differentiate among taxpayers in this re-
spect since th . benefit is the sAme whether or not there are children.

Richard Goode als writing for the IProokings Institution states that the,
... relationship between the taxes bf single people and married people

.UsS. HErtng. BejorM the (7omuittee ox Ways and Means, (1st Congr'ess,a 00L prt IV Ao.• .

p. IubmJthPederdT., a Roeoro. KI raw-Hill, New York, oR61 eport,
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should be re-examined because the present situation seems to be an incidental
result of the 1948 legislation rather than a reflection of consensus. ... My
opinion is that the income tax on single people is now unduly heavy relative to
that on married people."

He proposes that the same rate schedule should be applied to taxable income
of single persons and married persons who file Joint returns and that husbands
and wives who choose to file separate returns should be required to use a rate
schedule with brackets half as wide as those in the schedule for joint returns.
This arrangement would reduce the tax of single persons relative to married
people."

The treasury department is losing $14 billion per year because of favorable
taxation of married persons.t I submit that married couples require government
service to the same extent as single persons and these services are Just as avail-
able to married persons as they are to single persons. It would indeed be un-
popular to tax married persons at a higher level than at present because there
is a larger proposition of married persons than single persons subject to taxa-
tion. Yet when one group, even though in the majority, receives more favorable
tax treatment than another group, it is inequitable. The marriage loophole
should be eliminated, as popular as it may be. The government is not properly
in the business of either promoting or discouraging the institution of marriage
through the Internal Revenue Service. The government does, however, have an
interest in the welfare of children in order to continue the species. Nothing
herein should be construed to mean that the exemption for children should not
be continued.

TAXATION OF SINGLE PERSONS

According to the Treasury Department, there are 25 million sir.gle person
taxpayers in the United States,' Under H.R. 13270 single persons will be taxed
at a higher rate than married couples at every income level, even though govern-
ment services are the same for both categories. Further, I note that persons
under the age of 35 are to be taxed at a still higher rate. No explanation has as
yet been given in the various press releases of the Committee on Ways and
Means as to why singie persons are taxed wore than married couples. Taxpayers
should know clearly and in advance what the law prescribes and why.

When Edwin Cohen, Assistant Secretary of the Treasury for Tax Policy, ap-
peared before the Committee on Ways and Means on April 23, 1969 he was asked
by Representative Ullman,

"What about the problem of single persons? There is a rather widespread
feeling that there is not equitable treatment for single persons now."

Mr. Cohen's answer was,
"This is again a problem. We have had, as I am sure you have, Congressman, a

good many letters from single individuals pouting out the difficulties that are
involved.... We have not been able to come to a conclusion on that point and,
because of the budgetary considerations will not be able to propose such a
measure until we are able to develop sufficient items that will produce additional
revenue to permit an adjustment of that kind." *

On the following day Mr. Cohen was again asked, this time by Congressman
Vanik, to discuss the plight of the'single person.

Again Mr. Cohen had no immediate answer, but repeated that,
"We have had numerous inquiries about that and have the item high on our

list of matters for consideration." 1*
Mr. Vanik Insisted that a careful study of the problem of the single person

taxpayer be made and requested a full response in the record.
It would seem that the Treasury Department had no Intention of considering

the problem of the single person taxpayer, despite thq fact that there had
been "numerous inquiries" on the matter.

A complete exposition of the problem of the single person taxpayer was
presented to the Committee on Ways and Means by Miss Dorothy Shlinder,
President, Singlo Persons Tax Reform.u

No less an authority than Henry W. Bloch, President, H. R. Block Inc., stated
that,

"Richard Goode, The IndiWdva; Income Taw. Brookings Institution Report, 2964, p. 245.
TT Rform, 1960, part 15, .5625.

U.. reasury Departmnent And Internal Revenue Service, Statistics of Income--1966
Ingividqal InCometq Returns. p. 1.

1o Ibid., part 15, p. 624.
U Ibid., part 5, pp. 1970-90.
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"Our current tax laws admittedly discriminate against the single person. I,
for one, happen to feel it's being overdone." '

To tax all unmarried persons at the same rate as married persons would cost
the government $1.8 billion. In contrast, the government is losing $14 billion
per year because of favorable taxation of married couples, as previously
mentioned.

The Lorenz curve" and the Giti Index 1 1 have long been used as a statistical
measure of inequality of income distribution. Dr. Okner of the University of
Michigan in a sample of 103,336 income tax returns finds that if single persons
and married couples were to be taxed at the same rate by removing the income
splitting privilege, this would shift the new after tax Lorenz curve closer to
the line of equality and reduce the Gini Index from the present after tax value
of 419.20 to a new value of 412.18. This represents a 1.67 per cent reduction in
the after tax area of inequality. No single factor applied to the tax rate
produces such a large area of inequality as measured by the Gini index as that
of the split income.1

RECOMMENDATION

Based on the foregoing factors and In order to achieve a more egalitarian so-
cliety in conformity with the Constitution, it ; recommended that single persons
be afforded complete equality with married persons in the matter of income taxa-
tion. This could be best achieved by a single flat-rate tax of 12 ,to 14%. Exemptions
and/or a standard deduction.

The single flat-rate tax herein proposed will provide revenue proportionate to
the scale of an individual's economic activity. It has long been recognized that
persons of larger income pay a proportionately greater share of taxes to maintain
the government. Indeed it is in their own self interest to do so. They have more to
Igse than individuals of lesser income and the government therefore renders them
a greater service for protection of property and the right of free enterprise, and
they should be willing to pay more for these services.

AiLuMINuM Co. or AMewoA,
Pitttburgh, Pa., October 6, 1969.

e H.R. 13270, Tax Reform Act of 196.
Ron. Russex.L B. LONG,
Chairman, Senate Committee on Finance,
Old Senate Ofice Building, Washington, D.C.

Si: We appreciate this opportunity to express our views with respect to H.1L
18270, the Tax Reform Act of 1960, which is currently before your Committee for
consideration.

At the outset, may we say we believe that adjustment of our tax laws is re-
quired from time-to-time to avoid abuses developing around certain sections of
the Ode, and changes of rates as revenue requirements change. We cannot sup-
port, however, the substantial corporate tax increases contained in H.R. 13270
nor before your Oommittee of $4.9 billion. The Secretary of the Treasury has
reconwnended these increases be reduced to $3.5 billion, which is still too much of
an increase In the tax burden.

Our concept of tax return Includes, wherever possible, tax simplication. We do
not see simplification In H.R. 13270, but, rather, increasing complexities for in.
diGlduals and business alike. In several areas, H.R. 13270 seems to be drafted as a
punitive measure aimed at certain segments of the economy.

We axe attaching specific comments on various sections of the Bill, and we
rg* your careful consideration of these suggestions for changes to H.R 18270 to

reflect more equity in our tax Code. We do not comment on personal tax rates,
but uro that tbe Job producing segment (Le business) not be asked to carry an
Increased burden overall in taxes. Therefore, any revenue produced by changes to
code sections affecting corporations should be used for coporate rate reductionWlhi Imsobadly needed.

P entralonof Wealth," Pubilo#tione of
xRecla Refrennes to income

. tal ieNInlasttte ot Public Adminitrapoa, UnIvedty ot Iiian, 196k

• /
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We request that this letter and its attachment be made a part of the official
record of your Committee Hearings.

Respectfully,
PD. A. VAUGHN,

Vice Presidem, and Controller.

GENERAL COMMENT

HR 13270, as proposed, provides for a wide range of effective dates for the
various sections, stretching from April 18, 1969 for investment credit repeal,
to taxable years beginning after 1975 when the multiple surtax provision be-
comes fully effective. Between these two dates, there are a host of effective dates,
each of which may at one time have had some significance. However, with ulti-
mate passage of the Bill not before December of this year, no provision should
be made effective before the taxable year beginning after the date the Bill is
enacted into law.

SEC. 281-MOVING EXPENSE (CODE SECTION 217)

This section expands the allowance for deductible moving expenses to include
expenses Incurred In selling and purchasing a residence, and up to $1,000 for
house-hunting trips and thirty days of interim living costs, subject to a $2,500
limitation for all three categories'of expense. We believe this proposal is a step
in the right direction. However, we do not see the need for such rigid dollar
limitations and would suggest either that (1) all such expenses be allowed to
the extent they are ordinary and necessary without dollar limitation; (2) there
be a single dollar limitation.

Sec. 231(b) provides for a new section of the Internal Revenue Code-Sec.
82-which requires that any reimbursement, either directly or indirectly, of
moving expenses is to be included in gross income of the employee as compensa-
tion for services. The accompanying House Report (page 77) states in paragraph(li)--

"Thus, moving expense reimbursements or payments; to or on behalf of an
employee by his employer are wages subject to the with-holding provisions of
See. 3401 (a) and the reporting provisions of Sec. 041 (a)."

Sec. 3401 (a) (15) provides that reimbursed moving expenses are exempt from
withholding where it is reasonable to believe that a deduction will he allowable
under See. 217. However, Sec. 0041 (a) still requires that any reimbursements be
reported as income on the employee's W-2 Forms. 'fany states ue the W-2
wages for tax purposes; therefore, we recommend that your Committee provide
an exclusion for reporting under See. 6041 (a) similar to that In Sec. 3401(a) (15)
since there should be no reporting to the extent withholding is not required. This
provision would provide tax form simplification for employees.

SEC. 38 I-NON-QUALIFIED DEFERRED COMPENSATION (CODE SECTION 13 5 4)

The doctrine of constructive receipt has been interwoven throughout our tax
structure since its inception. On this basis, cash basis taxpayers have not been
taxed until an item of income is received. The rate applied Is that in effect at
the time the income is, thus, reduced to their "prossession and enjoyment." It
seems incongruous that for a negligible amount of revenue this long-standing
principle is to be violated, yet, theoretically, observed. This section provides in-
creased complications and requires complex calculations over many yearM.

More specifically, this section of the Bill adds See. 1354 of the Internal Revenue
Code. In Sec. 1854(b)-the definition of "year In which earned", it states:

"A deferred compensation payment shall be deemed to have been earned
ratably over (1) the employee's entire period of service with the employer,
( - ) or (2) a portion of such period, if under regulations prescriled
by the Secretary or his delegate, such payment is attributable to such portion."

We believe that (1) in the quoted portion i the definitive intent of the Con-
gress in this matter and can see no reason whatsoever for abdicating to the Secre-
ary of the Treasury the ability to legislate via regulations. If the Ways and
Means Committee had some specific thoughts P'or limiting the definition, it should
have indicated that fact with Implementation hereof via regulations rather thav
leaving the matter open to the imagination of the writer of the regulations. It is
our suggestion that (2) in the quoted portion above the deleted, and the definition
be solely the employee's entire period of service with the employer.
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In the defnition of "earned income", Sec. 1348(b), as added to the Code by
gill See. 802 (Fifty Percent Maximum Rate on Earned Income), it states that
such term does not include and deferred compensation payment. In light of the
discussion above, with respect to the "year in which earned," as applied to de-
ferred compensation payments, this treatment under the 50% rule Is contra-
ditory. If an item, which, obviously, is income, is deemed to be earned in a given
year for one purpose, it should be so considered for all purposes. This provision
alone would kill the use of deferred compensation agreements, and there would
be an immediate deduction by the employer of wages earned In the year. The
penalty in the present law is that the employer does not get a deduction until
the employee has taxable income-no one escapes tax.
" We seriously question the need for any changes on the deferred compensation
provision.

SW. 482---EPRATE LIMITATION ON FOREIGN TAX CREDIT WITH RESPECT TO
FOREIGN MINERAL INCOME (CODE SECTION 904)

This section proposes to amend See. 904 of the Code by providing a separate
country limitation for foreign mineral income where the foreign country:

1. Receives a payment of a bonus or royalty, or
2. Holds substantial mineral rights with respect to mineral property, or
8 Imposes any Income, -war profits, or excess profits taxes on such in-

come at an effective rate higher then on other income.
The avowed purpose of this amendment is to cure the situation of the tax-

pjyer.claiming a foreign tax credit for a high effective tax rate, which is in
re*ity part royalty and part tax. We cannot disagree with this as a matter: of principle.

It talec only one of the three above listed criteria to bring taxpayers under
thi" proposed amendment. Alcoa has mining operations In three foreign countries
whereln we pay royalties, and the foreign government holds substantial rights
to -the prOperties (we have concession agreements), bu we have a tax rate that
is equal to or lower than the rate on other income. The proposed amendment
hold not apply to a taxpayer unless all three conditions are present.

SEC.'461-ALTZMATY CAMATL GAIN U4TZ TOR CORPOBLTION5
(0003 SMOTION 1201 (a))

W9 oppos any Increasein the tax rate on capital gains. However, we have

no objection to the prop- to lengthen the holding period for meeting the re-
quirements for capital gains treatment

SE9. 601-NATU4L ROURCS (CODE EOCT! 6.1 AND 080)

To make changes,* such as this proposed section, which have little or no
revenue effect to the United States Treasury, and do increase the operating custs
o f the United States taxpayers, seems to us to be a detrimental move. The
O9iRs l5sof opbAton, lncludipg that of the Treasury Department, is that the

the percentage depletion rates applicable to foreign deposits being
xed'y ,Uniatc. pttes, companies Will not produce revenue for Treasury.
n p VA we Will have substantial additional costs per year resulting

fq it~or |I tile rate .p1cal~le to foreign bauxite from 15% to 11%. Al
0~thse incree cost will go to foreign governments.
I at t t 9 t80% of the bauxite requirements of the

, I uml',tnduatry comesfro= foreign countries, primarily those
Q'tTA r smtalpere Other than in Arkansas, the United States

4~V ;1u# A~lzt -i~es iJu comnqrcial ,quantities.
tat; ,thew a wrt t mposing any additional cost burdens

S orpote taMpers by, changing the foreign depletion

qo .. " *O. ....... IIATION " RL " ESTA' (OODE 8ECTION 167)

W ys ~~ad Means Committee's Report, was
... e tesx ledaUon6 Si a tobIqen

tot 010, r consttrn after -Inly 24,,
ftc'ptut tat0d.Rr'X rhtes,, of hedeprecia-

.07ettin gaF 'elle on a subsequent
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See. 1250 property includes industrial buildings, wherein the opportunity for
the machinations attributed to real estate operations per se is not available, and
we, therefore, recommend your consideration of eliminating such buildings
from the applications of this provision.

Aside from the above comment, we feel that the new recapture proposal Is
sufficient penalty, without taking away the right to use one of the accelerated
depreciation methods, for all depreciable real estate used In the active conduct
of a trade or business.

SIM. 7 8-INVESTMENT CRDIT REPEAL (OODE SEMON 88)

We opposed Sc. 703 repealing the investment credit. Since much has been
written and said on this subject, we shall make only a brief comment.
When the investment credit was passed In 1962, statements were made that
this was in lieu of a reduction in the corporate tax rate, and that it was a
step in the reform of our antiquated depreciation allowances. With Invest-
nient credit repeal and the negative depreciation reform under See. 521, above,
there has been an effective tax rate increase on corporations, and nothing
effectively accomplished toward updating our depreciation policies.

If repeal of the Inevstment Credit is demanded for political reasons, then,
as a step in the right direction, we suggest that the depreciable lives in Rev.
Proc. 62-21 be made a matter of right by legislation and by removing the
reserve ratio test retroactively.

We endorse Secretary Kennedy's recommended 2-point reduction in the cor-
porate rate but suggest that this be extended to cover the full $4.9 billion cor-
porte tax increase contained in HR 13270.

NEw YoaK, N.Y.,
August 28, 1969.

COMMIUTE ON FINANCE,
Senate of the United State8,
Washington. D.C.

GENTLEUMIN: As you review the provisions of Tax Reform Act of 1960 af-
fecting foundations and tax exempt organizations, the following points may
well warrant your attention.

1. The quality of results of foundations over the years will depend heavily
upon the people serving as trustees. Some features of the bill would impose
penalties on a trustee or subject a conscientious person to serious qualms about
the risks of damage, Inadvertant. For broad, basic, deeply fundamental im-
provement in the good work foundations do, not penalties and restrictions and
restraints are needed so much as better men and women. Serving on a board
can take quite a lot of time. Can you not at least minimize possible penalties
on (boards and somehow help create conditions to attract more of the best effort
of good people?

2. Complying with the new law will cost time and money, reducing what
is available for good accomplishment. Please try to make meeting the require-
ments easier. Those you believe essential can -probably be adopted to reduce
the red tape's tightness

3. Restrictions on activities to influence legislation, etc., can sadly hamper
work of good to society. Government agencies pressing for changes in law
would become relatively more powerful with mimeograph machines and easy
access to news media. The role of Government at all levels is now so pervasive
that alternative sources of ideas, argument, debate, reply, challenge, response-
all these things can be very useful. Often no individual or business orga-
nmzatlon Is in a position to know, to spend the time and effort needed for best
action. The bill's restricting provisions seems to me too tight, especially cumu-
lative effect. Certainly too much power by far could exist in the hands of ad-
ministrators to prevent criticism, debate, etc., by merely implied threat. For
a democracy to write into law on aid to voter registration may seem a bit
odd.

4. Requirements of payout in full may be defensible although some accumula-
tion can lay stronger bases for better achievements in some cases Two provisions
of the bill seem to me in any case defective:

(a) the'5 percent is clearly too high, even in today's markets. No fixed statu-
tory figure or formula can fail to work unintended hardship and perhaps a lot

-of it. Conditions are too varied and change too much. A figure lower now by
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ove-fifth (4%) would be too high in my judgment. Give leeway, elbow-room If you
decide tW retain any rigidity; (b) the practical problems of foundation budgeting,
management, change of peace, etc., need more than a year. The goaLs you seek can
be served adequately by allowing at least two budget periods (of 12 months) after
the year.

5. The 7% percent tax will directly curtail good work. If we are to develop in
the many ways our society can to enrich and improve itself, then more founda-
tion activity, not less, seems to me desirable. Thus, tax would have its incedence,
not on "rich, tax-exempt foundations" but on the people they serve. If some
evidence of direct burden of tax is desired you can require estimates of how much
a foundation's stocks were taxed under the corporate Income tax before the
money reached the foundation and how much its real estate was taxed. (Columbia
University's real estate was taxed around $9 million in 1968/9).

6. Programs of direct foundation grants to individuals can economize on costs
of administration, red tape, overhead, compliance, and so on. And the flexibility
and adaptability have lots of merit. I. hate to see more rigidity and red-tape in
society and especially where freedom means so much in aiding people and projects.
Not routine and formality deserves aid so much as matching person, money, and
unique opportunity.

7, Try on your own to insert some encouraging, creative, forward-looking pro-
visions to help foundations. The need to prevent abuse ought not to distract atten-
tion from the mass of positive, wonderful work. Try to build on the good, not
risk reducing it (as the bill inevitably would) to curb the scalawags, except as
new ids are provided. The abuses ought not to spread their evil effects by leading
indirectly to restraints on the many who have been functioning well (not per-
fectly, but nothing in society can safely be expected to be perfect) and could do
better.

I am a member of the Board of Lincoln Foundation, cooperate with Barnhart
Foundation Fellowship Program, and have at times received at least indirect
foundation help for research.

Respectfully yours,
C. LOWELL HARRISS,

P'ofe8eor of Ecoiomica,
Columbia University.

COMMTr 01 FINANO,
U.S. Senate,
WOM"Olgt,, D.A

GiNTLMuNz: Your telegram Just reached me. I understand the problems you
face In trying to accommodate all who want to be heard. Unfortunately, my
absence from the country in attending the conference of the International Insti-
tute of Public Flnance makes it utterly impossible for me to prepare and have
In your hands by Sept. 10 (50 copies of) a statement covering the points I would
like to make. A brief listing and terse indication can hardly suffic.

1. The bill contains much that will serve the country well. But because the
change are so numerous and of such pervasive influence-and because modifica-
tion In later years will be difficult--time for thorough examination now, to "start
right," will be vastly rewarding. Haste will lead to avoidable errors.

2. The bill bears heavily on returns to capital. Every change bringing more
Venue, as I recall, nvolves heavier taxation of (recipients of) income from

catltal. This bias deserves your careful consideration.
& Most of the revenue increases come from heavier burdens on business firms.

The process of production will suffer. This Important point, I believe, deserves
explicit examination as port of your scrutiny of the bilL

.4 Th complex ismes involved In the taxation of natural resources concern
bothldtilduls aad corporation& The examples of Individuals with large in-
c mes vbO pWy rather little or no tax have properly aroused concern. Changes
-to tax them nore heavily may well be desirable. The large corporations, however,

ot okra. by tops of thousands (or more) shareholders. Heavier taxes on these
-toekboar would Impooe burdens different In significance from those on indi-

,! viduaU with large and largely tax exempt incomes from menoral properties. One
robao $ reWt, of the tax provisions of the bill will be higher prices for gasoline

S :ea !q , .lWodut0sctbe hundreds of millions of added revenue will not come
, . e afw ich people who now pay lees tax than they should.

IL ,*i j Slkaclaluiedi of universitIes, hospitals, and other. such Institutions
4-tt "140 btiatse plP ent In the public benefit are unique and vital. There-

... hi, c of the bill which directly and indireedy discourage coDtrlbu-15/ /

e,, L. 
;

.,". / p.. ,
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tons will at best, I feel, be exceedingly costly methods of increasing Treasury re-
ceipts and reducing tax avoidance by some persons. True, some present provisions
can certainly be criticized; but they have good as well as bad results. The good
ones deserve your attention. I am biased, admittedly, but I feel that the good
consequences exceed those which are unwelcome by a margin so large as to make
restricting actions undesirable.

6. The use of tax law to control private foundations, as a matter of principle,
and the specific provisions of the House Bill, ought to have exhaustive study. No
issues of urgency press for action this year; and you would, In my view, be doing
the country a good service to hold over decisions until you can examine the many
implications (and alternative ways of achieving some of the objectives).

Again, acknowledging bias, I urge that any actions taken now be less re-
strictive than In the House Bill. Several could be modified to reduce the narrow
confines of the bill without hampering the objectives sought (not all of which I
believe are desirable). The provisions drastically restricting activities having
some tie to legislation go much too far. Good as we know our society Is, we want
to make it better. Discussion, debate, challenge, response-all these are desirable,
much as each of us will disagree with many things said. The specification of
actions prohibited sets a dangerous precedent for "thought control."

8. The tax on foundations runs against the achievement of many and varied
goals which, on balance, I submit (but cannot of course prove) would serve the
public interest better than If the funds were merged into those of the Treasury.

9. The many restrictions designed to prevent abuse will hamper activities of
many good foundations, diverting attention, adding to costs, and In ways not
yet fully foreseeable reduce positive benefits. The benefits overall can hardly be
great enough to Justify such serious and confining restraints.

10. One focus in trying to get better results from foundations, I suggest, should
be to provide incentives for better direction and management. How can more and
better trustees be attracted and induced to give more of their best efforts?

Respectfully yours, C. LOWELL HAreBss,
Professor of Economics.

Views are miy own and not necessarily those of any organiaztion with which
I am associated.

STATEMENT OF AMERICAN LrF CONVENTION AND LIFE INsuRANCE AssoCIATION
OF AMERICA, SUBMIrTTED BY WILLIAM B. HARMAN, JB., GENERAL CouNsEL, AMERI-
CAN LIFE CONVENTION AND KENNETH L. KIMBL, VICE PRESIDENT AND GENERAL
COuNsEL, LIFE INSURANCE AssOCIATIoN OF AMERICA

The American Life Conventlon and the Life Insurance Association of America
are two associations with an aggregate membership of 355 United States and
Canadian companies, accounting for about 92 percent of the total life insurance
in force in the United States and holding approximately 99 percent of the assets
attributable to insured qualified pension and profit-sharing plans.

This statement contains the associations' views on certain provisions in H.R.
13270, the "Tax Reform Act of 1969", which are of interest and concern to
the life insurance business. The statement is divided into two parts: (1) Pro-
visions Which Should Be Deleted From The House Bill; and (2) Provisions
Which Should Be Amended Or Clarified.

SUMMARY

I. Provisions which should be deleted from the House bill
(1) Voluntary employee benefciary associations sectiono 21 (b) (5) of the

house blfl).-The existing 15-peteent limitation on the amount of investment
income that may be earned by a tax-exempt employees association would be
repealed by section 121(b) (5). This change would allow these associations to
operate essentially as insurance companies without being subject to Federal in-
come tax and, thus, would be discriminatory.

(2) Preferred compensation sectionn 331).-The proposed change in the tax
treatment of deferred compensation Is contrary to historical---and valid--cash
accounting principles. Moreover, the new tax computations are unduly complex
and would require individuals to repeatedly recompute their taxes for many
past years. Finally, the new provisions are unclear as to their intended coverage.
Thus, this section should be deleted. In any event, a technical change is needed
to make it inapplicable to retirement plans of educational institutions.



1284

* (8). Total distributios from qualifed plans (section 515).--Tbe proposed
ordinary income tax treatment for a portion of a lump-sum pension distribution
will be extremely complex to apply, both for the employer and the employe, and
will, in some cases, require employees to overpay their tax and wait five years for
their refund. Moreover, the new tax formula will lessen the flexibility of private
pension plans. Thus, this section should be deleted or, at the very least, limited
to large distributions of the type illustrated in the Ways and Means Committee
Report.

(4) Qualified pension plans of small business corlorations (section 541) .- By
extending the contribution limitation applicable tc pension plans of the self-
employed to cover contributions for shareholder employees of Subchapter S
Corporations, the House Bill implicitly adopts the philosophy that the self-em.
ployed restrictions are a reasonable standard for all pension plans. To the con-
trary, the pension limitations on the self-employed are unduly restrictive and,
It anything, should be substantially modified, instead of extended to corporate
plans. Thus, section 541 should be deleted from the House Bill and any legis-
lative action in this area should be directed towards liberalizing the self-employed
rule&
IL Proviion8 which should be amended or clarifted

(5) 4e ioentfve for investment in residential mortgages, etc.-The Treasury
Deprtment has proposed a special tax incentive to encourage investment by
financial institutions in residential real estate mortgages and certain other loans
made pursuant to national policy objectives. Any such incentive should be made
available to life insurance companies so that they may participate in the Invest-
ment market on an equal footing with other financial institutions.

(6) L4I0tation on interest deduction. attributable to investment indebtedness
(section U1),--Since this proviion is generally applicable only to individuals
and clearly would not apply to corporations acting alone, It should be amended
to make clear that it does not apply to corporations acting through a joint venture
or partnership.

(7) MOvisg expenses (section t81).-While the associations support the ob-
jective of liberalizing the deductible categories of employee moving expenses,
we believe that the limitations In section 231 are too restrictive. As limited in
the House Bill, the added deductions will not adequately cover the legitimate
moving expenses of a great many employees, especially those who are required
to move long distances.,
- (8) Bond and other evIdenoes of indebtedness (section 413).-Two clarifying

amendments of this provision are desirable. First, life insurance companies should
be excluded from the new provision requiring accrual of original issue discount
since there is, and has been for many years, a specific provision in the law re-
quiring such accrual for these companies, but permitting a somewhat different
method of computation than Is called for In section 413. Second, in v. iuing the
various elements of an investment unit, the amended section 12,2(0) (2) should
be expended to provide that fair market value is to be determined as of the time.
a firm commitment is made to issue the unit.

S1'ATMENT

L Provisi which should be deleted from the House bill

(1) Volunfaryj employee beneftoicry associations
Under present law, an employee association which provides for the payment

of "life, sickr, accident, or Other benefits" to employees or their dependents may,
qtulify for a&'ederal Income tax exemption so long as at least 85 percent of its
Income each year I derived froln employer and employee contributions, as con.tra ) to Investment income. While such an association may provide benefits,

s mlr Ao those provided by life insurance companies, the limit on the amount
o.iiavtuqnt Income It may earn provides at least some safeguard against such
an a05Qdatlon operating, at a tax advantage, in direct competition with life
In c companes.' However, section 121(b) (5) of the House Bill would re-

th" percent limitation on investment income so that there would be44t on. the reses that such an association could accumulate (and Invest)
klu to povido Inaurance benefit. Without this limitation, such an associa-

-oud operate, essentially in the same manner as a life insurance company,
bpa, 8 cable tax shelter,

VI
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We bellve that the enactment of such a tax shelter would provide an fmporf--
ant, but unwarranted, incentive in the direction of self-insuring as against pur--
chasing insurance from a life insurance company which is subject to the Fed-
eral Income tax. We can see no good reason for this policy. Thus, the associations
oppose the removal of the 15-percent investment income limitation with respect
to funds accumulated by a tax-exempt employee association for the purpose of
providing insurance benefits. If the funds in the associatic- may be used for
either insurance or noninsurance benefits and cannot be separated on this basis,
the 15-percent limitation should apply to the entire fund. If the employee associ-
ation desires to operate without the limit as to its noninsurance benefits, it should
be able to furnish these benefits through a separate association,

(2) Deferred compensation
The associations are opposed to the provisions in section 331 of the House

Bill which would change the tax treatment of deferred compensation arrange-
ments. Under existing law, employers and employees (or Independent contrac-
tors) may enter Into deferred compensation arrangements under which a part
of the employee's compensation is not payable until a future year. For those
that report their income on a cash receipts basis, it logically follows that this
compensation should not be taxable until received and the Internal Revenue
Service has so ruled. Section 31 of the House Bill would, to a significant degree,
Ignore the cash basis accounting system, which has historically been an option
under the tax laws, by requiring that the amount of tax due on deferred coni.
pensation payments (in excess of $10,000 in any year) be computed on the basis
of the tax rates applicable to the employee In the year in which he Is deemed
to have earned the compensation rather than in the year in which he actually
receives the compensation and, thus, has realized a taxable event.

Deferred compensation arrangements are, In many instances, an Integral and
necessary part of an employer's compensation structure. They serve valid business
purposes apart from tax considerations. For example, a life insurance company
may enter Into an arrangement with a general agent which provides that re-
newal commissions with respect to policies renewed after he has ceased to be a
general agent will be payable to him over a number of years, rather than a lump
sum. This is to insure that he will not be faced with a sudden drop in his in-
come, and Is certainly not a tax-motivated arrangement. Yet, under the House
Bill, the historical cash method of accounting would be ignored and the agent,
in this situation, might be required to compute his tax on these commissions
on the basis of his tax rates and income for a much earlier year. The associations
object to this result as being completely inconsistent with generally accepted
tax accounting concepts.

The deferred compensation provisions In the House Bill are also objectionable
because of the complexity they would add to the tax laws and the additional
burden they would place on the taxpayer. For example, in order to compute the
tax due In the year a deferred compensation payment is received, the taxpayer
will have to go back and recompute his tax for at least three prior years and,
if he is to take full advantage of the options open to him, possibly for many,
many more years.

In addition, the provisions in the House Bill are unclear In many respects and
will cause considerable confusion. For example, is the compensation arrangement
for life insurance agents described above a "deferred compensation" arrange-
ment? It would seem clearly not since none of the amounts involved could have
been paid to him as compensation during his working years. It was because of
questions such as these, as well as disagreement with the underlying philosophy,
that the Treasury Department recommended deleting the deferred compensation
provisions from the House Bill. We are In complete agreement with the Treasury
Department in this regard.

In the event that it is decided to retain the deferred compensation provisions
in the bill, we urge that the agent's compensation plan described above be
clearly excluded. Moreover, we urge that annuity plans of educational institu-
tions and other exempt organizations which are purchased under the provisions
of section 408(b) of the Internal Revenue Code be added to the list of conipen-
sation arrangements which are excluded from the new provisions. The House
Bill presently excludes qualified pension plans as well as unfunded compensa-
tion plans which would otherwise meet the tax qualification rules, Annuities
provided for employees under the provisions of section 403(b) serve essentially

K the same purpose as qualified pension plans ahd, generally, are afforded the
same tax treatment. For example, the estate and gift tax exclusions in sections
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2517 and 20N are applicable .to qualified plans and section 403(b) plans alike.
lmilarly, f the new deferred compensation tax rules are made inapplicableto qualified plans, they, should likewise be made inapplicable to section 403(b)

plais. The House Bill Is deficient in this respect and we would suggest, thereof,
that. if the deferred compensation provisions are to be retained in the Dill, the
list of excejitlons inthe new section 1354(f) be expanded to include payments
under anuities purchased under section 403 (b).

(8) Total dietributio# from qualifed plans
The associations are opposed to the provisions in section 515 of the House Bill

coheorning the tax treatment of lump-sum distributions from tax qualified pen.
sion and profit-sharing plans. Under present law such lump-sum distributions,
it they sweet specified conditions, qualify for taxation at the capital gains tax
rates, This tax treatment is a simple method for mitigating the harsh tax effects
Which would otherwise occur by reason of a significant amount of income-

aceUmulated over a number of years-being included in a single year for tax

'The House Bill would replace this simple system of taxation with one that is
very complicated and will produce inequitable results in some cases. Under the
House 01ll; that portion of a lump-sum distribution equal to the employer's
couti buttonss uider the plan, plus forfeitures allocate to the employee, would
be taxed under the ordinary tax rate schedule, subject to a very complex averag-
Ing procedure. Under the averogtng mechanism, a tax would be computed und

aMd in the year the distribution is received, utilizing an averaging computation
silar to that' applicable to luurp-sum pension distributions received by self-
employed-people. Then, at the end of five years, the taxpayer would recompute
his tax for each of the past- five years as though he received one-fifth of the
distribution in each year. If the sum of the hypothetical increases in his taxes
fo* these years i leas tlan th:tax he actually paid, he may claim a refund.

the House Bill rightly recognizes that in no event is ordinary Income tax
treatment appropriate for other than the deferred compensation (i.e., employer
contrlbUtlh) element of a lump-sum distribution since the remaining portion is
anaIous to capital appreciation. However, separating out this compensation
eOemet)t for special treatment will be very difficult, For example, under a plan
wlich does not provide for Immediate vesting, the employer's contribution levA
may reflect his projection as to future forfeitures on account of employee-turn-
o"r. In esuth a situation,, it will be difficult, and perhaps unrealistic to attempt
to- allocate each year's contribution among the employees. Certainly, this added
eomplextty--which will affect employees at every income level-is not warranted
In order tQ exact additional taxes out of a few highly-paid individuals, which Is
the apparent intent of the provision as explained in the House Committee Report.
t RepOrt speaks of Individuals with incomes of over $50,000 and distributions
of W ,000 or more. These are hardly the typical cases and yet, it is their exist-
ence which is used -to justify added complexity for al cases.

The House Bill recognizes that the tax it imposes In the year the distributioni
is retived may be too high by allowing the taxpayer to "look back" after five
years and claim a refund if he was over-taxed. If such a complex and basically
unfair relief measure is needed, we submit that the basic tax provision itself
should not be adopted. -

FinaUy, the new-tax formula will lessen the attractiveness to some individuals
of receiving their pension accumulation on one lump sum. To this extent, it will
reduce the flexibility of the private pension system and, In so doing, slow down

., its gtMwtb especially for small employers. It certainly should not be assumed
that a 1priodic pension is, in every case, superior to a lump-stun payment. "For
exagaple, some individuals may wish to go into business for themselves during

• thoir.retirement years, and this may be possible only If they have access to their4
pienon acemmUlation as a sourt of capital
* Fo - tee rab , the asolatlons oppose section 515 of the House Bill. How-
w*.: rf it is deed to ke s aotlon In this area, we believe that the undue
O*: nplexiw t ctan be partly avoed by llmiting the new tax treatment to large

t tlons oftje magntude indicated in the House Committee Repoft More-

o 4 oveWe blJWve t W It would :O M re accurate to provide an averaging provi,
at"m * aa the effect of apireedVag the Income over the employee's life ex-

4.. .,- , . orr esion orulsb
.&Alot~~1 t*o*~e ldt~p avk'a4 ual limitation on the p~ensionl
0"utoatis a be, vis4 -de t ordtary 'Pension Ox. rubos by

#- T
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a so-called "Subchapter 5" Corporation for employees who own more than 5
percent of the stock in the corporation. Under this new limitation, which is very
similar to the limitation now applicable to plans for self-employed persons, any
contributions by the corporation during the year in excess of 10 percent of
the employee's salary (or $2,500, if less) would be currently taxed to the
employee.

The associations oppose this provision in the House Bill. The basic problem
underlying this provision is the fact that there are significantly different tax
rules applicable to pension plans depending on whether they are established
to meet the retirement needs of corporate employees or of self-employed in-
dividuals. The philosophy of section 541 Is that, since "Subchapter S" Corpora-
tions are taxed in certain respects (but certainly not all) In a manner similar
to partnerships, it Is consistent to apply the ~mst~ict partnership pension
rules to these corporations. We certain -boeve that the :Pre.nt disparity be-
tween the self-employed and corpo pension rules is illogtca.aQn the other
hand, we believe that the self -poyed rules are unduly restrictiVuand cer-
tainly should not be extended a piecemeal basis to various types of Corporate
organizations. Instead, we ongly recommend th ( pgre s close the ip iy
revising the self-employe -pension rules o bri g theta-.Vore In line tlth
the rules historically a licable to ceor,6a olis nd, thus, )uake them mr
responsive to the retire nt needs of self-el ploy

We note that the T easury De rtment, I its t tintopy" before the Sena
Finance Committee, I dicated th t it is e,g ge '.i>MprehensIv review of
the entire deferred c ipensation wrea j view t ubanttin repmmenda-
tions to Congress. agree with the Trea 1)artm it tht theplecemeal
legislation in the H Bill concerning "1 aptr " C rpo tions hould be
dropped In anticipatIon of tbin.more coi pefensive revie. (
IT. Proviaioti: tvPhic e.ouid be me~ii d~ el

(5), n-. ~ tv forM stme~et ta 1 4O~a e, etc.'
In its testimony fore the nate Fl ce Cow tni t e Treasury Depart-

ment proposed the actment o a special t x inc nt I -to reo rage Investment
by financial instituti ns in resI tal Itate inrtg) " an rtain other
loans made pursuant to natlonapt objectti. K w ve, in spelliu out the
iletails of this pro 1, the Treury spokesmaiji fedieat ! that the ncentive
would be limited to nking institutions". (e sts tement of Edw S. Coheg/
Assistant Secretary of Treasury for 1 )irolicy.)\ 1. /

The life insurance busim invests in (residential rea estate lo s. For example,
as of June 30, 1969, life ins rance comp I residentiall ttirtgages in o)e to
four-family unit dwellings h a value of $28.8 blltn. They held aneth& $13.2
billion of mortgages Involvin ulti-family unit property, for a grano otal of
$42 billion. If life insurance co niles are to continue to parteipale in this
aspect of the investment market on equal footing with other Jzitncal institu-
tions, they should be granted the sanie..apecial tax Incen twes. Thus, if the
Treasury Department's special five-percent dejilMozrr:i any provision like it-
is adopted, it should be extended to life insurance companies as a deduction from
"life insurance company taxable income",

In this regard, we note that the Federal Home Loan Bank Board, in its
testimony hr# ,re the Senate Finance Committee, indicated that-the need for
residential housing ts so gL eat that "all lending institutions should be stimulated
to participate". (See testimony of Preston Martin, Chairman, Federal home Loan
Bank Board, on Setpember 15, 1960.) Thus, the Board would seem in complete
accord with our request that any special incentive in this area be extended to
life insurance companies.

(6) Limitation on tiptcreat deduction attributable to itcavtrent indebt-
edness

Section 221 of the House Bill would limit the amount that may be deducted
with respect to interest on funds which are borrowed to purchase or carry Inveat-
ment assets. The new limitniton would generally apply "in the case of a taxpayer

SAs. we understand the Treasury'sproposp, a bank would receive the aeClal deduction
i6 addition to Its deduction for Interest paid to depositors. To achieve parity, a life Insur-
ance company should receive the deduction aiter the application of the proration formula
which measures the compa's share of the income after an exclusion Is made for moneys
set aside for poleyholders. Specifically, the special deduction should be Included In a new
section 8R'4(a)(1(0) J arriving at taxable Investment income (Phase I) and In a new
seetl0 w0(d) (1) In arIving at gain from operations. With respect to Phase I1, section
815(b) (2) (A) should be amended to include the amount of the special deduction in the
shareholders surplus account.
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other than a corporation" (section 163(d) (1)). The Ways and Means Committee
Report indicates that the bill places a limitation "In the case of individuals (and
other non-corporate taxpayers) ". Thus, it appears clear that the new provision is
intended to be limited to individuals. However, the new section 163(d) (4) (A)
creates some confusion as to how the limitation would operate in the case of a
partnership where the partners are corporations. This paragraph provides that
the new limitation shall, in the case of a partnership, "apply with respect to the
partnership and with respect to each partner." The question is whether this
provision extends the limitation to corporate as well as individual partners or
whether it should be read in conjunction with the opening provision and limited
to individual partners. Since it is clear that the new limitation would not apply
to a corporation acting alone, it would appear inconsistent to apply it to a partner-
ship consisting of corporations or to the Individual corporate partners. Therefore,
we recommend that the House Bill be clarified to make clear that the new
limitation on the interest deduction is not applicable to a partnership or its
partners where the partners are corporations.

(7) Moving expense#
The associations support the objective of section 231 of the House Bill which

is to expand the allowable deduction for employment-related moving expenses.
One of the undeniable facts of our modern society is the necessity for a mobile
work force. Employees are frequently required to move to new cities or towns
where their particular skills are needed. The cost of such a move-which un-
questionably is part of an employee's work-related expenses--is frequently heavy
and the present tax provisions which allow a deduction or exclusion for only
a portion of it are inadequate.

While we support the objective of the House Bill in this regard, we believe
It falls short of being an adequate solution. While the dedudetible categories
of moving expenses would be expanded to include the cost of house-hunting
trips, temporary living expenses at the new job location, and the cost of selling
and buying a residence, a deductible ceiling of $2,500 would be applied to these
added expense categories. With this limitation, the amount allowable as a
deduction will not, for many employees, cover the expenses they Incur which
fall within these new categories. (Of course, the bill is of no help with respect
to the other expenses related to a move which are not within the enumerated
categories.) For example, the sales commission on a $20,000-0,000 home would
use up a substantial portion of the $2,500 deduction allowance, leaving the em.
ployee with an Inadequate deduction for other expenses of his move, even though
they clearly fall within the category of deductible-type expenses. This would
work a particular hardship on an employee who must make a long-distance
move where Just the transportation fares involved in a house-hunting trip would
involve considerable cost. In this regard, the $2,500 limitation clearly goes far
'beyond merely cutting out lavish deductions. Moreover, it discriminates against
employees making long-distance moves.

The bill also provides that no more than 30 days of temporary living expenses
may be deductible and that the move must be at least 50 miles (as compared to the
present limit of 20 miles). These, too, are unrealistic limitations which will
cause the new deduction to fall far short of covering the expenses of many
employees.

These are only examples of the various limitations in the House Bill whieb
will prevent many employees from obtaining a tax reduction for a substantial
part of their work-related moving expenses, even though the level of their ex-
penses can hardly be considered lavish or unreasonable. In this regard, we
believe the bill falls far short of providing adequate recognition in .-e tax
laws for those moving expenses which are incurred in connection with job.
related moves. They are business expenses and should be deductible as rich,
without the imposition of unrealistic limitations.

We recommend, therefore, that if limitations must be imposed, they should
more realistically reflect the real cost of moving to a new job location and be
aimed only at eliminating abuse of the deduction.

(8) Bonds and other evidences of indebtedness
(a) Origcal issLe diwsount.-Under section 413 of the House Bill, If a bond

or other evidence of indebtedness is issued at an original issue discount, the
holder would be required to include this discount in his income for tax purposes
on a ratable basis over the life of the bond. 'rhe issuer of the bond would be
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required to file annual Information returns indicating the amount so Includable
in the holder's income.

For many years, life insurance companies, unlike most other taxpayers, have
been required to accrue discount (and amortize premium) with respect to bonds
and other evidences of indebtedness they hold. (See section 818(b) (1) of the
Internal Revenue Code.) Under this provision, the amount includable Jn income
with respect to discount may be determined "in accordance with the method
regularly employed by such conlpany, If such method is reasonable." Other-
wise, the Includable amount is to be determined in accordance with Treasury
Department regulations, which have prescribed the "ratable" method.

The method regularly employed by a number of life insurance companies,
and which has been accepted by the Internal Revenue Service as being reason-
able, Is the scientific (present value) method. Under this method, instead of
spreading the discount evenly over the life of the indebtedness, a compounding
factor is recognized. Thus, as compared to a ratable method, the method
used by those life insurance companies produces an accrual which ig smaller
in the early years and higher in the later years. However, it is an accurate
method of measuring the amount of discount earned each year. We can see
no good reason for requiring life insurance companies to change their his-
torical practices in this regard and, indeed, assume that the House bill did not
so Intend since it made no change in section 818. In order, however, to avoid
any possible confusion, we request that section 413 of the House Bill be amended
to make clear thft section 818, and not the new provision, applies to life
insurance companies with respect to the accrual of bond discount.

We would also note that the information returns filed under the new pro-
visions of the House Bill will not accurately reflect the original issue discount
actuall: taken into account by life insurance companies since the information
returns will be filed according to the "ratable" method while the life insurance
company's income will be computed under the scientific method. Perhaps a
provision could be added which would not require returns to be filed with
respect to life insurance companies.

(;j) Invcs.t ent n ils.-Section 413 of the House Bill amends section 1232
(b) (2) of the Internal Revenue Code to provide that, if a bond Is issued together
with an option or other security (such as a warrant), the issue price of the
total package must be allocated between the bond and the warrant in the ratio
of their respective fair market values. We recommend that this provision be
expanded to provide that, for this purpose, the fair market value is to be
determined at the time a firm commitment is made to issue the investment
unit. Such a rule would provide certainty, especially in the case of private
placements. Moreover, it would avoid the distortions that might otherwise
arise on account of substantial fluctuations in value between the time of
commitment and the time of disbursement.

AMeEOA LIF OoxwnoN,
LIFE INSURANCE ASSOCIATION OF AM, EO&,

WoashnMto^, D.O., Ootober 8, 1969.
Re H.R. 13270.
Hon. RussE~L B TrNo,
C huirman, Oomi'. e, on Finonce,
U.S. Senate, Waahington, D.C.

DFAR SENATo LoNG: The American Life Convention and the Life Insurance
Association of America are two associations with an aggregate membership of
355 United iStates and Canadian companies, accounting for about 92 percent of
the total life insurance in force in the United States and holding approximately
91 percent of the total assets of legal reserve life insurance companies.

We wish to bring to your attention and to the attention of the Senate Finance
Committee a serious problem that has arisen with respect to the tax treatment
of certain special reserves held by life insurance companies under group insur-
ance contacts. In brief, we believe the Congressional intent as to the tax treat-
ment to be afforded these reserves v, 's clearly indicated in the Senate Finance
Committee report accompanying the Life Insurance Company Income Tax Act
of 1959, and in the remarks made on the floor of the Senate by Senator Harry
F. Byrd, then Chairman of the Finance Oommittee, and Senator Frank Carlson.
Unfortunately, the Internal Revenue Service is not following this intent.
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Life insurance companies maintain two types of so-called special reserves
under group life and group accident -and health insurance contracts. One type
of these reserves is used to fund over an employee's working life the cost of
providing him group term life or group health and accident insurance after
retirem6fit. The second type of reserve Is used for premium stabilization pur-
poses, that is to weet unusually large current claims which would otherwise
require, an increase In the premium payments of employers for the insurance
coverage provided their employees. In some Instances, the reserve is a combina-
tion of both types.

Amounts set aside In policyholder reserves have long been deductible in com-
puting the Income of life Insurance companies subject to tax. Moreover, the
Interest added to such policyholder reserves has also been deductible by insurance
companies in arriving at their tax ,base. These special reserves mentioned above
are policyholder reserves and must be used to provide Insurance coverage for
retired employees of the policyholder or to stabilize his premiums under the
policy. These special reserves are of the same nature as other reserves held for
policyholders which are deductible in arriving at the taxable income base of a
life insurance company. Thus, there Is no basis for providing different tax
treatment for these special group reserves.

At the time of the 1959 legislation, the Senate Finance Committee had called
to its attention a special reserve that was established under the Federal Em-
ployees Group Life Insurance Act (FEGLI). The Finance Committee added a
special provision dealing with the deductibility of Interest on FEGLI reserves
(Section 805(e) (4) of the Internal Revenue Code). At one point, a draft was

prepared which would also have specifically provided for special reserves under
plans other than .FEGLI. The fin-al version of Section 805(e) (4), however, was
limited to FEGLI reserves because the earlier draft was considered cumbersome
and, in any event, was thought to be unnecessary since even the FEGLI amend-
ment was Intended only to clarify the status of these reserves.

The fact that this was the Congressional Intent Is specifically Indicated in the
Finance Committee Report, In Senator Harry Byrd's explanation of the Sen-ate
Finance Committee amendments, and In Senator Frank Carlson's explanation,
on behalf of Senator Byrd, of the Conference Committee's actions. The Report
and both of these statements indicate that Section 805(e) (4) was adopted "to
make it clear" that a deduction was available to insurance companies for Inter-
est credited to the special reserves. For example, the following description of
this amendment appears on page 7546 of the Congressional Record for May 19,
1959:

1"23. The committee agreed to make it clear under the bill that the interest
paid deduction Is to be available where a life insurance company Is required
to make payments or credits on special contingency reserves of a nonforfeitable
character which It must hold as a liability under some group insurance policy
(sic) such as that authorized under the Federal Employees Group Life Insur-
ance Act of 1954." (Emphasis added.)

In the 1959 legislation, It was assumed by ,both the Senate Finance Committee
and the life insurance companies that deductions were available for interest
credited to all special reserves under section 805(e) (2) of the law.

Unfortunately, the Internal Revenue Service has taken the position that life
insurance companies are not to be allowed a deduction for the Interest added
to these special reserves.1 Although we believe this is a matter on which the
Congressional intent Is cleir, the Service apparently believes it cannot effect
this Intent without further legislative changes.

In recognition of this clear Congressional Intent, Mr. Wilbur D. Mills, Chair-
man, House Ways and Means Committee, Introduced a bill, H.., 8442, on March 6,
1969, which would clarify existing law with regard to these special reserves.
(See Mr. Mills' press release dated March 6, 1969, copy attached.) This bill
would revise Section 805 (e) (4) of present law so that it expressly covers not
only interest credited to reserves under FEGLI contracts but also interest credited
to any special reserves under contracts of group term life insurance or group
health and accident Insurance on retired lives (although such reserves also may
be used for premium stabilization purposes). Comparable changes would also
be made under the phase 11 tax, i.e., tbe tax gn gains from operations other than

I See for example, Ocofdentat Life Inauranoe Company of California v. U.A. (in the
U.S. Dhtrtet Court, Central District of California), where an order was recently entered
denying the taxpayer a deduction for these special reserves. It should be Doted that, as of
now, no findings of fact, conclusions of law, and judgment has been entered.



1271

investment income. These amendments, since they are clari.'ying in nature, would
be made applicable with respect to the effective date of the Life Insurance
Company Income Tax Act of 1959, namely, taxable years beginning after
December 31, 1957.
H.R. 8442 covers the reserves for retired lives and also retired lives reserves

combined with stabilization reserves. This bill does not specifically cover re-
serves used solely for stabilization purposes. The legislative history indicating
the Finance Committee's intent in 1959 draws no such distinction, and, logically,
there N9 none. Accordingly, we have drafted an amendment to specifically cover
stabilization reserves whether or not in combination with retired lives reserves.

We urge the Senate Finance Committee to add a provision to H.R. 13270
which would make clear, beyond any doubt, that these special reserves (both
reserves for retired lives and stabilization reserves) and the Interest added there-
to, are Items that life insurance companies may deduct under the 1959 Company
Tax Act. Such a provision would clearly be In accordance with -the intent of the
Senate Finance Committee as expressed in the legislative history of the 1959
Company Tax Act.

There is attached a proposed amendment which would clarify the tax treat-
ment of these special reserves (this proposed amendment is identical with H.R.
8442 except that all stabilization reserves are specifically included in the draft).
We would be pleased to discuss this amendment with you or your staff.

Sincerely yours,
AMERICAN LIFE CONVENTION,
WILLIAm B. HtMAN, JR.,

General Coun8el.
LIFE INSURANCE: ASSOCIATION OF

AMERICA,
KENNETH L. KIMBLE,
Vice President and General Counsel.

AMENDMENT-TO MAKE CLEAR THv TAx TREATMENT INTENDED FOR CERTAIN SPE-
CIAL RESERVES UNDER GROUP CONTRACTS IN THE CASE OF LIFE INSURANCE

COMPANIES

See. -. Life Insurance Companies
(a) Policy And Other Contract Liability Requirements-Paragraph (4) of

Section 805(e) (relating to interest paid on certain special reserves) is amended
to read as follows:

"(4) Interest on Certain Special Reserves.-Interest for the taxable year on
special reserves under contracts of group term life insurance or group health
and accident insurance which are established and maintained for insurance on
retired lives or for premium stabilization, or a combination thereof."(b) Rules for certain reserves.--Section 810(c) (relating to items taken into
account as reserves) Is amended by inserting after paragraph (5) thereof the
following new paragraph:

"(6) Special reserves under contracts of group term life Insurance or group
health and accident Insurance which are established and maintained for Insur-
ance on retired lives or for premium stabilization or a combination thereof."

(c) Effective date.-The amendments made by this section shall apply with
respect to taxable years beginning after December 31, 1957.

CHAIRMAN MnIS INTRODUCEs BuL TO CLARIFY CONGRESSIONAL INTENT WITH
REepwr To TAx TREATMENT 01 SPECIAL RESERVES UNDER GROUP CONTRACTS IN
THE CASE OF LIFE INSURANCE COMPANIES

Chairman Wilbur D. Mills (D., Ark.) today introduced H.R. 8442, a bill to
clarify Congressional intent with respect to the tax treatment intended for cer-
tain special reserves under group contrxicts In the case of life insurance com-
panies.

Chairman Mills' explanatory statement "Alows:

SPECIAL RESERVES FOR RETIRED LIVES

I am today Introducing a bill to amend the Internal Revenue Code to make
clear the tax treatment intended for certain special reserves for retired lives

33-865--69-pt. 2-24
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(and also for premium stabilization purposes) under group contracts in the
case of life Insurance companie&

This Is a subject which has been discussed with the Internal Revenue Service
over a period of several years. Although it is a matter on which I believe the
congressional Intent is clear, the Internal Revenue Service informs me th ' it
does not feel that it can effect this intent without further legislative chan&, 9.
It Is for this reason that I am introducing a bill at this time although I believe
that It should be possible to obtain the results specified In the bill without
legislative change.

The special reserves I am referring to are used to fund, over an employee's
working life, the cost of providing him group term life insurance or group health
and accident insurance after retirement In addition, some of these funds are
also used to some extent for premium stabilization purposes, that is to meet
usually large current claims which would otherwise require an increase in the
premium payments of employers for the insurance during the working lives of
the employees. In other words, in addition to making provision for group insur-
ance for employees after their retirement the reserves also are used to even out
or stabilize over a period of years the premium payments an employer must
make for the current insurance.

Amounts set aside in policyholder reserves have long beenL deductible in com-
puting the income of Insurance companies subject to tax. This was true before
1959 when essentially the only Income taxed to the life insunnce companies was
their Investment Income and since 1959 when not only investment income but
also underwriting income has been taxed. The amounts deducted in this respect
have included not only amounts added to what are called life Insurance reserves
but also, among other items, interest paid on indebtedness and amounts In the
nature of Interest on Insurance or annuity contracts which do not involve, at the
time of the accrual, life, health or accident contingencies. At the time this latter
provision was added to the Code in 1942, the Congress In Its committee reports
indicated that this provision was to be interpreted broadly. It said that the
provision includes amounts In the nature of interest such as so-called excess-
Interest dividends and guaranteed interest but did not restrict the. provision to
only these item In 1950 when the tax treatment of life insurance companies
was substantially revised and broadened, this provision was nevertheless carried
over substantially unchanged from the prior law and again Congress indicated
that it was to be interpreted broadly. It said, for example, that this category
includes interest paid on supplementary contracts and policyholder dividends left
to accumulate but did not limit it to merely these amounts. I think it Is clear that
Congress intended amounts credited to the special reserves I have referred to
would be deductible under this provision. However, at the time of the 1959
legislation, the Senate had called to its attention a reserve of the type I have
referred to established under the Federal Employees Group Life Insurance Act
(FEGLI). The Senate decided to add a specific provision dealing with the de-
ductibility of interest on FEGLI reserves to the Internal Revenue Code (section
805(e) (4)). At that time a draft was prepared which would also have specifically
provided for special reserves under plans other than FEGLI. That draft read
as foliows:

"ss4) Interebt on certain special contingency reserves--Interest on special
contingency reserves-

"(A) established pursuant to section 8(d) of the Federal Employees'
Group Life Insurance Act of 1954, and

"(B) for group life Insurance contracts and group accitdent and health
insurance contracts, if the use of such interest is limited In a manner similar
to the limitations on the use of the interest on reserves described In sub-
paragraph (A)."

The final version of section 805(e) (4), however, was lirrhed to FIoGLI re-
serves because the earlier draft was considered cumbersome and, in any event,
was thought to be unnecessary since even the FEGLI amendment was intended
only to clarify the status of these reserves. The fact that this was the congres-
sional Intent Is specifically indicated In the Finance Committee report, in Sena-
tor Harry Byrd's explanation of the Senate 1inance Committee amendments, and
In Senator Frank Carlson's explanation, on behalf of Senator Byrd, of the con-
ference committee's action. The report and, both of these statements indicate
that section 805(e) (4) was adopted "to make it clear" that a deduction was avail-
able to insurance companies for interest credited to the special reserves. In the
1969 legislation, it was assumed, as I Indicated earlier, that deductions were

JI
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available for interest credited to the special reserves I have referred to under
section 805(e) (2) of the law.

It was because the congressional intent seemed so clear to me in this regard
that I concluded after I heard that the Revenue Service thought they could not
hold that amounts credited to the special reserves would be deductible under
section 805(e) (2) that I decided to introduce a bill making more specific what
I believe is the intent of Congress in this regard. The bill I am introducing re-
vises section 805(e) (4) of present law so that it covers not only interest credited
to reserves under FEGLI contracts but also interest credited to any special re-
serves under contracts of group term life insurance or group health and acci-
dent insurance which are established and maintained for the provision of insur-
ance on retired lives (although such reserves also may be used for premium
stabilization purposes). Comparable changes are also made under the phase 2
tax, or the tax on gains from operations other than Investment income. These
amendments, since they are clarifying in nature, are made applicable with re-
spect to the effective date of the Life Insurance Company Income Tax Act of
19.59; namely, taxable years beginning after December 31, 1957. This bill does
not deal with reserves which are maintained solely for premium stabilization
purposes since it does not now appear that there is any neeed for clarification
with respect to such reserves.

I should say that I believe that it is wholly proper, as long as amounts credited
to life insurance reserves are deductible to the insurance companies for amounts
credited to these special reserves also to be deductible to the Insurance com-
panies. The amounts held in these reserves are held for the benefit of specific
groups of employees and are not generally available to the life insurance com-
pany to meet other obligations, which is essentially the reason why life insur-
ance companies are permitted to deduct amounts credited to life Insurance
reserves.

The bill which I am Introducing today does not deal with the deductibility
of the premiums paid by the employers or with the treatment, in their case, of
amounts credited by life Insurance companies to these reserves. It is my under-
.otanding that the Internal Revenue Service intends to rule that the premiums in
these cases may be deducted by the employers and that any amounts added to
the reserves under these contracts are not taxable to the employer policyholder.
I understand this position Is consistent with that taken by the Service In rulings
going at least as far back as 15 years.

In these cases employers are funding obligations incurred presently which
will have to be met after employees retire. When section 401(h) was added to
the Code in 1962, providing for the funding of accident and health benefits on
retired lives In connection with qualified pension plans, It was indicated in the
committee reports that this funding for accident and health benefits was per-
mitted under the then existing law If a separate plan was involved, but not than
under a qualified pension plan. This statement in the committee report on
H.R. 10117 was based upon the Treasury Department report to the Senate
Finance Committee (included in such report) that a deduction currently was
available to employers under section 162 of the Code for amounts used to fund
separate accident and health plans. Since this treatment was available in the
case of accident and health plans, it would appear that it would also be avail.
able in the case of group term life insurance for retired lives.

[H.R. 8442, 0 1st Cong., first sess.)
A BILL To amend the Internal Revenue Code of 1954 to make clear the tax treatmentintended for certain special reserves under group contracts In the case of life insurance

companies

Be it enacted by the Senate and House of Repreaetatives of the United State3
of America in (ongre8s assembed, That paragraph (4) of section 805(e) of
the Internal Revenue Oode of 1954 (relating to interest paid on certain special
reserves) is amended to read as follows:

"(4) INTEREST ON CERTAIN SPECIAL REswFivEs.-Interest for the taxable
year on special reserves under contracts of group term lfe insurance or
group health and accident insurance which are established and main-
tained for the provisions of insurance on retired lives (although such
reserves also may be used for premium stabilization purposes) ."

SEc. 2. Section 810(c) of such Code (relating to items taken Into account
as reserves) is amended by inserting after paragraph (5) thereof the following
new paragraph:
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"(6) Special reserves under contracts of group term life insurance or
group health and accident insurance which are established and maintained
for the provision of insurance on retired lives (although such reserves also
may be used for premium stabilization purposes)."

Szo, 3, The amendments made by this Act shall apply with respect to taxable
years beginning after December 31, 1957.

STOCKTON, CALIF., September 23, 1969.
Re tax reform bill H.R. 13270: Overlapping provisions in the bill are too cumber.

some and complicated.
SENAfE FINANCE COMMITTEE,
U.S. Senate,
Washington, D.C.
DEAR SENATORS: It has come to my attention that the Senate Finance Com-

mittee is at present considering the Tax Reform Bill H.R. 13270.
It becomes my obligation and duty as a professional tax consultant to call the

attention of the Committee to certain overlapping provisions in the Bill which will
cause the average businessman and his tax adviser to face the most incredibly
complicated and cumbersome tax laws in U.S. history if the House version of
the Bill becomes law.

Many of the major reform proposals would apply over a certain dollar amount
of income or deductions, as the case may be. This would require two separate
computations under both old and new law when the dollar amount is large enough
to cause the reform provision to apply. Then, some of the reform provisions
themselves provide an alternative computation which would require two more
completely separate computations, and some of the new alternatve computations
could be made as late as five or ten years after the taxable event. Then, there are
also grandfather clauses that could require still another computation over and
above the previous alternative and sub-alternative computations.

The overlapping provisions which will cause these incredibly complicated and
cumbersome computations to apply relate to: (1) Deferred compensation; (2)
Lump-sum distributions from a qualified employee benefit plan; (3) Limit on
tax preferences; (4) Allocation of itemized deductions; (5) Interest on borrow-
ings for investments; (6) Charitable contributions in appreciated property;
(7) Cash basis farmers and Investors in livestock; (8) Earned income 50% rate
ceiling; and (9) Distributions from accumulation trusts.

Where the proposals overlap with each other and overlap with the current
rules on income averaging and net operating loss carry-overs and carry-backs,
the average businessman will be rudely shocked with the cumbersome complexi-
ties with which he will be faced. Huge sums of money ad considerable time will
have to be spent by accountants and lawyers preparing income tax returns of
monumental proportions where a combination of the overlapping provisions
apply.

The complicated calculations involved will become a veritable nightmare, and,
despite the promise to the taxpayers by the government made many years ago to
make the preparation of income tax returns a comparatively reasonable task,
the resentment of the indigent taxpayers will be felt in the halls of Congress
for many years to come. The burden which you gentlemen will bear because of
this will be heavy.

May I recommend that you and your staff consider very carefully these most
incredibly complicated and cumbersome technicalities in the proposals before you
take action to release the Bill from Committee.

The undersigned for over twenty years was the Chiairman of the Committee on
Taxation of the San Joaquin Chapter of the California Society of Certified Public
Accountants and a member of the State Society Committee on Taxation, as well
as being a recognized expert Iv. the field of income tax and estate tax.

Respectfully,
EMILE R. JARDINE, C.P.A.
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CAN MANUFACTURERS INSTITUTE, INC.,
Washington, D.C., September26, 1969.

Hon. RUSSELL B. LONG,
Chairman, Sena te Finance Committee,
New Senate Offlce Building, Washington, D.C.

DEAR SENATOR LONG: The Tax Committee of Can Manufacturers Institute, Inc.
respectfully submits, herewith, a copy of its letter of May 21, 1969 addressed to
Mr. John M. Martin, Jr., Chief Counsel, Committee on Ways and Means.

In view of the decision of the Senate Finance Committee to report H.R. 7311
with an amendment to repeal the 7% Investment Tax Credit, we feel it is appro-
priate to reiterate the points discussed In the attached letter of May 21. We
especially request your consideration of the paragraphs numbered 1. (a), (b)
and (c) on pages 3 and 4 dealing with "Depreciation Reform". If H.R. 7311 is
enacted with the amendment calling for repeal of Investment Credit, we strongly
urge the amendment of H.R. 13270, the Tax Reform Bill of 1969, to incorporate
meaningful depreciation reform along the lines suggested in the attached letter.

Sincerely,
WALDO B. LYDEN,

Chairman, Tax Committee.

CAN MANUFACTURERS INSTITUTE, INC.,
Washington, D.C., May 21, 1969.

Mr. JOHN MARTIN, Jr.,
Chief Counsel, Committee on Ways and Means, U.S. House of Representatives,

Room 1102, Longworth House Office Building, Washington, D.C.
DEAR MB. MARTIN: The Tax Committee of the Can Manufacturers Institute,

Inc., respectfully opposes the repeal of the 7% Investment Credit. The Committee
feels that the proposed action is of such major importance that it should not be
taken at this time and certainly not without careful consideration and public
hearings at which industry and other taxpayer groups would be given an oppor-
tunity to express their views.

From the President's message of April 21, 1969 it appears that repeal is be-
ing recommended for the following reasons:

1. The increase in America's productive capacity in order to effectively compete
with industry abroad is no longer a matter of high priority.

2. Repeal of the investment credit will provide the tax revenues necessary to
allow reduction of the surtax on January 1, 1970, and repeal on June 30, 1970.

3. On a longer term basis, the revenues provided from repeal can be used to
finance--

(a) Revenue sharing with state and local governments.
(b) Tax credits to encourage investments in poverty areas and training of

the hard-core unemployed.
We believe the ease for repeal is unsound foT the following reasons:

1. Priority of economic growth
The Committee feels that continued growth In America's productive capacity

In order to effectively compete with industry abroad should still be a matter of
the highest priority.

The Investment credit was enacted as a permanent part of the U.S. Internal
Revenue Code to provide an incentive to encourage replacement and moderni-
zation of American industry in order that the U.S. could better keep pace with
industrial growth in other countries, particularly Western Europe and Japan.
Before repealing the credit, a thorough review should be made to determine
whether or not attainment of this goal has been enhanced as a result of the in-
vestment credit. If it has been, then the credit should be continued and other
means should be considered for financing the programs which, under the Presi-
dent's proposal, would be financed by repeal.

The Conmittee believes that the economic objectives which the investment
credit was intended to promote are still matters of national concern in 1969 as
they were in 1962. It is true that America's investment in new capital for indus-
trial production has increased since 1962. But the investment by foreign coun-
tries with whom American business must compete has Increased at an even
faster rate. In addition, the U.S. rate of growth appears to have begun declining
in the first quarter of 19609. It could well be that a repeal of the investment credit
might occur at a time when it Is most needed in order for America to keep
pace with its foreign industrial competitors. Repeal of the investment credit also
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would tend to worsen the U.S. trade balance and defeat efforts of the U.S. to
correct its balance of payments position.

The 1966 suspension of the Investment credit occurred at a time when capital
expenditure began to decline. When this became evident, Congress acted quickly
to restore the credit in order to prevent further erosion. .We do not believe the
situation is basically any different today. The credit has proved to be an
effective tool for encouraging continued industrial expansion and should be
continued as a permanent part of our tax law. If it is not, the ability of the U.S.
to compete abroad will be severely restricted.
2. Reduction in surcharge

The termination of the temporary surtax is, of course, a desirable goal and
should be accomplished at the earliest possible date. However, the Committee
objects to a trade-off of a permanent provision, auch as the investment credit for
the acceleration or reduction of a temporary surcharge. Such a reduction or
termination should be tied Into control of expenditures and not to a shift in the
tax burden.
3. Revenue sharing, poverty areas, and hard-core utzesiploynent

This Committee agrees with President Nixon that these are high priority items.
These are social problems which must be solved. However, we do not believe
a t tainment of these goals will be enhanced by repeal of the Investment credit. On
the contrary, it is possible that they will be even more difficult to achieve if the
incentive for American industry to grow and compete with foreign manufac-
turers is removed. Only as a last resort should these programs be financed at the
expense of the loss of the investment credit.

We are In a long continued inflationary spiral, partially as a result of Govern-
meait deficit financing policies. As a result, creation of new Jobs through equip-
ment investment Is becoming more costly, relieved only by the 7% investment
credit and accelerated depreciation policies. Poverty and unemployment cannot
be relieved other than through sound Industrial expansion to create productive
Jobs. It is in this area we believe the 7% investment credit has been of material
assistance.

CONCLUSION

The Investment credit was enacted as a permanent part of the U.S. Internal
Revenue Code to provide an incentive to encourage industrial growth in order
that the U.S. could better keep pace with the highly industrialized countries of
Western Europe and Japan. If the possibility of achieving thbs goal has been en-
hanced as a result of this credit, It should be continued because we are far from
solving the basic problem.

If after careful deliberations and public hearings Congress determines that
repeal Is inevitable, alternative measures should be taken to protect the position
of the U.S. in international and domestic trade. Some alternatives which should
be considered are:

1. Depreciation reform:
.(a) The "Reserve Ratio Test" should be eliminated by Congressional action.

This is an administrative provision included in Revenue Procedure 62-21 in order
to limit the use of depreciation rates which the Treasury Department apparently
feels may, in some cases, be higher than the "reasonable" rates allowed by Section
167 of The Internal Revenue Code. Higher depreciation rates can be a real boon
to United States business In competing with Industry of other countries having
high arbitrary depreciation allowances, Therefore, Section 167 should be amended
to permit the use of the dept'eclation rates set forth by the Commissioner of Inter-
nal, Revenue without being limited by a "Reserve Ratio Test".

(b) Section 167 should be aMended to permit the use of depreciation methods
which provide a greater degree of acceleration. Suggestions have been made that
the declining balance method described in Section 167(b) (2) be increased to an
amount not exceeding three times the straight-line rate. Another possibility
would be to allow amortization of a percentage of total cost over a short period,
say 5 years, with tho halrer- of coqt sibect tn acceirrated depreciation. This
would be similar to amortization allowed under "Certificates of Necessity" in the
1940's and 19Ws.

(o) Section 167 should be amended to allow depreciation under statutory rates
for each class of assets. This could be similar to the Canadian system where tax-
payerg may, claim the amount allowable or such lesser amount as they may
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choose. Thus, taxpayers suffering operating losses would elect to claim no depreci.
ation in any year.

2. Consider reduction In the rate of credit or suspension for a fixed period
rather than permanent repeal.

3. Provide for more liberal transitional rules (such as a later cut-off date) in
order that corporation spending programs authorized prior to repeal are not
affected.

4. The law should permit the continuation of the credit in certain critical areas.
For example, the control of air und water pollution is such an urgent matter
that investment credit should be allowed for amounts spent by industry for this
purpose. In fact, the rate probably should be increased above the present 7%.
Similarly, the credit should be allowed for investments in poverty areas which
will assist in fighting poverty and hard-core unemployment.

Respectfully submitted.
WAwo B. LYDzN,

Chairman, Tax Committee.

CAN MANUFACTURERS INSTITUTE, INO.,
Washington, D.C., September 29, 1969.

Hon. RussELL B. LoNo,
Chairman, Senate Finance Committee,
New Senate Offioe Building,
Washittton, D.C.

D An SENATOR LON-G: The Tax Committee of Can Manufacturers Institute, Inc.
wishes to express its views relating to certain sections of H.R. 13270, the Tax
Reform Bill of 1969. This Committee heartily endorses the broad objective of tax
reform and agrees in principle with many of the proposals in the Bill. However,
there are many specific proposals which we feel should be modified in order to
achieve greater tax equity and simplicity as well as desirable economic effects.
Some of our comments relate to technical matters; others are concerned with
the broader aspects of tax policy.

We are attaching 7 separate one-page summaries of this Committee's views
with respect to the following sections of H.R. 13270:
1. Section 231-Moving epenee

(a) The separate $1,000 limit provided in Section 217(b) (3) on deductible
expenses described in section 217 (b) (1) (0) and (D) should be increased to $1,500
and not charged against allowances granted by Section 217(b) (1) (E3).

(b) The p led of time provided in Section 217(b) (1) (D) should be 60 days
Instead of 30 days.

(c) Section 217(c) (1) (A) and (B) should be modified to substitute "20 miles
based on road miles"instead of "50 miles".

(d) Reimbursement of expenses deductible under Section 217 should be ex-
cluded from gross income subject to withholding.
2. Section 5 1-Deprettion of reat estate

An exception should be provided for owner-used-and-occupied industrial and
commercial buildings.
8. Section -21-Interest

Should be deleted or modified.
. Section 081-Def erred compensation

Should be deleted or modified.
5. Section 515-Capital gains and losses, total distribution from qualified pension,

etc., plaiie
Income not subject to the limitation in Section 402 (a) (5) should include a

nuinimum additional amount not to exceed $10,000 subject to capital gains
treatment.
6. Section 704-Amortization of pollution control facilities

Provisions for certification should he relaxed or modified.
7. Section 201-Charitable contributions

A single effective date should be adopted for th's Section and Section 83(b) (1)
should be modified to make it clear that an organization making qualifying dis-
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trlbullons under Section 170(e) (3) (B) Is an organization to which Section
170(e) i1) does not apply, with the result that only the ordinary income poraon
of a gain shall be recognized.

We respectfully request your careful consideration of the attached summaries
explaining the position of this Committee with respect to these recommendations.

Sincerely,
WALDO B. LYDEN,

Oharnmn, Tao Oommitsee.

Ssc'rxoN 231 OF H.R. 13270---Co3iMENTS

MOVIe0 EXPENSES (SEC. 231 OF BILL AND SEC. 217 OF IRC)

In today's rapidly changing economic situation, it is essential to move em-
ployees from one location to another to follow customers or be responsive to
the needs for in-customer-plant manufacturing lines which avoid the problem
of shipping empty cans from the place of manufacture to the place of packing.
Reimbursements to employees for the extraordinary expenses occasioned by
moves do not constitute economic income to employees, as in our Industry most
of these employer-requested moves are lateral with no increase in either position
or salary. To tax as Income, allowances granted employees to cover out-of-
pocket expenses in conjunction with a move is, for practical purposes, confisca-
tion of capital and is not payment of personal living costs.

Accordingly, the adoption of Section 231 is urged with the following four
changes:

1. It Is virtually Impossible to locate a residence, have the title searched, and
arrange for a mortgage within a period of 30 consecutive days. Consequently, the
minimum time which should be allowed under the proposed Intertial Revenue
Code Section 217(b) (1) (D) should be 60 days Instefd of 30 days.2. The limitations provided In proposed Section 217(b) (3) (A) are unreason-
ably small in view of 6% to 10% commissions on sales of real estate, mortgage
and financing fees, and legal costs in conjunction with sale and acquisition of
homes. It Is recommended that the dollar limit on deductible expenses described
In Sub-Para. (C) or (D) of Sec. 217(b) (1) be fixed at $1,500 instead of $1,000
and that the deductible amount under Sub Section 217(a), attributable to a
qualified residence sale, purchase or lease expense should be limited to $2,500
without reduction for allowance under Sub-Para. (C) or (D) of Para. 217(b) (1).

3. In order to avoid material hardship particularly in metropolitan moves,
Section 217(c) (1) (A) should provide a 20-mile minimum rather than the pro-
posed 50-mile minimum, and be based on road miles.

4. Under proposed Code Section 82 as provided in Section 231 (b) of the Bill,
withholding of income tax would be required even for reimbursement of trans-
portation. A sentence should be added to proposed Section 82-"No withholding
of income tax at source is required on reimbursements of moving expenses deduc-
tible under Section 217 of this chapter."

SEcTIoN 521 OF H.R. 13270--CxtMENTS

BRAT. ESTATE DEPRECIATION (SEQ. 521 OF BILL AND SECS. 107 AND 1250 OF IRO)

The intentlof Section 521 of the Bill is to correct the situation where losses
generated in the earlier years on real property investments are used to shelter
other high tax income. The only exemption provided in the Bill is for residential
housing. We respectfully request that exclusions also be allowed for owner-
occupied industrial and commercial buildings.

We agree with the provision for recapture of accelerated depreciation In excess
of straight line as ordinary income In the event such Industrial or commercial
buildings are sold at a gain.

SFEroTIN 221 oF H.R. 13270-CoiMErNTS

LIMITATION ON DEDUCTIONS OF INTEREST (Se. 221 OF BILL AND SECS. 163 AND
1202 OF IBO)

The enactment of Section 221 of the Bill would seriously restrict the source
-of capital for corporations to construct warehouses. Corporations presently are
able to make financial arrangements for the construction of warehouses pri-
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marly due to the present treatment of building depreciation and allowance of
interest expense as a full deduction.

if the above Bill were enacted, investors would not be attracted toward financ-
ing warehouse and plant construction. We therefore request favorable consider,
tion be given to the Administration's request for the complete elimination of this
Section of the Bill.

SECTION 331 OF H.R. 13270--COMMENTS

DEFERRED COMPENSATION (SEC. 831 OF BILL AND SEC. 1854 OF IRC)

The Tax Committee of the Can Manufacturers Institute, Inc., respectfully
recommends that Section 331 Deferred Compensation be deleted from the pro-
posed Tax Reform Act of 1969, H.R. 13270. Our reasons for this recommendation
are as follows:

I. The Can Manufacturers Institute's membership consists of 49 can com-
panies representing over 90% of the Industry's sales. Many of the members are
small companies whose need for management and professional employees Is
always of the utmost importance. Unfunded and unqualified deferred compen-
sation arrangements are Important incentives In hiring and retaining these key
personnel. This Section in the proposed Bill would largely nullify these in-
centives.

2. This provision would add greatly to the already complex tax computations
of retirement and deferred income and will greatly increase the record keeping
and retention of the companies, employees and Government.

3. The use of tax rates of prior years for a tax on the current year's income
is not only complex, but Is inequitable In that the principle of a graduated tax on
current taxable income is violated. lax rates are representative of the current
economic conditions and are measured by the amount of the individual's income
actually received in the current taxable year.

4. The effect of this provision would be to Increase the tax at retirement.
This is inconsistent with other Governmental programs for the retired and agedof our country. SECTIoN 515 or H.R. 132T0---COMMENTS

CAPITAL GAINS AN" LOSSES, TOTAL DISTRIBUTIONS FROM QUALIJIE" PENSION, ETO.0
PLANS 'SEO. 515 OF BILL AND SEC. 402 OF IRO)

Section 515 of the Bill would amend Section 402(a) and 403(a) (2) of th
Code to limit capital gains treatment on lump-sum distributions from qual!fied
employee trusts to the sum of all benefits accrued by the employee in plan years
beginning before January 1, 1970 and the portion of benefits accrued In subsequent
plan years which are not allocable to employer contributions.

Generally lump-sum distributions from qualified pension plan trusts are the
exception rather than the rule. However, lump-sum distributions from profit-
sharing plan trusts, frequently In the form of employer securities, are becoming
increasingly more common. This is particularly true with respect to employee
stock purchase plans. Employee stock purchase plans generally require a lump-
sum distribution when an employee retire.. Under present law any income recog-
nized in the year of distribution is entitled to capital gains treatment.

The intent of the Bill is to provide highly compensated employees with a more
realistic effective tax rate. It is inconsistent with these objectives to restrictively
tax relatvely small distributions in this manner. Dstributions of $10,000 or less
should escape this treatment with the addition of the following language to Sec-
tion402(a) (5) asproposed:"(C) or$10,000".

SEcTION 704 oF H.R. 13270-CoMMEN'S

AMORTIZATION OF POLLUTION CONTROL FACILITIES (SEC. 704 OF BILL AND SEC. 168
of, IRC)

The Tax Committee of Can Manufacturers Institute, Inc. Is gratified with the
recognition of the importance of pollution control facilities ard commends Con-
gress on trying to relieve the tax burden on affected Industries.

We strongly recommend, however, that the definitior of the facilities be
broadened to Include anything that deals with pollution control and that the
mandatory certification by federal and state agencies be eliminated.
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If certification elimination Is not deemed feasible then this Committee of Can
Manufacturers Institute, Inc. feels that at least the need for dual certification
should be dropped.

SwnoN 201 oF H.R 13270---CoMENTs

CHARITABLE CONTRIBUTIONS (SEC. 201 OF BILL AND SECS. 170 AND 88 OF IEC)

1. As drafted, Section 201 includes effective dates of December 31, 1969;
May 26, 1039; April 22, 1909; and the "date of enactment." In order to facilitate
compliance, we recommend that a uniform effective date of taxable years begin-
ning after December 31, 1969, be applied to the entirety of the Section.

2. With respect to new IRAD Section 83 provided in Bill Section 201(c) some
confusion has arisen as to whether the "Limitation" in IRC Section 83(b) wotild
apply to a contribution to a private foundation making a qualifying distribution
under Section 170(e) (3) (B) IRC. The confusion arises because the proposed
language of Section 83(b) IRC does not make it clear that a private foundation
making a qualifying distribution under Section 170(e) (3) (B) Is an organiza-
tion to which Section 170(e) (1) IR does not apply. We believe the intention is
to include a contribution to a private foundation making such a qualifying
distribution and to tax only the ordinary income portion of any gain resulting
from the contribution. We recommend that the language of Section 83(b) be
clarified to provide for this'treatment.

AMERICAN PAPER INSTITUTE,
New York, N.Y., September 80, 1969.

Hon. RUSSELL B. LONG,
hairman, Committee on Finance, U.S. Senate, Wash4ngton, D.C.
DEA SENATOR LoNG: We would like to express our views concerning specific

sections of the tax reform bill, H.R. 13270, from the point of view of tax equity,
economic effects, and the complexity of proposed tax law changes.

Oir comments follow the order in which these sections appear in the bill,
separated into the broad categories of changes affecting individuals and those
affecting corporations.

CHANGES PRIMARILY AFFECTING INDIVIDUALS

EMPLOYEE MOVING EXPENSES (SEO. 2 1)

Personal mobility is basic to an efficient, productive economy and should be
supported by Federal legislation designed to reduce individual hardships and
financial burdens. While approving in substance the broadening of the moving
expense deduction proposed in this bill, we suggest the following changes:

1. Based on the experience of many companies in our Industry, we recommend
that the aggregate maximum allowable deduction should be not less than $5,000
for other than "bare-boned" moving expenses (i.e. expenses for pre-move house-
bunting trips, temporary living expenses at the new job location, cost of selling
and buying homes or lease cancellation expenses) without any regard to any
limitation for any individual category. Two member companies, for example,
with approximately 650 relocations report that the average moving expenses
subject to the proposed $2,500 limitation was $6,000 and $6,700 respectively.
These two companies also report average total moving expense reimbursements
(including '"bare-boned" expenses) of $10,100 and $9,000 respectively.

2. The proposed 50 mile test discriminates against urban area moves. This
section should retain the 20 mile limitation, but it should be based on road miles
rather thun stra4ght-line measurements. Further, there should be no mileage
limitation in situations where employees move solely at the employer's con-
venience.

3. Under the proposed new provisions, a taxpayer must include all reimburse-
ments for moving expenses in gross income, and then Is allowed to deduct
expenses to the extent permitted under the moving expense deduction limitation.
The Initial inclusion of expenses in gross income results in correspondingly higher
tax withholding for which the individual cannot claim a refund until the
following tax year. This proposal is burdensome, unnecessary and confusing.
Moreover, this provision would result in inequitable tax treatment for some
taxpayers, especially where there are gross income taxes involved.
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4. The effective date should be modified to allow deductions for reimbursed
expense items retroactive to January 1, 1969, in view of the fact that even under
the liberalized rules employees are paying tax on non-existent income.

DEFERRED COMPENSATION (SEC. 331)

We believe that the restrictions on deferred compensation are unsound and
impractical, that they would create serious administrative problems, and that
they are not in keeping with the stated objectives of "tax reform" for the
following reasons:

1. There is a shortage of qualified top level professional and managerial
talent available to the nation's business community, and deferred compensation
arrangements play a significant role in the incentive systems required to attract,
retain and develop key personnel to their maximum productive capacity.

2. Deferral of income should not be discouraged, particularly in an era when
inflation is a real problem. From the individual's standpoint, it is certainly
sound planning to defer some income to the retirement period, when it is needed
to maintain a standard of living reasonably commensurate with the standard
achieved during active business life.

3. In effect, the proposed tax treatment would actually tax a person relatively
more severely the older he becomes. This is inconsistent with other programs
for the retired and aging which are designed to help maintain a reasonable
standard of living.

4. The reasoning and philosophy of Revenue Ruling 60-31 is appropriate and
should be continued. Basically the principles are that unfunded (and "unquali-
fied") and unsecured contracts (plans) do not create any constructive receipt
of income and thus there is nothing to tax.
5. Income should be taxed at rates in effect when received. These rates arerepresentative of economic and politlcai conditions at that time, and are com-

mensurate with the amount of income actually received.
6. Raising government revenues cannot reasonably be cited as an objective of

the proposal since it would not reach even $5 million until 1972. Through pro-
Jcct!ons which may be highly problematical the price tag by 1979 has been set
at a maximum of $25 million, surely not worth the probable adverse effects.

7. The techniques proposed, of computing tax in the year received according
to the individual's tax status many years before, would create a monumental
record keeping, record retention, computation and recomputation problem for
companies, affected employees, and government tax auditors.

CHANGES PRIMmAmY AFFETNG CORPORATIONS

STOCK DIVIDENDS (S . 421)
While this section of the Bill has no immediate effect on our industry, we feel

that the proposed amendment has certain technical deficiencies that should be
eliminated. Specifically, under the Bill, common stockholders would be taxed on
the receipt of stock dividends even in situations where their proportionate
interests remain the same. This situation occurs when a corporation has con-
vertible preferred stock (not protected for dilution) as well as common stock
outstanding, and a stock dividend is declared payable to all common stockholders.
Unless the Bill is revised to take into account the distinction investors draw
between common stock and the less speculative preferred stock, the passage of
Section 421 will obviously reduce the use of convertible preferred stock as a
financing device. Accordingly, this would result in an increase in the cost of
raising investment capital from its already all time record high.

EARNINGS AND PROFITS ADJUSTMENT FOR DEPRECIATION (SEC. 452)

Although designed to eliminate issuance of nontaxable distributions, this
provision could result in unwarranted double taxation of United States corporate
shareholders entitled to a foreign tax credit under Internal Revenue Code Sec-
tions 902, 960 or 1248.

For the purpose of computing its earnings and profits, a corporation is to
deduct depreciation on the straight-line method. This would have the effect of
increasing the taxable income of any foreign corporation which uses accelerated
depreciation deduction& Coupled with a situation in which the foreign tax rate
is below the United States level, the resulting tax liability to United States
shareholders could, in effect, represent an amount exceeding the effective United
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States corporate tax rate. In addition to potential loss of foreign tax credits,
this provision would unduly complicate accounting and record keeping activities
of foreign subsidiaries.

We therefore recommend further clarification of the language in Section 452.
It should be made clear that this provision does not apply to computations of
foreign tax credits, but Is applicable only to computations designed to determine
the taxability of dividends.

DEPRECIATION OF REAL ESTATE (SE. 521)

While we realize that this section was Intended to eliminate abuses, we feel
that the proposed changes place an undue restriction on the appropriate use of
accelerated depreciation by American industry. This has become even more vital
in view of the threatened repeal of the 7% investment credit. We recommend
that the proposed restrictions on the use of accelerated depreciation not be
extended to owner-occupied-and-used. industrial and commercial buildings. Ac-
celerated depreciation should be permitted for industrial plants, as well as for
special purpose structures and machinery and equipment, all of which are essen-
tial components in the modernization of this nation's productive facilities to keep
pace with foreign competition.

AMORTIZATION OF POLLUTION CONTROL FACILITIES (SEM. 704)

The American Paper Institute commended the House Ways and Means Com-
mittee for some recognition of the importance of giving tax incentives to in-
dustry in order to promote the installation of pollution control facilities that
will provide social benefits for all. However, we felt then and still feel that the
proposed 60-month amortization election will provide neither meaningful tax
incentives nor the cash flow industry requires to undertake the tremendous in-
vestments needed for pollution control equipment. The enclosed Table A demon-
strates that the proposed 60-month amortization election provides less tax relief
than the present tax treatment, and also indicates alternatives that may well
have to be considered if this nation's pollution control objectives are to be at-
tained In the foreseeable future.

With respect to the certification of pollution control facilities required to
establish eligibility for the special amortization deduction, it is suggested that
there be one certifying authority rather than two, and that this authority be
the state, interstate or Federal agency which has established Federally approved
water or air quality standards applicable to the subject facility pursuant to the
Federal Water PoUution Control Act or the Federal Clean Air Act; that the
performance standard which the pollution control facility must meet in order to
qualify for the amortization deduction shall be conformance with applicable
water or air quality standards; and that the proposed grant of authority to the
Secretaries of Interior and of Health, Education and Welfare (Section 168(e))

Ato "promulgate minimum performance standards" for the purposed of Subsection
(d) be deleted from the bill (H.R. 18270).

GENERAL COMMENTS
The American Paper Institute continues to oppose repeal of the investment

credit for all of the reasons cited in my statement of May 22, 1969 before the
House Ways and Means Committee and my testimony of July 14, 1969 before
the Senate Finance Committee.

However, in view of the September 17, 1969 vote for your Committee to approve
repeal, we strongly urge consideration of broader and more liberal transition
rules along the lines discussed in my testimony before your Committee on July
14, 1969 (copy enclosed).

With particular reference to this Committee's decision concerning the invest-
ment credit, the American Paper Institute strongly recommends implementation
of other tax reforms such as revision of depreciation rules (including elimina-
tion of the outmoded reserve ratio test) to encourage plant modernization. We
feel the present proposals are heavily biased against corporations and capital
Investors, and if Implemented without suggested modifications would result in
further disruption of the investment-consumption economic relationship and a
serious deterioration of this country's foreign trade position.

Further, in order to reduce inequities resulting from confusion and uncer-
tainty we recommend that with the exception of Section 231 (Employee Moving
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Expenses) all provisions of this proposed ,legislation be effective on or after
January 1, 1970. "

Finally, we strongly support efforts designed to clarify and simplify the In-
ternal Revenue Code, such as those represented by the American Institute of
Certified Public Accountants "Recommendations for Amendments to the Internal
Revenue Code", submitted to Wilbur D. Mills, Chairman, House Ways and Means
Committee, in July 1969.Respectfully submitted. EDWIN A. LocKE, Jr., Pre8ident.

TABLE A.--COMPARISON OF ALTERNATIVE FINANCIAL INCENTIVES FOR INDUSTRY TO CONSTRUCT WATER
POLLUTION CONTROL FACILITIES USING A $100 OUTLAY FOR FACILITIES AS AN EXAMPLE

Other alternatives

Minimum
Federal 1-year 1-year Presentgrant, writeoff writeoff writeoff

50 percent and and andand 14-percent 7-percent 14-percent
Present tax 1969 reform present tax investment investment investment I
treatment ' bill treatment credit credit credit

(1) (2) (3) (4) (5)

1. Industry share of $100 outlay for
facilities ....................... $100.00 $100.00 $50. 00 $100.00 $100.00 $100.00

Tax benefits: 48 percent (present
top rate on corporations) ........ 48.00 48.00 24.00 48.00 48.00 48.007-percent investment credit 3 ....... 7.00 ............ 3.50 7.00 7.00 7.00

Additional 7-percent investment
credit ............................................................. 7.00 ............ 7.00

2. Total tax benefits ........... 55.00 48.00 27. 50 62.00 55. 00 62.00
3. Net cost to Industry, before con-

sidering time value of money- -.- 45.00 52.00 22.50 38.00 45.00 38.00
4. Net cost to industry, after consid-

ering time value of money ------- 54.90 57. 06 27. 50 40.40 47.10 48.20
5. Benefit to industry of each alterna-

tive compared to present tax
treatment --------------------------------- (2. 16) 27.40 14.50 7.80 6.70

1 Depreciation writeoff over the Treasury Department's approved guideline life of 16 years using the sum-of-the-year-
digits method, one of the accelerated methods permitted for Federal income tax purposes.

• Investment tax credit has been applied to the total industry share of the $100 outlay although under present law the
investment credit is not allowed on land and buildings. It is hoped that any incentive legislation would extend the credit
to the total industry share of such outlays.

JULY 11, 1969.

MEMORANDUM PRESENTED BY EDWIN A. LOCKE, JR., PRESIDENT OF THE AMERICAN
PAPER INSTITUTE TO THE SENATE FINANCE COMMITTEE ON JULY 14, 1969

RECOMMENDATIONS CONCERNING INVESTMENT CREDIT TRANSITION RULES CONTAINED
IN H.R. 12290

The American Paper Institute strongly supports retention of the investment
tax credit as a basic part of our tax law. However, if, contrary to our recom-
mendation, there is repeal or suspension of the investment tax credit, industry
will be faced with serious inequities unless very careful attention Is given to the
transition rules in H.R. 12290. Our review indicates that the transition provisions
In H.R. 12290 do not provide for equity in all situations.

To correct these deficiencies we recommend the following:
1. The "phase-out" provision should be eliminated entirely, or at the very

least modified by advancing the phase-out date from December 31, 1970 to
December 31, 1971.

If the "phase-out" provision is eliminated, it would enable companies to claim
full credit for all property qualifying under the binding contract or other transi-
tion rules, regardless of when such property is placed in service.

If the "phase-out" provision is modified by advancing the phase-out date from
December 31, 1970 to December 31, 1971, it should be coupled with an advance
of the termination date to December 31, 1975, or December 31, 1976, thus alnow-
ing all property placed in service before this later cut-off date to qualify for
at least a partial credit.
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2. In addition to the "binding contract" provision, there should be further
tests which would qualify projects for the credit. Experience in our industry
shows that major engineering and feasibility studies are completed well in ad-
vance of formal commitments. Under such circumstances a taxpayer should be
able to show through "facts and circumstances" a "substantial commitment"
prior to the effective date of repeal. Among the facts which could be used:

(a) Substantial sums have been expended for engineering and/or feasibility
studies,

(b) loan agreements have been negotiated,
(o) Official authorization by the Board of Directors has been granted,
(d) Construction started and project completed within a reasonable time.
Attached Is an outline, developed with *assistance from engineering and finan-

cial people in the industry, of the various steps taken In connection with a major
capital project and the stages at which commitments develop. We believe it will
be helpful in visualizing the problems and Inequities Involved for our Industry
under the transition provisions In MR 12290.

3. With respect to the equipped building rule, the plant facility rule, and the
machinery and equipment rule, it Is suggested that 25% rather than 50% of the
"aggregate adjusted basi, of all property . . ." be considered sufficient to qualify
for the credit. Certainly 25% of total cost represents a substantial commitment,
especially when the commitment was made under the assumption that this proj-
ect would qualify In full for the credit, without restrictions such as the "phase-
out" or new "carry-over" limitations.

4. With respect to the amortization of pollution control facilities, it is sug-
gested that taxpayers be permitted to elect a one to five year write-off instead
of the proposed five year amortization period, to encourage companies to Increase
their pollution control expenditures and thus advance the date of their com-
pliance with Federal pollution control standards.

Moreover, in the interests of both equity considerations and simpliflcation (f
procedural rules, the "primary purpose" of investment in any facility should
determine Its eligibility for amortization deduction. If the primary purpose for
constructing a facility is pollution control, the entire Investment should qiv!ifry
for rapid write-off regardless of any costs recovered through by-products derived
from operation of the facility.

5. With respect to the certification of pollution control facilities required to
establish eligibility for the sixty-month amortization deduction, It is suggested
that there be one certifying authority rather than two, and that this authority
be. the state, interstate or Federal agency which has established Federally ap-
proved water or air quality standards applicable to the subject facility pur-
suant to the Federal Water Pollution Control Act or the Federal Clean Air Act:
that the performance standard which the pollution control facility must meet
in order to qualify for the amortization deduction shall be conformance with ap-
plicable water or air quality standards; and that the proposed grant of authority
to the Secretaries of Interior and of Health, Education, and Welfare (Section
168(e)) to "promulgate minimum performance standards" for the purposes of
Subsection (d) be deleted from the bill (H.R. 12290).

The proposed system of dual certification, based in most cases on two different
sets of performance standards-(1) those set by state or interstate agencies and
approved by the appropriate Federal department under the applicable Federal
Water Quality or Federal Clean Air Acts, and (2) those set by the appropriate
Secretarry (Interior or HEW) under the provisions of this bill (H.R. 12290)--will.
if adopted, delay and add confusion and cost to the anti-pollution effort of indus-
try and of the Federal and State Governments because the two sets of standards
will either be the same and therefore redundant or different and therefore clearly
in conflict. We recommend that this bill (h.R. 12290) require but one certification,
issued by the state, interstate or Federal agency that established the water or
air quality standards that apply to the facility involved in the application, and
that. performance standard required of the pollution control facility be that it
meets the water or air quality standards which apply to the facility.

. The Ppecial limitation on the amount of unused credits which may be used
as carryovers to the taxable year should be eliminated or modified, because the
incidence of this provision falls most heaVily on companies with a fluctuating
profit pattern and high carryovers. These firms may lose much or at least a por.
tion of the tax credit for which they have qualified under all other provisions.

7. The effective date of this bill should be advanced to the date when Congress
enacts such legislation. Any earlier date would be inequitable in view of the
many uncertainties surrounding provisions of this bill and their interpretation.
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STEPS IN A TYPICAL MAJOR CAPITAL PROJECT IN THE PAPER INDUSTRY

1. Feasibility studies
The first steps taken in any major capital project involve a number of feasibil-

Ity studies. The first step in determining the feasibility of the program is a study
of the need and the value of thq program from the point of view of marketing.
These studies include analysis of the competitive position of the company as to
mill location, source of supply of raw materials, and similar considerations. A
second step will involve engineering studies made to determine construction costs
and mill profitability. These steps are conducted In some cases internally and in
others by outside contractors and consultants. In the latter connection, it is
likely that contract commitments will be undertaken at this stage for the per-
formance of these services.

During the period before announcement, up to twelve months before announce-
ment, substantial efforts must be mrtde to make sales commitments for the prod-
ucts to be manufactured to justify the project. As a result of these efforts, long
term contract commitments may be made with prospective customers. Up to 60 to
70% of the production may be committed in order to provide a firm economic
base for the project. These contracts call for delivery of the product upon spe-
cific dates regardless of whether the project goes forward or is completed.

Prior to announcement, a whole range or other commitments may have been
made depending upon the particular case involve,. For example, options may have
been entered into in connection with the acquisition of the plant site or land
purchase agreements may have been executed. Also, a number of arrangements
some involving commitments, will have been made with members of the local
community chosen for the site. Licenses and zoning changes may be initiated.
2. Board authorization and publio anno u nemen t

Assuming the feasibility studies of the project are favorable, budgets will be
develoled and specific proposals will be submitted to and adopted by the Board
of Directors. These proposals are in substantial detail, including long-range fore-
casts of sales and earnings and substantial supporting operating data listing the
specitlc types of equipment and estimated costs. Naturally, the financial data
included in the proposals are based on the allowance of investment credit, either
as a direct reduction of the project cost, or in the project cash flow needed for
financing the project.

Important practical commitments may flow from he public announcement
of such a program. From the point of view of competition, once the announce-
ment iN made the intent of the company Is known as to the type of product, the
capacity and the mill location. At this point, more efforts will be made to com-
mit that portion of the facility's production which has not yet been contracted
for.
8. Finanoing

During the Initial stages, one of the considerations will be the financing of
the project. If outside financing is required, commitments will be made and
loan agreements negotiated. It is possible in many cases that the loan agree-
ment will be closed prior to the start of physical construction. Financing arrange-
ments are based on the cash flow generated by the project. To the extent that
the capital expenditures are. internally financed, they also rely heavily on the
cash flow generated by the project. Cash flow projections include the benefits
which result from the investment credit as well as accelerated depreciation. If
these benefits are removed and it is necessary to proceed with the program in any
event, outside financing may then be necessary to make up the difference. If the
need for outside financing as a result of the loss of these benefits becomes evident
after the program is approved, larger costs may be involved, and the program
penalized. For obvious competitive reasons, this penalty cannot be compensated
for by an adjustment in prices,
4. Construction of projects

Construction may progress in many different forms. Depending on company
practice and the type of project, work may be done completely on the basis of
one contract, it may be done under multiple contracts executed at different times
as they are needed, or work may be done internally.

Within three months following the announcement of the project, steps are
normally taken to place equipment orders. In some cases, construction con-
tracts are entered into and work begins on the preparation of the plant site.
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A. Machinery and equipmetit.-Inmcdiately after orders are placed with large
equipment manufacturers, they will enter Into agreements with their suppliers
and sub-contractors. Normally these will be based on contracts and other business
arrangements with the suppliers. These will result in the accumulation of sub-
stantial commitments prior to the actual manufacture of the machine itself.
Upon placement of the order, the manufacturing cycle begins and expenses in
connection with engineering, purchasing and manufacturing will be incurred by
the equipment manufacture. Depending upon the size of the equipment involved,
the manufacturing cycle will be from 5 to 18 months. Because heavy equipment
mitkes up the largest part of our capital expenditures, the longer cycle is more
typical.

In general, installed equipment represents approximately 76% of total mill
costs. (The remaining portion is made up of buildings, overhead, etc.) Approxi-
mately 43% of total mill costs represent the cost of equipment before lustalla.
tion. The' remaining 33% represents installation costs of which labor Is the
major component. While most of the basic long-lead-time equipment of the mill
will be on order at the very Initial stages of a project, the installation costs,
constituting about one-third of total costs, will be expended over the entire
period of construction. The heaviest expenditures in this category occur in the
first 6 months of the second year of the project. In many cases, expenditures
relating to the installation costs will not be committed until the expenditures
are made. It is with regard to these expenditures that informal and oral
orders and other communications, which are of doubtful binding effect, number
in the hundreds on major projects.

B. Plant construction.-Coincidental with the manufacture of the equipment
by the machine supplier, construction of buildings and equipment foundations
Is proceeding. Where constructkQn on a whole mill is involved, this work may
involve substantial long term contract commitments under which burdensome
penalties would be incurred if the project were delayed.

As already Indicated, multiple contracts may be used, and these are nego-
tiated and concluded from time to time during the long construction period.
Finally, the construction may be handled internally without any contract, the
work being done and properties acquired as they are needed.

C. Installation.-The first deliveries of major machinery and equipment will
begin approximately 12 to 15 months following the approval of the project.
Delivery will normally be over a period of about 6 months. Completion of the
project normally occurs 2 years from the date of approval. The suppliers may
install the equipment. It may be installed by others under separate contract or
it may be installed internally.

STATEMENT OF DR. MARTIN A. LARSON, BOARD OF POLICY MEMBEi, LIBERTY LOBBY,
WASHINGTON, D.C.

SUMMARY
I. H. 18270

1. Its apparent objective.
2. What it accomplishes.
8. How it fails:

(a) Foundations
(b) Real estate industry
(c) Cooperatives
(d) Depletion allowances
(e) Churches

Ir LIBERTY LOBBY TAX EQUITY PROGRAM
1. General provisions:

(a) Taxation of all personal and business income under in-
variable schedules.

(b) Termination of all deductions, allowances, etc.
(c) Establishment of:

(1) Exemptions of $8,000 for single persons, up to $15,-
000 for family.

(2) Rates of 20% on any portion of taxable Income
below $15,000; 25% between $15,000 and $50,000;
50% exceeding that level.

(d) Simplification of the Code.
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2. How it can be achieved:
(a) Federal Reserve
(b) Churches and related organizations
(c) Foundations
(d) Pension, welfare, and other exempt funds
(e) Tax exempts in competition
(f) Depletion allowances
(g) Gambling

(h) Exempt securities
(i) Taxation of capital gains
(J) Trust funds
(k) Miscellaneous tax avoidance.

III. CONCLUSION
This statement is submitted representing the views of LIBERTY LOBBY's

20,000 member Board of Policy and Dn behalf of the 240,000 subscribers to our
monthly legislative report, Liberty Letter. Our Board of Policy has voted over-
whelmingly in favor of tax equity.

LIBERTY LOBBY supports H.R. 13270 as an important step in the right
direction, but urges careful consideration of the tax equity program outlined in
this statement.

I. HR. 13270

1. ITS APPARENT OBJECTIVE

After studying the Treasury and Administration proposals for tax reform as
well as the 15 volumes of testimony presented by some 600 witnesses before the
House Ways and Means Committee, and H.R. 13270, I am forced to conclude that
this mighty labor has as its principal objective the hope of staving off an imminent
revolt by middle-income taxpayers. These are the people who obey the laws, pay
their bills, and maintain their families. They are also the people who have been
paying 85% of the personal federal income tax, and directly or indirectly, about
95% of all other taxes.

These victims of tax inequity are now in open or suppressed revolt; for they
have begun to understand what a fraud the high rate schedules of the Internal
Revenue Code are. They know now that it Is regressive-that those with million-
dollar incomes pay only about 20%, instead of 77 or 91%. They have begun to
realize that many billions of dollars of income are excludable not only from
adjusted gross but also from gross income, and that the taxable income is usually
only a small percentage of the actual.

They have also learned that there are multitudes of corporations and exempt
organizations which receive untold billions of business revenues on which little
or no income tax is paid.

The middle class, therefore, is clamoring ominously in n mounting and persis-
tent drive for tax equity. In this, LIBERTY LOBBY has been a highly articulate
spokesman. 2. WHAT IT ACCOMPLISHES

The Tax Reform Bill of 1969 Is an important step in the right direction; it
proves conclusively that simply by curbing a small fraction of government finan-
cial profligacy and by closing perbaps 15% of the loopholes a $22 billion reduc-
tion is possible for middle and low-income taxpayers. Termination of the surtax
means a lessening of their burdens by some $10 billion; something like $9.25
billion of relief is being granted to middle and low incomes ; and by phasing out
the auto and telephone excises another $3 billion will be lifted from their backs.

When the new rate schedules are implemented in 1971, the income of a single
pe~ron will be exempt up to $1,700: and that of a ?our member faniily up to
$3.50 . The standard deduction will be increased to 15% or $2,000. Taxes on
single, persons earning $3.000 will be reduced by 45%; at $10,000. the reduction
will be 13.5%; at $15,000, the levy will drop from $3.154 to $2,806. or 115/c.
For families of four, taxes on earning of $4,000 will be reduced by 53.6% : at
$10.000. the tax will drop from $1,114 to $958, or 14%; at $15,000, the reduction
will he 10.5% ; and at $25,000. 5.5%.

This is at least a significant beginning.

3. HOW IT FAILS

However, the bill falls far short of what it should and could do. While the
cry has been for siniplitication, John Knight of the Detroit Frce Press noted

'3-O65-6O-it. 2--- 25
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in his syndicated column that these tax revisions are so complicated that they
"will maintain lawyers and tax accountants in luxury for years to come." And
Walter Trohan of the Chicago Tribune remarked caustically that this bill is
a patchwork of new loopholes.

Even worse Is the fact that almost every revision reflects a compromiseN with
entrenched and powerful pressure groups who have no intention of surrendering
their vast preferences and immunities. The people of this country have been
promised and they expect basic tax reform. But this bill simply nibbles at the
edges of the problem that is gnawing at our vitals.

Under the complex system of laws enshrined in our internal Revenue Code,
American wealth has gradually been amassed by exempt or partially exempt and
very wealthy individuals and corporations. Unless these privileged persons and
organizations learn from the lessons of history and act wisely, they will suffer
the fate of the Bourbons, who never forgot anything or learned anything. By
gaining a stranglehold upon the resources of this Nation, they are creating an
explosive situation which, unless remedied, must one (lay eventuate in violent
exproprlatlon. This has happened so often in the past that it is simply the his-
torical norm. Our Internal Revenue Code and Social Security system have become
the Instruments to accomplish the virtual pauperization of our productive
classes. If we wish to preserve the republic we now enjoy, it is necessary that
we permit the creation and expansion of a very large and solidly based middle
class, al the member- of which have a profound stake in the preservation of
this society. If we reduce our skilled workers, our faithful and law-abidin.
citizens, our independent professional and business people, to the status of eco-
nomic pawns living on the ragged edge of poverty and insecurity, they will
have nothting to lose; and in the day of crisis, they will annihilate the American
way of life.

In this limited space. I can discuss only a few provisions of the 368-page Tax
Reform bill which typify its shortcomings. But first let me point out that it does
nothing to tax the vast revenues of private investment funds owned by exempt
organizations. It does not propose any levy on the multi-billion dollar profits of
private cooperatives or place any restriction on the operation of federal or quasi-
federal business enterprises. It does not subject appreciation in estates to the
capital gains tax. It till permits huge estates to pass untaxed unto the third
or fourth generation through the creation of trusts. And it Is extremely vague
and esoteric in many of its complex formulations.

(a) Foundations
The bill includes some long-needed restrictions on self-dealing, l)Oiticall activi-

ties. and perpetual control by the donors or creators. What it fails to deal with
is the danger posed by the transfer of enormous amounts of capital from tax-
paying to tax-exempt corporations. It is not simply or even primarily a question
of policing foundations to make sure that they continue to operate as charities
or philanthropies of some kind. Actually, there can never be a full-fledged charity
as long as it is controlled by private managers who have the power of deter-
mining what benefactions it will provide.

As more and more billions flow into tax-free foundations, the general tax-
base must continue to shrink. Congressman Patman advocated a 20% tax on the
gross business revenues of foundations; but the House Ways and Means Con-
mittee, yielding to manifold pressure, reduced this to 7.5%.

Foundations will not be created and endowed without some encouragement
from taxing authorities. But the advantages and preferences which have been
granted them are far greater than necessary to motivate their establishment and
are out of all proportion to their social value. If foundations wish to do sonic
good, they should begin by making a proper contribution to the maintenance
of society and for the good of all.
(b) Real estate industry

It is true that the bill abolishes double depreciation on commercial invest-
ments and permits the 150% rate only for original users. But it still periiitt
the first users of luxury apartments to take double depreciation, which enables
their promoters to deduct huge operational losses from other income. No depre-
elation except straight-line should be permitted on any real estate.
(o) Cooperatites

Farm co-ops and similar private enterprises are required only to pay 20%
of their net profits in cash and the remqfinder in non-negotiable allocation divi-
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dends to their members. Those who receive these payments are then forced to
pay the tax, which often exceeds the cash dividend. The co-op can thus retain
its income to purchase or destroy its competitors.

The new bill attempts to deal with this inequity, but as usual, ends up with
an inadequate compromise. It provides that the allocation dividends are to bo
redeemed at par within 15 years. In the meantime, the co-op pays no taxes and
has the use of the funds thus withheld.

The farm co-ops have now branched out into every conceivable busine,;s, in-
eluding huge oil refineries, automobile agencies, furniture, hardware , restar-
rants, etc. They did a business of almost $21 billion in 1066, of which hss than
15% was in farm supplies.

If such enterprises cannot survive except by tax avoidance, they have 1o oral
right to exist. Farm cooperatives should pay taxes at this tine of not less ilua;ii
$2 billion a year, and their shareholders or members should be taxed only ol the
cash dividends they receive and at regular rates.

Among quasi-federal corporations, we have the REA, first authorized as a
temporary agency in 1935. For its electric and telephone operations, it had bor-
rowed $7,882,000,000 by 1966 at 2% from the federal government. Very little of
tils has ever been repaid; and about 75% of the revenue received by the REA
co-ops is drawn from urban communities, where private companies have long
been ready and anxious to supply power. It is conservative to estimate thaft the
REA Is now costing the American taxpayers at least $600 million a year.

(d) Depletion allowances
The Tax Reform Bill reduces depletion allowances on some 100 minerals by

about 30%, and those on gas and oil from 27.5 to 20%; it proposes that carved-
out production payments be treated as loans; and, as I understand it, foreign
operations are to be reported separately from the domestic. These reforms may
increase Treasury revenue by well over $1 billion. Since the federal tax paid by
the 22 largest oil companies from 1962 through 1966 was about 6% on a net
Income of about $24 billion, it is possible that the oil industry in the future may
pay something like 15 or 20%.

This, however, Is not enough. There is no reason why the extractive industriess
should enjoy huge depletion allowances for something they have not even pur-
chased while a 7% manufacturers tax is placed on automobiles and while all of
us must pay an excise tax of 11 or 12 cents on every gallon of gas flowing froul
the pump.

(e) Churches
In 1968, CBS made a documentary TV program called The Business of Reli-

gion, In which I was privileged to participate. CBS polled members of Congress,
many clergymen, and representatives of the laity; the overwhelming response
from everyone was that churches should at least make full disclosure of all
commercial activities and should pay taxes on all unrelated business income. Not
a single substantive voice was raised in public in defense of the peculiar and
extraordinary preferences and immunities of the churches.

There was probably no single element in the Internal Revenue Code concerning
which basic reforms were so universally and confidently expected. Churches and
sacerdotal orders have been permitted to engage In every conceivable kind of busi-
ness, including girdle factories, distilleries, TV and radio stations, book pub-
lishing, newspaper enterprises, and even illegal traffic in liquor and gambling.
In the book The Churches: Their Riches, Revcnues, and Immunities, you will
find literally hundreds of church businesses described and identified.

It is indeed true that the Tax Reform Bill has removed from See. 511(a) (2)
(A) the right of churches and conventions and associations of churches to operate
untaxed and unreported competitive business; however, while closing one loop-
hole, the revision has created several new ones. Churches are granted a five year
moratorium for divestiture and may continue vo operate existing businesses tax
exempt until 1976. Furthermore, churches are to be given 15 years of untaxed and
unreported income from purchase-and-leaseback operations, which will be long
enough to see most of us into our graves.

No audits are ever to be made of churches, and It Is clearly implied that no
reports will be required from them even If they engage in prohibited activities
after the moratorium expires. Although many other 501(c) organizations, such
as fraternal organizations, social clubs, and many other kinds of membership
groups will be taxed even on passive Investment Income, churches are specifically
exempted from this requirement. Finally, only that portion of any real estate or
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other income-producing property owned by a church and still financed by bor-
rowed money will be subject to taxation. Since the net income from real estate
is very small while heavy interest payments are being made, the tax during the
first years of ownership will be negligible; and, when the mortgage is liquidated
and the net income large, there will be no tax at all.

It is very significant that no one in IRS below the rank of District Director
will even be permitted to question a church because of any violation; and we
know from long observation that the Service has shown little interest in or con-
cern over the unlawful activities of church-related organizations. At the same
time, it will harass a wage-earner over a disputed $25 deduction; and will, with
persistent ferocity, pursue an honest businessman even into a pauper's grave
when he is ensnared In one of the traps which are planted throughout the Code.

As it refers to churches, It is obvious that this Bill offers far less in the way of
reforms than the people rightly expected. We hope that the Senate will at least
reduce the moratorium to one year, require all churches to report fully all un-
related business activity to their memberships and to the government, and give
any IRS agent the power to audit church reports. Churches should also be taxed
on investment income, like clubs, fraternities, and other membership organiza-
tions.

II. LIBERTY LOBBY TAX EQUITY PROGRAM

1. GENERAL PROVISIONS

Liberty Lobby's tax equity program calls for the following:
(a) Taxation of all personal ard business income under invariable schedules.
(b) Termination of all deductions, allowances, exclusions, etc., except busi-

ness expenses and normal property depreciation.
(c) Re-establishment of the original income tax philosophy, under which

no portion of any person's income necessary to maintain a decent contemporary
living standard should be subject to income taxation.

(d) Establishment of these personal exemptions based upon the foregoing
concept (rather than upon dire poverty levels):

(1) $8,000 for single persons.
(2) $10,000 for a couple or head of household with one dependent.
(3) Up to $15,000 for a family of seven.
(4) Additional exemptions up to $1,500 or 10% of income for contribu-

tions to an irrevocable trust.
(e) Establishment of this rate schedule:

(1) 20% on any taxable portion of income below $15,000.
(2) 25% on income between $15,000 and $50,000.
(3) 50% on income exceeding that level.

(f) Simplification of the Code so that it would comprise no more than 50
pages and could be understood by a high school graduate.

This program would enable IRS to reduce its cost of operation by from 50 to
75%; it would save taxpayers many hundreds of millions of dollars in the prep-
aration of their returns; and it would produce an additional $20 billion in
revenue for the U.S. Treasury.

2. HOW IT CAN BE ACHIEVED

We are not asking for anything impossible or unrealistic; there can be no
reasonable opposition to tax equity or difficulty in its establishment, except as
it is opposed by entrenched and privileged interests, dedicated to their own
ambitions for aggrandizement at the expense of the people.

In this analysis, we do not even take into account what every one can easily
know-namely that the federal government is spending from $16 to $18 billion
a year on so-called "research"; investigators who have tried to discover who
Is doing this, where it is being carried on, or what tangible results have accrued
have run into blank walls of concealment. No one seems to have the faintest
idea of where this money goes or what it is spent for.

It is also general knowledge that the Defense Department has been wasting
at least $10 or $20 billion a year on projects shortly canceled or abandoned.
Further, its procurement methods and policies constitute a national scandal.

In these two areas alone, therefore, the federal budget could easily be reduced
by at least $20 billion without reducing the scope or efficiency of any useful
federal program.
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Anyone who comprehends elementary economics realizes that the surtax can-
not reduce Inflation-it has certainly resulted in the exact reverse. When huge
sums of money are placed in the hands of bureaucrats or transferred to non-
producers; and when the government spends beyond its income, the only possible
result is inflation. If the government would, on the contrary, spend less than its
income; pay off a portion of the national debt; leave more money with those who
have earned it and who al-io produce goods or services for the market place, in-
flation would cease, interest rates would fall, prices stabilize, funds would become
available for residential and commercial construction, and our economy could
proceed on an even keel. The fierce desire of politicians and bureaucrats to suck
the blood of the people so that they can live like royalty and hand out largesse
where it will be most effective in the consolidation of their power and prestige-
this, I say, Is the cause of the great American woe.

Nevertheless, as we have noted, in this analysis we will take no account of the
waste already mentioned; nor will we assume that federal expenditures must be
reduced, except in a notorious instance. Even on this basis, we can demonstrate
that the LIBERTY LOBBY program for tax equity is entirely realistic and that
It would even produce more than $20 billion of additional revenue.

The following statistics and totals are based upon 1965 levels of income and
taxation. In that year, the personal federal income tax produced $49,329,0(X0,000;
in 1970, the estimate from this source is $90 billion, an increase of about 80%.
Although the totals for all types of taxation and tax avoidance have grown
similarly, the ratios have remained substantially constant. The following totals
are documented in my book The Great Tax Fraud, which cites sources in detail.

If single persons had enjoyed exemptions of $8,000, couples $10,000, and
families up to $15,000, total revenues from the personal income tax in 1965 would
have been reduced by $24 billion. This is based on the assumption that a rate
schedule of 20, 25, and 50%, as advocated by LIBERTY LOBBY, had been In
effect for different levels of income. By the same yardstick, the comparable reduc-
tion in 1970 would certainly have been no less because reductions resulting from
cost-of-living exemptions have certainly not Increased more rapidly than incomes
exceeding $25,000 and $50,000. Capital gains alone increased from $14.5 billion in
1963 to more than $20 billion in 196.

The following data is based largely upon research done in preparation for
writing The Great Tax Fraud and The Churches: Their Riches, Revenues, and
!numunitles. Our statements concerning the Federal Reserve Bank a:e taken
from the book of the ""me title by H. S. Kenan.

(a) Federal Rcscrvc
We have a weird monster known as the Federal Reserve Bank, which is a

private entity created by Congressional act in 1913, but which has actually
assumed the power of issuing money. Some $40 billion of currency now in circula-
tion has been printed by the U.S. government for this Bank and delivered to it on
order. Thereupon, the government gives the Bank Interest-bearing bonds in
return for Its own money. The Bank then uses the bonds as collateral for loans
equal at least to twice the value of the securities. The Bank, therefore, draws
triple interest on a vast reserve that never cost it one dime. As a final insult to
the taxpayers, the Federal Reserve Bank pays no income taxes on Its fantastic
profits.

If the federal government were again to assume its constitutional prerogative
of issuing the Nation's money or currency, this would have saved the taxpayers
at least $3 billion in 1965 and $4 billion in 196.9-70.

(b) Churches and related organizations
Here we see perhaps the most fantastic situation conceivable. In addition to all

revenues from hospitals, from the normal Income of their educational institu-
tions, from sales and subscriptions according to newspaper and publishing enter-
prises, etc., their incoming cash flow In 1968-69 is about $22 billion. Of this only
some $9 billion comes from voluntary contributions in the form of pledges,
tithes, offerings, and personal gifts. About $6.5 billion is derived from business
operations. investment Income foundation grants, and tax-exempt bequests. And
another $5.5 or $6 billion consists of government grants and subsidies, all of
which are prohibited under the First Amendment and various Supreme Court
decisions.

If the business income of churches and their grants from foundations were
taxed, and if the capital appreciation of gifts and bequests were ;ubjected to
capital gains taxation; and, finally, if government subsidies to them were
terminated, the Treasury woulhI be richer by at least $7 billion a year.
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(c) Foundation

If foundations were taxed on their business revenues at regular corporation
rates and If contributlons to t, m were suljoet to (alpital gains taxation on
appreciation over base, Treasury revenue wouhl be increased by about $3 billion
a year.

We therefore offer the following suggestions:
(1) Funds or other property contributed to foundations should be exempt

from gift or estate taxes, but should be subject to capital gains taxation on
appreciation above base.

(2) No deduction against other Income should be permitted for such
contribution.

(3) Because of gift and estate tax remisqlon, foundations .should be carefully
supervised to make 'iire that allocations are made only to truly public charities;
that no self-dealing takes place; tb,.,. donor-control iN promptly terminated,
e.cially if this is a corporation; and that all business revenue is disbursed on
a current basis.

(4) Foundations should be taxed forthwith at a rate of 20% on business
revenueQ, and this should gradually be increased to the rate levied upon other
corporation.

(5) Foundations should be given the right to convert to unsulpervi'sed private
corporations by the payment of an estate or gift tax equal, perhaps, to half
the waximun which would otherwise have been required, after a predetermined
period of years.

(d) Pens/on, welfare, and other exempt fund.q
There are now some MO,000 pension and welfare plans in operation, which

have reserves of about $125 billion. In addition, hundreds of labor unions and
other exempt organizations have countless billions which are invested in bonds
or other commercial ve7,tures, all of which yield revenue. They compete in the
market with taxpaying money-lenders. If the revenues for all such accumula-
tions were to paY the normal tax, the Treasury would receive about $4 billion
of additional income.

(c) Tax exempts in competition
We have a tremendous and rapidly growing complex of partially or corn-

pletely tax-exempt corporations, sonie private, some semi-public, others purely
federal, all of which In combination carry on business totalling tens of billions,
on which very little tax is paid. In this general category, we find huge, private
utilities, like the Salt River Project of Arizona ; the IIEA co-ops, financed vith
2% federal money; a fantastic system of federal reclamation and power instal-
lations, whose irrigational functions are relatively of minor importance, and
in which nearly $20 billion Is invested. There is also a very large and rapidly
growing system of credit unions, mutual savings banks, and denominational
insurance companite-none of which pay a dime in taxes; and niany mutual
and shareholding insurance companies, as well as savings and loan associations,
all of which are taxed at very low rates.

And we might add that although the Plost Office has a virtual monopoly In
the delivery of mail, we may include this government operation with the other
tax-exempt businesses. This is a $7 billion boondoggle which requires a subsidy
from the taxpayers of about $1.5 billion a year. Meanwhile, A.T. & T. pays taxes
of all kinds that run into several billion dollars a year.

If all these operations were private enterprises paying normal taxes, Treasury
revenues would be improved by about $8 billion a year.

(f) Depiction allowances
There are more than 100 minerals, nil of which have enjoyed allowance.,

ranging from 5% to 27.5%. If all of thesv were terminated-as they should
be-the Treasnry would be enriched by at least $5 billion.

(g) Gambling
Here again we have a strange American momaly, which reminds one of

Prohibition. Well meaning people outlawed alcoholic beverages in 1919; but,
With a sigh of relief, the Volstead Amendment was repealed in 1933. In the
meantime, a great underworld which bade fair to destroy the whole fabric
of organized society was created; hoodlums ran rampant while they satisfied
the thirst of millions. In the Twentiee, hundreds of millions were spent for
the purpose of extirpaIng this burgeoning underworld-but all to no avail.
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Today. the federal govortinteit al-one collects ab(ut $4.5 billion in exci.e tax(,.,
ou the sale of such beverages.

Unfortunately, people will drink and they vilI gamble. regardless of the law
this is most regrettable, but neither religion nor education can extirpate or
, en redue the desire and conipul-ion to do both. At the present time, we have

at underworld doing an illicit gambling business of abour $100 billion. the
profits from which are nsed inI part to (orrillt law enforceivient officials and in
part to penetrate and often to control largo segments of legitimate ltiness
everywhere.

There is only one way to remove this baleful cancer: gambling must be
legitimized. It could beconie a government function, or, even better, it (oil
lo made a private but carefully supervised private operation.

If this were done, the federal treasury would at once be enriched by at least
$10 billion a year.

( I ) EKrxempt ( CUritic8
In 1969. the total of exempt securities has risen beyond $130 billion. Whn the

revenues from these art fully taxed, they should yield the treasury more than
billion.

(i) Taxation of capital appre'ciation
Gifts to charity, churches, foundations, etc., ark, free from capital gains tax-

ation; the same is true of estates passing from a decedent to his heirs. If all
such transfers were subject to capital gains taxation on appreciation over base,
Treausry iticome would be enhanced by about $4 billion a year.

(j) Tru8t f iinds
In 1903, banks and other institutions had already become the custodians of

well over $60 billion in trust funds, set up by wealthy individuals for the lmr-
pose of avoiding estate taxation. Also, hundreds of millions every year escape
the siime tax through gifts.

We believe that if these loopholes were closed, Treasury income would in-
(rease by about $5 billion annually.

(k) Miscellancons tax aroidance
Ingenious indeed is our Internal Revenue Code. It is supposed to tax all in-

come at steeply progressive rates; but then we discover at the very outset that
there are 18 categories of income (some of them very large) not even includable
in gross income! As we proceed in this statutory jungle, we find that it Is pos-
sible for a million-dollar income, especially if it is derived from Investments or
capital gains, to escape all income taxation!

But these escape hatches, loopholes, allowances, exclusions, deductions, etc.,
aro available only to those who deal in large sums of money and who can pur-
chase the services of experts who know the provisions of the Internal Revenue
Code more intimately than do the bureaucrats who administer it or the members
of Congress who vote to establish them.

Once I wept briny tears of sympathy for the rich who were supposedly paying
a P1% federal income tax, in addition to ht-i vy state levies. Then one day I met
a tax specialist who (lid the accounting and investing for several movie stars
whose names are household words on several continents. Ills services consisted
in reducing the taxes on million-dollar personal incomes to something like 10%.

This was a revelation to me.
Even greater was the shock when I leanMed that such tax avoidance was not

only quite legal, but virtually universal azmong the rich elite. Why should THEY
worry about high taxes or inflation? They paid very little of the former and
grew richer every hour as a result of the latter!

To analyze how the elite have been escaping taxation would take too much
space, but there is one example. Recently the chairman of the board of one of
the largest banks in the country called me In Phoenix from New York City and
related what he did, with complete legality:

For 1967, his personal iaonie tax was $101,000. His 1968 liability would have
been $140,000. But by studying and taking advantage of various loopholes, he
reduced his taxes to---exactly ZERO! Now he Is eager to outlaw such tax avoid-
ance in the future.

Closing the loopholes by which the elite have avoided taxation would enrich
the Treasury at least $4 billion every year. Nor does this sum duplicate others
already listed, for this revenue would come almost entirely from revenues which,
In the post, have not even been reported as gross income.
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III. CONCLUSION

We have, then, the following effect upon Treasury revenue through the es-
tablishment of tax equity: .llion

Rl auction (1965 level), personal U.S. income tax --------------------- $24
Gains:

The Federal Reserve ---------------- ----------------------- 4
Churches, etc --------------------------------------------- 7
Foundations ---------------------------------------------- 3
Exempt investment funds ------------------------------------ 4
Tax exempts In competition ---------------------------------- 8

Deleio sloances ------------------------------------------ 5Depletion n111.^ "ne .. 5

Gambling ----------------------------------------------- 10
Exempt securities ----------------------------------------- 2
Capital apprecition on gifts, bequests, etc ---------------------- 4
Trust funds in estates ------------------------------------- 5
The elite --------------------------------------------- 4

Total gains -------------------------------------------- 56
Net increase for treasuryy --------------------------------- 32

This is no idle dream. In order to implement this program and establish a
just-social order based on tax equity, all we need Is a courageous Congress, made
up of statesmen who are more concerned over the welfare of the next generation
and that following than they are about obtaining funds to finance their next
election campaign.

It is as simple as that.
Thank you very much for the opportunity to present our views for the record.

STATEMENT OF THE NATIONAL EDUCATION ASSOCIATION, BY JOHN 11. LJUMLEY,
ASSISTANT EXECUTIVE SECRETARY FOR LEGISLATION AND FEDERAL RELATIONS

The National Education Association welcomes this opportunity to present Its
Views during the current Congressional debate on reform of the nation's tax
laws. The Assocation, representing more than two million professional educators
in 9000 state and local affiliates, has a deep interest in school finance at every
governmental level and in the patterns of taxation which apply to school reve-
naues. The. general policy of NFJA regarding financial support of the schoolq ts
embodied In three, resolutions adopted by the Associations Representative As-
seruly at its July 1940 cohvention-

BASIC FINANCIAL SUPPORT

The National Education Association believes that public education should be
supported from public tvx sources to ensure that each citizen has an educational
program for the highest lFvel he is capable of achieving. This Is the only true
meaning of equality of educational opportunity.

T he Association alSo believes the tax systems of the federal, state, and local
-governments should share equitably in supporting public schools. Special a p-
p'6$" ~ 0io t~ of federal av4 atte funds shoud be provided to encourage experi-
S metatii aid prferh tO ve ie et in educational practice.iT! t o Itf|dlipt of 4,60 tax syste0s supporting schools should be proporo

tio -t * lt p. the t00p0yer to pay W1ito p uifd e hardship on eny
X;o on ~x OUT& beift'- Oil opt'in-tt6shaire of the 00st. Out-

> o1t 'otid t' tate ard indebto-ness limitations must- bereno~ed.
Th* ~V e~tti~nalj ~vlwedto efitlr6 an equitable -its-

In, , tdt al t era, lAmong school itemsy ant among levek'

BEST AVAILABLE COPY
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b. That there be substantial general federal support of the whole of public
education .

TAX LAW REVISION

The Natinnal Education Association believes that the tax laws at all levels
of government must be completely revised to bring about more equitable tax
treatment of all citizens.

While NEA is concerned with equitable tax legislation, it is also concerned
with adequate taxation and the closing of loopholes which have permitted whole-
sale raids on the Federal Treasury.

At the present time, the Federal Government is bearing just a shade over
seven per cent of the nation's school costs. State governments provide 40.9% of
the funds needed to operate the acools,-nTt ltxpayers provide the re-
maining 51.9%. NEA believes ~t'othe federal share "'f-, hool finance must
ultimately be increased to a.,tfdl third, and the Association nvhas bills before
Congress that would move jd toward that goal. %N

To achieve excellence tn education, we must ave a solid and jh~t tax foun-
dation. The proposed ax reform bill, HR 130, significant brktrough
in this respect. It r$resents the kindie- bold\,thinkin qOat is needed o shake
loose the monstro inequities tdfi hit or-mi amend ts build intb a tax
system over they rs. Nevertass, as ugto s we m recommend thkt this
Committee consi er -the follrtwlne prov Ions o H 3270 ad their p ible
effects on the fut re conditions uo .u .

1. Municipal bd /
NEA is parti ularly concerned abo t'ioj 601 a d of H 13270, wh ch

provide for an/election owenfaissue b fue sis by a ste or I al subdivistii
t6 issue taxab bonds in exe ge of ral inte subsidy ranging f m
30 to 40 per nt during the fir tve t .rt,-ee 3aad 40 per t
thereafter. If n issuer ects not issue le bonds and receive e
subsidy, it will continue t issue s with h!c I Ing a subsidy.believee t at state ( local 4 nov e 8sare -40 rth a difficult ehbice
uuder these pr visions. R ndering bobs t bl /w uld d rage pure se
by banks and ot er large ey InteresIl a by individual taxpa ers,
Furthermore, rel nce upon the Federalo rnmen for the puans to ake
bonds competitive n the market plgc1ould rode 1, al autp)fomy, since It is
likely that federal riterla for grffiting the s sidy ouldAk spawned y this
legislation. The ulti ate result b,4W be com lete cdtl of state d local
financing. This would extremely damaghg he publ c schools sys Jm, which
already labors under hea -handed federal regulation.

The alternative route, e ing to Issue tax-exempt bonds, wou lead directlyand speedily to increased b e ens on property owners. Som sues, especially
in communities with low credit ngs, would go begin thers, due to maxi-
mum Interest statutes, simply could nhTeaqXzteo'immercial market unless
the state legislatures increased maximum interest rates. In this case, the only
method for financing school bonds would be increased tax levies. The record of
the past few years shows increased resistance to new levies and school bond.

The dilemma we have outlined indicates that the present methodof financing
school construction is not working as intended and is not Working well. Nor is
the proposal in Sections 601 'ane. 602 of HR 1.3270 a significant improvement.
'What is needed is substantial federal aid for school construction. This is borne
,ut by the fact that secondary school enrollments will continue to rise rapidly
through 1972 (due to the 'baby boom' of the mid 1950's), and that minimum
population projections through 1975 Indicate no slackening of the need for new
facilties. Moreover, secondary schools cost more to build, to staff, and to operate.
Teaching materials and equipment are more expensive than those used In the el&
mentary schools.

We believe that the ultimate solution to this problem will not be found in the
proposed egislatlon, bu'. rather in a restructuring of federal spending priorities.
S-. Ured bwenet* inwome,

'The .progatn11 of orgaihatons such as ,the National Education Association
a ld Its amftlates iruld be adverieli' affected by the advertising tax proposed

i; under Section 121' of HR 18270. Whle we agree with the principle that income
:i , .bkomat aet!.v.tim-wh~c do t 'goutdtbute Importantly' to the organiatlon's ex-

wemp y * 40)Sbauld be taxable, we bere ve 'that neither thb, Internal Xteveuueg', /.e:vfe n .. Jfq. O 1 e entatives hiascome up with satisfactory criteria
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and definitions. In the case of the National Education Association and its state
affiliates, PlivertisIng revenue makes it possible to disseminate research findings,
reports on Improved teaching methods, and other kinds of information whose pur-
pose is to upgrade the skills of the professional membership-i.e., teachers. The
dissemination of this information is Intimately connected with the exempt func-
tions of the Association and its affiliates, and advertising income in the monthly
Journals is absolutely essential to the continuation of this activity.

The proposed bill would tax advertising revenues of organizations such as 
NEA, and place them at a disadvantage to commercial enterprises, since it would
comprise a gross receipts tax to which the business community is not subjected.
For example, the proposed bill would not allow the deduction of production and
other costs Incident to producing the advertising income. To maintain publica-
tion, membership dues would have to be increased, and since these dues are tax
exempt, the net gain to the Federal Treasury would be minimal. And the side
effects of such taxation, taken as a whole, would be catastrophic to the associa-
tion.

S. Charitable contributions
The nation's public and private colleges and universities rely heavily on tile

contributions of concerned citizens, foundations, and other private sources for
operating revenues. Continued reluctance by Congress to appropriate adequate
sums under existing legislation makes these private contributions more and more
Important. NEA applauds those sections of 11R 13270 which encourage increased
contributions to the private sector, and urges this Committee to retain and
strengthen such provisions.

On September 18, 1969, the American Council on Education submitted detailed
testimony to this Committee on the matter of charitable contributions. The Na-
tional Education Association concurs with the views expressed by the Council
and the 10 other education organizations which Joined with It In the September
18 statement.
4. Retirement inconw tax, credit

Millions of teachers and other employees in a number of states are not covered
by social security, belonging instead to their own local or state public employee
retirement system. Under present law, social security benefits are tax free, but
retirement income from other pension plans is taxable.

To alleviate the inequity of this situation, the retirement income tax credit
was introduced in 1954. Its purpose was to extend approximately the same tax
treatment to retired public employees as is due regular social security bene-
ficiaries.

Under present law, the maximum tax credit is 15% of $1524 and is corres-
pondingly reduced by any amount of earned income above a certain level as well
as the receipt of other tax-free income.

The base figure, $1524, is computed on the average maximum individual social
security benefits paid per year. This figure hs not been updated since 1962.

Since 1962, social security benefits have b en adjusted upward by seven per
cent in 1965 and by 13 per cent in 1967. Unfortunately, the retirement income tax
credit has not been correspondingly increased. One of the glaring omissions in
HR 13270 is a provision to remove this inequity.

NEA commends to the attention of this Committee a bill, S 2968, introduced
September 29 by Sen. Abraham Ribicoff. This bill would increase the base figure
to $1872, and thus make the tax treatment of individuals not covered by Social
Security equivalent to those who are. We therefore urge that the Committee
Incorporate the provisions of S. 2968 in the tax reform bill, thus benefiting the
more than half million older Americans who depend on the retirement income
tax credit.

IN SUMMARY

The National Education Association opposes, the provisions of HR 13270 on
tftxation of municipal bonds, since neither of the alternatives suggested would
I' improve substantially the marketability of such bnds.

'boAsocitl ion sttrhgly objects to the proposed tax on the advertising revenues
6* teixitzeiiit gainIziitfon, when such revenues are clearly related to the

e*L ful tlctoaa'of the organization.
Eu!. 'ti the"increase bf the limitaton 'on chctrltable contributions from

, $ fttO Ot~r~t, a~id ~ndorses the proposal that donors of tippreclated long term
&nd : : aia/l' hle iro~y,,entitled to deduct the full fair market Value of the
property without Including the unrealized appreciation in income.

/'. : , p
j ,., , . /
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The Association recommends language to make the retirement income tax
credit for members of state and local public employee retirement systems equiv-
alent to that enjoyed by persons receiving social security benefits.

INTERNATIONAL LONoSIIOREMEN'S & IVAREIOU9EMEN'S UNION,
Wlashington, D.C., Scptember 5, 1969.

11013. RUSSELL LoNG,
Chairman, Committee on. Financc,
U.S. Senate, Wa8hington, D.C.

)EAR .1MR. CirAIRMAN: With sone 700 witnesses asking to he heard on 11,11.
13270, the "Tax Reform Act of 1969," and in light of my appearance before the
Committee in opposition to the surtax extension where I also summarized our
position on tax reform and tax relief, I am requesting that this letter and the
attached statements be Included in the hearing record.

I am enclosing a statement on MR. 13270, a portion of the Report of the Officers
to our April, 1909 Convention, and a resolution adopted by that Convention oni
tax reform.

I would, at this point, Simply like to emipiasize that we coirslder an increase ' in
the personal exemption from $6500 to $1200 to be tMe most u.,gent item in 1111y
meaningful consideration of tx reform and tax relief. Less workirg people,
who will receive precious little "relief" from 11.11. 13270, obtain genuine tax
justice, our nation faces a crippling of essential services as overburdened tax-
payers strike back against school and hospital bond issues, etc.

We recognize that doubling of the exemption is expensive as well as overdue,
but are confident that more tioroughi-going reform will pay for it. As Bu8iness
Wcck editorialized on August 2: ". . . If narrowing a loophole is good. why isn't
eliminating it better? If a 27/% depletion allowance for oil is an outrage, hvliy
Is 20% tolerable?"

Sincerely,
ALBERT LA NNON,

Washington Rcprcscntatirc.

STATEMENT OF ALBERT LANNON, I.L.W.U. WASHINGTON REPRESENTATIVE TO TIlE

COMMITTrE ON FINANCE, U.S. SENATE IN RF, II.R. 13270, "TAX RI.fOR.I ACT
oF 1969"

TAX RFFOai

The cost of running government is enormous. As Americans come to expect
more in services and better schools, housing, medical care, and transportation
among other things, the costs are going to keep on rising. We are convinced
working people are willing to pay their fair share.

Under our present tax system, however, working people have been burdened
with the heaviest share of the tax load while special interest groups enjoy a
wide range of money-saving amendments to the tax laws. Instead of a progressive
tax structure-in which the tax load Is supposed to be distributed according to
ability to pay-those in the lower earnings brackets pay a higher proportion of
their Income In taxes than do those in the upper brackets. The average working
person now puts In at least a day-and-a-half out of each five-day work week
Just to pay his taxes.

According to a recent study made by the magazine U.S. News & Worl4 Report,
fainilies with incomes under $3,000 per year pay 34 percent of their income in
taxes; families in the $5-'i,000 range pay 38 percent; and families in the $10,000
to $15,000 bracket pay 31 percent of their earnings in taxes. But families ex-
ceeding $25,000 pay 28 percent or less of their earnings in taxes.

What Is more, the Internal Revenue Service reported that in a recent year 45
persons with incomes over $1,000,000, and 115 persons with incomes from $500,000
to $1,000,000 paid no federal income taxes. But people with poverty-level incomes
or less pay about $6 billion a year in federal taxes. Over the years, the taxes
paid by working people have to make up for the taxes lost through loopholes,
exemptions and privileges enjoyed by high salaried executives with lucrative
stock option plans, stock and bond traders and coupon clippers, real estate specu-
lators, and multi-million dollar corporations.

*: A radical change to make our entire tax structure truly progressive is long
overdue.
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Tlie tatx law's of tlis country are ft coIplex alnd ailmlost itnintelligltile mix (if
ruis, regulat ionla, and loopholes. The most we ('an revoziumiend here re iiasol
reforims which atta k the most flagrant lIi equities In til systelml, wich wIll emis,
the tax burden on our Ilile,'Sr, and which will bo equitable for all %\'orkitig
It, ople. That program follows:

1..1 bolds the si8 art,r. it W( percent federal strtax-, iliiroduetd iy President
Johltsolt and Apl lI-ntly to be (ontt Iu, by the Nixon ad(tilstration-is a titx
tilt your federal inomelt0 tIx. A 10 iwret'tit Ilix til top of 'otlr lt'itdy high federal
tax hill.
2, Increase personal exemptions from $00 to $1,200. When tlhe $IX0 exomptioI

was originally enacted 21 years ago It was the intent of Congress that that was
the niount nreessmry for a taxpayer to feed, clothe, and house a depaiadant,
Obviously, the present $W0 allowed(l does not meeit thot milimum standard.
8. R Ie the standard dedteto )f 10 ptrY'ftf with, u $1,000 nm.i 1 trilm to 13'

vperlet idt1h a $2,000 mairlmni. leather than w rest ltig with Itemized det is,
most working wople choose to take the stanilard 10 j x,'rett deduct, hl, I'mider
present conditions, a i-Kirson who can iteuize is often able to write off ut1ire thian
10 percent of his earnings. To bring thie stan(lard dedtetoi ion line with lprsetit
e-otonile realities It should be raised to 15 recent with a maxitnum of $2,(N).
This single step would provide signifleatit relief for mnidt(-leivomne taxpayers,

Each of these thrit poit.s would provide direct on( immediate relief for thie
wage-earnnlg taxpayer by lowering the government's take. What art, the alter-
nat lve sourves of revenue for the government ?

TAX LOOPIIOLES COST $50 InLJ.LION A YKAR

In Its r(xetntly released study of the tax system, the Troasury Department Psti.
Inlatted that all so-called tax loopholes (including those which may hnollt some
working elwople) cost the government from $50 to $5. billion a year. These billions
atre ultimately passed on to the tax bills of the taxpayers who do not bhneft from
tile loopholes, mending most of us, We are getting stuck for the bill. The slwlal
privileges m1l1d ioolholes lust be ('losed. A mlIlinimpll jirogram to (1o so follows:
1. R'el Me capital 011ai-n prOidiOfl.
Under existing law the owners of stfiks and real estate, mainly wealthy

speculators, pay only a 25 pereent tax ol the profits they enjoy through buying
and seling. The capital gains provision deprives the government of about $8.5 btl-
lion a year compared Ito what the government would get If such incormo was taxed
at the rates applicable to wages and salaries,

0. Recover the taxas os capital pahin wh ch are lost at death.
Tie owners of stocks or real estate I-my taxes on the proiitm of their deaOllIgs

only while they are alive. It they should (Ito before disposing of such property,
the increasel value of that property is never taxed, Rather, the value at the tOmo
of death of the owner becomes the now tax base for the heirs. It Is estlmrted
that this loophole alone costs the government and other taxpayers about $2.5
billion a year.

8. Tighten the retularlois 01 charitah ddu'etlima and raek down on the
fo-re foati t n.

A modest gift from a wealthy mil to his favorite "charity"-perhaps a founda-
tion that he sets up himself as a tax haveni--often satisfies existing law and lets
him off tax free.

There are now more than 80,000 private, tax-free foundations in the United
States, They save tax dollars for wealthy people in many ways. For example, a
person can make a tax deductible contribution to a foundation, and then turn
around and lend himself money from the foundation at a minimal Interest charge.
Likewise for land holdings A person can donate land to one of these foundations-
a tax deduction-then rent the land from the foundatlon-a. business expense-
and then turn around and lease it out for far more than tile rent Ie paysq. Also,
foundations are free to invest In many businesses, and the money they earn from
their Investments is all tax free, They eau pmRs the profits on it large salaries,
so-called professional foes, alid In large endowments to "worthy causes."

lND DIPLMIION ALLOWANOZS

J 4 .nlmftite the ol ata mWoeral depletio"s allowances.
Th Q oi and mineral depletion allowances are, perhaps, the most dramatic

ixotzple bf corporate tax abuse. The oil depletion allowance provides that the
first 274 Percent of the profits from oil wells are tax free, and the first 28 per-
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(ent of profits front minerals extraction are tax free,. As it result of this and other
tax Ldvanttlages most oil conilatiles pity less than 5I percent tax onl their profits.
'or example, one oil cOltmpal)y received a $42,M0 refund oIt $015 million In earn-

Ings over a six-year period. A modest Cuttt in) 1oth rates to 1[ lrcemnt WOuld SlVe
in dividlil ttItxpiyle's it estilttited $8(0 llillion at yeatl'.

5. H'pcal the 7 pf-rovitt istctlitit tad errtdit.
( |orploratioits are now allowed to deduct frot thlr I axi's 7 Iertel (itf the money

they spend on ate, nacliteliry twtd eqtlilpmitt. With the lecoinmy operating i only
85 present of capacity, such t lIax li'veak delis rational Jwustliat tlon. The SU'i'st-
iateitt tax credit costs tile govierinint over $2 lilllon a year.

6. A'l3itfltv tit' tax brfek for I v'otoplJ(,rltflOtl's S10,41diahil'h',.
Corporations aro allowed i tNx rate of 22 Ier('ent oil tile fli'st $25,4)00 of their

eaitrlhigs ian(1 they lpay 4t8 percent oil their proFits Ii excess of $2,.(0 What imt ay
colttpities have (lone, retll stores art, it good example, Is to oj)t'r ite intty or till
of their stores or plants as sel)arate eorliortions, despite the feet that they all
la'e tile sate owners. The companies ire then able to enjoy tile iower rate oil the
first $25,104) lit prolits that etilih of the siltshlilarles Imtakes,

Titis list of efortllts would d lie easly 'xpanded. We support higher corlaortte In-
coille taxes, tighteing tie tlx rules til stock otiois amtid oftt' formats of deferred
cOlllsoi ton ('ot'ii-oritiml ext-eeiti es s(o thaitt swl'ih hearings are taxed like
wlges andl(1 salihrh's, v''teking liowtn Oin th e No-vlll4i "gentlnh-tl filltvi'rs'" wto ili-
'est In farills oil the side So is to enjoy tihe tax write-offs for fia1rm1 losses, taxing
tilt, vtrnings of ctirehes ild No'ial els which engage in ltsittess venturs
ilreinted to their aai1 purposes, 1111t eninig the itaX i('ll lititlges resultiing frotill

('outglonivritte mergers.
lresidelt Nixon litts ittl iced hls SlIpiort for tax ilielltives to colaliailts

dohlig tIasless il gletto a reals, ald to comp lehs wlli1g to trtlil the hard-cotve un-
etttltloyed. Unless stach itteiatives are, coumplhd with higher corpiorate li tacont, tltxes
it-ross-the-hoard, tile President's program will s hply becoitte attother tax dodge
for the corporate ('olialltlty, Il 1p rlee (if tilh will Iave to lie lorie by the lin-
dlvldital taxpayer.

All of the Ilitits listed above are at mlhilmal trade ntot pt'ograi for federal
tllX 11ft-11.rl SUlh Vtllllges wotild ( I ) east, tht- tix but'den otIi the itdlvhlaauil tax-
payer, and (2) shift that burden to thoso mtost ible to pay.
The federal tax system iln Canada, modeled lit part after ours in the states ,

shares tiany of the regressive features of our mvmteit. But thil't Citittdiait gov'ernl-
Ient; has gonte imuch frther thatn otir in reconll ending changes il the system.

THE CARICH RE)1PORT

On February 24, 1907, the long-awaited Report of the Royal Commi"slon on
Taxation-the Carter Report-was released. We agree with the Canadian Labour
Congress that the Royal Commission's guldlig principle will virtually revolu.
tiolize the -tax system,

Tic Commission hats urged that all forms of Income-wages, stock dividends,
capital gauis, real estate transfers, etc. be treated exactly the sant' for tax pttr-
lost's. For example, tle Comnmissionl note(], "A dollar gained through the sale of a
hate Liond or plece of property bestows exactly the solmetC ecototile power is a

dollar gained through employment or olperating a business." We cttclltr.
The total effect of the ('omnndissio's Reprt will be lrogressive. It shifts nutl

of' the tax burden in Catatda from those least able to Pay to those best abe to
Iaky. It Is estimated that ('ttnadlans earning less tian $5,000 a year will havo
their taxes reduced by 10 Ix-reent, an(l lnatadhans earning from $5,000 to $7,000 a
year will have their taxes cut by 7 percent.

We eolltwnd t! , Coullisslon's Report to Anmrican tax reformers, and join
Canadian labor lit urging the prompt adoption of the Report by the Canadlall
government.

STATEMENT OF POIJoY No. 0

FEDERAL TAX REFORM

The cost of running government is enormous. As Americans come to exict
more In services and better schools, housing, medical care, and transportation
among other things, the costs are going to keep on rising. Working people-are
willing to pay their fair share, but they have been burdened with the heaviest
share of the tax load while special interest groups enjoy a wide range of money-
saving amendments to the tax law&
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Instead of a progressive tax structure-in which the tax load is supposed to
be distributed according to ability to pay-those in the lower earnings brackets
pay a higher proportion of their income in taxes than do those in the upper
brackets. The average working person iiow puts in at least a day-and-a-half out
of each five-day work week just to pay his taxes.

A radical change to make our entire tax structure truly progressive is long
overdue.

We recommend basic reforms which attack the most flagrant inequities in the
system:

1. Abolish the surtax.
2. Increase the personal exemptions from $600 to $1,200.
3. Raise the standard deduction of 10 percent with a $1,000 maximum to 15 per-

cent with a $2,000 maximum.
So-called tax loopholes cost the government from $50 to $53 billion a year

These billions are ultimately passed on to the taxpayers who do not benefit from
the loopholes, meaning most of us. The special privileges and loopholes must be
closed. A minimum program to do so follows:

1. Repeal the capital gains provisions.
2. Recover the taxes on capital gains which are lost at death.
3. Tighten the regulations on charitable deductions and crack down on the tax-

free foundations.
4. Eliminate the oil and mineral depletion allowances.
6. Repeal the 7 percent investment tax credit.
0. Eliminate the tax break for a corporation's subsidiaries.

STATEMENT OF PIERCE S. McDONNELL, ESQ., oF WARRENTON, VA., AND CLEVEANI)
HrUOHTS, Oiio

My name is Pierce S. McDonnell of Warrenton, Fauquier County, Virginia.
I am a practicing lawyer, a Member of the Virginia Supreme Court of Appeals,

and of the Bar of the United States Supreme Court.
Also, in regard to financial expertise as an economic expert, re certain non-

Federal bond issues which are now exempt from Federal taxation under existing
statutes, I have also been retained as a consultant.

After graduating from Case Western Reserve University, I completed my legal
education at Yale; Graduate Business-Harvard; M.A. in Economics, George-
town, and did my PhD work in Business Administration at Columbia University.

This morning I listed to the testimony and interrogation of the Honorable
Charles McC. Mathias, Jr., of Maryland. My position is identical in many ways
to the views presented by Senator Mathias with two major exceptions.

1. 'AGRICULTUrE

He spoke of the importance of the cattle and horse industry in the State of
Maryland. I wish to point out to your Committee the horse and cattle industry
is very important to the Commonwealth of Virginia, particularly in FauquIer
County. The quality of the breeding of our fine horses is known throughout the
world sales market.

Farms owned and operated by Admiral Lewis L. Strauss, of Culpepper, and
Judge Howard Smith, of Broad Run, are famous throughout the United States.

This witness urges your Committee not to destroy by the pending legislation
before you what Virginians have worked so hard for so many generations to
build up and operate with financial success under the free enterprise system.

May I strongly recommend that no changes be made in the existing law re
capital gains from income from the sale of livestock.

2. BONDS

This section of my testimony deals with the proposed removal of the present
tax exemption of non-Federal bonds issued by quasi-government and other
political units below the state level as political subdivision thereof.

A &- oppMe the provisions of. H.R. 18270 or the same sound reasons as out-
lued by previous *itneeser, W[he mere threat that the Congress may pass the
pegheipvWeie has depressed the bond market. It is now playing havoc with
tett1itioznaLethod t091t sales of certain Fiederal tax-exempt bonds, partic-
ularly state And municipal.
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B. Other non-Federal tax bonds exempt from Federal taxation. In 1901 (pri-
vately distributed) and in 1904 1 wrote a book entitled, "The Law of Turnpikes".
Both were published by the National Academy of Sciences. The statutes of 37
states provide that the bonds Issued by these authorities shall be at fixed
statutory rate and have been exempt like State and Municipal bonds from
Federal taxation.

These business entities . . . turnpikes, toll bridges, etc .. are self-financed
through the sale of revenue bonds Senator Long's State had a successful pioneer
program in this field; Senator Williams' State (in contact with Pennsylvania)
also were early entrants in the program to build fine transportation facilities for
the American public of the Eastern Seaboard area. All projects, in both these
States, were financed by tax-exempt bonds.

As an individual who has been associated for over twenty years professionally
in some of the problems raised by II.R. 13270, 1 believe that your Committee should
not be politically maneuvered into a position where you will force another
self-supporting industry into a financial jam where it will be almost practically
unable ... or absolutely unable . . . in terms of current bond sales conditions
. . . to sell their low rate tax-exempt revenue bonds.

In closing, a word about the foundations proposals legislatively suggested
by the Administration. I agree that the proposed tax on investment income
be reduced to 2%.

STATEMENT OF WILLIAM D. MCFARLANE, WASHINGTON, D.C.

Mr. Chairman and members of the Finance Committee, I appreciate your
allowing me the privilege of presenting my views in support of (I hope) your
early approval of a more far reaching tax reform measure for the benefit of the
low and middle income and elderly group ($7,000 to $20,000) who are now bearing
most of the burden of the income taxes collected.

As a former member of congress (1933-39) from Texas, and a retired trial
attorney of the Department of Justice (1941-66) who has been confronted with
and confounded by this "tax reform" subject matter for many years--I will
briefly review some of the congressional record concerning this matter. When the
Revenue bill of 1938 was before Congress I pointed out some two dozen "loopholes"
or exemptions contained therein and urged their elimination, as did other
members of congress, but we met with little success. Senator Russell Long has
pointed out in his remarks on "Tax Legislation" July 15, 1909, some of the
many so-called "tax Reform" amendments to the Revenue Act since 1913 approved
by congress that are now considered loopholes, many of which are contained in
H.R. 13270 now pending before this committee. The congress has considered
these so-called tax reform amendments which are now a part of the Revenue
Act, for the past several decades and extensive hearings have been held thereon,
but little bad been accomplished to arouse the congress and the public, until
the Secretary of the Treasury Joseph W. Barr spoke to the Joint Economic
Committee of Congress on January 17, 1969 and presented a report showing a
$128.3 billion of income tax revenues expected in fiscal year 1970 and stressed
the point that our tam system needs reform now. Secretary Barr stated that
"We face now the posibility of a taxpayer revolt if we do not soon make
major reforms in our income taxes. The revolt will come no." from the poor but
from the tens of millions of middle-class families and individuals with incomes of
$7,000 to $20,000, whose tax payments now generally are based on the full
ordinary rates and who pay over half of our individual income taxes . . . People
are concerned and indeed angered about the high income recipients who pay little
or no Federal income taxes." Secretary Barr then pointed out that there were
"155 tax returns in 1967 with adjusted gross incomes above $200,000 on which no
Federal incomes taxes were paid, including 21 with incomes above $1,000,000."

Former Commissioner of Internal Revenue Mortimer H. Caplin in the Sep-
tember 1969 Readers Digest states that: "A recent Treasury Department an-
alysis showed that a whopping $45 billion is lost to the g ,vemmcnt each year
through tam privileges of all kinds." Ie then recommends a broad tax reform
program to become effective now which will "broaden the base of Federal in-
come tax by eliminating the preferential provisions which enable some people
with very large incomes to pay little Or no tax, and some industries to pay
tax at far lower rates than others. Our overall objective should be to: treat all
forms of income alike and to provide equal treatment for persons with equivalent
roal income."
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I heartily agree with the above statement and specifically recommend the
following tax reforms: 1. Remove Preferential Treatment for Capital Gains &
Losses.

2. Provide the necessary tax relief for low and middle income families and
for the elderly by eliminating the complex retirement income credit and special
exemptions in the current law in favor of a flat $2,500 exemption for single
persons over 65 and $4,200 for couples where both are over the age as provided
in the existing law and regulations.

3. Eliminate the tax exemption on State and Municipal Bonds issues.
4. Eliminate preferential treatment for corporations.
5. Withhold taxes oil interest and dividends at the source as is now donae for

wages and salaries.
6. Repeal of the inflationary 7 per cent investment tax credit enjoyed by the

corporations amounting to $3.3 annually.

RECENT STUDIES AND HEARINGS HELl) ON TAX REFORM LEGISLATION

Assistant Secretary of the Treasury Stan Surrey's two year study on needed
"tax reform" presented a comprehensive program of some 2 dozen specific pro-
posals which would have taken some windfalls from the privileged and granted
some relief to lower income families which amounted to about $11 billion. This
four volume tax reform study along with the House Ways and Means tax reform
studies of the past decade (involving some 2 dozen volumes) were not acted
upon but were passed on to the Nixon Administration.

Even though the Republican Platform recognized "The imperative need for
tax reform will have our priority attention," the President did not even send
a tax reform message to Congress for more than three months after he entered
office and even though the House Ways and Means Committee had alreody held
extensive tax reform hearings (13 volumes) before the President's tax reform
message was received-his message when finally received contained only ten
specific recommendations which the Treasury Officials "Summary of Ills Tax
Proposals" stated that "The net revenue change of the entire package will be
small-the revenue increases of reform measures will lie largely offset Iby ti
revenue losses from the relief measures."

THE HOUSE TAX REFORM HILL H.R. 1:1270

The tax reform bil passed the House August 7, 1969 by a vote of 394 to 30
and provided for a $7.3 billion tax reduction primarily for the low and middle
income group and this reduction was offset by a $4.9 billion in added revenues
anticipated from the sweeping reform measure. This bill would remove 2.2
million poor families from the tax rolls and would "end taxation for a total
of 6 million Americans."

THE PRESIDENT'S RECOMMENDATIONS TO THE SENATE FINANCE COMMITTEE

The President now recommends to this Committee that the revenue loss of
$2.4 billion in H.R. 13270 should be scaled down by about half by (1) Restoring
the "phase out" in the proposed low-income allowance at the rate of $1 tax
for $4 income as contrasted with the $1 to $2 curve in his original proposal ; (2)
Raising the present standard deduction of 10 per cent with a $1,000 ceiling to
12 per cent with a $1,400 ceiling Instead of 15 per cent with a $2,000 ceiling;
(8) Liberalizing taxation of single persons as compared to married couples
through a new rate Schedule; (4) Reducing corporate taxes by an estimated
$800 million In 1971 and $1.6 billion by 1972 thereby reducing the net increase
in corporate taxes in H.R. 13270 from $4.9 billion to $3.5 billion. In other words
the House bill which provides some tax relief for low and middle income brackets
of $7.8 billion when fully implemented is offset by $4.9 billion in higher taxes-
about half of which would come through repeal of the 7 per cent investment tax
credit which benefit the corporations have received through the years. None
of the above computations include revenue effects of the end of the income tax
surcharge which H.R. 13270 would extend at a reduced rate of 5 per cent through
June 30, 1970. The Senate has already considered and eliminated the income
tax -ucharM effective January 1, 1970 an4 it is to be hoped that date stops
the surtax.

.1
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PREFERENTIAL TREATMENT FOR CAPITAL GAINS AND LOSSES SIIOULD HE ELIMINATED

The Treasury looses $8.5 billion annually through capital gains and losses
preference rules. The House bill picks up only $635 million of this loss. Instead
of trying to remedy this situation the Treasury recommends the retention of the
6 month definition of long term gains and proposes to keep the 25 per cent
maximum tax limit on capital gains which recommendation would lose $210
million more than the provisions of H.R. 13270. The President contends he
needs more for the nuny expanded and new programs advanced--here is a good
place to start getting some greatly needed funds.

LOW AND MIDDLE INCOME FAMILIES AND THE ELDERLY ARE ENTITLED TO MORE TAX
RELrEF-NOT MORE TAXES PILED ON TIIEM

This 40 million mass of low and middle income taxpayers who earn from $5,000
to $20,000 a year-pay over half of the $81,800 billion of the Federal individual
income taxes. Yet, because they do not have a well financed lobby here in Wash-
ington, D.C. such as the Nation's Corporate hierarchy, big oil, big utility, big
foundations, big banks, etc., here to represent them-they have not had any
special exemptions written into the income tax laws through which they can
take advantage of the special provisions that riddle the tax code. H.B. 13270
provides tax relief mostly to the low, middle and higher income groups of $7.3
billion when fully Implemented, however, the Treasury now recommends that
this amount be reduced by $2.5 billion. More than half the above tax reduction
will go to those persons in the higher income tax brackets who comprise less
than one fourth of the tax payers. And as above pointed out, neither the House
bill nor the Treasury recommendations now propose to liberalize any tax treat-
ment for the elderly. The complex Retirement Income Credit and special ex-
emption in the law should be eliminated in favor of a flat $2,500 exemption for
single persons over 65 and $4,200 for couples where both are over the age as pro-
vided in the existing law and regulations.

ELIMINATE TIE TAX ON STATE AND MUNICIPAL BONDS

Corporate bonds are taxed and all State and Municipal Bonds should be taxed.
The House bill Included tax free interest on State and Municipal bonds in the
calculation of a 50 per cent minimum tax. The Treasury would allow individuals
to accumulate huge amounts wealth, tax free, by this loophole. This exemption
through which the wealthy escape taxation should be eliminated.

ELIMINATE PREFERENTIAL TREATMENT FOR THE CORPORATION

The House bill increased the taxes on corporations by only $4.9 billion and
the Treasury recommends that this amount be reduced to $3.5 billion. Corpora-
tions only paid $28,700 billion In Federal income axes in 1968 as compared
with the individual income taxes paid of $68,700 billion about 90 per cent of
which taxes were paid by individuals with incomes of less than $20,000. The
Treasury's proposed reduction of corporation income taxes and increase in the
individual Income taxes justifies the statements of the tax experts and members
of congress that this is "A sell out to the wealthy and the corporations."

ALL INTEREST AND DIVIDEND INCOME TAXES SHOULD BE WITHHELD AT TIlE SOURCE
AS IS DONE FOR WAGES AND SALARIES

The Democratic Party was founded on the principles of "Equal rights to all-
and special privileges to none" and this should be the broad principle upon
which our income tax laws, as well as all other laws are founded. All taxes on
Interest and dividends should always have been withheld at the source the same
as has been done for wages and salaries.

REPEAL THE 7 PER CENT INVESTMENT TAX CREDIT

The 7 per cent investment tax credit would be repealed outright for projects
begun after April 18, 1969 under the provisions of H.R. 13270-with the few ex-
ceptions therein made--and this action would allow an ultimate gain of $3.3
billion. The House Ways and Means Committee concluded that the stimulus to
investment provided by the 7 per cent credit, which permits this 7 per cent of the

83-865--69---pt. 2- 26



1304

cost of new equipment to be deducted directly from Income taxes owed by the
corporations was actually contributing to the present inflation, and should be
eliminated.

CONCLUSION

I believe in the principles upon which the Federal income tax was establisled--
that all persons and parties concerned should be taxed according to their
ability to pay and that no one be asked to bear more than his just share of that
burden because of the special tax benefits accorded others.

Many of our people go to bed hungry every night-programs and services badly
needed dealing with poverty, education, and the needs of our cities, schools,
rivers, harbors, air pollution, etc. cannot be carried on because our Government
cannot find the money with which to meet these responsibilities.

By promptly eliminating the above mentioned "loopholes" this congress will be
performing the greatest possible service to all the people of this great country
of ours--and we can then go forward knowing that we are receiving honest fair
treatment for all our people and for approved worth while programs and
services.

By promptly eliminating the loopholes in our income tax, scaling down and
reducing the rates 50 per cent, we will still be able to collect more income taxes
than are now being collected. Yes, and our country will be happier and more
prosperous.

TESTIMONY OF ROBERT V. Moss, JiL, ON BEHALF OF THE UNITED CHURCH OF CHRIST

I am Robert V. Moss, Jr., President of the United Church of Christ. Our na-
tional office is at 297 Park Ave. South, New York, New York, 10010 and our Wash-
ington office is at 110 Maryland Ave. N.E., Washington, D.C. 20002.

The United Church of Christ was formed on June 25, 1957 by the merger of two
of America's oldest denominations, the Congregational Christian Churches and
the Evangelical and Reformed Church. It has approximately 7,000 local churches,
with slightly over two million members. The representative body of the United
Church is the General Synod, which meets biennially.

The Seventh General Synod met this June 25 to July 2, 1069. Its 744 delegates
from across the nation, among other things, adopted a pronouncement on tax re-
form, entitled Sharing the Cost of Government Fairly, which I am privileged to
file with you today.

I should note for you the participation by the local churches in the preparation
of this statement. During the last seven years, the Church circulated two study
documents on tax reform among the local churches for their reaction and com-
ment. From those comments a specific proposal was prepared and circulated this
spring. Three-fourths of the bodies responding voted to support the statement or
something close to it. The final drafting and adoption at the Synod thus reflect
attitudes back home as well as at the convention itself.

SIGNIFICANT ASPECTS OF STATEMENT

There are three aspects of this pronouncement which strike me as especially
significant.

(1) This is surely one of the most non-self serving statements to be filed with
this C)mwmittee. We ask nothing for ourselves. In fact, we recommend the clos-
ing of one loophole favoring churches, Le. the taxing of church owned properties
and businesses not related to normal religious pursuits. Our primary concern hns
been for the welfare of the general community of which we are a part. We are
ev'en studying taxation of church property p.r se and some local churches con-
tribute to local governments in lieu of tax payments.

(2) Our recommendations for the closing of loopholes are generally tougher
than the provisions enacted by the House of Representatives. For example, we rec-
ommend that the preferential treatment afforded capital gains be "eliminated"-
not merely reduced by lengthening the actingg period to one year-and that the
Preerque" extended to the oil and r ,vestors should be "ended"-not merely
reu ? ~ o2%aww4 i4ioL pUt in a'plea for tax reiluction. Although we have previously

01 j roditXtalo0 in national armaments and are gravely concerned over the
.:u4hi ary expenditures, we realize that there are vast human needs whichrequire large government funding. Thus we have not dealt in this pronouncement

W I I'-
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with the amount of taxes needed but only with tihe obligation of each person to
IrY I.s share. Our title, SHARING THE COST OF GOVERNMENT FAIRLY,
Is accurate.

SUMMARY OF STATEMENT
After general statements of principles and tax criteria, our statement proposes

tie following tax reforms:
(a) interest paid on state and local government bonds should be taxed like

other income, with federal government gaints or loans to off.et any increased
interest costs;

(b) corporations should be allowed to deduct dividend payments as a business
vxlnse, its they now deduct interest payments;

(e) preferential treatment afforded capital gains "should be eliminated" with
provisions for averaging the gains over the years involved;

(d) provisions for averaging income generally should be simplified and ex-
teided ;

(e) preferential treatment extended to oil, gas and mineral industries should
be ended and only depreciation deductions allowed;

(f) estate and gift taxes should not be levied on transfers to the suviving
liouse;

(g) the inheritor of property of Increased value should take the decedent's
cost base for the property;

(h) spurious foundations should not confer benefits of tax deduction;
(1) husines,es and property of churches, etc. unrelated to their normal re-

ligious pursuits should be taxed at the standard rates;
(3) there should not be a minimum threshold limiting deductions for small

contributions;
(k) persons under or near the poverty line should not be taxed;
(1) -icreases in Social Security should come from general revenues rather

thim increased taxes on workers' wage.
And now, Mr. Chairman, I file with you our entire statement.

SHARING TIE COST OF GOVERNMENT FAIRLY, A PRONOUNCEMENT OF TIlE
UNITED CIIURCH OF CHRIST, ADOPTED JULY 1, 1)

Chrlstians recognize that government has an important place in the providence
of God in meeting His purposes and human needs. Christian stewardship regards
the payment of taxes, levied through the democratic process, as a public duty,
and their responsible use as a public trust. In the interest of Justice, we insist
that the revenues necessary to meet the expenses of government must be ap-
)ortioned with utmost fairness.

TAX CRITERIA

Taxes, while primarily a source of governmental revenue, intentionally or
unintentionally also affect the economic and social process. Tax policy, there-
fore, requires difficult choices to be made in accordance with the relative weight
given to diverse, sometimes contradictory, norms. The following criteria, how-
ever, are basic in a just system:

1. Adequacy. Taxes should provide adequate revenue for the government.
2. Simplicity. The law should be understandable to the taxpayer and rela-

tively easy for both taxpayer and government to administer.
3. Distributfv6 Justice. Taxes should fall on taxpayers In accordance with their

ability to pay. While income is not the only element in a measure of ability to
pay, it is proper for individuals with higher incomes to be taxed at successively
higher rates, other things being equal. Regressive taxes-which take a larger
share of income from the poorer taxpayer than from the richer-should be used
sparingly and avoided entirely whenever possible.

4. Neutrality. Taxes should not create artificial incentives fir making economic
decisions except where explicitly intended as a matter of public policy. Even
then, the end sought may be more effectively and forthrightly achieved through
properly designed controls and incentives.

5. Vitality. Both the nature and extent of taxation should be designed to en-
hance rather than inhibit economic efficiency, healthy non-inflationary growth,
and productivity In a socially constructive manner.

6. Encortragping voluntary agenoles. The tax structure should continue to stimu-
late the use and development of voluntary agencies for their salutary contrnbu-
tions to our life.
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SHORTCOMINOS OF OUR TAX SYSTEM

In the light of these principles, we believe that major reliance should be placed
on the income tax. But we call attention to certain shortcomings in present
United States tax policy.

1. The Tax System Does Not Meet the Test of Equity. Since 1913 the United
States has accepted the principle that a person's Income tax should be related to
his ability to pay, and that those enjoying greater income should contribute a
larger percentage in taxes than those with a smaller income. Nevertheless, this
rule is inequitably applied in practice. The mass of our citizens, who work for
wages and salaries, pay full tax on their incomes. Yot in 1905 Individuals report-
ing Incomes over $1 million paid, in the aggregate income taxes amounting to
less than 31% of the net taxable income which thev actually reported. They paid
far less than this percentage of their total Incom , although the nominal rate
scale called for a tax of at least 67%.

In 1967, there were 155 Americans with incomes In excess of $200,000 who
paid no federal income tax at all. (Testimony of former Secretary of the Treasury
Joseph Barr before the Joint Economic Committee of the Congress.) At the other
end of the income scale there are persons who pay income tax on annual incomes
of less than $2,000, in addition to Social Security payroll taxes and a host of
state and local taxes.

These disparities are not due to dishonesty in reporting. In great measure they
are the result of legal "loopholes" which favor certain forms of income as over
against others or apply inconsistent criteria in defining the (untaxed) cost of
earning income.

These inequities were intensified by the 10% surtax of 1.8. This measure taxes
at a still higher level those of moderate income who already pay taxes. It taxes
at a minimum rate, or not at all, those who are able to escape a full share of
the tax burden.

Tax reform, largely deferred when taxes were reduced in 1964 and substan-
tially denied when taxes were increased in 19(k. is important to counteract the
prevailing bitterness and sense of injustice. It would assure that the burden will
fall fairly on all the American people, not just on those powerless to secure
preferential tax immunity or relief.

2. The Tax Base Does Not Meet the Test of Adequacy. The federal tax base has
been eroded by many provisions that permit vast amounts of real income legally
to avoid inclusion in net taxable income. As a result, those who can benefit are
too much concerned with the technicalities of tax avoidance; and a high rate
settle is applied to those forms of income which are fully taxed. Our direction
must be toward a broader tax base involving fewer tax preferences, with a con-
sequent reduction in rates.

3. Tax Inequites Prevent Coun frbalancing Fi-ical Policies. In order to carry
out its responsibilities to eliminate unemployment and inflation, the govern-
ment needs effective tools and techniques. One of the niost iHtportant ways of
achieving these objectives is by adjusting inome tax rates to counteract adverse
economic trends. To be most useful, however,, these changes must be enacted as
soon as such problems appear. So long as our tax law Is laden with complexities
and Inequities. Congress will be reluctant to water tax rates tu meet national
economic requirements,.

4. I'lt 'heqiiities of thi'Fcderf Laiw Become 'Inequities in State, Taxation.
Many states compute their own Income taxes on a base that is identical with
that for the federal tax, except for minor modification. As a result, the state
income tax heightens the inequities of the federal tax. This inequity is intensified
by state reliance on property, sales, and other taxes that have undesirable
impacts on economic efficiency, urban development, housing, and the living stand-
ards of the poor. States cannot take the lead in tax reform without increasing
the compliance burdens of taxpayers. Reform at the federal level, therefore, is
essential for the improvement of state fiscal systems.

PROPOSED REFORMS

We recognize that a revision of the federal tax structure Involves many tech.
nicai questions. Nevertheless, we ask for corzection of certain glaring and obvious
deficiencies.

1. AUJ personal Income, whatever Its source, should for tax purpow-s be treated
on eeetlally the same basis, ah, be subjected to a graduated rate of taxation
which is progressively heavier as the total amount increases. Any exceptions must
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be fully justified by a vital social or economic purpmse, and muat be scrutinized
particularly as to their effect upon the less affluent menibers of society.

2. In the Interest of greater equity and adequacy, the following steps should
be taken to correct existing preferences and inconsistencies:

ta) Interest paid oil bonds hereafter issued by state and local governments
should be taxed like income from other investments. In order to make this change
llimcially feasible for state and local governments, federal grants and/or low
Interest loans to such governments must be provided to oi'set tile otherwise
increased interest costs. This would be preferable and cheaper than the present
hidden subsildy by tax xcmnption, which is no longer required by constitutional
Interpretations.

(b) Corporations should be allowed to deduct cash dividends as a business
expense inl determining their taxes, just as interest payments are now deducted.
This would eliminate 'douilfe taxation" and tend to encourage the sale of new
stock.

(..) Tile present preferential treatment afforded most capital gains should
be eliminated and such gains should be taxed at the same rates as any other
income. Provisions should be made for arcraghinf the gains over the years in-
volved to prevent unduly high rates for a single year. It is controry, to most
notions of fairness that capital gains income should be taxed at lower rates
than income earned as wages or salaries. Such preference also injects an arti-
licial influence into business decisions. There are better ways to Improve the
vitality of our economy.

(d) Provisions for averaging income for tax purposes should be simplified and
extended to taxpayers not presently enjoying this advantage. Persons who re.
ceive the bulk of their income in a relatively short period of their working life
tend to pay higher income taxes over their lifetimes than those receiving their
income more evenly throughout their productive years.

(e) The preferential treatment extended to t players who invest in oil, gas
and mineral properties should be ended. Depletion deductions, like depreciation
deductions available to taxpayers in other fields, should be limited to the amount
of tle taxlyer'4 actual investment.

(f) Federal estate and gift taxes should be revised to permit a husband or
wife to receive property front the spouse tax free; but the law should not permit
wealthy fartillies to avoid estate taxes for generations by the use of long term
trust arrangements.

(g) Provisions permitting profits on property appreciated In value to escape
tax free at the owner's death should be changed so that where no luheritance tax
Is paid, the recipient of the inherited property takes the dependent's basis for the
property.

(h) Property contributed to spritious, tax-haven foundations which do not
significantly serve social purposes should no longer confer the benefits of tax de-
duction on the individuals who created them.

i) Businesses and property of churches, foundations, educational avid chari-
table organizations, but unrelated to their normal religious, educational and
humanitarian pursuits, should he taxed at the standard rates applicable to busi-
ness and property not. so owned.

(j) We oppose use of a threshold principle below which charitable gifts would
not be deductible.

3. The income tax should be completely eliminated for those below the property
Mae, and should not fall so heavily upon those immediately above the property
line that they are thereby brought below it. Millions of citizens living below the
subsistence level already pay unduly large portions of their income In income,
sales, Social Security, and other taxes.

4. Any future increases needed to augment our Social Security trust funds for
higher benefits to persons below or near the poverty level, should come from
general revenues, principally the graduated Income tax, rather than from in-
creased taxes on the low-income worker's take-home pay. (Flow best to assure a
reasonable minimum Income to those living in poverty is not the subject of this
pronouncement. Better Social Security, an Improved welfare system and the use
of a negative income tax for these purposes are still under review by the C.C.S.A.)

We recognize that these initial efforts will not eliminate all inequities, but they
will provide a worthy beginning. We must remove any ground for the cynicism
which results when the tax system favors the citizen who can afford a lobbyist
or a high priced tax advisor, and places a disproportionate share of the cost of
maintaining the peace or eliminating want upon tht;Q,, who are below, at, or
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immediately above the poverty level. The sense of shared enterprise and pur-
pose will be real and deep only when each person who Is required to help finance
the national effort knows that each of his fellow citizens is sharing the burden
as he is, and that all income is given equal treatment.

STATEMENT OF THE CoMNI ITEE ON TAXATION OF THE NEW YORK CHAMI]ER OF
COMMERCE, SUBMITTED BY FRANK A. BRADY, JR.

The Committee on Taxation of the New York Chamber of Commerce welconies
the opportunity to file this statement on the Tax Reform Act of 1969 for your
consideration and incorporation in the printed record of the hearings held on this
bill by the Senate Finance Committee.

The New York Chamber of Commerce is the oldest Chamber of Commerce in
the United States, having completed two hundred years of operation in April
1968. During this time the New York Chamber of Commerce, as spokesman for
New York City's business sector, has tdken an active role in the framing of tax
legllation on the City, State and Federal levels. Official New York Chamber of
Commerce records show that at a Chamber meeting oni May 2, 1769, the mem-
bership approved a resolution congratulating the New York merchants for theil
boycott of British goods as a protest to the passing of an act by the British
Parliament imposing duties on tea, paper, glass, etc. In more recent actions, the
New York Chamber was an early proponent of the ten percent surcharge on
individual and corporate income tax and its extension and currently, the Chamber
vigorously opposes the repeal of the seven percent investment tax credit.

In presenting this statement, the Committee on Taxation of the New York
Chamber of Commerce will comment on only a few of the items of H.R. 13270.
This bill has so many provisions that it is impossible to study, identify, analyze
and comment on all of its issues in the time permitted to us. Failure to include
comments in this statement on many of the items In H.R. 13270 should not
be. construed as either agreement or disagreement with these provisions. The
Committee found many commendable provisions in the bill. Such chang es as the
reduction in rates, liberalization of the deductions for Job-related moving
expenses und the increase in the standard deduction represent positive steps
towards real tax reform. On the other hand, there are other provisions which
we strongly: oppose..

.Before presenting its views, the Committee would like to make some general
--observations on this bill. We would like to note the long run economic implica-
tions of the bill and comment on the legislative procedure surrounding it. Against
the background of these general comoients we will review specific provisions
of H.R. 18270.

LONGER-RUN ECONOMIC IMPLICATIONS

The united States is facing a crucial task of financial statesmanship. The
'louse, caught between discontent among American people over high taxes

tnitd inflation, passed a Tax Reform PF1I-H.R. 13270-that, if enacted, would,
n.nthe-view, of the, Chamber, have hrzimful consequences for future output,

productivityand efficiency of the U.S. economy.
Inviting as its relief provisions may appear to many taxpayers, the bill is

apt to have adverse economic effects that outweigh the benefits stressed by its
fsinaork. It would favor:conswpptlon in that it would provide massive tax

- r Uet to, people iin, bome brackets that share a high spending proclivity. By
i'the same token, it would Lurt investment in that it would increase the tax

'- iidena .olt people 1 t.brackset that. generate the bulk of savings, reduce the
.q -i, otf V ,, - ipita rkets and discourage'the supply of savings for invest-

t!.p..#i.y .i,, keeors Q thfeeconomy where lanovations will call
':i ain:a 4 0 o Utre o*fr tal. The bill would also increase the share

I',qtt~ ig~ mbodled in the House bill
p1~eqki4 ~or (I~~qp (~~Iat~rthe future of our country. For tax

~e a .au I ~iei--ought to'be geared at
vkv;t1t4 A a.i "Me Oftkey ,o! -the 'economy., Continuing9*i ral: : i d~9 Ire.bask'of the U.S. economy are essential

14064, ro t8'Atisfy thQ desires of people
i|e *1.. l~U,' t e lpbe)" redress The U.rn

6 ek "A and "thus 16, aafegdard 'the, stand-
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The Chamber endorses, therefore, the statement by the Secretary of the
Treasury on September 4th that the bill "is weighted in favor of consumption
to the potential detriment of the nation's productive investment." It also endorses
the Secretary's statement that cuts in individual taxes--while most desirable-
cannot be carried out "without due consideration for other national needs ...
Even though this Administration Is determined to pursue a prudent spending
policy, we simply do not know enough about the future to commit ourselves today
to the degree of tax reduction embodied in H.R. 13270."

LEGISLATIVE PROCEDURE

On August 1, 1969, the House Committee on Ways and Means completed
work on this 8 page tax reform bill, H.R. 13270. Ini a week's time the bill
cleared the House Rules Committee, was debated briefly on the floor and passed
by the House Rules Committee, was debated briefly on the floor and passed
one week, Members of the House could thoroughly read and digest the bill and
reason through the consequences of the myriad changes embodied in H.R. 13270.

There is no historical legislative precedence where a tax bill was rushed
through the House of Representatives in such a short period without ample
time for study and review by legislators, businessmen and other affected parties.
In a similar manner the Senate Finance Committee has agreed to have a tax
reform bill ready for floor action by October 31, 1969. In our opinion the amount
of time that has and will have elapsed since House passage and the October 31,
1909, target date is totally inadequate for a proper study of H.R. 13270. We wish
to note for the record that all the expert opinion with which we consulted have
agreed on this point. The length of the bill and the many facets of tax policy
that it will change prevent a proper and studious examination of this bill for'
the perparation of a detailed statement to meet the October 3, 1969, deadline for
submission of statements.

We note that the title of the law proposed by H.R. 13270 is the Tax Reform
Act of 1909. We agree that tax reform Is needed, but real constructive tax
reform cannot be rushed through Congress. The term "tax reform" connotes
constructive improvement In terms of equity of the tax burden and administra-
tive simplification of our tax code. It Is our contention that If H.R. 13270 is
rushed to the Senate floor by October 31, 1969, it will not achieve meaningful
reforms which its proponents claim it can attain. On the contrary unless enough
time is allowed to study the collateral ramifications of this bill, we will end up
with an even more inequitable sharing of the tax load than we now have and
the Internal Revenue Service will have an administrative nightmare trying to
carry out Its provisions. The Committee should consider the difficulties of coin-
pliance by the majority of citizens who have in the past and will continue to do
their best to pay their equitable share of taxes. A hastily enacted bill is bound
to contain contradictions, omissions, and unnecessary complications which will
either confuse the taxpayer or add to hig expenses by forcing him to hire expert
tax advice. The necessary preparation of tax forms by the Internal Revenue
Service to comply with the many changes should also be considered in the
Committee's deliberations of this tax bill.

There are also provisions in H.R. 13270 which provide for retroactive changes
in the tax laws. To arbitrarily set an effective retroactive date after business
decisions have been made based on the existing tax codes does not in any way
connote "tax reform". This is another manifestation of the haste and lack of
formal statutory procedure which has characterized the processing of H.R.
13270 so far. There is no national emergency, economic recession, or fiscal crisis
which necessitates speedy action on a tax reform bill. On the contrary, employ-
ment has attained a new high of 78.2 millions, the business situation Is quite
stable, and for the first time the Federal Budget has a good chance of increasing
the surplus which was achieved for fiscal 1969.

We believe that it would be a prudent and acceptable course of the Senate
Finance Committee would postpone Its October 81, 1969 deadline for reporting
the bill as it is impracticable. It would benefit all concerned If the Committee set
a target date for sometime next year. This would allow Members of Congres and
other Interected parties the necessary time to thoroughly analyze the many facets
of H. &18270 and present their views to this Committee. In our view, pushing the
target dae ahead to 1970 is the only way that it will be possible to come up with a
bill that meets the needs of the nation by providing meaningful tax reform.
S mply--"Haste Makes Waste"--and there is no justification or need for hasty'
Senate action on H.R. 13270.
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PROPOSED 50 PERCENT MAXIMUM ON EARNED INCOME (SEc. 802)

Section'802 of H.R. 18270 is supposed to provide for a 50 percent limit on the
taxation of earned income. This represents a recognition on the part of the House
Ways and Means Committee that the problems to which this bill is addressing it.
self are created by the excessively high tax rate structure. The Committee on
Ways and Means concluded that one of the most effective ways to prevent the use
of established tax reducing arrangements in the employer-employee area and to
forestall the development of new ones is to reduce the incentive for engaging in
such arrangements by ending the abnormal progressively high tax rates on earned
income. The Committee on Taxation of the New York Chamber of Commerce
wio .heartedly endorses the achievement of this objective but urges that the re.
ductiot" should apply equally to all income, whether earned or unearned.

Luzlited to earned income, Section 802 of H.R. 13270 will not allow all individ-
uals in the above 50 percent tax brackets the benefit of the 154) percent tax rate
limit This would be the case where an individual also has other forms of Income.
As the proposal now reads all such other income is piled on top of the earned in-
come for purposes of computing the thx on it. In other words, the higher the
earned income, the higher it will make the tax on the other income.

We submit that the tax relief on earned income should apply equally to all In.
come but, if not, the taxes on earned and unearned income should be computed
without reference to each other. In this way the incentive to generate more earned
income would not be penalized. We also submit that deferred compensation pay-
ments are earned income. Deferred compensation is usually earned by an em-
ployee over a period of several years, It is a payment for working. Therefore we
recommend that the provision in Section 802 which states that deferred com-
pensation is not to be considered earned income be deleted.

CAPrrAL GAINS (E08. 921, 801v 802, 461, 611, 514)

The committee on Taxation of the New York Chamber of Commerce is opposed
to the changes In capital gains tax embodied In the above-listed provisions of
H.R. 13270. The need for capital investment In manpower training and capital
facilities to provide employment for the disadvantaged and also all future en-
trants into the labor force has never been more pressing. In addition, vast amounts
of capital will be needed to carry out our extensive urban redevelopment programs.
It is inconceivable, with such a need for capital investment, that changes to
harmfully reduce the incentive of the investing public have been passed by the
Rlouse of Representatives.

The proponents of these changes in capital gains taxation claim they are nee-
essary in the interest of tax equity. They argue that under current law a few
hundred taxpayers are able to escape their share of the tax burden and that the
proposed changes in the capital gains tax provisions will make these individuals
carry their share. In attempting to bring these few hundred people into the tax
paying group proponents ignore the special nature of capital gains and the vital
need to encourage the flow of private investment capital Into the economy. The
Committee on Taxation of the New York Chamber of ommerce believes every-
one should pay a fair share of taxes but the measure of fairness needs to reflect
the Interests of the nation and the well-being of Its economy and people.

Capital gains are a vital ingredient of our economic system. Equity ctpltal has
been the life blood of our economic growth. For this reason Congress saw fit over
a long period to devise a set of capital gains tax provisions which would encourage
the vital investment of equity capital in the business sector of our economy. The
Committee on Taxation is convinced that the proposed capital gains changes in
HR. 18270 would drastically reduce the rewards of investing risk capital and
thereby depress the irentIve to invest.

For these reasori the Committee on Taxation of the New York Chamber of
Commerce is Olposed to the following tax changes In the treatment of capital

gainsmb jedIMn.R.* 182T i
Root" M4,-The'etenWion of the holding period before an asset can qualify as

, 0 a)ong t"tu vulta gain from if months to twelve months. Extension of the hold-
lot' 5tPet tr0a# *a .t1tei4uidity of investment capital at a time when there

ee. .JL it uminaon, of the 25 .permeet alternative tax rate for net longt, ." fal pin Iithe casof Individoals. In effect this is nothing more than an

ER, O,0itl aI*na tax:rates from 25 percent to 82% percent for a small
o t1~ig)~ ~neoaee taxlaye1. ThiS 25 percent alternative tax rate was designed

I t' . , :" ,: ,.U$ '4I; ,, ,, . ,,. , -.. , I
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to increase the incentive of this group, which is the prime source of venture
capital, to invest their capital in new and expanding businesses. This incentive to
invest is still a vital and critical element of our economic system.

Sectii. 46.-Increasing the alternative long term capital gains rate for corpo-
rations from 25 percent to 30 percent. The House Ways and Means Committee
argues that this increase is necessary because of the increase in the 25 percent
alternative tax on individuals (Setion 511 above). There is no justification for
increasing the alternative capital gains tax rate for corporations just as there Is
no Justification for increasing the alternative capital gains tax rate for Individ-
uals. Furthermore, there are many differences in the tax laws as applied to
Individuals and corporations and therefore any argument that some parallel
treatment is required is without merit.

Section 22.-Linitatlon of investment interest deduction to $25,000 over the
total of net investment Income and long term capital gains. As this proposal is
written it discriminates against the investor who has no investment income and
miust pay the Interest costs out of earned income. In addition to the extent that
some taxpayers would lose their interest deduction, this provision Is a move
toward a tax on gross income.

Section 301.-Limit on tax preferences In excess of $10,000. By placing a
ceiling of 50 percent on the amount of a taxpayer's total Income--adjusted gross
income plus the tax preferences-which can be excluded from tax, this provision
of H.R. 13270 sets a bad precedent as it suggests a change in basic tax ilicy-
a move toward taxing groms income rather than net income. In addition the
Committee on Taxation of the New York Chamber of Commerce believes in no
event should three of the five listed tax preferences be subject to tax. They are:

(a) Tax-exempt interest on state and local bonds
(b) The excluded one-half of net long-term capital gains
(o) Appreciation In property donated to charity which is deducted as a

charitable contribution but not included in gross income.
Scot 0on 8O2.-Allocatlon of deductions. By making the taxpayer allocate his

itemized personal deductions proportionately between his taxable income (ad-
justed gross income less non-allocable expenses) and his tax preference income
Is objectionable as it also represents a move toward a tax on gross income rather
than net income. It is the type of provision which wold complicate the tax
laws to such an extent that the investor will not be able to reach an Investment
decision without the advice of tax experts. The Committee on Taxation of the
New York Ohamber of Commerce believes both Section 301 and 302 ill deter
needed capital investment in our economy.

TAX TREATMENT OF STATE ANJD LOCAL BONDS (8ECS. 601 AND 602)

The Committee on Taxation of the New York Chamber of Commerce Is.opposed
to any change in the tax treatment of Interest income on state and municipal
securities. It is not in the sphere of activity of the Committee on Taxation to
offer comments on the constitutionality of the proposal In H.R. 13270 which en-
courages states and localities to Issue bonds the interest on which would bear
federal taxation. However, It should be noted that if this provision were enacted
along with the Limit on Tax Preferences and the Allocation of Deductions pro-
visions of H.R. 13270, the legal doubts under prior decisions will surely be con-
tested in the courts. The uncertainty during the prolonged period of court pro-
cedures can only compound the confusion that these proposals have already
created in the state and municipal bond market.

The economic rationale of Section 601 and 602 of H.R. 13270. which deal with
the tax treatment of state and local bonds, is seriously questionable. Capital
expenditures of states and municipalities ore normally financed through the
issuance of tax exempt securities. Today the need for increased capital expendi-
ture by these governmental units in the attack on our number one domestic
problem, the urban aress, is more pressing than ever before. Since the release
of H.R. 18270, encouraging states to issue taxable securities In preference to
tax exempt securities, this segment of the bond market has been in a shambles.
Many states and municipalities have withdrawn or cancelled bond offerings
as the successful marketing of these issues was highly in doubt. This doubt was
not the result of a question of the Issuer's ability to pay since the rating services
gave them an excellent rating. The doubt Is the result of the uncertainty of
the taxable status of the interest Income from these bonds because of the
taxing proposals contained in H.R. 18270. Meanwhile, all the badly needed cap-
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ital projects which were to be financed by the revenue from these Issues have
been delayed indefinitely or scrapped completely.

The Report of the House Committee on Ways and Means accompanying H.R.
13270 states that due to the increased amount of marketings of state and local
bonds, the issuing authorities have been offering bonds with higher yields. As
a result the Report states that high income individuals and institutions, who are
the biggest buyers of these securities, have been receiving a significantly higher
tax benefit than needed to bring them into the state and municipal bond market.
It is ironic that House passage of H.R. 13270 has undermined the very municipal
bond market which the Report claims it would strengthen in favor of the issuing
agencies. The Committee on Taxation of the New York Chamber of Commerce
believes that the increase in yields on tax exempt obligations is the result
of temporary capital market conditions. Actually between 1963 and July 1969
the yield on state and local bonds has increased 2.51 percent as against a 2.07
percent increase in long term U.S. Governments and a 2.89 percent increase in
corporate bonds.1 Once the current inflationary pressures are brought under con-
trol and there is a return to more orderly conditions in the capital markets,
these yield ratios will return to normal levels. Meanwhile the attempt to change
current yield ratios by tax legislation as H.R. 13270 proposes to do is only
tampering with natural market forces.

Purportedly there tre two principal reasons for the proposals in H.R. 1270
to change the tax treatment of interest income on state and local bonds. The first
reason is to curtail the rise in interest rates on these issues by federal sub-
sidization of the interest payments, thereby reducing the interest costs to the
issuing governmental agency. From the reaction of the investing public as
evidenced by the turmoil in the municipal bond market since House passage of
H.R. 13270, this bill will only create problems for the issuing agencies.

The second reason is (o subject to tax the tax free interest income that a
handful of wealthy individuals receive from tax exempt securities. Actually only
38 percent of tax exempt bonds now outstanding are held by individuals. and
since House passage of H.R. 13270, only 10 percent of the new issues are being
purchased by individuals. The majority of these people pay taxes on other forms
of income and at high marginal rates because they are in high income brackets.
These people chose to buy tax exempt securities which have a lower yield than
taxable bond itsues because of the bond's security and tax exemption. In theory
If they purchased a taxable corporate bond, the tax they pay on the interest
income would reduce their net return to the level of the return on a tax exempt
issue. Admittedly a handful of wealthy individuals can escape taxation via
ownership of tax exempt securities. However, it is inconceivable that Congress
S would pass.a law which would seriously curtail the ability of state and local
governments to raise the necessary money to meet capital expenditures Just to
coiltect a tax shelter used by a handful of wealthy people.

Vi he price of alleged tax equity in the above situation is too high and it will
onl, create more problems for states and localities. The principal revenue sources
:,fo, thee 'governments are income, si les, and property taxes and those receipts

iut be allocated to pay the operating expenses of these governmental units.
ITlhEfe revenue sources could not possibly be considered to underwrite capital
expenditures. Thus the only source for money for capital expenditures is the
bond is0re unless the states and localities increase their taxes. Such increased
t4xes would,* ,f course, be borne in a large part, by home owners, most of whomare the midde income taxpayer that H.R. 13270 is supposed to help. Finally,
en0onraging the issuance of taxable bonds and taxing the interest on tax exenxipt

t . *bAigtono under the Limited Tax Preferences and the Allocations of Deductions
S. i! 1bng of H.R 13270 will dry up the only source of money for these desperately

~~ P UlOO TAX CREDIT (SEC. 431 AND 482)'

.- : jpited, 8t 4bfa eios has the -bility to compete successfully abroad and, in
dft 4(4)d -to re4VOe many problems, It has'not, however, ever developed a system
fd°V ot" :eo 6ube'taxatou,. Since the nation in which income Is derived has

4 *loo W, somvteign right to tax it the United States tax law has recognized
tbd-ur f freign tax credit. It bps in effect many treaties with other

*04:b0ie Cbiah ,redit is a keystone iprovision and which recognized that

~Wt~*X~e Eu~letta, Avivt 490, P5WA", Boatd of GQoama% The Fodl
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tile home country of the taxpayer must defer to the country where income is
derived.

In the light of these basic facts we find the proposals regarding foreign tax
credit in H.R. 13270 to be completely unacceptable. The bill, for example, in effect
questions Whether sovereign nations can levy income taxes above a certain rate
or level and that if they do, the United States will say they were doing something
other than exercising their tax authority. Would the United States which now
almost totally relies on the income tax for Its revenue nccept this kind of
challenge to its tax laws and soverignty If the facts were reversed? Obviously,
it would not.

We recommend against any change in the foreign tax credit provisions and
especially recommend against changes applicable only to certain industries.

NATURAL RESOURCES (SEC. 501 (A))

Section 501 of H.R. 13270 calls for a re-uction of percentage depletion rates on
oil and gas and on certain other hard minerals, and either reduces or denies, in
the case of oil and gas, percentage depletion: on production from foreign mineral
deposits. We do not believe such action is In the best interests of this country
and we recommend against any changes in the taxation of natural resources
income such as is proposed for depletion as well as the Limited Tax Preference
and Allocation of Deductions provisions applicable to this type of income.

The reduction of the oil ard gas rate from 27 % to 20% forms the background
for the reductions In the House Bill for the other minerals. In so doing It must be
recognized that, depite the political appeal, such action seriously affects a fun-
damental provision of our tax system which can be traced back to 1926. This is
important because the allowance of percentage depletion at these levels has
become fully integrated Into the economics of the minerals industry, particularly
the oil industry. The price structure, the methods of operation, the amount of
exploration and development activity, in fact every facet of the minerals indus-
try has developed with allowances at present levels. While critics may clamour
for specific, but unavailable, hard evidence that consumers will suffer by such
reductions, common sense tells us that such a fundamental change in finances
of an industry will have adverse effects on the ultimate purchasers of mineral
products.

In reducing or eliminating depletion on foreign deposits it must be recognized
that the Bill before this Committee would place United State,; investors in oil
and other minerals in a less competitive position abroad. Because deposits of
minerals are not unlimited, an inability to compete, even for a few years, wil!
result in a permanent loss of control to foreign developers of a part of the world's
available commercial mineral deposits. Furthermore, failure to develop such
deposits will have an adverse effect on the already serious U.S. balance-of-pay-
ments problem through reduced exports of .U.S. equipment employed in such
activities and increased reliance on imports of minerals not available In domestic
deposits. It is difficult to understand these changes in foreign depletion allow-
ances when it has been officially admitted that U.S. tax revenues would not be
expected to increase If they became law.

CONCLUSION

As noted in our opening statement we found many commendable provisions in
H.R. 13270 and also other provisions which we strongly oppose. The Smnate
Finance Committee has the opportunity to report out a bill embodying the two
basic components of meaningful tax reform-a more equitable distribution of the
tax burden and administrative simplification of our tax code. We submit that
this formidable challenge cannot be successfully met before the current Octo-
ber 31, 19( deadline for reporting out a bill for full Senate action. The Comi-
mittee on Taxation of the New York Chamber of Commerce urges the Senate
Finance Committee to delay final action on H.R. 13270 until 1970. By so doing
the Senate Finance Committee will have ample time to work out and then to
report out truly significant tax reform legislation.
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Re H.R. 18270 (the Tax Reform Act of 1969).
Subjet: Effect on formation of capital.
CoMM1rrr oN FINANCE,
U.S. states,
New Senate Ojlfoe Building,
Washington, D..

CHRYSLER CORP.,
September 9, 1969.

GENTLEMEN: Chrysler welcomes the opportunity to submit written comments
with respect to H.R. 13270, the Tax Reform Act of 11)69. This particular statc-
ment is concerned with the adverse effect which certain provisions of the bill
when considered together would have upon the formation of capital, specially
by corporations.

Americans have increasingly conie to rely upon investment in securities
of public corporations as a means of participating in our nation's economic
growth, even though the income of corporations is, in effect, subject to double
taxation: first, to the corporation as earned and then to the shareholder when
distributed. Understandably, shareholders or potential shareholders are con-
cerned with the after-tax profits of the corporations In which they invest, not
only because dividend policies of corporatioms are generally based upon after-tax
profits but, more importantly, because funds which are wisely reinvested have
the effect of Increasing the value of their stock.

The Tax Reform Act of 1909 would severely reduce after-tax corporate profits,
thus adversely affecting profit accumulations and, consequently, investment
in croporate securities. As Secretary of the Treasury, David Kenn.dy, pointed
out in his testimony before the Committee on Finance on September 4, 110, the
bill contains a "bias . . . against investment in favor of consumption."

The major emphasis of the bill Is not deflationary but a redistribution of
wealth from Individual shareholders of corporations to individuals who are
not shareholders. Of the $0.8 billion i Inncome tax relief for individuals projected
for calendar year 1972, $4.9 billion would be funded through increases in
corporate taxes, according to Secretary Kennedy. These increases would be
derived primarily through provisions relating to (i) the retroactive real of
the Investment tax credit, (ii) a 5% increase in corporate capital gains rates,
(it) capital gains recapture, and (iv) limitations on the availability of aceeler-

ated depreciation methods. There is neither equity nor justifiable economic benefit
in such a drastic siphoning of funds out of Industry.

While Chrysler Is cognizant of the present economic and social problems of
our country, it would appear that the advantages to be derived front maintaining
capital investment requires that a substantial corporate tax rate reduction
be incorporated in the bill. This is especially true In view of the additional taxes
imposed upon corporate taxpayers by this bill and the continued double taxation
of corporate income.

Yours very truly,
BtiAN T. O'KEzm,
Anssitant Comptroller.

lI3tiI.A1IF.1.1,I1A BAR ASSOCIATION,
Philadelphia, Pa., October 1, 1969.

Re H.R. 13270.
Cimuvrxr. oN FINANCE,
KeNmte of the Usited 18ates,Weaing.ton, D.,e.

Or.Nmztnz: Set forth in this letter and the accompanying attachments are
thNe-r'.rmnknts of the Section on Taxation (if the Philadelphia Bar Association in
its study of H.R'13270 referred to as the Tax Reform Bill of 1909.
, The, tudy made by the Section on Taxation was not concvrned with the broAd
ihi -economic and political considerati6ns related to the proposed legisla.
t0b. Rather the study was undertaken tW determine whether the provisions of
the Bill -taes qtuesons or present problems of Inconsistency, omissions or unin.

,teftdd benefits$'O1 hardships.
Thle cinn eita submitted herewith bavelbeen approved by the membership

ot the- Seotf on Taxation, involving approximately 150 practicing lawyers
WdeeaUasig In; the field of taxation. Contained in this letter are comments on

thte ujets of broad scope raised by the proposed legislation, namely ques,
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tlons of retroactivity, effective (lutes and special purpose legislation. In the
attachmlents accoiiiloauyiig this letter tire condiments of i tehica, l naturee with re-
gard to Swl'ctic provisions Ini the Bill identitlhid at ai later point in this letter.

(a) (oft)wietiritl.--everlii ithv, iirovions in the Bill alter considerably
the taxation of ivCstileiIts Whilch were comllitted prior to tile effective date
of the proposed legislttion. Perhaps the outstanding example of such investments
IS the jil]II1ha s of state flik(I LoAI boIds which tit tile time were free of Federal
iiicoiiie taxation. Section 30 1a) of tike 11111, if applicable, would tax such interest
notwithstandlIng that the iIIdebtedniss lit question was acquired by the tax-
mYer prior to esattll ilt dt r propused an iny law wouoal bepig offered to

tax such ecuiriths. Whitiet(e ot'ol ! cht ge I n lou oold be aiglee to
yvars beginitiig after J)ccDinber 31. 1949, the hgislation is retroactive in the sense
that it aplcs so as to mnaterially anmd adversely affect an Investment made, prior
to the effWNvtlw date

Other type, s of transactlon, affeted hI the same manner are the eqUillotn(it
aid real estate ownership and leasing ventures undertaken tit a time when ob-
taithg accelerated depreelatilon and interest deductions In the full amount
available under tHIP law were material Inducements in making the Investment. Our
review has disclosed that econoideally sound ventures previously entered would
be cOlverted Into a n(t etenoinic Iiloss by reason of the denial of deductions for
Interest and aceleratedl delyi-f lathn by the operation of Stx'ton 302 of the Bill
(the allocation of expense proposal), and to some extent Section 221 (the limlta-
tion of interest duction prolxmsil) and 301 (tle limitation on tax preference
pr114)al). SubJ..tlng aeelerated depre.iatloln on real estate assets previously
acquired to ftill recapture In the event of sale (Section 521(b) of the bill) would
also substantially change the econtomic feasibility of many existing real estate
transactions.

In the ease of all such rental transactions, the tax law made it feasible for
lem,:ors to enter Into low rental deals with lessees who, by paying less rent,
thereby generated more invoine subject to tax or, in the case of Government len-
sees (such as In tie cae of tile Po.st Offi e leasing program), provided the Gov-
ernimient with it barginh rental that was, 1",Ilble only betWels, of tile tax Svavlig
by reason of deducting all of the interest and accelerated depreciation related
to) the tratimNtion, as well its being able to realize a capital gain on the later
dli position.

With respect to all of the foregoing, the proposed changes In the tax law re-
ferred to will create an unreasonable hardship. Fundamental fairness should
require that, as In the case of the repeal of the investment credit (Is well as its
suspenion in 196), the new rules should be applicable only with respect to trans-
actions entered after the effective (late and should exempt transactions entered
prior to that time. No matter how ctear the case for repeal or change in the law
is, it taxpayer would be treated unduly harshly by a change in the rules after
lie had made economic conunitments in good-faith reliance on existing law.

lit Section 321 of the Bill, ('hankjes are made in the rules relating to the depre-
elation of real estate, but those rules are not made applicable with respe-ct to
tran.tetions which were undertaken or committed prior to the date Spaified in
the Bill. No satisfActory reason appears for falling to except from the operation
of the following provisions of the Bill transactions consummated or propqerty
acquired, constru(teil, retonstructed, or erected pursuait to a binding contract
interim into before ia speclled effective date:

1) Limitation on deduction of interest--Section 221 (of the Bill.
(11) Limitation oil tax perferences, irticularly with reference to tax-exemit

nitunclpal bonds and accelerated depreciation of awsets previously acquired--
Section 301 of the Bill.

(I1) Allocation of deductions, particularly with reference to aecelerated de-
priatloi of amts prevlousiy acquired (as an item of preference) and interest
Incurred with regard to the purchase of assets previously acquired (as an III-
locable expense) -Section 30'2 of the Bill.

(iv) Accumulation trusts, relating to the taxation of prior accumulations in
the case of existIng trusts that would otherwise not have accumulation distribu-
tions subject to tax-Section 341 of the Bill.

(v) Real estate depreciation recapture, with respect to accelerated deprecia.
tion of assets previously acquired--Section 521 of the Bill.

The policy decision to put an end to tax shelter devices Is not challenged; that
is a question as to which reasonable minds may differ. However the basic inequity
in altering the tax treatment of transactions entered at a time when the tax law
clearly provided an incentive to make such an economic commitment Is Indls-
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putable, particularly when persons entering into such transactions had every
reason to make the good-faith assumption that the tax laws would not be changed
in a manner which would substantially prejudice their position. The proposed
changes in the law will not simply result in a greater tax being paid; In many
instances the proposed changes will result in the investor incurring more tax
than economic benefit by reason of his having made the investment. Such a set
of rules should not be applied to a transaction undertaken prior to the change in
the law.

(b) Effeotive dates.-The bill contains a variety of effective dates, many of
which predate enactment and, indeed, predate the actual ilubmission of the bill.
In most of such instances, the proposed effective date coincides with the day when
a Treasury Department official or a member of Congress proposed a change In
the law. While many such pronouncements were widely publicized, certainly
most of the general public and a substantial number of tax practitioners were not
immediately Informed regarding the possibility of a change in the law. More-
over, until a bill Is submitted the scope of the proposed change is unclear.

In many instances the proposed changes with respect to which early effective
dates are in the bill are not of the sort which should require the change to be made
as of the date the proposal was first mentioned prominently. For example, a change
in the installment sales rules has a proposed effective date of May 27, 1969, not-
withstanding that the revenue effect of a later date would be inconsequential
as a matter of national significance. To the uninformed parties who did not
tailor their transactions to the revised rules, the tax hardship could be serious.
To permit Installment sales, for example, or for any of the more truly "loophole
plugging" provisions to become effective at or after enactment will certainly not
upset any established rule of propriety.

Holding to an effective date of April 18, 1969 with regard to the repeal of the
Investment tax credit is understandable; insisting upon an effective date prior
to enactment with regard to the installment sale provision, the repeal of the
alternative capital gain tax, the change in the treatment of long-term capital
losses, the elimination of accelerated depreciation in the case of the acquisition of
used real estate, and many other such retroactive dates serve only to create
administrative problems and hardships in the case of those taxpayers who are
less likely to have a continued relationship with a tax advisor, and is inconsistent
with basic principles of fairness.

It is suggested that, except with regard to the repeal of the investment tax
credit, the effective dates should not precede the date of enactment and In
many instances should conform to more easily identifiable points In time such
as the end of the calendar year.

(o) Special Legislation.-The Internal Revenue Code has been criticized for
the special legislative enactments forming part of it which have nothing whatever
to do with a broad-based and generally applicable set of principles dealing with
the taxationi of the nation's income and the distribution of Its burdens. Special
provisions applying broadly to farmers, small business, natural resources,
financial, Institutions' and the like are Justifiable because distinctions are often
appropriate to be made as a matter of national tax policy. However, the narrow
attempt to make certain so-called conglomerate acquisitions less attractive, though
possibly Justifiable as an anti-trust measure, has no relevance as a matter of
inatlobal tax policy, either from the standpoint of raising revenue or distributing
its burdens.

Specifically, Section 411 of the Bill erects a set of artifically contrived rules
thtt ezinot be Justified except on the basis of concluding that a line would have to
be drawn somewhere. To include within the framework of a presumably broad-
bpsed taxin; act a limited scope provision such as Section 411, which might
.it6 catch the "worst Offeiders" and has a relatively negligible revenue estimate,
is not jutifla le. Section 411 fails in regard to the questions of consistency,

Mand bond thatit is not practicable to assess the potential unintended benefits or
hardshp that may be realized by reason of the Involved standards set forth.A 4c bed to this letter, but an integral part hereof, are comments with regard

tb ~flt provisions contained in the Bill. The comments with respect to each
O . tb tlO vng O ections of the Bill are, contained in attachments lettered as

, Nd&W-01, #A":d Sections 211-13, "B"'; S~et!bn 221, "0"l; Sections 301-2, "1)"y;
:' 0-ec1o 841-42, '" Sections 411-14, "G"; Section 421, IH";

,45 2! ,'. i Sectoi. 461, "3" Sections 511, 515, "K"; Sections 521,
,)1-Z . " .; and Section 70 , "0".



1317

The comments contained in this letter and the accompanying attachments arose
out of the study undertaken by members of the Section on Taxation solely for
the purpose of providing the Senate Finance Committee with the benefit of the
technical knowledge and experience of the tax bar of PhiladelpY: a. Although a
variety of viewpoints with regard to the wisdom of the proposed changes has
been expressed by the members of the Section, no attempt was made to evaluate
the Bill in terms of its political, social or economic aspects. The indulgence of your
Committee and staff in reviewing the comments would be greatly appreciated.

W, hope that these comments will be of benefit to the Committee, and if further
elpboratien is considered desirable, please do not hestitate to call upon the Section.

Very truly yours,
JOSEPH W. PRICE III,

(ha irnan.

COM MIIENTS RELATING TO SECTION 101 OF H.R. 13270

(a) Section 4943-Uncertainty in voting percentage test
The permitted holdings by a private foundatin In a business corporation is

limited to "20 per cent uf voting stuck." H1ow is that percentage to be determined?
Are options to purchase shares, conversion privileges into or out of voting shares,
and similar share potentials to be considered?

We would favor considering maximum option exercises in determining out-
standing shares, but in any event we suggest that some clear-cut rule be adopted.

(b) Section 4943-Disposal of excess holdings
The provisions of Section 4043 appear to infer that a foundation must dispose

of shares to reduce its holdings to the required maximum percentage of voting
stock. Why is the foundation required to "dispose" of shares to reduce its holdings,
when its holdings can be reduced in other ways? For example, can the issuance
of additional shares or reduction in proportionate voting by the foundation's
shares satisfy the reduction requirement? If such methods of reduction are con-
sidered permissible, the Bill or committee report should so state; If such methods
of reduction are not considered permissible, that Intention should also be clari-
fied and hopefully reconsidered.

(c) Section 2055(e)-Estate tax deduction
The blanket denial of deduction for certain charitable bequests does not take

Into consideration the existence of irrevocable trusts providing gifts to charity,
where the corpus will be included in the decedent's gross estate because of re-
tained interests, etc., but no deduction is allowed under the BilL Similarly, exist-
ing wills of decedents who will die shortly after enactment may provide for a
pour-over to an existing trust that provides for a charitable gift that will not be
deductible.

In each of the foregoing cases the parties may be powerless--either legally or
practically-to change the terms of the trust. Some relief should be afforded by
exempting trusts which cannot legally be altered and by providing a one-year
transition period to get wills straightened out.

(d) Section 642(c)-Atnount8 set aside for charity
to , Bill proposes to repeal the deduction for amounts set aside by an estate

to make gifts to charity. Since typically estates make no distributions during
administration, estates should be permitted to deduct such accumulations since
otherwise all income during probate would be subject to tax.

Where a trust provides for Income payments to an individual for life with the
remainder goingto charity, capital gains allocable to corpus (and henep not
includible in distributable net income) would be subject to tax.

The deduction now permited by Section 642(c) should be continued for
amounts not ineludible in distributable net income.
(M) Section 509 (a) (3)-Definition of a private foundation

The Bill excludes from the definition of a private foundation organizations
which are organized and operated exclusively for the benefit of a so-called 30
per cent charity under existing law, provided that the organization is "operated,
supervised or controlled by" a soo-called 30 per cent organization and it is not
controlled by a disqualified person. The terms "operated, supervised or con-
trolled" are not defined in the Bill and the Committee Report does not clarify
the intended use of the terms except to refer to certain examples of organizations
expected to qualify.
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Because the functioning of the organization is stated In the disjunctive, each
of the words "operated, supervised or controlled" requires a definition, or as
a minimum the functions of the private foundation which are to be subject
to supervision or control should be set forth. In view of the fact that the major
thrust of the changes in re,,ard to private foundations has to do with Insuring
the proper use of funds and the channeling of such funds to appropriate organiza-
tions, it is suggested that tile definition be addressed to those objectives.

Accordingly, in view of the fact that subsection 509(a) (3) (A) requires the
organization to benefit a public charity, it would seem that the "control" test
should be met It the public charitable organization has responsibility for control
and investment of funds, notwithstanding that the designation of the specific
charitable beneficiary would be determined by a person other than an organiza-
tion described In subparagraphs (1) or (2) of Section 509(a). This is certainly
the ease when all of the income of the foundation is to be disbursed for charitable
purposes annually and the period of time during which principal may be retained
by the foundation Is limited by an ascertainable standard.

It is recommended that subsection (c) be added to Section 509, to read as
follows:

"(c) RULE FOR APPLYING PARAGRAPH (a)(3)(B).-In applying subpara-
graph (B) of paragraph (a) (3), an organization Is operated, supervised, or
controlled by an organization described in paragraph (1) or (2) if the
following conditions are met:

"(1) all of the Income of the organization is required to be distributed
annually; and
"(2) the assets are held, and the investment and disbursement thereof
are supervised, by one or more organizations described in subparagraph
(1) or (2) of paragraph (a)."

COMMENTS RULATiNO To SEcTIoNs 211, 212 AND 213 OF H.R. 13270

(a) Section 1251 (d )-Application to eubchapter 8 corpora tions
In the case of a partnership, proposed Section 1251(d) (5) provides that each

partner is to take into account separately his distributive share of items of tile
partnership which are relevant under this section. Why is there no similar pro-
vision made for Subchapter S corporations?

A new subparagraph should be added to Section 1251 (d) to provide that, in the
case of a Subchapter S corporation, each shareholder's share of items which are
relevant to the application of Section 1251 should be taken into account sepa-
rately by him, and then the limitations of Section 1251(b) (2) should be applied
at the individual level.
(b) Section 1251 (b) 3-Clarryback of farm net losses

Where a taxpay-r has an income from farming operations for one or more years
and then has a farn net loss within the meaning of proposed Section 1251 (e) (2),
the Bill would Rppar,ntly require the addition of the farm net loss to tile excess
deductions account if the net lose was either offset against non-farm income for
the same year, or if the loss was carried back and offset against income front
farming operations during the three preceding years.

This causes an unintended hardship, for example, in the case where a taxpayer
reallses farm net income during the first year to which proposed Section 1251
applies, and in the second year realizes a farm net loss which offsets non-farm
income for that year. That taxpayer will be required to add the farm net loss to
his excess deductions account, without any reduction in that account for the farm
net Income realized in the previous year. However, if, for instance, a farm net loss
was incurred In the first year to which proposed Section 1251 would apply, and
then the taxpayer had offsetting farm net Income in the following years, the
excess deductions account would be eliminated. Obviously, the result should not
depend on the sequence of the loss ant profit years.

We would suggest that the following new subparagraph (C) be added at the
end 'of proposed Section 1251(b) (8) (after deleting the word "and" at the end
bfsubparagraph (A) and inserting It at the end of (B)):

"(8 ' *there shall -be subtracted from the account-

(0) an amount equal to the farm net income for any year to which
a ttrnanet loss could have been carried back under Section 172 (relating
tothe net operating loss deduction)."
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(o) Seotions 1251(b) (5) (A) and 1251(d)-Transfers to controlled corporations
Taking into account the effect of proposed Sections 1251 (b) (5) (A) and 1251

(d), there Is a seemingly unfair result to an individual who transfers his farming
business to a controlled corporation.

Although proposed Section 1251(b) (5) (A) does not provide for the transfer of
the excess deductions account to a corporation in a Section 351 transaction, pro-
posed Section 1251(d) (3) does provide that there will be no gain recognized,
generally speaking, on the disposition of "farm receapture property" in a Section
351 transaction. Rather, proposed Section 1251(d) (6) seeks to tax the gain
following a Section 351 transaction by treating a proportionate amount of the
stock received In a Section 351 transaction as "farm recapture property."

The inference from these provisions seems to be that if an individual transfers
his farming business to a controlled corporation under Section 351, he himself
would retain the excess deductions account, and his corporation would create
one only if It subsequently experiences farm net losses. We believe that It would
be more equitable to provide for a transfer of the excess deductions account to the
corporation, so that subsequent farm net income from the transferred business
could be used to reduce or eliminate the excess deductions account. This particu.
larly should be so where the proprietor of the farm business is the controlling
shareholder of the transferee corporation (i.e., in situations where there are
no other transferors who Join in the plan of reorganization). To accomplish this
result, we suggest that the referent, in proposed Section 1251(b) (5) (A), to
Section 371(a), 374(a) and 381 be deleted and that proposed Section 1251(d) (6)
be deleted in its entirety.
(d) Section 1251 (d) (5) (B)--Gain on transfers to partnerships

Although Sections 1245 and 1250 of the preent law (on depredation recapture)
provide that no gain Is to be recognized under those sections to a contributing
partner if Section 721 applies, proposed Section 1251(d) (5) (B) inconsistently,
and we believe inequitably, requires the recognition of ordinary Income to a
partner under Section 1251 upon his contribution of farm recapture property
to a partnership, so long as the other partners contribute no farm recapture'
property or contribute farm recapture property having a lesser value. Under
proposed Section 1251(d) (5) (B), it will only be the well advised taxpayer that
will be able to avoid recognition of gain on the contribution by including in
his partnership agreement a provision allocating to the contributing partner all
gain upon the disposition of farm recapture property contributed by him.

As P previously suggested in the case of the transfer of farm recapture
prop .y to a controlled corporation, we, here, also suggest that no gain be
recognized on the transfer of farn recapture property to a partnership, but
rather that proposed Section 1251 (b) (5) (A) be amended to provide for the carry-
over of the excess deductions account to the partnership. Proposed Section 1251
(d) (5) (B) would be amended accordingly, and would also add that any gain
in the subsequent disposition of the farm recapture property could, if so pro-
vided in the partnership agreement, be allocated exclusively to the contributing
patrtner. This suggestion would allow any excess deductions account inherited
from the contributing partner to be eliminated by subsequent fair net ilccine.
T his result, we believe, is more equitable than requiring a partner to recognize
gain, even though subsequent farm net income is sufficient to eliminate the
excess deductions account of the partnership or of the contributing partner.
(e) Section 1251(e) (2),(3)-Aplication of -net operating 1os deduction to

definition of farm net income and farm net loss
The definition of farm net income in the Bill is simply the excess of the

gross Income derived from the trade or bustnesm of farming ovor the deductions
allowed or allowable by Chapter 1 which are connected with that business. Lit-
erally, a net operating loss deduction arising from a carryback or carryover
of a net los. from a subsequent or preceding year, would be a deduction allowed
by Oiapter 1 and would reduce farm net income for the current year.

This result is presumably unintended since -the loss itself in the year of'
origin would result In an addition to the excess deductions account. We recoi-
merid that proposed Section 1251(e) (2) (A) be amended to exclude deductions
in Chapter 1 allowable under Section 172 (net operating loss deduction).
(f) Section 1251 (e) (4) -General definition of farming
We believe that a general definition of "farming," now absent from the Bill

itself and from the House Ways and Means Committee report, is appropriate.
Although such a definition is not necessary in the Bill itself, we suggest that

33-865-69-pt. 2- 27
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the definition presently contained in Sections 1.61-4(d) and 1.174-3 of the Regu-
lations be incorporated at the appropriate place in the report of the Senate
Finance Committee.

(g) Section 1251-Effective dates
We suggest that the effective date provisions of the Bill be clarified in the

Senate Finance Committee's general and technical explanations to indicate
that:

1. Deductions allowable with respect to farm land under existing Sections 175
and 182 for taxable years beginning before December 31, 1969 do not have to
be taken into account for purposes of proposed Section 1251(e) (3).

2. If our proposal is adopted to change proposed Section 1251(b) (3) to
allow farm income for a preceding year to be taken Into account in reducing
an excess deductions account, then only farm net income for years beginning
after December 31,1969 should be taken into account.
(h) Section 1231 (b) (3) -- larlfloation of defln tion of lives took

Proposed Section 1231 (b) (3), refers to "livestock" held "at least 365 days after
such animal normally would have first been used" for draft, breeding, sporting,
or dairy purposes. We believe that there must be some clarification regarding
the precise date that the holding period begins.

We suggest that the Senate Finance Committee's report provide that the
Regulations will incorporate certain presumptions.as to the time or age at
which animals of various breeds will normally be considered to be usable for
draft, breeding, sporting or dairying purposes.
() Section 270-Use of the term "activity"

Proposed Section 270 discards the phrase "a trade or business" in present
Rectlon 270 in favor of the term "activity." We do not understand why this
change was made, imless the term "activity" is intended to cover activities
described in existing Section 212.

We believe also that the use of the term "activity" coupled with the elimina-
tion of 'the exception in the present Section 270 for "specially treated deduc-
tions,". creates additional confusion. The proposed amendment to Section 270
is so broadly worded that the Service could contend that the deduction of
items such as interest and taxes, if attributable to a business or other activity
which the Service thought was not carried on with an expectation of making
a 'profit, could. be disallowed even though they are expressly deductible under
Code sections other than 162 and 212.

we suggest that the word "activity" be deleted throughout the new Section
270 and that the phrase "trade or business or an activity described In Section
21" be reinserted. We also recommend that the following new subsection be
added to Section 270:

"(c) LIMITATION.-Nothing in this section would prevent the deduction
of any item which is otherwise deductible under the provisions of this
Chapter whether or not it is connected with the carrying on of a trade
or business or with an activity in Section 212."

COMMENTS RELATING TO SECTION 221 OF H.I. 13270

(a) Section 163(d) (4) (A) -Limitation on partnerships
Since the provisions of proposed Section 163(d) (4) (A) are to apply at the

partnership level, the result that will follow with regard to certain partnernhips
Is that where the partnership suffers a loss, Interest expenses will be deductible
only to the extent of $25,000 and that amount will have to be allocated among
all the partners even though there may be a substantial number of them.
Thu, the partners would not be able to deduct their proportionate share of
ticeinterent expense even though they had other net investment income or long-
tprin pital gains.

, Oa ally In view of the fact that an individual's proportionate share of a
pfartnershlp loss would reduce other investment income, this result appears
.u4ui harsh, and we recommend that proposed Section 163(d) (4) (A) be

(b) Section 163(d) (1) d (2) -Order of qpplyIng carry forwards of disallowed
fnvstmenl interest

oBt jproposed Sections 163(d) (1) aiad (2), and the proposed amendment of
Section M cannot be properly applied unless there is clarification whether in-

* , I



1321

vestment interest is allowed first In the amount of $25,000, then In the amount of
the net investment income, and lastly, In the amount of net long-term gain, or in
some other manner.

We recommend that the Bill specify the order of allowance of investment In-
terest, and specifically substitute the following language for so much of Section
163(d) (1) as precedes subparagraph (a) :

"(1) IN ENERAL.-In the case of a taxpayer other than a corporation (except
an electing small business corporation as defined In Section 1371(b) ), the amount
of Interest allowable as a deduction shall be limited to the sum of the following
amounts and shall be allowed in the following order-..."
(c) Section 163(d) (3) (A)-Uncertainty in definition of investment incontU

No provision Is made in the Bill's definition of investment income for the In-
clusion of recapture income with respect to property such as rental property or a
franchise which may give rise to investment income. But for Sections 1245, 1250
or proposed Section 1252 these amounts would be capital gains and presumably
the type of income which it was intended could be offset by investment interest.
We recommend that the Bill be amended to so provide.

Proposed Section 163(d) (3) (A) does not make it clear whether tax exempt
interest qualifies as "interest" and, therefore, investment Income. If It does not,
then it is not clear whether that portion of tax exempt interest required to be
taxed by Bill Section 301 relating to limit on tax preferences would qualify ns
investment income. The Bill should be amended to specifically provide that all
includible income from interests is included in investment Income.

The Bill includes in investment income net short-term capital gains only if they
are derived from the disposition of property held for investment, while, no such
limitation is placed on income from Interest, dividends, etc. Furthermore, the
question of whether investment Is to be distinguished from "speculation" arises
We recommend that the Bill be amended so that the only limitation on invest-
ment income is to income not derived from a trade or busine-s, and thi, limitation
should apply equally to all itemp.

An amended Section 163(d) (3) (A) should be rewritten, as follows, to effect
the three recommendations made above:

"(A) INVESTMENT INCOME.-The term 'investment Income' means the gross
amount of Includible income from interests, dividends, rents and royalties,
recapture income described In 1,ections 1245, 1250, 1251 and 1252, and net
short-term capital gains derived from the disposition of property but only to
the extent that such gross income or such gains are not derived from the
conduct of a trade or business."

(d) Section 163(d) (3) (B) -Reduction of investment income by nondeductible
expenses

Investment expenses are defined in the Bill as all deductions allowable
under Section 164(a) (1) or (2), 166, 167, 171, 212 or 611 directly connected
with the production of investment income. However, the Bill fails to take into
account those expenses which, pursuant to Section 302 of the Bill relating to the
allocation of deductions, are not deductible. It Is not presently clear i, jether or
why investment income should be reduced by such expenses.

We recommend a revision of Section 163 (d) (3) (B) to make It clear that
otherwise deductible items, which are disallowed under proposed Section 277
are not included in investment expenses.
(e) Section 163(d) (3) (JD)-Uncertainty in definition of lnvestmrcnt interest

The definition of investment interest fails to advise the taxpayer how sub-
stantial the motive to "purchase or carry property held for investment" must
be. Must the indebtedness be incurred solely to purchase investment property,
or need the desire to purchase Investment property be only one of a number of
motives. We recommend that there be a requirement that the motive to carry
property held for investment be the primary motive for incurring the debt.

The provision should also be clarified to recognize the possibility that all
"investment income"-need not always arise from "Investment" property; it may
also arise from property held for the production ol long-term capital gains.

COMMENTS RELATING TO SECTIONS 301 AND 302 or H.R. 13270

(a) Section 277-Need for basie adjustment
While proposed Section 218(c) provides that disallowed tax preferences at-

tributable to Section 1250 property end to certain farm net losses Increase the
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basis, for the purposes of determining gain or loss on the sale or other disposi-
tion of the asset to which they relate, there is no corresponding adjustment to
take into account the disallowance attributable to allocating a portion of the
taxpayer's expenses to that portion of the accelerated depreciation which his not
been taken into income.

We believe that the failure to provide for it basis allocation in the case of a
-disallowance under Section 277 is inconsistent with the basis adjustment pro-
vided in the similar situation of disallowed tax preferences. Moreover, a failure
to provide a similar adjustment in connection with amounts disallowed under
Section 277, to the extent ordinary income is realized on a later sale of the
property, will result in what we regard as unintended double taxation.
(d) Section* 84 and 277--Adjustmnct for interest on debt inciurrcd to carry

tax-free obligations
In both the Bill Section relating to the limitation on tax preferenees and the

Section relating to the allocation of deductions, tax exempt Interest is treated
as a net amount after reduction by tbe amount of any deductions for exlpnses
applicable to tax exempt income which are disallowed under Section 265(a) (1).
No reduction is provided, however, for interest on indebtedness incurred or
continued to purchase or carry tax exempt obligations, which is disallowed as
a deduction under Section 265(a) (2). We do not understand this distinction nor
do we think that suc'h a distinction Is logical.

We recommend that both proposed 1Sections 84 and 277 be revised to define
tax exempt Interest as the net amount after reduction by both the amount of
any deductions for expenses applicable to tax exempt income which are dis-
allowed under Section 265(a) (1) and for Interest on indebtedness incurred or
continued to purchase or carry tax exempt obligations, which is disallowed as a
deduction under Section 265(a) (2).

COMMENTS ]RELATING TO SECTION 3:31 OF 11.11. 13270

Section 1354 (a)-Nced to aggrcgatc all deferred compensation pq)afllets
While proposed Section 1354(a) provides a ininumin tax on deferred com-

pensation payments in excess of $10,000, it does not make it clear that deferred
compensation payments from all sources received by an Individual during any
taxable year are to be aggregated, and that the minimum tax Is to apply to the
excess of the aggregate over $10,000. We suggest that the proposed sxtion be
adjusted to so provide.

COMMENTS RELATING TO SrEcTIoNs 341 AND 342 oF H.R. 13270

(a) S crtIo8 665 through 669-Effcctire (late provisions and burden s of com-
pliance

While we believe that the unlimited throwback rule is extraordinarily corn-
p1leaced, and would wake the administration of trusts accumulating income for
perfectly legitimate family reasons extremely difficult, -umlbersomne. and expen-
sive, we recognize that this is a broad question of tax policy, and will nma1ke no
suggestions on the overall revision. However, the effective date provisions of
Bill Se.tion 341 seem objectionable in that they would olxorate retroactively
with respet to Income accumulated during the past five years when neither the
trustee nor the beneficiary had any notice of the need to keep records by reason
of a distribution of accumulated income which might be made tt some further
time, e.g.. upon attaining majority of a beneflclary who now happens to be five
years old.

It Is suggested that the effective date provisions be modified, so that the new
rules would apply only to transfers in trust made -after the effective date of the
Bill, or alternatively, that they would apply only to Income accumulated after
sucif date.
(b) Section 668(b ) (B)-Restriction on ise of "cact" method by ten orns

The Bill provides -that It a beneficiary was not yet born, with respect to a year
to which part of the trust income which Is distributed relate\, the Xo-ealled
"exact" method of computation may not be used. We see no reason why a bene-
ficiary who was not alive for the entire period of accumulations cannot use the
"exact" method at least with respect to those years during which he was alive.

We suggest that this discrimination be corrected.
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(M) Scetion 677-Accumu lations lor benefit of a grantor spouse
In view of the unlimited throwback rule, it seems that this provision is of little

significance. It is, therefore, questionable whether the complexities, which this
provision may generate in situations where there is a lack of family harmony by
taxing the husband on income payable to the wife, is Justifiable.

In view of the proposal for the adoption of an unlimited throwback rule, it
is suggested thaE the proposed amendment of Section 677 is not warranted.

COMMENTS RELATING TO SEc'rxoNs 411, 413, AND 414 OF H.R. 13270

(a) Section 279(c) (2)-UVse of adjusted basis of assets in ratio of debt to equity
The ratio of debt to equity has long been used as an aid in determining

whether certain securities were debt or equity. As pointed out in the Report of
the House Committee on Ways and Means, the debt-equity structure of a cor-
poration helps one decide whether it is reasonable to expect the corporation
to met its obligations to pay the principal and interest on the bond or deben-
ture when due.

Proposed Section 279(c) (2) determines this ratio by valuing the assets at
their adjusted basis. There seems to be little Justification for using adjusted basis
in an attempt to determine whether or not an issuer can make good.

We suggest that proposed Section 279(c) (2) be revised to change the valua-
tion of assets in determining the debt-equity ratio from "adjusted basis" to fair
market value.
(b) Section 279(f)-Defnition of "sources without the United States"

We suggest that, for purposes of clarity, proposed Section 279(f), containing
an exemption in the case of certain acquisitions of foreign corporations where
substantially all of the earnings of the acquired corporation for the three year
period preceding the acquisition is from "sources without the United States",
should contain a reference to the appropriate definition under Subchapter N.
(c) Section 1232(a) (8) (B)-Orlginal issue discount in the hand-s of donces.

While this provision provides rules relating to the treatment of original issue
discount by the purchaser of a bond, no such rules are provided for a donee or
legatee.

We suggest that proposed Section 1232(a) (3) (B) be revised to determine
any appropriate adjustment for previously included original issue discount In the
hands of donees and legatees.
(d) Sections 6049(a) (1) and 6049 (o)--Reporting requirements

The reporting requirements of this provision, as now written, are only relevant
to the original holders of bonds with original issue discount. The reporting re-
quirements do not take cognizance of the fact that subsequent owners will re-
port as income amounts different than would an original owner.

We suggest that the reporting requirements be amended to reflect the fact
that the payor corporation will report to the Service amounts which may be a
variance with those which a subsequent holder will report as income.
(c) Section 249-Clarification of "a normal call premitmi"

Proposed Section 249 limits the premium deduction on the acquisition of an
issuer's convertible indebtedness to "a normal call premium." However, the
statute does not define what "a normal call premium" is.

We suggest that a definition of the term "a normal call premium" be added
to proposed Section 249. i

COMMENTS RELATING To SECTION 421 OF, H.R. 13270

(a) Section 305(b) (f)-Exttint to which stock dividends shall bc taxed
The proposed statutory language, literally read, would tax the full amount of

the stock distribution received by shareholders whose proportionate interests in
assets or earnings and profits were increased, even though only part or even none
of the stock distribution directly increases such proportionate interests. Thus, if
a common stock dividend is distributed on one class of stock and both common
stock and cash dividends are simultaneously distributed on another class of
stock, not all of the stock distributed on the first class has the effect of increasing
the recipient shareholders' proportionate interests in the assets or earnings and
profits of the corporation. Another example would occur if a common on common
dividend were distributed at the same time as a cash dividend on preferred stock,
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in which instance the common shareholders' Interests in the net assets of the
corporation might be considered to have been increased, not by reason of the
distribution of common stock.but rather by reason of the cash payment to the
preferred shareholders. Presumably no tax on the common stock distribution is
intended'in such a situation.

We suggest that under proposed section 305(b) (2) stock dividends be treated
as distributions of property to which section 301 applies only to the extent that
the stock distribution Itself causes an increase in the propo-tionqtA interests of
the recipleuts.
(b) Section 805(b) (2)-Uncertain meaning of "proportionate interests . In

the assets or earnings and profits"
Broadly speaking, the term "proportionate interests" may refer either to the

relative interests of shareholders of different classes in the existing net assets of
the corporation as of the moment o0 the distribution, or to the relative sizes of
the potential claims which the shareholders of different classes may have against
future assets or earnings of the corporation in the event of dividend or liquidat-
ing distributions.

If the former test is adopted (i.e., the relative interests of the shareholders in
the earnings and profits or assets of the corporation on the date of the distribu-
tion), the question arises whether book values or fair market values of the cor-
poration's assets are to control in making the necessary measurements. Addi-
tional problems may develop concerning the treatment of convertible securities
or stock purchase rights in measuring proportionate Interests.

If the proportionate Interests in assets or earnings are to govern, it may be
doubly difficult to determine the effect of convertible stock or stock rights, if the
conversion or exercise price exceeds the current value of the subject stock. In
such an instance, it may be uncertain at the time of the distribution whether
there ever will be an alteration in the proportionate interests of shareholders. A
corresponding problem could arise upon the distribution of a class of stock which
participates in future earnings or liquidation proceeds only when such earnings
or proceeds exceed certain levels.

In an effort to achieve greater certainty, we suggest that the test be based on
proportionate Interests in the corporation's assets (at fair market values) or
earnings and profits as of the time of distribution instead of proportionate inter-
ests in potential assets or future earnings. We fur.hter recommend that in
measuring such proportionate interests all conversion, privileges and rights to
purchase stock be deemed to be exercised unless the conversion or exercise price
exceeds the fair market value of the subject security by more than 10%.
(o) Section 805 (b )--Circular treatment of section $06 stock

'Under existing section 800(c) (1) (A) the term "section 306 stock" includes
stock received in a distribution, any part of which was not includible In gross
income by. reason of section 305(a). Under the proposed legislation, however, in
orer to determine whether a stock dividend Is excluded from gross income under
section 80(a), it may be necessary in applying the tests of section 305(b) to
know whether the'distributed stock Is section 306 stock.

While it does not matter how this circle Is broken from the standpoint of
achieving certainty in application, it might be noted that taxation of dividends
In preferred stock at the time of distribution under section 305(a) would render
section 306 inoperative with respect to most of the distributions now covered by it.
On the other hand, leaving such distributions In preferred stock untaxed under
section 305 would create an anomolous situation where distributions of common
stock might be taxed under section 305 whereas simultaneous distributions of a
"senior" preferred stock would not.

'hlo section is a broad authorization to the Treasury to prescribe Regulations
uidferItWhich certain changes In conversion ratio, changes in redemption price, and
rdemptonwll, be taxed as dividends to those stockholders whose proportionate
. 0sl .n- 'A pptz lngs ad profits or assets are increased thereby.

" n)tIA1 " h spof the authorized Regulations is quite. broad and could
",ex that whchlI n essary to cope with abuses of the type outlined In thew( 0 .0Md ee- eport, tor evamplei the proposed statutory authorization

iv4" 9 '-)oton- - erhAnI the Reguations t6 tax certain shareholders In connection
#6t pn go$ (:which the, House Committee Report suggests

411, 9-1t~ fet fcs and stock dividends on different classes of stocks),
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but also would seemingly permit taxation of a non-redeemed shareholder in some
instances when another shareholder is redeemed In a "one-shot" realignment of the
shareholdings in the corporation. The harshness of the tax result in this and other
redemption situations is accentuated in cases where shares have been redeemed
for an amount equal to or exceeding their pro rata share of the value of the
corporation's net assets, so that the remaining shareholders have either not in-
creased, or have suffered a decrease in, the value of their holdings, even though
their proportionate interests In the corporation have increased.

Similarly, whereas annual changes in the conversion ratio or redemption price
of a security might Indicate a disguised stock dividend, convertible preferred
stock may be issued under terms provided for only one or two conversion changes
or changes In redemption price during the life of the stock, these changes being
designed to encourage conversions at an early date with the objective of simplify-
ing the corporation's capital structure. It Is doubtful that the proposed legisla-
tion is intended to tax such changes as dividends to the shareholders whose inter-
ests may be favorably affected thereby.

We suggest that the proposed legislation, or at a minimum the Senate Finance
Committee Report, more clearly delineate the scope of the new rules. Thus, in
connection with stock redemptions section 305 may be limited to redemptions pur-
suant to periodic redemption plans or redemptions involving 10% or less of the
shareholdings of the redeemed shareholders. Provisions for changes in conversion
ratios or redemption price designed to have the effect of disguised dividends should
be distinguished from similar provisions designed with other goals In mind.
(e) Section 817(a)

The proposed amendment to section 317(a) (and a corresponding change in
section 305 (a)) was intended to cause all stock dividends on preferred stock to be
taxable. The Report prepared by the Staffs of the Joint Committee on Internal
Revenue Taxation and the Committee on Finance (August 18, 1969), at page 63,
indicates that an exception was intended to this rule to permit anti-dilution dis-
tributions on convertible preferred stock to be received tax-free. The proposed
statutory language should be atlered to admit such an exception.
(f) Effective date proviione--unfairnees of January 10, 1969, effective date

Despite the promulgation on January 10, 1969 of Treasury Regulations provid-
Ing In substance for several of the proposals embodied in the House Bill, it is quite
possible in view of the controversial nature of these Regulations that distributions
may have been made after January 10 which would have been taxable under the
Regulations but which were made with the conviction that the Regulations were
broader than permitted by the statute. Moreover, the January 10, 1969 Regulations
do not appear to correspond in all respects to the proposals in the House Bill. Since
there is substantial doubt as to the interpretation, scope and even validity of
cert,,dn provisions of the January 10, 1969 Regulations, It seems unduly harsh to
malLe the effective date of any provisions of the proposed legislation retroactive
to that date.

COMMENTS RELATING TO SrxoioNs 431, 432, AND 452 OF H.R. 13270
(a) Seotion 904 (a)-violation of treaty law

In requiring an adjustment of the foreign tax credit limitation, in a year where
income is derived from a country in which a loss was previously incurred, the
drafters of the Bill apparently overlooked the fact that the proposed amendment
may well violate many tax conventions with foreign countries. In most of the
tax conventions, the United States had consented to give credit for the taxes
imposed by the other state. As a matter of treaty law, the credit to be given Is
based upon the Revenue Act in force at the time the tax convention becomes
effective.

The proposed amendment would result, under certain circumstances, in a
unilateral abrogation of United States treaties, an unintended result that the
Senate Finance Committee should be made cognizant of.
(b) Section 904 (g)-Effect in civil law oountrie*

We believe that the House oA Representatives, in approving Section 432 of the
Bill, designed to place a limitation on the foreign tax credit paid on "foreign
mineral income", was not aware of the scope of the change they were making.
The apparent reason for the Bill was that certain foreign income taxes imposed
on mineral income should be considered royalties and should not give rise to
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foreign tax credit. However, under civil law, which law governs most of the coun-
tries of the world, mineral rights are owned or controlled by the sovereign.
Since proposed Section 904(g) would limit the foreign tax credit if a foreign
government holds substantial mineral rights with respect to the property, the
amendment may well deny substantial credits to United States companies even
though there is no royalty incurred in the foreign taxes paid.

We believe that this amendment represents an unwarranted discrimination
against a certain class of foreign income and should be deleted.
(o) Secton 812(m)-Effect of the change in earnings and profit on foreign.

8out income
The proposed amendment of Section 315 of the Code, to provide for the com-

putation of earnings and profits based on straight line depreciation has an un-
usual and unintended cfI'.ct, we think, on the taxation of income derived by
United States taxpayers from foreign sources. If the computation under present
Section 902 of the Code, are modified by proposed Section 312, the following un-
intended changes will take place in the amount allowable as foreign tax credits.
For example:

1. Foreign tax credits will decrease as foreign earnings and profits
increase;

2. United States shareholders with subpart F income may have income
which they would not otherwise have attributed to them;

3. Domestic corproations with subpart F income would have increased in-
come and decreased tax credits; and

4. "Greater" minimum distributions will be required of subpart F income.
It is suggested that the amendment of Section 312 be reconsidered in the light

of Its effect on subpart P income and the amounts of foreign tax credits allowed,
and if the results mentioned above are not intended, proposed Section 312(m)
should specify that It Is inapplicable to foreign companies.

COMMENTs RELATING TO SECTION 461 OF H.R. 13270

Section 1201 (a)-Need to clarify effective date
Bill Section 461 (c) indicates that the amendment increasing the corporate

capital gain rate from 25% to 30% is intended to apply to "sales and other dis-
positions after July 31, 1969". Assuming that the aforesaid language refers to
the transaction and not the accounting method (or other method of reporting)
which governs, it is too broad and at best is open to various interpretations.
For example, are payments received pursuant to an installment sale made before
July:31, 1G,, taxable at 25% even though the payments are received after July
31, 169.

The Bill should be amended to make it clear whether July 31, 1969 is supposed
to'be a cut-off date only as to an actual "sale" or "other disposition" made after
that date, or is intended to apply to any gain recognized after that date, even if
attributable to a sale or other disposition prior to August 1, 1969.

Moreover, we think the effective date language should be amended to clarify
the fact theft the date is a cut-off date as to all transactions which are not,
strictly speaking, a sale or exchange but which necessitate the recognition of
capital gain-e.g., liquidation distributions.

COMMENTS RELATING TO SECTIONS 511 AND 515 OF H.R. 13270
(a) 'Secton 01-N-Yeed for standards regarding 1969 allocation

Bll Section 511(c) provides that for taxable years beginning before and end-
ing after July 25, 1960, the alternative tax shall be computed in a manner pre-
Asc bed by tha Secretary of the Treasury or his delegate. In the absence of some
congressional standards to be applied to the transitional year. we believe that
thA 4eleg tion to the Secretary of the Treasury to prescribe rules is an improper
delegation' t authority. In acting pursuant to the aforesaid delegation, the
Secretary or his delegate may be promulgating substantive rules rather than
interpreting congressional language.

We recommend that the Bill be amended to provide substantive language to
* deal ,with the computation of the capital gains tax in the transitional year.

( ectio, 4Og(a) and 403(a) (2)-Use Iof the term "benefits accrued"
$otih props Seetion 402(a) (5) pertaining to distributions from qualified

trust and prposd Section 408(a) (2) (C) pertaining to qualified annuity plans
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use the phrase "benefits accrued" as of a cut-off date in connection with the de-
termination of that portion of a distributee's account which will retain capital
gain status on distribution.

We subimt that the phrase "benefits accrued" is ambiguous when used for
plans other* than a profit-sharing plan or a money purchase pension plan. In an
ordinary pension plan, a layman might think the term referred to the cash sum
then held under the method of funding utilized by the particular plan, but to
benefit planners and actuaries, the term normally refers to a hypothetical amount
which ought to have been funded by the date in question, depending upon the
method of funding, varying from a complete deposit of the total amount neces-
sary to provide the pension in advance, to no deposit at all, but rather a mere
current pay-out of pension benefits. For this reason, it is suggested that the
term "benefits accrued" be clarified.

One suggested solution is to define "benefits accrued" in terms of one or more
of the funding methods which contemplate level costs or payments for the entire
working career of the employee, whether or not the monies have actually been
deposited. The alternative solution of according the relief simply to assets on
hand at the cut-off date, appears to us unfair since the result to the employee
would largely depend upon the funding method selected by his employer.

COMMENTS RELATING TO SECTION 521 OF H.R. 13270

(a) Section 167 (k) -Definition of "low-cost rental housing"
The proposed new subsection (k) to be added to Section 167 (relating to depre-

ciation) provides for accelerated depreciation of rehabilitation expenditures in
connection with "low-cost rental housinig". The definition of "low-cost rental
housing" contained in Section 167(k) (3) (B) refers to dwelling units held for
occupancy on a rental basis by families of "low or moderate income, as deter-
mined by the Secretary or his delegate in a manner consistent with the policies of
the Housing and Urban Development Act of 1968". The Housing and Urban De-
velopment Act of 1968 and predecessor acts have used the terms "low income",
"lower income" and "low or moderate income" for various special programs. The
term "low or modern income" does not appear in earlier Housing and Urban'
Development legislation. For these reasons, it is submitted that the definition
of "low-cost rental housing" proposed for purposes of the special depreciation de-
ductions to be allowed in the case of rehabilitation expenditures is inadequate.

The term should not be so vaguely defined in the statute as to leave the Secre-
tary of the Treasury with the responsibility of determining the policies of the De-
partment of Housing and Urban Development. This definition should be made
more precise after consulting with the staff of the Subcommittee on Housing and
Urban Affairs and representatives of the Department of Housing and Urban
Development.
(b) Section i67-Need for rede8ignations of subsections

Bill Section 521(a) amends Section 167 of the Code by redesignating subsec-
tion (J) as subsection (n) and by inserting after subsection (1) new subsections
(j) and (k). This would leave the lettering of subsections to run from (a)
through (n) without any subsections (1) or (m). Neither the Committee Report
nor the Bill make reference to the fact that new subsections (1) and (m) are
proposed to be added to Section 167 by Sections 451 and 705 of H.R. 13270 re-
spectively. This may cause technical difficulties if Section 521 is retained in tact
and Sections 451 and 705 (or either of them) are rejected before final passage.

This should be corrected by adding at the end of line 7, page 300 of H.R. 13270
the following: "to follow subsection (m) (added by Section 705) ".
(o) Seetion 167(j) ()-Referenoe to present seotion 48(h)

Proposed Section 167 (J) (3) contains a provision for the adoption of regulations
"similar to the rules provided in paragraphs (5), (9), (10) and (13) of Section
48(h)", to be applied for purposes of that paragraph which excludes property
from the new depreciation rules where construction was begun or a binding con-
tract for construction was entered into before July 25, 1969. Paragraphs (5), (9),
(10) and (13) of Section 48(h) contained transition rules for plant facilities,
certain disregarded transfers (principally transfers where the basis of the prop-
erty carries over to the transferee), property acquired from affiliated corporations
and certain replacement property, all of which applied in the case of the suspen-
sion of the investment credit.
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Although the references to rules provided in paragraphs (5), (9), (10) and
(18) of Section 48(h) may be effective to accomplish the purpose intended, we
think it would be eearer if the reference to Section 48'(h) included paragraph
(4) which relates to an equipped building rule, in addition to paragraph (5)
relating to the plant facility rule.
(4) Bection 381 (o) (6)-Failure to carry over tranefcror'8 150 percent declining
balce deprecltion method on used property

The proposed amendments to Sections 167 and 381 result in the clearly un-
Intended result of prohibiting the carryover of depreciation methods In the
case of *so& property, (a) acquired by a taxpayer prior to July 25, 1969; and
(b) transferred after July 24, 1969 in a transaction falling within Section
881(a) of the Code.

This result occurs because proposed Section 381(c) (6), which allows the
carryover of depreciation methods in transactions falling within Section 381 (a),
permits the carryover of only those depreciation methods specified in para-
graphs (2), (3) and (4) of Section 167(b) and in proposed subsections (J) (1),
(k) and (m) of Section 167.

1. Sections 167(b) (2), (3) and (4), which permit the use of the double de-
clining balance method, the sum of the years' digits method and any other no
more rapid method, ar3 restricted by Section 167(c) to new property acquired
after December 31, 1953; it does not apply to property purchased used and,
therefore, is inapplicable to the situation to which we are referring.

2, Proposed Section 167(J) (1), read in conjunction with Section 167(j) (3).
is ouly applicable to property acquired under specified circumstances after
Jtly 24, 100.

SP opposed Sections 167(k) and 167(m) have no relevance at all to the prob-
lem we are dlecuastng.

.Therefore, unless there Is a specific provision in Section 381(c) (6) providing
frtW the carryover of the 150 percent declining balance method on used property
acquired prior to July 25, 1969, the transferee corporation, in a tax-fee re-
organlation or liquidation, will be restricted to the straight line method of
depreciation, as specifically required in proposed Section 167(J) (4). We believe
that-the clear intention of proposed Section 381 (e) (6) was to permit the carry-
overof .U depreciation methods in a transaction covered by Section 381 (a).
The Section as presently written falls to accomplish this result because It fails

.to take into account the fact that up to the present time, the ability of a tax-
payer to use the 150 percent declining balance method on used property was
baed solely on provisions in the' Treasury Regulations and not on anything
specifillyin the Code.

i inee taxpayers have consistently been allowed, prior to the proposal in
Section 167 ()(4), to depreciate used property by the 150 declining balance
method, heretofore there has been no need to provide for the carryover of this
method in tax-free transactions; with the passage of proposed Section 167 (J) (4),
there will be "ich a need. We suggest that proposed Section 381(c) (6) be revised

Ito speqfleally provide for the carryover of the 150 percent declining balance
method of depreciation in the case of used property acquired before July 25,
I169 and transferred in a tax-free transaction to which Section 381 (a) applies
after July 24,19M9.

Coxowis RELATINo TO SzorTx 541(a) OF H.R. 13270

(q)- # (jt 1379 (a)--fteirequirements for sehareholder-employees
lThis Seitlon prevents a trust forming part of a stock bonus or profit sharing

plan from constituting a qualified trust under J 401, unless the plan of which
such trust is a part provides that the shareholder-employees shall not be bene-
fltl,'by t(rfeftures attributable to contributions deductible under §404(a) (3).

!. On te.PthIMr hand, subsection 1879 (b) provides that contributions for the benefit
I. : of , ider-employees In excess of allowable limits result in taxable income
- to..th~se arbholder-empoyees, but do not cause disqualification of the trust to

twkfoh., ,:00 .otr b , mona ,are made. The penalty imposed by subsection (a)
M qo a.ovPe. forfeitures, benefiting. shareholder-employees (which, are in

.uq~ptu of Additqual contributions for such persons) appears to be unduly
bea W.n sistent with -the penalty for direct contributions in excess
of av~~i~ )Amit, Ae, ordingly, It would appear, to be not only more equitable
to Itz't the aoubt of the forfeitures which are credited, to the account'of a
batbolfer-4e ployee as an excess contribution subject to the treatment provided

• , /
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by I 1370(b), but also more consistent with the pattern of other provisions being
proposed.

Paragraph (a) of 9 1879 should be revised to read as follows:
"With respect to the trust forming part of a stock bonus or profit sharing

plan which provides contributions or benefits for employees, some or all of
whom are shareholder-employees, forfeitures attributable to contributions de-
ductible under 1 404(a) (3) for any taxable year (beginning after December 81,
1969) of the employer with respect to which it is an electing small business
corporation which inure to the benefit of any individual who is a shareholder-
employee for such taxable year shall be considered contributions made in that
year by the employer to such shareholder-employees in computing the excess
contributions which are taxable to such shareholder-employees pursuant to
the provisions of Section 1379 (b)."
(b) Section 1379(b) (3) -Deduction for amounts not received as betefl ts

Proposed Section 1379(b) (3) provides that where, upon termination of his
rights under a plan, an individual has not received payments equal to that amount
previously included in his income as excess contributions, he will be allowed a
deduction, equal to the amount previously included in income, and not recovered
by payments. However, the Section does not make it clear which taxpayer is en-
titled to the deduction. The right to the deduction may arise long after the death
of the shareholder-employee who was taxed on the excess contributions.

Accordingly, the Section should be revised to make it clear that the deduction
inures to the person receiving benefits under the plan at the time the rights
of such person under the plan terminated.

We suggest that the last clause of Section 1379(b) (3) be revised to read as
follows:

"Then there shall be allowed as a deduction, for the taxable year in which
such rights terminate, to such individual (or to his beneficiaries if such indi-
vidual predeceases the taxable year in which such rights terminate), an amount
equal to the excess of the amounts included in gross income under Paragraph
(1) over such payments."

COMMENTs RElATING TO Sc'IoNs 601 AND 002 or H.R. 10270

(a) Section 103(b) (l)-Subsidies for industrial development bonda
The election given to States and their political subdivisions to elect to issue

taxable -bonds can be made with respect to certain industrial development bonds
which remain tax exempt under Section 103(c), such as certain small Issues.
It is unclear why the United States should pay any subsidy to a lending insti-
tution for such loans. Furthermore, the ultimate user of the funds would pay
less interest because of the incentive factor prescribed by Section 103(b) if,
in fact, the election is made.

We recommend that Section 103(b) (1) be revised to insure that no election
may be made with respect to industrial development bonds which remain tax
exempt.
(b) Section 103 (b) (2) -Irrevocability of an eleotion

This provision does not make it clear whether an election with respect to
an issue which is withdrawn would be irrevocable if the issue is placed on the
market at a later date.

We recommend that Section 103(b) (2) be revised to specify that an election
with respect to any issue once made is irrevocable except with respect to any
issue not actually issued.
(o) Section 103(b) (2) -Failure of Secretary to recognize a purported election

It is unclear what consequences would follow from a failure of the Secretary
to recognize a purported election under this section.

We suggest that Section 103(b) (2) be revised to provide that an election
is effective only upon certification by the Secretary or his delegate.

(d) Section 1O3(d)-Deflniton of arbitrage operation
The term "arbitrage operation" is not defined in the Bill, notwithstanding the

fact that interest on such obligations issued after July 11, 1969 is taxable.
Thus, taxpayers bear the risk of paying taxes on obligations they presently
consider tax exempt but are subsequently found to be taxable. Furthermore,
taxpayers run the risk of relying on the stated intention of a state with respect
to newly issued obligations.
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To avoid unfair consequences to a taxpayer, Section 103(d) should be revised
to provide that an obligation will be considered an "arbitrage obligation" only
from the date it is so designated by the Secretary or his delegate, and only
Interest either paid or accruing after that date will be considered taxable.
(e) Section 602(b) (1) -Determination of ftled percentage.

Under this Section, the Secretary or his delegate must determine and pay a
fixed percentage of the interest yield on each issue of obligations to which an
-election under Section 103(b) applies. If the Secretary or his delegate does not
determine the percentage for calendar quarters substantially before the first day
of the quarter, an issuer would be uncertain as to the applicable percentage and
would have Insufficient planning time.

We recommend that Section 602(b) (1) be revised to provide that the Secre-
tary or his delegate shall determine the applicable fixed percentage before the first
day of the mwntk preceding each calendar quarter.

(') Section 602(b) (1)-ssue sold in subsequent quarters
The Bill provides that the fixed percentage determined by the Secretary or

his delegate shall apply with respect to all issues of obligation made during
the calendar quarter to which elections under Section 103(b) apply. What is
the applicable percentage with respect to obligations actually issued or sold in
a quarter subsequent to the quarter in which the initial obligation in an issue
are issued or sold? How will an Issuer be able to plan an issue if it cannot be
completed in one quarter?

We recommend that these questions be answered by revising the last sentence of
Section 602 (b) (1) to read as follows:

"The fixed percentage so determined and published shall apply with respect
to any obligation Issued as part of an issue, the initial obligations of which
are Issued during such calendar quarter and to which elections under such
Section 103 (b) apply."
(g) S action 600 (c)-Administraive burden of United States

Althou "_ ahe General Explanation of the House Committee on Ways and Means
specifies on page 174 that, "in no case will the United States be required to
assume the administrative burden of making payment directly to the holders
of the obligations", proposed Section 602(c) does not specifically so provide.

A subsection should be added to Section'602 to specifically provide that payment
by the United States shall be made directly to the state or the paying agent desig-
nated by the state.

COMMENTS RELATING TO SECTIoN 703 OF H.R. 13270

(a) Section 49(b) (5)-Sale and lease-back transactions
It seems clear under the Bill that the investment credit can be passed through

to a lessee if the lessor purchased the "asset" from the lessee after April 18,
1969, provided the lessee in the sale and lease-back transaction had a binding
contract preceding that date. Considering the literal reading of the language con-
tained in Section 48(d) of the existing law, it is not clear that a pass-through of
credit is permitted where the lessor purchases from the lessee the binding
contract, and the lessor thereafter acquires the asset from the supplier. To
eliminate the possible ambiguity, language should be inserted at the con-
clusion of Section 49(b) (5) to the effect that "in any case In which a lessor
described in this paragraph makes an election under Section 48(b), the
lessee described in this paragraph shall be treated as having acquired pre-
termination property."

The Bill is also not consistent in permitting taxpayers similarly situated to
entqr Into sale and lease-back transactions following April 18, 1969 where the
seller In the sale and lease-back transaction has the right to claim the investment
credit.'l$ the seller in a sale and lease-back transaction were the purchaser of
the asset pursuant to a binding contract predating April 18, 1969, the purchaser
in a sale and lease-back transaction would be entitled to claim the investment
credit. If the seller, on the other hand, was entitled to the investment credit
because It or its subsidiary was the manufacturer of the asset and was entitled
to theta investment credit because it met I the machinery and equipment rule
(Section 49(b) (4) of the Bill), the purchaser in a sale and lease-back trans-
action would not be entitled to claim the investment credit. That inconsistency in
treatment has no Justification and to correct it Section 49(b) (5) should be

t
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revised to read as follows (including the language required to eliminate the am-
biguity referred to above)-the proposed changes in language being designated
by the underlinging of the appropriate words in the following quotation:

"(5) Certain Lease-Back Transaction, Etc.-where a person who is-
"(i) a party to a binding contract described in paragraph (1) transfers

rights in such contract (or in the property to which such contract relates), or
"(ii) a taxpayer referred to in paragraph (4) transfer a piece of ma-

chin-ery or equipment referred to in paragraph (4) "
to another person but a party to such contract or a taxpayer referred to in para-
graph (4) retains a right to use the property under a lease with such other
person, then to the extent of the transferred rights such other person shall
for purposes of paragraphs 1 or I, succeed to the position of the transferor
with respect to such binding contract and such property. In any case in
which the lessor does not make an election under Section 48(b)-

"(A) the preceding sentence shall apply only if a party to the contract
or a taxpayer referred to in paragraph (4) retains the right to use the
property under a lease for a term of at least one year; and

"(B) if such use is retained. the lessor shall be deemed for the purpose
of Section 47 as having made a disposition of the property at such time as
the lessee loses the right to use the property.

"For purposes of subparagraph (B), If the lessee transfers the lease in a
transfer described in paragraph (7), the lessee shall be considered as having the
right to use the property so long as the transferee has such use. In any case in
which a lessor described in this paragraph makes an election under Section
48(b),the lessee described in this paragraph shall be treated as having acquired
pre-termtnation property."

STATEMENT BY FLOYD ROBERTSON, ASSISTANT GENERAL DIRECTOR, NATIONAr,
AssocIATION OF EVANGELICALS

The following testimony is given on behalf of the 34,000 churches which com-
pose our constituency.

I. UNRELATED BUSINESS INCOME TAX

The Association has adopted the position that income from any business not
directly related to and a necessary part of the function of a tax exempt organiza-
tion -should be taxed on the same basis as any other business income. To do
otherwise not only results In the loss of taxes which are due the government
but creates unfair competition and other inequities between tax exempt or-
ganizations and the rest of the business world.

If. ADVERTISING INCOME

Our Association has not adopted an official position on whether advertising
Income should be characterized as unrelated business in the case of magazines
and other periodicals published by exempt organizations. In the past the govern-
ment has properly recognized the value of eleemosynary institutions and en-
couraged their support.

Churches have been included in this category. The publishing of magazines
is usually a very Important alnd essential part of the functioning of such in-
stitutions.

It is hoped that no changes will be made that will reflect any less Interest
on the part of the government In the existence and expansion of these fine chari-
table organizations. If it is found that the advertising income on the part of some
has become a de facto unrelated business we would interpose no objection to
having such income taxed. However. we strongly recommend that such adver-
tising income as relates to the business of the organization continue to be tax
exempt. It should be noted that most church publications are heavily subsi-
dized and do not realize an overall profit from their advertising.

Il1. STANDARD DEDUCTION

It appears to us that an increase in the standard deduction from the present
10 1ercent of adjusted gross income would be in order. We also recommend that
those using the standard deduction be allowed to claim as a deductible item
contributions to churches and other charitable institutions
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IV. TAX TREATMENT OF CHARITABLE CONTRIBUTIONS

1. The 3% limitation.-The proposal to take charitable contributions out of the
area of the standard deductions and treat them as a separate deductible item
with Its own 3% minimum amount above which deductions would be allowable
will have very serious implications. This can only be interpreted as a change in
government policy and have the effect of discouraging the support of eleemosy-
nary Instltution)s. It would appear that this will eliminate at least 90% of the
contributions to such organizations as a tax deductible item and is apt to have a
detrimental effect on the voluntary support they receive. Inevitably this will
require additional taxes for welfare purposes which may be far more than the
additional revenue received as a result of the change. So it would appear that
such a move would not only be detrimental to the public interest but economically
unwise.

According to the Yearbook of American Churches the per capita giving of
church members runs from less than $5.00 to about $265.00 per year. Currently
published figures ,how that the medium income for an average family Is around
$9,000.00 per year. It is obvious from these figures that only a small fraction
of contributions to the churches would be In excess of the 3% limitation. Even so,
we do not believe that such a change would seriously affect the giving to churches..
The tax deduction incentive for church giving is minimal particularly for those
who give In execess of 3% of their income.

So our concern expressed above is for the charitable organizations other tha
the churches but more importantly it is disturbing to suppose that the govern-
ment would take any action to discourage the support of the outstanding work
so many of them are doing. While the churches do not need nor do they incur the
favors of the government we believe as a matter of equity and justice they holdud
always be placed in the same category as other eleenosynary Institutions as far
as treatment given by the government.

2. Appreciation of contributions above cot8.-A person may now buy an Item
for $5.00 and later contribute that item to the Red Cross with an appreciated value
of $10.00. He pays no taxes on the increase In value but receives credit for a
$10.00 contribution. Looking only at the personal benefit it would appear that
he has received an undue tax advantage. On the other hand the objective of allow-
ing the tax deduction is to encourage the 'support of such organizations as the
Red Cross which has received the full value of the contribution claimed. For this
reason we believe that this type of contribution should be allowed when it is made
to long established organizations which do not invite abuse of the privilege.

STATEMENT OF THE NATIONAL CONSTRUCTORS ASSOCIATION BY THOMAS J. RYAN,
CHAIRMAN, TAX COMMITTEE

The National Constructors Association welcomes this opportunity to present its
views with respect to H.R. 13270, the Tax Reform Bill of 1969.

The Association, known as NCA, is composed of 34 Internationally known firms
of engineers and constructors which design and erect large scale industrial com-
plexes within the United States and throughout the world, Including oil refineries,
chemical plants, steel mills and power generating plants. Attached to this state-
ment is an informational folder describing the Association and listing Its mem-
bers, officers and major committees.'

The NCA wishes to express its views with respect to the following Sections of
the proposed Tax Reform Act of 1969.

BILL SECTION 281-MOVINO EXPENSES

The NCA would like to take this opportunity to express its appreciation to Con-
gress for the proposed modification of the allowable deductions for moving ex-
petises'as set forth in Section 217 of the Internal Revenue Code.

The extension of the deduction to certain indirect moving expenses Incurred by
a taxpayer gives recognition to the increased mobility of a large segment of our
labor forces.

We would like to see a further expansLon of the definition of moving expenseswhich would provide for a deduction of'the expenses Incurred by construction

2ihe folder referred to was made a part of the offcial Oles of the committee.
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workers who, out of economic necessity, must move from construction site to con-
struction site, either from state to state or country to country, in pursuit of work
as the phases of construction jobs they are working on become complete(.

We recognize that Sectfon 102 of the Internal Revenue Code provides for the
deduction of certain traveling expenses incurred by a taxpayer in the pursuit of
his trade or business. However, the construction worker who, with his family,
maintains his home near each job site may be denied a tax deduction for the ex-
penses that he must incur in traveling from a completed construction site to
a new staging or standby area, or some other geographical point, in quest of
work. Were Congress to consider these extraordinary relocation expenses incurred
by construction and other similar workers as a deduction for income tax purposes,
such action would assist towards assuring a constant source of skilled construc-
tion workers. Furthermore, the alleviation of the financial burden the construc-
tion workers must incur by moving from Job site to job site, through increased
deductions for their moving expenses, would help to insure that such persons
would not find it necessary to remain immobile, thereby potentially increasing
unemployment costs in any particular area.

We recognize that Congress has already given recognition to the mobile status
and consequential potential loss of tax benefits of construction workers and sea-
sonal or migrant agricultural workers under the current provisions in the Code,
through the introduction of H.R. 3695. This proposed bill would liberalize the
amount of time that construction or itinerant workers must be employed in their
new principal place of work in order to qualify for the moving expense deductions
currently provided for in the Code.

The NCA recommends that further consideration should now be given to pro-
vide for further liberalization of the deduction for the extraordinary moving
expenses Incurred by construction workers and other migrant and seasonal work-
ers. In addition, we request that the 50-mile geographic limitation factor be re-
stored to the 20-mile limitation presently in effect.

BILL SECTION 431--FOREIGN TAX CREDIT REDUCTION IN CASE OF FOREIGN LOSSES

American business is currently in competition in the international market
with increasingly aggressive foreign competitors. Such competitors are en-
dowed with tax concessions provided by their countries for the sole purpose
of fostering export trade. Many such countries have relinquished their right to
impose income taxes on income earned abroad. Some countries have granted
immediate tax relief to domestic companies whose foreign operating subsidiaries
have sustained losses in developing foreign markets, as well as expanding the
limitations of the foreign tax credit to provide extraordinary relief under special
circumstances. The foregoing concessions, coupled with direct export subsidies
provided to our competitors, lead us to question how much longer we can re-
main competitive in the export of our technology and services, as well as related
plant materials and equipment produced by U.S. manufacturers and fabricators.

From the inception of its system of tax, the U.S. has chosen to tax its residents
on the basis of world-wide income, with certain exceptions. Having asserted
this theory, our Government wisely recognized the need to eliminate the bur-
den of international double taxation and chose to provide U.S. taxpayers with
relief from such double taxation by granting a foreign tax credit against the
U.S. tax imposed upon income earned abroad. Without an equitably administered
foreign tax creditt mechanism, any country which asserts its Jurisdiction to
tax its residents (both individual and corporate) on a world-wide basis will,
within a short period of time, find its International markets extremely limited.

Proposed changes in the operation of the U.S. foreign tax credit are currently
being considered by this Committee to eliminate certain alleged abuses which
result in the loss of U.S. tax revenues. In attempting to correct any such abuses,
this Committee is respectfully requested to consider the problems encountered
by U.S. residents operating internationally. The imposition of a 50 per cent
corporate income tax on the earnings of a branch of an American corporation
in a particular foreign country is as much an economic reality as the ip-i-
tion of the same rate by the United States. Without our foreign tax credit
mechanism, an equal amount of U.S. taxes would result in complete taxation
of this corporation's earnings.

Section 431 of the bill attempts to negate any benefit a U.S. corporation or
individual might obtain in utilizing foreign taxes when such corporation or
individual has obtained the benefit of a loss incurred through foreign opera-
tions against other U.S. taxable income. This Section is particularly directed
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to those resident taxpayers who employ Section 904(a) (1) of the current
Internal Revenue Code, commonly referred to as the "per country limitation."
This Section restricts the amount of the foreign tax credit allowable against
U.S. income tax foi foreign Income taxes paid to any single country to the
amount of tax imposed by the U.S. on income derived from that individual
country. It would be interesting if this Committee could obtain from the
Treasury Department statistics on the number of U.S. corporate taxpayers who
employ the "per country" method of computing foreign tax credits. It might be
equally interesting to find that those corporations employing the per country
method of claiming the foreign tax credit choose to conduct their operations
through the medium of branch operations of U.S. corporations rather than
employing foreign subsidiary operations. If this is true, such corporations
immediately pay U.S. taxes on income earned in those countries where the
foreign tax rate is effectively lower than the prevailing U.S. corporate tax
rate and, generally, effect early repatriation of foreign earnings enhancing our
balance of payments.

Further, in those foreign countries where the effective foreign tax rate is
higher than the prevailing U.S. corporate tax rate, such companies have suffered
additional tax burdens because of their inability to "blend" such taxes with
foreign source income taxed by foreign governments at less than the effective
U.S. tax rate from other foreign countries as is presently allowable under the
Internal Revenue Code Section 904(a) (2), commonly referred to as the "overall
limitation." Such "blending," available under this alternative method, provides
foreign tax credits against U.S. income tax which i,. aot available to those
U.S. taxpayers electing (or bound) to the "per county" limitation. The N'A
appeals to this Committee to take into consideration the economic effect of
a foreign tax paid by a U.S. taxpayer before exacting additional U.S. tax
revenues. While, admittedly, it is true that a U.S. taxpayer may obt-ain a benefIt
arising from a foreign loss in determining its U.S. tax in one year, it is equally
true that such taxpayer may be obligated to pay a foreign tax in another
year which obviates the tax benefit obtained on its U.S. tax return. To extract
additional U.S. taxes thereafter creates an additional burden which may be
the determinative factor in removing such taxpayer from the international
market. To illustrate this point, we cite an example as follows:

Assume U.S. taxpayer who has chosen the "per county limitation" has, in
1970, a foreign loss from Country "A" of $100. Assume further that such tax-
payer has U.S. income of a similar amount of $100. Accordingly, the consoli-
dated income of the taxpayer for 1970 is zero. Taxpayer's foreign loss offsets
his U.S. income. In 1971, the taxpayer's sole income is $100 from Country "A."
Country "A" Imposes an income tax of 50% on such income. Under the proposed
amendments, the following occurs:

YEAR 1970
Consolidated U.S. income:

Country "A" loss ----------------------------------------- $100)
U.S. income ------------------------------------------------ 00

Total -----------------------------------------------------
U.S. tax ---------------------------------------------------- 0
Country "A" tax --------------------------------------------- 0

YEAR 1971
Consolidated U.S. income:

Country "A" income ---------------------------------------- $100
U.S. income --------------------------------------------

Total --------------------------------------------------- 100
Tentative U.S. tax (before foreign tax credit at 50-percent assumed
rate) --------------------------------------------------- 50

Country "A" tax (50-percent tax rate) -------------------------------- W
Proposed credit for foreign taxes:

(a) Source income Country "A" $100 less $50 or ------------------ 50
(a) U.S. taxable income------- ---------------------------- 100
(o) U.S. Tax at 50 percent -------- ---------------------------- 50
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Proposed foreign tax credit limitation (Item (a) $50 over item (b)
(100) times item (c) $50equal $25).

U.S. foreign tax credit --------------------------------------- $25

U.S. tax payable -------------------------------------------- 25

Now consider the economic cost to the U.S. taxpayer on such earnings:

Consolidated earnings-Year 1970 ------------------------------- 0
Consolidated earnings-Year 1971 ------------------------------ 100

Total taxes paid:
Year 1970 -------------------------------------------------- 0
Year 1971-Country "A" -------------------------------------- 50
United States ----------------------------------------------- 25

Total ---------------------------------------------------- 75

Effective tax rate-United States and foreign on $100 earnings (percent) 75

Perhaps the most equitable solution for this U.S. taxpayer would be to choose
to operate solely in foreign countries which recognize operating loss deductions
substantially similar to those granted by the United States. Unfortunately, many
U.S. concerns, including NCA members, cannot exercise such discretion in their
foreign operations but are forced to operate wherever a particular project is
located. Another alternative to such taxpayer wouh be to claim a US. dedluc-
tion for foreign taxes paid in the foregoing example. Using a tax rate of 50%
or higher, the U.S. tax, after considering the foreign tax paid as a deduction,
would be no greater and perhaps even lower depending upon the rate of the
foreign tax. For example, assume further that the U.S. taxpayer in the above
example was subject to a foreign tax In Country "A" at the rate of 75% and
chose In the year 1971 to deduct all foreign taxes paid as a tax expense under
the Internal Revenue Code Section 164. After deduction of this expense, the tax-
payer's net IT.1. income would be $25 and the U.S. income tax thereon would
amount to $12.50 in lieu of $25 if a credit is claimed.

The NCA requests that this Committee consider the impact on U.S. companies
operating abroad if the foreign tax credit provisions of our tax law are to become
more penalizing. Perhaps such consideration in maintaining the existing foreign
tax credit provisions may be viewed as a subsidy. If so, why not now rather than
later 'when a more direct subsidy would be less effective iln preserving our com-
petitive posture abroad and ihsuring more favorable balance of payments.

BILL SECTION 703W-IREPEAL OF INVESTMENT CREDIT

The NCA has previously testified in opposition to the repeal of the 7%
investment credit. In the event that the credit is repealed, we wish to emipihaisize
our interest In maintaining the competitive position of U.S. industry in foreign
markets and, therefore, respectfully request that Congress consider providing
U.S. taxpayers with sufficient inrestient incentives to accomplish this objective.
Liberalizing tax depreciation allowances could furnish sufficient incentives for
both investment in capital goods and cost reductions to meet prices offered by
foreign competitors.

It must be recognized that Congress has been generous in the past in providing
some relief in this area. However, even guideline depreciation, while offering
temporary relief, is still related to book or financial accounting depreciation.
Perhaps what is needed is a complete tax depreciation policy completely unre-
lated to financial accounting depreciation, similar to Capital Costs Allowances
granted in the U. K. and Canada. Taxpayers should also be granted discretionary
power to defer such depreciation allowance in a taxable year where an operating
loss Is sustained and be able to utilize such deferred allowance in profitable
taxable years without having the depreciation expense "locked" into the net
operating loss deduction which is limited to a specified number of taxable years.

33-865-69-pt. 2- 28
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ERIE COUNTY PLASTIC' CORIP.
Corry, Pa., Atyugat 20, 1969.

Subject: T'hx reform.
Senator ItussEr LoNG,
Chairman of Senate Flinanc Committce,
,6onate Office I1dthing, Washington, D..

DEAR SENATOR LONw|: As a business man and iis a small town citizen (and
Investor) I have been following with concern tie subject of "tax reform," both
In its own right and in Its current context of a counterpart of surtax extension.
It is my feeling that the subject of "reform" iw timely but that it is, however,
unrelated to surtax extension (also needed).

I would like to record my position as follows:
(a) The most Important single element to tax reform would be the addition

of a provision to Insure that no ultra-wealthy citizens would completely escape
the payment of personal Income taxes. I feel that this is both fundamentally
and psychologlcalkly important.

(b) I feel very strongly against any increase in the 25% ceiling on taxation of
long term capital gains. Additional revenue to the Federal Government by an
Increase in this ceiling would not be truly signilcant, whereas tile highly taxed
individual citizen deserves some niominal shelter to encourage his continued
participation In the creation of capital.

(e) In the emotiomi of the present moenvt I strongly feel that we would Ibe
Ill-advised to be stampeded Into an extension of tile six months "holding period"
for long termn capital gains: rather, in tile longer term, I feel that there is a
stronger case for a reduction of time six months. The great momentum of tile
American economy Is dependent almost entirely upon tile courage and the rewards
for business and affluent individuals to undertake burdensome risks. To introduce
a deterrent, in the form of an extension of the six months waiting erihxl, would
he contrary to our mutual interest iii a sensibly compounded growth In tilt, Gross
National Product.

(d) Even though I nun a shareholder In several petroleumn companies I cannot
In good conscience express a strong feeling against the reduction of the "271/,%
depletion rate." It is ily feeling that a nominal reduction of this percentage would
be timely from both a practical and a political standpoint.

(e) I have no very strong feeling against a reduction of the "7% Investment
credit" either, although this subject does lend itself to lively debating. For In-
stance, an effective antidote for Inflation would he increased competition in the
market place for expendable income. A continuation of tile Investment credit
would encourage capital expansion of Industry, thereby Increasing tile capacity
of producing goods and reducing the most of production through modernization,
which in turn should combat Inflation. In tile context of the present pressure on
"tax reform", however, I would not oppose a temporary cancellation of tile Invest-
melt credit.

. appreciate the opportunity to record my views on these timely matters.
Very truly yours,

P. C. RIoCAE, Presdent.

STATEMENT OF CIIARLF'S H. RocK WOOD, DEPARTMENT OF ECONOX1tcs,

FL.ORIDA STATE UNIVERSITY

SUMMARY

There Is a need for basic reform in Federal Individual incoine tax rates to
reduce the s1ed of progression in the Income tax rate structure. The reform
is needed because the rising level of living and the rising cost of living In this
country have outdated a progressive income tax structure which, for middle
inene Americans, has not changed appreciably since the days of World War IT.

It is suggested that individual tax rate bracket Intervals be double. For single
taxpayers this would mean the top rate of 70% would take effect at $200,000
instead of $100,000, as presently. Tax schedules for married taxpayers 111d heads.
of households would need to be given parallel adjustments, of course.

The cost of the reform suggested is estimated at something like $j billion,
annually. Rate schedules could be adjusted less drastically at reduced cost, but
it Is believed the Congressional "loophole" closing In concert with four other
Important reforms could provide the funds that are needed. Tile four other re-
forms suggested are:
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1. ReItlacement of present depletion allowance on nittiral and mineral re-
sotirces with a national steverance tax of one-half of one per cent on tile wholesale
valI of extracted natural and miieral resources.

2. Alitoition (f the favorable capital gains tax rate% for most corporations, and
o(lifleitioll of the rate paid by individuals to include coisileration of the nuta-

ber of yvars tht, assets was held prior to a salt- for gain.
3. liitutition of depreciation allowances ORI a given asset to tile original cost

of the a.et plus the 'ost of ilprovemnllts. 'te Ihnititioi to hold even when tn
asset is I ransferred to a new owner.
•I. Revision of rules regarding distinctl(onsI iiow behig n ade between iicrsonlal

11114 1iusiiwss expense items, to foster (through tax policy) some of tile former,
and hinder soni, of the latter.

TIM NEED FOl HASlO E EFORM IN FEIDEIAI. INIJlVIIUAI. INCOME TAX RATES

An important and proseltly neglected pert of tilt- genern problem of e(puity in
Federal Income Tax provisions is the need for amelioration of the tax rate paid
by most of America's iniddle lnconme taxpayers. This is a serious oversight. It Is
the middle Income taxpayer who is the most severely hurt by current tax rule.
It is the middle income taxpayer who is helped the least by reforms proposed.

Tie tax burden borne by most middle Income taxpayers is made especially
onr'ous because so many high Income taxpayers, by IRS statistics, end up paying
an even lower rate. Indeed, ats all of us know by now, some very wealthy Iersons
enjoy years in which they pay no tax at all. This offends everyone, surely. But,
basically the tax equity prolehcm deserving of serlous vosilerltlonl by Congress
is that, of tax relief for the middle Income taxpayer.

Closing special exemptions by means of which selected taxpayers, many of
whom already are wealthy individuals, escalp tlt otherwise heavy tax burden is
als,) a desirable change in our nation's tax provisions. The change Is desirable
partly because everyone should bear a portion of the total tax burden, as it matter
of fairness. li]lt even more importantly the change Is desirable because revenue
savings obtained through loophole closing could be returned to other taxpayers,
In the form of rate reduction.

There seems general agreement that our nation's poorest Individuals deserve
additional tax relief, and it Is to be hoped that some revenue will be available
for this purpose. But surely of equal Importance is tilt, need to provide tax relief
for middle Income Americans. Tile rising level of living, and the rising cost of
living In this country have outdated a progressive Income tax structure which
for middle income Americans has not changed appreciably since the days of
World War II.

It Is trie that tax cuts of the early 1900's provided relief for some taxpayers.
But the largest beneficiaries of these changes were tho very high income taxpay-
ers. As much as 200% Increase in take honte pay, for income subject to the high-
est tax bracket, is being enjoyed by the wealthy few. Middle income taxpayers,
however, have not been nearly so generously treated. For example, a single tax-
payer reporting taxable income of $10,000 In 1969 will be required to pay only
$231 less than a similarly situated taxpayer would have had to pay in the year
1044. For the taxpayer of 19, this 2.31% increase in after tax Income is small
consolation, In e face ra n Increase in the Consumer Price Index of over 100%
for the same 1944 to i fi"iu period.

Existing progressive income tax rates are antiquated in the sense that they
tre a product of our nation's history--and now times are changing. Basic rate
structure philosopliles were probably established at a time when the present
extreme exploitation of tax loopholes by the wealthy was not even contemplated.
The rate structure seems to reflect attitudes formed when a much lower general
standard of living prevailed. They are partly a product of a belief In the economic
stagnation theories that prevailed widely in the 1930's. Partly also they are a
product of a desire to control wartime excess profits.

Kennedy-Johnson era reform of the tax rate structure brings the top bracket
down to a more realistic level, and further reduction to a top of 50% does not
seem warranted at this time. But, the top tax bracket does apply much too soon;
that is, at too low a level of income. This is a permanent and undesirable feature
of our tax structure. The spread between the bracket needs to be greatly
enlarged.

It is suggested that the intervals between the brackets should at least be
doubled. In this way the top bracket for a single taxpayer would be reached
at $200,000 of taxable Income instead of $100,000, as presently. Tax brackets for
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other taxpayers would, of course, be adjusted accordingly. Thus, single taxpayers
would be given the rate schedule now used by married persons filing Jointly.
Proportional changes would also be made in the tax schedules for married tax-
payers and for heads of households.

The table which follows indicates that general nature of the tax reductions
proposed.

TABLE I.-ILLUSTRATION OF TAX REDUCTIONS PROPOSED

Praswnt Proposed Taxpayer
ta) a tax saving

Single taxayer reporting:
$,O..$310 290 20Sing 2 .. ................................................ 910 810 10

2,190 1,820 370
0,000 ......................................... 6,070 4,380 1,690
50,000........................................... 22, 590 17, 060 5, 530

$200,000 (or more) ............................. .. . .............................. 14, 510
Married taxpayer reporting:

$20W ....................................................... 290 280 10
P. - - -- -- --- --- -- --- -- --- --- --- -- - -- *810 740 70

t 1u,000 .................................................. 1,820 1,620 200
20, 000 ...... ......................................... 4,380 3,640 740
50000 .................................................. 17,060 12,040 5,020

r,000 (; more) ..................................................... 29,020

t For simplicity the 10-percent surcharge is omitted from consideration.

The net cost of the tax, bracket interval changes here proposed is large, but
not impossibly so, it is believed. The revision is desperately needed, however,
to restore some degree of equity to the nation's tax structure.

Apparently the Treasury Department's office of tax analysis and tax policy
has not experimented with the idea of adjusting tax bracket intervals. But,
estimates of 1969 taxable income by bracket intervals, supplied by that agency,
were used to reach the conclusion that the current cost of doubling personal
income tax intervals would be about 6 billion dollars revenue loss, annually. Of
this 6 billion, about one-half, or slightly over 3 billion dollars, would be In the
form of tax relief on that portion of reported taxable income which was below
$6,000. In other words the change proposed does yield some benefits for lower
income ranges, as indeed it does for wealthy taxpayers. Nonetheless, the primary
effect of the change suggested is relief for middle income taxpayers, as has been
explained.

Even beyond the one shot revision in tax bracket intervals, a further need
is for a rule to be established which would insure that future inflation does not
again wipe out reforms made in rate structures. A wise solution might be to
tie the size of rate progression intervals to annual changes in the Consumer
Price Index. Thus, if the year following tax reform were one of 5% inflation,
the top bracket for a single taxpayer would be raised from $200,000 to $210,000.
Again, bracket intervals for other taxpayers would need to be adjusted accord-
ingly.

FINANCING RATE STRUCTURE REFORM

In addition to rate progression change, other tax reforms are needed to satisfy
equity and revenue considerations. Equity demands that all taxpayers bear their
fair share, which Is not now the case. Revenue considerations demand that some
taxes be increased, if the proposed tax bracket interval changes are to be
implemented.

It is evident that Congress is considering seriously a large number of desirable
reforms in the Federal tax strumure. Many of these reforms, one would guess,
are likely to be made into law. But, doubling the tax bracket intervals for ndi-
vidpafl taxpayers would require compensating revenue adjustments much in
excess of those provided by the House bill. For this reason four additional and
Important tax reform changes are proposed and discussed briefly.

1. Present depletion allowances on natural and mineral resources should
be replaced with a national severance tax.. 2. Favorable capital gains tax rate should be abolished for most corpor-
ations, and modified for most individuals.

8. Depreciation allowances on a given asset should never be allowed to
exceed the original cost of the asset.
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4. Distinctions now being made between personal and business expense
items need to be revised, to foster (through tax policy) some of the former,
and hinder some of the latter.

1. Depletion allowances.-The practice of granting a depletion allowance needs
to be discontinued. Depletion allowances constitute an unwarranted subsidy to
some businesses and are a genuine tax loophole of signflcant proportion.

What is needed is a Federal severance tax which would encourage the preserva-
tion of our nation's vital natural and mineral resources, instead of the present
tax deduction which encourages prodigal use of valuable and usually irreplaceable
assets.

Replacement of the depletion allowance with a national severance tax of 0.5%
on the wholesale valut, of all extracted natural and mineral resources, for
example, ought to yield additional revenue from the 0.5% severance tax of
some $1.5 billion annually, plus something like $1.3 billion annually from can-
cellation of the depletion allowance.

2. Long-term capital gain&--iThis represents a second substantial area of con-
cern, for if existing capital gai;s tax provisions are intended as an Investment
subsidy they discriminate unfairly among forms of investment activity. Dividend
and interest income is for the most part treated as ordinary Income. Capital
gains are of course taxed at a special, and quite favorable rate.

If existing capital gains tax provisions are intended to encourage retained
earnings by businesses they certainly are an awkward way to accomplish the
task; and if this is their purpose, the policy conflicts with other rules, admittedly
rarely enforced, prohibiting corporations from retaining an excessive percentage
of their profits.

If, as I believe, existing capital gains tax provisions are designed to protect
taxpayers from inequities that would arise under a progressive tax rate struc-
ture when income in a few years reflects the accumulations of many, the policy is
Improperly and unwise!y liberal in some instances. It is undesirable to have
capital gains taxed at a rate below that which would have been invoked if the
income had been spread evenly over the years It was earned.

For this reason the corporate capital gains rate should be abolished for
corporations whoae annual taxable income Is above the point at which the
corporate surtax is applied, i.e., corporations reporting before tax profits in
excess of $25,000 annually. For these concerns there isn't really any progression
to their tax rate structure, and for them the existing capital gains rate represents
an unjustifiable exemption.

For individual taxpayers, the capital gains rate serves an important equity
function. But to be truly Just, the gains rate paid by Individuals should be a rate
equal to that which would have applied if income from the gain had been spread
evenly over the years it was earned.

A special tax table for capital gains Is needed that would take lnt(, account
the number of years the asset had been held by the taxpayer prior to its sale for
gain. From an accounting standpoint such a change seems feasible. From an
equity standpoint it is much needed.

A possible basic approach would be to have the capital gains tax bracket deter-
mined by the size of the gain divided by the number of years it took to earn the
gain (i.e., the number of years the asset was held). If adopted as a basic
strategy, such an approach probably ought to be combined with a minimum rate,
to be used if the capital gains option is elected. A rate structure that begins at
10% is one possibility.

U.S. corporations are now claiming in excess of 10 billion dollars annually in
capital gains. Since most corporate income is taxed at a rate slightly in excess
of 50% and the capital gains maximum is 25% this would suggest a revenue
increase of around 2 billion dollars could e expected from eliminating the
corporate gains tax provision for firms whose profit exceeds $25,000.

The impact on individual and unincorporated business taxes of the capital
gains tax change.proposed has not been calculated. It would constitute a tax
increase for nearly all wealthy taxpayers who had large capital gains to declare.
For others, whether the change constituted an increase or a decrease in their
total taxes would probably depend to a large extent upon the length of time the
asset was held prior to sale for gain. Of course, for all Individuals and unin-
corporated businesses the gains tax schedule proposed would still constitute a
tax break; but for some taxpayers the advantages of taking the gains tax option
would be less than under existing laws.
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3. Depreotation.--Depreciation allowances should be revised "so that deprecia-
tion charges would never exceed the original cost of the asset, plus the cost of
any improvements. The present practice, in some instances (apartment buildings,
for example) of allowing each new owner of a business to depreciate business
assets anew constitutes an unwarranted subsidy and a genuine loophole of
significant proportion.

When an existing business asset is sold, it should be sold together with its tax
history. A new owner should then be limited, in his depreciation write-offs, to
the cost of the asset to the first owner minus depreciation allowances already
taken.

The additional tax revenue provided by this change while significant is not
so great as that for cancellation of the depletion allowance. Still, revision of
depreciation, rules along the lines indicated might yield $750 million or more
annually.

4. Distinctions between business and personal ea'pene.-Dstinctions between
business and personal expense are among the most difficult that our tax laws
have to make; and, the number and complexity of tax rules in this area is a
partial reflection of the magnitude of the problem. As a way out of this dilemma
perhaps borderline expenditures should not be treated as fully taxable, or fully
exempt. Instead some sort of mid-point in the tax rate structure might be devel-
oped that would allow borderline expenditures to be taxed at, for example, one-
half the normal rate.

The idea of something less than full penalty for questionable expenditures,
without going to the extreme of no penalty at all seems general in its applica-
bility. And, the matter is especially relevant to the general question of tax equity
because quite typically one of the biggest advantages that the large income
recipient has over middle and low income taxpayers is the ability to exercise
some discretion over the form in which he takes his income. This means that,
for upper income taxpayers, the distinctions between business and personal
e petib tend to become blurred.

As another advantages the plan of a mtd-ijoint in the tax rate structure repre-
sents afmeans by* which small taxpayers might be given partly preferential
treatment for some'of their quasi-progressional expenditures, even though theirs
typically are expenditures that are not paid for by an employer. A case in point
is costs of education. Education, particularly at the college level, is partly a
professional expense and wise tax policy dictates that it should be at least
partly deductible.

. ... Tm.x I7. 1f69.
Hon. CxIxToN P. AND msON. .
U.S. geoate,
Wahington, D.0.

MY DuAR S=AT0: I am and shall continue to be grateful for the priviledge
of living in the United States of America. I also accept and willingly carry out
the responsibilities that go with this priviledge. But I am also one more irate
citizen because of the continued and increasing inequities in the tax structures
that discriminate against the single person. This exists lt every level in all types
of taxation. -

:We pay taxes In- exchange for various types of services from a variety of
government agencies. The single person is less likely to need or to use such
services to the extent that the services are used by the married person with a
family, Yet the single person is taxed at a higher rate. Have tax committees
conducted auy valid research to determine why this situation is perpetuated?
Has there been any effort to determine the status of the single person in our
society? Why should federal and state income tax schedules be higher for the
single person who already pays more as the penalty for being single? Are the
ta specialist aware:

fs _tt.e fact that the majority of single people are women?
aTh a, large percentage of single women have the full responsibility for

aged and ailing parents.
-I?~)atthe single person-according to the Internal Revenue Service---cannot

be 11d of t household" despite the fact that she carries a mortgage on a
hoR ,P sropertY tax es-and supports on or, more relatives? My mother, age
8O~ 4.004 a .w al pension but she falls to qualify as a dependent because: (a)
the pensloi" is a Widow's civil service; (b) the pension amounts to a little over

OOE) per yar.

4-:

~--.:~ ~* /-
/
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4. The single person is not responsible for the "population explosion," yet
our taxes make up a large portion of funds available for schools and colleges.

5. The same may be said for the support of public facilities and services such
as hospitals, correctional institutions, and recreation areas.

I can find no justification for continuing the discrimination against the single
person. Can't someone do something?

Sincerely yours,
ELLA MAY SMAL.

INTERNATIONAL LADIES' GARMENT WORKERS' UNION,
New York, N.Y., JuIy 9, 1969.

HON. RUSSELL B. LONG,
Chairman, Senate Pinance Cotnmittee,
Senate Offce Building, Washington, D.C.

DraR MR. CHAIRMAN: The International Ladies' Garment Workers' Union
was very disappointed with the bill extending the surtax as It came out of the
House of Representatives because it did not really contain meaningful tax
reform or tax relief.

While the measure to extend the surtax, as passed by the House, did eliminate
payment of taxes by the very poor, as it should, and while it called for repeal of
the 7% Investment credit which we favor, che loopholes which deprive the
Federal Government of billions in taxes were not plugged nor did the bill carry
relief for millions of low and middle-income wage earners.

We hope that.the Senate Finance Committee will support the AFL-CIO posi-
tion on this legislation which we believe would treat all American taxpayers
equitably. It would plug the loopholes, adjust the tax payments for low and
middle-income groups and would guarantee that the very rich could not evade
paying their fair share of taxes as some now do.

This request for the Senate Finance Committee to amend the bill as it came
out of the House to include truly meaningful reform and relief is made on behalf
of more than 417,000 members of the International Ladies' Garment Workers'
Union in the continental United States. We hope that it will have your full
support.

I look forward to your reply stating your position on the measure now under
consideration by the Committee.

Respectfully yours,
LouIs STULBEEG,

President.

STATEMENT OF WILLIS E. STONE, NATIONAL CHAIRMAN, LIBERTY AMENDMENT
COMMITTEE OF THE U.S.A., Los ANGELES, CALIF.

Thank you, Mr. Chairman, and members of the Senate Finance Committee, for
affording this opportunity of presenting the viewpoint of hundreds of thousands
of your fellow Americans whose voices have apparently fallen on deaf ears for
many years.

As a matter of identification, I am Willis E. Stone, National Chairman of the
Liberty Amendment Committee with headquarters at 6413 Franklin Avenue,
Los Angeles, California. I speak for all the members, supporters and friends of
the LIBERTY AMENDMENT, pending before the Congress as House Joint
Resolution #23. They are organized in every state in the Union and more than
700 counties. Members of more than 7,000 other organizations have adopted
resolutions of support for it, and seven states have formally petitioned the
Congress to submit this question of public policy to the American people for
decision. I speak with their knowledge, consent and support. I make that distinc-
tion to differentiate my testimony from that which may be given you by those
who speak in the name of -organizations without the knowledge, consent or
support of their membership.

Many long years have passed since a vast segment of the American people
last had an opportunity to express their views that true tax reform and consti-
tutional liberty are the same things and can only be had through the literal
enforcement of the Constitution of the United States. These fundamental truths
have gone unheeded, and the cumulative disasters visited upon the American
people are largely traceable to the fact that violations of Constitutional principles
continue to accelerate at ever increasing cost to the taxpayers. The tax reform
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hearings being held by this Committee were impelled by the growing clamor of
aggravated and frustrated taxpayers. These hearings implied a purpose of
heading off, rather than increasing the tide of taxing and spending, which are
inseparable parts of the same things. The American people now find themselves
in a political and economic straight-jacket of terrifying magnitude. They earn-
estly beseech you to actually seek true tax reform before your tax levies strangle
the productive impulses of the goose that provides the plunder. I believe each
of you agree there is monumental evidence to support this plea for real tax
reform. As the great Al Smith so often said: "Let's look at the record."

The Statistical Abstract of the United States tells us the federal "tax and
spend" spiral took a terrible toll in the 1950's. A resentful people provided the
impelling motive for the tax reform hearings of 1958.

Consider the magnitude of the pressures involved. Individual tax collections
by 1950 had risen to the staggering figure of $18.4 billion-almost twice the cost
of government for the first hundred years of this nation. The restraints and
limitations upon the use and abuse of power appeared to have been broken. The
anguish and concern of a great people made it quite necessary to call the 1958
"tax reform hearing&"

Unfortunately, the effects of these hearings, insofar as can be observed, were
more detrimental than beneficial to the people. The tax and spend philosophy
was stepped up rather than diminished-as is evident by the fact that federal
individual income tax collection in 1960 reached $39.5 billion, more than doubling
in that ten-year interval. This is indeed tax reform in reverse. But, we didn't
know the half of it then, did we?

By 1963, the product of the 1958 "Tax Reform Hearings" should have been
operative, yet individual income tax collections skyrocketed another 25 percent
to $48.2 billion that year. The Idea began to emerge that there has been no validity
in Congressional declarations of tax reform or equity. -

This opinion was further supported by the accelerating tax demands put
upon the people, drying up incentives to produce, as federal individual income
taxes increased nearly half again over 1963 during the next five years, reaching
the fantastic figure of $68.7 billion for 1968, with a projected Individual income
tax collection of $90.4 billion for 1970! No wonder the spirit of rebellion is loose
in the land.

Despite this accelerating tax take from a reluctant people, there appears to
be no pretense of keeping spending within income. The national debt is sky-
rocketing steadily toward the point of national bankruptcy. Referring again to
the Statistical Abstract the recorded federal debt in 1950 was $257.4 billion. It
climbed to $276.3 billion by 1958. The debt went right on up to $290.8 billion in
1960-and on up to $310.8 billion in 1965--and on up to $369.7 billion' in 1968.

There is no indication that this is the end of the road you gentlemen are
traveling because you recently approved an increase in the so-called "tax ceiling"
of $12 billion.

It is worth noting in this connection that in 1968 your tax levies managed
to take more money from the American people than any nation in history ever
extracted from Its people yet Congress managed to spend $25.4 billion more than
was taken in, adding that much to an already crushing debt. Neither is it con-
sidered a coincidence that this money was borrowed at the highest rate of interest
this notion ever paid which tends to reflect a lack of public confidence in govern-
ment's fiscal Integrity. Confidence in your fiscal and Constitutional integrity
can be reestablished by this ComrIttee if you honestly propose taxation solely
to finance the constitutionally authorized functions of government-finance them
adequately-while at the same time withdrawing funds from the multitude of
activities carried on by bureaucratic agencies without the slightest pretense of
Constitutional authority.

There is no mystery about the ngencies involved in these unauthorized func-
tioos, nor in the volume of plunder they extract from our people to sustain
theirointerest free, rent free and tax free empires in direct and ruthless compe-
titibn ith tax paying enterprises. Neither is there any mystery about the cor-
ruption and waste of these specially privileged enterprises which are immune
from law-local, state and federal.

The Hoover Commission's Report of 1955 revealed countless ways of instituting
tax reform. We augmented-that study with our own and have listed more than
700 federal agencies involved in these authorized activities. A copy of this
list is handed to each of you herewith.* To make very sure that it Is beyond dis-

on'he list referred to was also made a part of the offcial files of the committee.
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pute in this Committee or elsewhere, there is, following every agency named on
the list, a number, a symbol and another number providing official reference
that qualifies each agency for a place on that list.

The appearance of a named agency on that list only stipulates that in some
way that agency has exceeded constitutional limitations and invaded the private
areas of activity which were, by the design of the Constitution, prohibited to
government. The fact of that intended prohibition is clearly established by the
9th Amendment which provides that: "The enumeration of the Constitution of
certain rights, shall not be construed to deny or disparage others retained by
the people."

The founding fathers attempted to make doubly sure of this limitation upon
your powers by the terms of the 10th Amendment which provides that "The
powers not delegated to the United States by the Constitution, nor prohibited by
it to he States, are reserved to the States respectively, or to the people."

Despite these safeguards, however, we have this vast array of federal agencies'
operating powers which were never delegated to government by the people, and
exercising rights not enumerated.

The general dilemma of our time is your quest for revenue with which to main-
tain these illicit empires, which have already taken over forty percent of the
land area and an estimated twenty percent of the industrial capacity of this
nation without any Constitutional authority for doing so.

The people yearn for tax reform-true tax reform-and pray that you at
long last will take steps designed to rrovide it by simply stopping the financing
of these lands and enterprises which exist without constitutional authority.
Adequate evidence exists to indicate that fully half of the federal revenue each
year finds its way, through your appropriations, to the maintenance and growth
of these unauthorized activities. This is an amount greater each year than the
total amount of federal individual income taxes collected.

Your own reports show that, even in war, the civil functions of the federal
bureaucracy demand and get greater increases in appropriations each year than
the true military expenditures for national defense.

At the 1958 Tax Reform Hearings in the House of Representatives, I pre-
sented a summation of a highly objective analysis of the projected budget spend-
ing under the 1959 budget which was then before you. It was ignored, but the
subsequent developments have confirmed every factor therein. I again present
this summation, together with a comparable summation of the potential savings
under the 1967 budget, showing a very similar pattern. Because of the ultra
conservative basis of these computations it Is doubtful that any overstatement
will be found therein.

I am certain each of you know of these gigantic potentials for true tax
reform. You may not agree in all details but you can not successfully contest
the facts because they are too evident for denial.

There are, as you well know, hundreds of ludicrous but tragic examples of
bureaucratic incompetence. There was the abortive political effort to raise Abaca
In Central America, and the more disastrous political idea of mining low grade
nickel in Cuba. There is the continuing program of compelling American farmers
not to produce sugar which, as a side result, sentenced Cuban farmers to a life-
time of peonage to tyrants there. There was the ridiculous Eskimo Housing
program-only slightly more ridiculous than the rest of the housing programs
spawned here In Washington at the cost of countless billions of American tax
dollars, and resolving nothing.

There is the thoroughly silly story of the steam-heated railroad tunnel in
Alaska, and the bureaucratic effort to corner the world's tin supply which ended
in disaster for us, and produced the turmoil in Bolivia that ended in a Communist
take-over of that unhappy land. There is also the current mania for financing
a road through Asia which the U.S. Army Engineers are building at our expense
for our Communist enemies.

There is an endless variety of such amazing and unauthorized dissipation of
the productive energies of the American people-your people. They want it
stopped. It is the first necessity for producing true tax reform on the heroic
scale that will grolify you, our nation and our people for centuries to come. It
can be done .by just living according to our Constitution. Vast numbers of
people, all across this broad land, are gathering In support of the Liberty
amendment, which is designed as the best possible instrument for restoring the
Constitution to full force and effect, and compelling government to live within
its organic law.
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It Is a tragic conunentary that the people are coming to believe it necessary to
forcibly apply the principles of the Liberty amendment !to reapply the rule of
of law upon those who represent us in government. It would be much more to
the point, and infinitely more desirable in every way, if you, our leaders in gov-
ernment, would approach the great problem of tax reform from this traditional
and truly basic viewpoint. The tremendous problems which confront you will
rapidly diminish if you do this, and stop the insane spiral of spending by our
bureaucratic empire builders.

What does the future hold? By the arbitrary imposition of the tax and spend
philosophy which has destroyed countless nations, we can go deeper into the
morass of tumult, conflict, rioting, burning, riglt into the agony of revolution
in the eternal struggle of power and plunder. I am sure all of us want to prevent
that.

Our people prayerfully hope that your Committee will find the way, In these
tax reform hearings to restore the tranquillity and equity of just and. equal law
under the Constitution. We pray you will finance only constitutionally author-
ized functions of government, leaving all else to the sovereign states and the
free people of this great land.

How can we reach your ears, your minds, your hearts, and inform you, our
leaders, regarding the will of the American people, and Inspire you to the task
of repairing the sanctuary of the Constitution as the only safeguard to our
lives, liberties and property. Surely, the stark, silent ,but immutable message of
the public will be free of oppressive governmental taxing and spending has
long been evident to those who will listen. We -pray that you will hear these
truths, and heed them, and bring about that "rebirth of freedom" for which
your people yearn.

STATEMENT OF WALTER N. TRENERRY

STANDING

Your relator appears In his own right as a taxpayer and also as counsel for:
Certain taxpayers who have gross Incomes of more than $1 million a year and:

a. Take part in new, risky, experimental business ventures.
b. Borrow money for -many kinds of investments.
e. Carry on a sizeable business In oil and gas exploring, producing, andselling.

SUMMARY OF ARGUMENT

The Hobby Low. Investment Interest, and Natural Resources sections of
H.R. 18270 will keep money back from new business ventures and will lessen
tax collections.

The Natural Resources sections also penalize the oil business, which other
risks already threaten, and may conf'ct with establiShed American foreign
policy.

PA=T 4 Or STATEMENT or WALT N. TENEaRY

Your relator, Walter N. Trenerry, of St. Paul, Minnesota, Attorney-at-Law
and Member of the Minnesota Bar, respectfully states to the honorable Finance
Committee of the United States Senate:

While he does not favor all additions and changes created in the Tax Re-
form Bill of 1960 (H.R. 13270), your relator objects only to the matters in
Subtitles B and C of Title II, Subtitle A of Title III, and Subtitle A of Title V,
which he mentons specifically here.

Your relator does object formally to all the following as unfair and short-
sighted:

-Title II. Subtitle B: Sec. .213(a) Hubby Losses (Proposed amended Sec. 270
ot the Code)

Tiffe II, Subtitle C: See. 221(a) Interest (,Proposed new See. 163(d) of theCOode)'
Title III. Subtitle A: Sec. 802(a) Allocation of Deductions (Proposed new See.

27 of the Code)
Title V. Subtitle A: See. W10(a) Pefcentage Depletion (Proposed amended

kwe. ,18 (b) ofthe Oode)

'Z_/1
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I. IS IT WISE TO CHOP DOWN THE TREE TO GET AT THE FRUIT?

The Congress certainly knows that these sections will make their subject-
matter less attractive and will keep Joe and Judy Taxpayer from putting money
into then.

While this policy may give Uncle Sam a bigger tax bite from Joe and Judy
this year, next year Uncle Sam's choppers will slam together on nothing when
they try to bite the former taxpayers Joe and Judy supported.

In other words, giving rough handling to a tiny tiny fraction of taxpayers will
cost Uncle Sam money.

Rich men who escape taxation through deductions have to pay those deduc-
tions, in cash, to someone who pays a tax on them. The total taxes paid by these
someones will be much more than what the single rich man would have paid if not
allowed to take the deductions.

Historically, some part of all economic growth has come from people who
would not give up, but pushed on, year after year, pouring money into ventures
that looked hopeless. Until now the income tax quietly encouraged them. Most
of these ventures were hopeless, but some, like the Ford Motor Company, turned
out well.

Now the Congress apparently wants to penalize these cheerful optimists who
are willing to lose money today in their belief in a sure bonanza tomorrow.

The Congress is admittedly free to make its own tax policy and to pick the
objects of taxation; but the way of tax statesmanship is not grabbing and chok-
ing to death infant taxpayers of the future.

It is no secret that credit furnishes most of American risk capital. To dis-
courage borrowing for investment, and to discourage putting capital into any-
thing but absolutely safe ventures, could bring premature old age and decay
to an economy based on expansion and managed by men trained to push for
growth.

I. SPECIFIC SHORTSIGHTED MEASURES

Your relator believes that the hobby loss, Investment Interest, and natural
resource sections of H.R. 13270 will have a strangling effect on the economies
of both today and tomorrow.

1. Hobby Loss Limits and Presumptions (Section 213(a) of the Bill, proposed
Amended Section 270 of the Code)

This hounding for speedy results, now applying to "an activity" rather than
only individuals, hits much harder than Sec. 270 of the 1954 Code. Acting under
such pressure,* both Joe Taxpayer and The Joe Taxpayer Corporation will
necessarily cram their hugest research and development, or expansion, costs
into repeated two-year spurts. Whether this will help find new products, or en-
large businesses, or raise more taxes, remains to be seen.

Through its setting in the Bill the word "hobby" gets a certain sanctification,
but the word is misleading and much out of place; the section slams more than
'harmless men end women tinkering with amusement devices. It would hit
Thomas A. Edison if in 1969 he were still working on the incandescent lamp.

For some reason Income Tax administrators have never come up with a
better distinction between hobbies and ,business than "If you love it, it's a hobby;
but if you hate it, it's business." The Joe Taxpayer who loves doing what gives
him his daily bread is, in the Income Tax zoological garden, one with the
chimera, the griffon, the phoenix, and the sphinx-a thing of art, but a phantom.

From 1939 to 1969 the Congress was willing to allow Joe Taxpayer, as an
Individual, four years of limitless business deductions and only questioned
his economic wisdom if in the fifth successive year he tried to deduct more than
the gross income of his venture plus $50,000.

Now, 30 years later, the Congress practically limits both Joe Taxpayer and The
Joe Taxpayer Corporation to two years of limitless business deductions and
one year of business deductions equaling gross Income from the venture plus
$25,000.

Rather than cutting the $50,000 allowed since 1939, the Congress ought to
raise it to $100,000. Filling the public trough has chopped real values at least this
much.

Keeping the public trough filled to politically acceptable levels, incidentally,
calls for more and more new taxpayers each year.

In addition to denying relief for inflation damage, proposed new Sec. 270
relies for administration upon the marvelous 20/20 vision of hindsight. When
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five years are over, Uncle Sam has the chance to look back and pick out any
three of them to attack for impropriety.

Present Sec. 270(b) has vanished and was presumably murdered somewhere
offstage, leaving Joe Taxpayer and The Joe Taxpayer Corporation to carry on
their natural resource businesses under the perpetual menace of these loss
limits.

The inevitable result will be to distort existing business practices-minerals
do not conveniently allow themselves to be discovered and made commercial
within fixed limits of time, any more than King Canute could make the tide
go back-and to discourage new venturers from entering the field.

Finally, in a country which prides itself on freedom from compulsory self-
incrimination, and glories in a presumption of innocence in criminal cases,
putting the burden of proving non-taxabilityi on the taxpayer is outrageous.

The Congress might as well say, "Every person subject to this act is pre-
sumed to owe at least $100,000 in tax."

When Uncle Sam proves that Joe Taxpayer or The Joe Taxpayer Corporation
had business losses of $25,000 plus gross income from the venture in three out
of five years, Uncle Sam can rest.

And at that point Joc Tarpayer or The Joe Taxpaycr Corporation. has no riqht
to challenge the 8ufflsciency of Uncle Sam's evidence. As things stand, the tax
is owed unless the taxpayer can wiggle out.

The unhappy taxpayer is forced to engage in a long and expensive lawsuit,
in which he suffers further unhappiness from knowing that he is paying the
salary of Uncle Sam's lawyer as well as the fees of his own.

Simple morality calls for making Uncle Sam prove that Joe Taxpayer or The
Joe Taxpayer Corporation owes a tax; and calls for giving the taxpayer a chance
to test Uncle Sam's evidence at one time, before having to prepare and present a
costly defense.

As a matter of policy apart from morality, the Congress would be better
advised to define what "activity" will allow deductions, and to stop there. In
the competitive and costly business world. the chance of keeping a steadily
losing business going into an indefinitely deductible future is very slight. At
some point even the most virulent tax-hater has to start scratching for income.

Every business has its unplanned bad years. To demand bouncing back in
three years, or conijng up with a commercial product in three years, is petulant;
American impatience for quick results.

Does this section mean to penalize branches, divisions, or other parts of'
large businesses? In a conglomerate, if the razor blade divisions shows a for-
bidden series of losses, does it matter if the frozen food division shows profit?

A possibly unforeseen risk is that this section could put Uncle Sam's best
taxpayers in trouble. If General Motors brought out three Edsels in a row,
and in addition bad to pay taxes out of dwindling cash, the real sufferers
would be stockholders, who are also taxpayers, and persons who depend on
pensions and profit-sharing trusts holding this stock. The following year Uncle
Sam would suffer.

Your realtor feels it proper to allow taxpayers to deduct true business. losses
without limit. The Iron laws of economics make unlimited income to support
these deductions very unlikely; and a business manager is better able to Judge
"reasonable expectation of realizing a profit" than Is the Internal Revenue
Service..

Two projects that literally changed the world, but only after repeated trial
and error-and deductions-may suggest not trying to interfere with the inven-
tive and business rhythms of mankind.

In the 1930's everyone "knew" that men could split the atom but no one could
'figure out exactly how to do it. By 1939 a General Electric cyclotron made this
possible in a small scale.

During 1942-45. with national survival at stake, the "Americans" (Bohr,
Einsteln, Fermi, Meitner. Szilard) worked at large scale atom-smashing and In
1945 saw their suceem at Los Alamos, Hiroshima, and Nagasaki.

Estimated experimental time: 12 years
In the 1830's came the lonely figure of Oharles Babbage. working on a mechani-

Cal computer that he could never perfect. Nearly a century later, in 1030, Vanne-
var Bush brought forth a mechanical differential analyzer that did work.

Tinkering with this gadget in the 1930's at M.I.T. and elsewhere led to the
analog Lomputer of 1942,'used in automatic tracking and leading for the World
War II anti-aircraft guns, and which In turn led to the modern electronic analog
and digital computers of 1946 and after.
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Estimated experimental time: 116 years.
It is safe to say that the taxes paid by those who followed In both these fields

outrun by quite a bit all conceivable Income tax deductions based on experiments
leading to them.

2. Jnvestmwnt Indebtedness Interest Limit (Sec. 221(a) of the Bill, proposed
new Section 163(d) of the Code).

Whether to continue or kill this deduction is at policy matter for the Congress.
Your relator feels that this section will hurt the economy by discouraging men
and women from borrowing to buy securities of new businesses or securities
issued for business expansion.

When this section combines with other sections dealing with capital and capital
gains, it reinforces other measures in the Bill which give a clipping to capital.

3. Natural Re8ources Allowancrs (Sec. 501 (a) of the B!1I, 'proposed amended
Sec. 613(b) of the Code)

The Congress has seen fit to lower the percentage depletion allowance for oil
and gas to 20 and to limit the use of percentage depletion to production from
doinestic sources.

After all the publicity there is no doubt that this represents a calculated de-
cision and -that the Congress realizes that this way result in lessened American
oil and gas investment abroad. The change Is sure to have an effect upon an in-
dus ,ry long accustomed to the 27.5% rate, applied to production from any area
in the world.

Without going into the technical merits and demerits of 27.5% as against 20%,
or a domestic base as against a worldwide one, your relator suggests that the
Congress might consider some broader policy questions which overlap questions
purely of taxation.

These policy deliberations must also take into account two other sharp attacks
made on natural resources businesses by H.R. 13270.

One is the limit on lobbyy los" deductions fixed in See. 213(a). The other is
the limit on personal deductions computed in See. 302(a), which uses certain
intangible drilling costs. and the excess of percentage over cost depletion, as
limiting "tax preferences."

All three--lower percentage depletion, lower hobby loss limits, and lower per-
sonal deductions-make natural resources less attractive for investment and will
discourage spending in this area.

The "hobby loss" section is particularly menacing, in that the realities of
mineral exploring usually call for a long period of testing and waiting before
anything turns up. Estimating the final cost is usually little better than guess-
work. To have to use after-tax dollars until the payout comes is a burden that
those able to bear my just as easily decide to forego.

In 1954 the Congress was so concerned about this particular Issue that it
Inserted present Sec. 270(b) of the Code to assure Uncle Sam that needed ex-
lloration and development in the oil business would go on.

It is a matter of Interest that Amerada Corporation spent at least $20,000,000
in North Dakota before making its first discovery; and it will be a matter of
more pertinent interest to see when Alaskan North Slope production brings a
profit.

It is particularly the oil business which brings policy questions into play. In
1969 this business is not the happy playground of rich tax-dodgers, as politicians
call it, but more a beleaguered giant.

If in fact the Congress had schemned to launch an attack on Pete Petroleum
In the year in which he would be most open to one, 1969 would be Y-Year.

In 1969 Uncle Sam and the world have plenty of oil; the black stuff pops up
everywhere and has not risen in price since around 1950. As a result Pete has
his marketing troubles without facing the other troubles threatening him.

In 1969 the oil-rich world found new riches in the Alaskan North Slope dis-
coveries. Pete has to face the price competition of this oil now, while it Is still
landlocked in the frozen Arctic.

In 196W the Athabasca tar sands in Alberta went into commercial production,
and the Alberta government has just approved a second extracting and refining
unit. This area has oil reserves equal to the total of the whole world's present
known conventional reserves. The product comes Into Pete's marketing terri-
tory and he must reckon with It.

In 1969 Pete has to face the competition of foreign government-dominated
companies even in scrambling for leases lim Uncle Sam's back yard. Side by
side in Texas, or Louisiana, or California, or Alaska, may be Pete, Acqultaine
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(French), British-American (British), Petrofina (Belgian), Deutsche Erdoel
(German), or AGIP (Italian).

In 1969 the President announced that he would lower oil import quotas, open-
ing Pete's domestic territory to the direct price competition of oil produced
abroad; produced, obviously, by labor paid a good deal less than Pete has to pay
his employes, and under such odd conditions of life as being subject to instant
decapitation at the whim of some Sultan.

These complications and many more face Pete In trying to carry on his daily
business at home. Now Pete is a large taxpayer and the employer of millions.
Should Uncle Sain try to heap further burdens on him in this year of his
grievances, 1969?

When Pete carries his business outside Uncle Sam's yard, it meshes with
certain deep concerns of Uncle Sam.

In 1969 this globe is hardly the Peaceable Kingdom of Adam and Eve. Uncle
Sam Is adding to his defenses. It is in his Interest to have friends, who can
defend themselves and help defend him, in areas he thinks the cornerstones of
foreign policy and defense.

For instance, Canada is a place that Uncle Sam has to guard, or see guarded,
even if it is hostile; and the Middle East, including Libya and Saudia Arabia,
is a cornerstone area In foreign policy.

These places have oil, developed by Pete's investment, not Uncle Sam's, but
Pete's investment makes It possible for these places to defend themselves and
so bolster Uncle Sam's defenses and foreign policy.

If Uncle Sam's interest in these places should fall, that of Uncle Ivan or
Uncle Mao will bowd upward.

H.R. 18270 lessens incentives for Pete to invest his money in these places
and will raise incentives for oil producers in these places to Join other produc-
ing and marketing (and political) systems.

Is the Congress sure that this is consistent with Uncle Sam's best interests
internationally?

The Congress might remember that it aw fit to exempt Canada from the strict
rules of the Foreign Direct Investment Act.

IIn. CONCLUSIONS

This ends your relator's statement on H.R. 13270.
The Bill can do what the Congress wants, if the Congress's dearest wish is to-

see all men and women who enjoy sizeable incomes pay some income tax.
It will come at a cost. including badgering charities, discouraging capital in-

vestment and basic businesses, and a new Internal Revenue Code of unbelievable
complexity.

To your relator all this effort resembles building a mile-high, mile-long, 220,000-
volt electric mousetrap.

The Congress admittedly has the power and duty to provide for the general
welfare and to collect taxes to do it. Your relator would welcome a real Income
tax reform; but the Tax Reform Bill of 1969 has pilfered a name which it has
not earned.

As a positive recommendation, your relator asks the Congres to restudy basic-
tax policy and to take the time to simplify taxes. So far, from 1913 to 1969.
"reforms" in income taxation meant adding some new subject of litigation to.
the Act or Code.

As it stands the Internal Revenue Code needs changes of both form and
substance.

In choosing simpler forms, the Congress might look at the British Inland
Revenue Acts. In these a simple basic act levies the tax. Appended schedules fix
the subject-matter, rate, and special treatments such as depreciation. To make-
changes, the Parliament has only to amend the schedules Involved.

In dealing with substance, the Congress should decide whether a taxing act
should t m to do more than collect money. Your relator feels that It should not,
even though any taxing act is bound to have an effect on every man, woman, and
business suject to IL

The always-growing list of special favors handed out under the income tax
has made the Internal Revenue Code the bulky puzzle it turned out to be.

A tax rebate on tea fired the American R4volution, and tax favors to oil pro-
ducers fueled the movement for H.R. 18270. Outright subsidies to favored bene-
ficiaries would be simpler, would not complicate the tax structie, and would,
probably be cheaper.
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The Congress should then decide whether it really needs more than one kind
of tax. From 1789 to 1862 the tariff supplied all of Uncle Saw's tax hictomle.

While this will not do for an exporting country, a .les tax might be the ideal
answer. It reaches everyone and everything and it brings in ,i lot of revenue.

While a single tax which is a sales tax may sound questionable politically. in
assessing the relative worth of tax types the Congr,,-4s must put aside the hypo-
critical moral and emotional Issues that clog the simple matter of raising money.

The purpose of a tax is to raise money wanted. If it des that, it succeeds.
No matter in what spirit or for what purpose applied. it is an extortion based
on power to force payment, and earns no heavenly hlesning beLause squeezed
from the rich to scatter among the poor.

For thls reason, If a tax brings in all the money that the Congress wants, it is
immaterial to the Congress that the tax does not reach some men, women, or
objects, and that some men, women, or obJects go untaxed.

In reaching the specifics of the tax or taxes chosen, the Congress should decide
whether it should allow any exclusions, exemptions. deductions., or rebates. Your
realtor feels that it should not; this is the opening to favoritism and complex
tax plans.

The data gathered by the Congress to guide its choice of tax or taxes will also
supply Information on how the tax will work.

A man, woman, or corporation paying a sales tax coming to 10% of gross
income, or an income tax coming to 15% of gross income, may be just as well
off as if paying a tax of 50% of net income left after a myriad of exclusions,
exemptions, and deductions, each of which is problematical and each of which
could lead to a long-drawn-out lawsuit for each year in which claimed.

In conclusion, your relitor objects to H.R. 13270 because it Is arbitrary, in-
flexible, and complex; but your relator would support genuine tax reform meant
to raise revenue simply. A single tax, without exceptions, levied on a gross basis,
would be the best model toward which to work.

BELOIT COLLEGE,
Beoit, Wi8is., August 7, 1969.

Hon. RUssELL. B. LONG,

Chairman, Senate Finance Committce,
Wash ington, D.C.

DEAR SENATOR LONO: I am enclosing copy of a statement that I have prepared
specifically for consideration by all officials of the federal government who are
giving attention to the matter of tax reform at the present time.

I do so with some trepidation and embarrassment because of the magnitude
of what Is proposed by the statement. It may even appear to some to be irre-
sponsible in its radical simplicity. However, I am convinced that the basic points
are incontrovertible and that some person must urgently be about making them.

I would appreciate it, therefore, if you could find some time to give attention
to my statement as Chairman of the Senate Finance Committee.

Respectfully yours,
M1ILLER UPTOv, President.

AMEHICAN TAXATION-THE NEED FOR COMPLETE OVERHAUL NOT ISOLATED REFORM

(By Miller Upton, President, Belolt College)

In my presentation to the House Ways and Means Committee on March 14,
1963. in opposition to the so-called Kennedy tax reduction on the grounds that
it would inevitably lead to inflation rather than secular growth, I concluded
with the following statement:

"As for our tax situation, we have reached the plaee where we must dispense
with the use of patent medicines in the form of rate reductions and isolated
amendments and resort to surgery In the form of a complete overhaul. Anything
less than this will merely be temporizing gnd no worthwhile effect will be had
on long-range economic development. Everyone who has given any serious con-
sideration to the matter has had to admit that the present tax structure Is a
monstrous concoction without any governing rationale--a burdensome and ugly
mass of unrelated accretions that have accumulated over time as an outgrowth of
different political and emergency pressures. It can readily be shown to be in-
equitable, overly cumbersome, overly expensive to administer and a severe
deterrent to economic vitality and growth and development.

"Although taxation is as old as human society, general reliance on the in.
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come tax is relatively new. Certainly it is new in this country. We have learned
much from our experience over the past fifty years which we should draw
upon in developing an entirely new tax structure. The present tax law should
not be considered sacrosanct simply because it is the prevailing law. We should
not allow ourselves to become enslaved by a monstrous creature which has
been fashioned by the combining of separate and disparate acts designed
to deal with immediate needs which vary with the passage of time.

"In the final analysis, tax reform is fundamentally simple if it originates
from a real desire to deal with fiscal and economic realities and does not confuse
tile issue with political pressure. If the government would proceed in such reform
on the known fact that all taxes, however called or however collected, must
lie lairl out of Individual Income, a new structure could readily be developed
which would be simple, direct, equitable, and efficient.

"Such fundamental reform should also reckon with the fact that in any society
there should be only one taxing authority. The situation that prevails now with
communities, states, and the Federal government vying with one another for
the citizen's tax dollar is one of utter confusion and leaves the individual tax-
payer a pawn that is pushed around rather callously by the separate govern-
mental authorities, each passing the buck to the other. Either the Federal
government should raise its revenue by an assessment on the individual states
on the basis of each state's contribution to the national income, or it should
become the central taxing authority and take care of the separate needs of the
states. In keeping with the Federal character of our national governmental
structure the assessment approach would be by all odds the better, but we seem
to be drifting rather indifferently and dangerously toward the other.

"Certainly there would result from such a major overhaul a substantial
amount of temporary disruption within the economy. Some businesses and
business practices have come to be tied directly to the ramifications of the
existing tax law. But to preserve a bad law to protect its economic spawn would
be the height of irrationality. The economic disruption resulting from a complete
tax overhaul would not last long, and the great benefits that would result to
our society at large would be worth far more than the price of temporary incon-
venience that would have to be paid."

I submit that this strong but not exaggerated statement is even more true
today than it was six years ago and will become increasingly more accurate
and demanding with the passing of each year. In view of the widespread and
serious consideration being given to the tax structure at the present time it
would seem that there has never been a more propitious time for facing realis-
tically the need for complete overhaul and doing something about it. The need
is too critical to lose the opportunity that exists now.

The point to be reckoned with it not that there is no need for the kinds of
reform being given serious consideration by the Congress at the present time.
To the contrary, the need for such reform for the sake of equity and efficiency
is so intense and pervasive that isolated adjustments have the effect of mere
tinkering rather than fundamental reform. True equity and efficiency can be
achieved under existing circumstances only by a complete overhaul that starts
from scratch. In the meantime we should stay with what we have. including
the existing surtax, for the whole structure is so intertwined and confused
it is impossible to determine jr predict what the net effect of isolated tinkering
will have upon the economy and the society In terms of tax Incidence, tax in-
centives and revenue generation.

Any such complete overhaul should proceed with full adherence to three prin-
ciples in particular. These are: (1) All taxes, however named or however im-
posed, must ultimately be paid out of individual wealth. (2) For a given
society there should only be one taxing authority. And (3) equity can be assured
only if the tax system is used strictly for revenue-producing purposes and not
perverted to other political and economic eads.

In addition to these basic tax principles, any substantial overhaul must reckon
with the basic equity value judgment to which our society seems to be increas-
ingly committed that taxation should be based upon ability to pay rather than
benefit received. What this means in particular is that the tax burden should
be related to individual current income rather than accumulated wealth in any
form. If accumulated personal wealth is to be tagged for social purposes it should
be done by inheritance taxation and not by- the current revenue producing system.

Both equity and efficiency, in other words, calls for a single, simple progrs-
sive tax ou individual income. Only in this way can the incidence of the tax
be readily determined and the revenue generation be readily and reasonably
anticipated.
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No tax system can be defended as either efficient or equitable if its Incidence
is unknown. That is why even the corporation Income tax should be dispensed
with in favor of the single progressive individual income tax. Reason supports
the proposition that most corporation taxes are passed on to the individual by
way of inlusion in its product price, but precise identification is Impossible.
And under those conditions of elastic demand for the product which may inhibit
full recovery by way of the price, the tax becomes a tax on production and not
Income and therefore self-defeating.

Corporation income should be taxed the some as partnership income is now
taxed, that Is, identified with the individual owner and taxed as his personal
income. Each corporation would certify to its per-share earnings for a given
year and the individual stockholder would declare this as ordinary income.
Although the point Is disputed, such an approach could have by-product advant-
ages for the economy In general in that it would provide a check on an individual
management's decision to retain earnings for corporate purposes, and It would
free the corporate form of business organization (one of man's greatest inven-
tions) from irrational discriminatory treatment.

On the surface , excise taxes and use taxes of various sorts would seem to
tie the one Justifiable exception to the single tax on individual income. The Inci-
dence Is clear and equity seems to be respected. But closer scrutiny brings to
eight the illusory nature of such thinking. Certainly the user of the toll road
is not the sole beneficiary of such. Immoderation in general Is a greater social
evil than a particular item of consumption per se. And one man's luxury may
well be another man's necessity. In fact, we are well acquainted with historical
validation of the dictum that today's luxury is tomorrow's necessity. Excise
taxes rely upojn a morass of value ,judgments that make equity indeterminate
and therefore should be no part of a straight-forward revenue-producing system.

In support of the principle that for a given society there should be only one
taxing authority, it would seem only proper in our country for this to be the
fact that the Federal constitution specifically, grants the Federal government the
right to tax directly and not rely solely on an assessment of the individual states,
the dominant trend in our society over recent decades, particularly as regards
taxation, has been toward centralization of governmental authority in general
to the point that reliance upon a system of state assessment by the Federal
government would be anachronistic. Furthermore, centralizing the taxing author-
ity with the Federal government avoids the danger of duplicate taxation of a
given individual's Income by separate states and the possible development of
"border taxes," such as sales taxes imposed by a state to raise revenue from
the "foreign" tourist. Such reasoning constitutes a shift from the position I used
to hold.

Clearly the Federal government is without authority to require the sovereign
states to give us their taxing authority, but a system that would enable states
and municipalities to raise their revenue needs by latching on to the Federal
tax would have great appeal to these governmental unite on the basis of economy,
certainty and equity. Instead of participating in some inescapably involved
sharing formula, each state and municipality would be authorized to establish
a tax rate of its own to be added to the Federal rate and collected by the Pederal
government. For example, an individual citizen living In New York City might
have his Income subject to Federal rate, or a New York State rate and a New
York City rate, all applicable to the one income figure and all collected by the
U.S. Internal Revenue Service. Funds thus collected by the Federal government
on behalf of the State governments would be turned over to them, and they in
turn would be responsible for making the distributions to their respective local
governments. Each governmental authority would receive a copy of each of
its citizen's tax reports for checking and control.

Under such a system there would be no seed for local property taxes. Renters
and property owners would be treated equally on the basis of ability to pay.
But absentee property owners would be subject to local tax rates wherever they
own property as well as where they reside.

Where our taxing authorities have been most negligent in the past is in viola-
tion of the principle that the tax system should be used strictly for revenue-
producing purposes and not perverted to other political and economic ends. These
ends should be sought directly and not via special tax allowancesi Failure to be
faithful to this principle Is what has produced so much of our crazy quilt pattern
with built-in contradictions, discriminatory provisions and arbitrary allowances.
The raising or lowering of the tax burden in general for purposes of fiscal policy
is not a case in point. It does not modify the internal aspects of the law.

33-865-09-pt. 2-29
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The goal of equity as represented by ability to pay can only be approached by
a progressive rate schedule applied to a uniform definition of income. Clearly it
is impossible to promote general equity on an individualized basis, and the
governmental authority should not be placed in the compromising position of
trying to do so. It is enough that the tax be equitable; to expect it to compensate
for all the existing inequities in life is totally unrealistic. A Christian Scientist
can make a strong case for an educational allowance in place of a medical allow-
ance. And the excessive medical payments of a hypochondriac clearly should
not be subsidized by other citizens. Nor should profligate use of credit be
rewarded by the interest thereon being allowed as an income deduction.

The size of one's family, furthermore, should be looked upon as one of life's
personal decisions for which one accepts responsibility, and it should not be a
tax consideration. Those who choose in favor of a small family on the grounds
of economic responsibility should not be penalized in favor of those who prefer
large families. If family welfare is involved it should be handled directly by a
special private or governmental program designed to deal with the problem on
the basis of its individual nature. The very allowance for dependents in income
calculation requires a definition of the term that in the final analysis must be
arbitrary. And the amount to allow for dependents so defined is bound to be arbi-
trary in the ultimate.

Each governmental authority should determine its level of service and then
raise the needed revenues in the most direct, efficient and equitable fashion
possible. It can only do this if it keeps its revenue system free of contamination
from diverse political economic and social objectives. (Again, fiscal policy
excepted.)

Once having provided for the calculation of an individual's tax liability in
this straightforward fashion there should be opportunity for a tax credit based
upon the Individual having voluitartly taxed himself. Two principles are in-
volvpd here. One is that private initiative and philanthropy Is the cornerstone of
a free society. The other is that government in a free society should only under-
take those services which its individual citizens are either unable or unwilling
to do on their own initiative. Contributions by private citizens to finance needed
social services, therefore, constitute a form of voluntary tax and should be
allowed as a credit against their individual tax liabilities up to a fixed limit.

One final matter remaining for consideration Is the implication of this
approach to the capital gains tax. Since total individual income each year will
be subject to tax whether realized iu cash or not, separate taxation of apprecia-
tion could constitute double taxation and therefore an inequity. To the extent
that appreciation in an individual case is in excess of the accumulated earnings
retained plus any factor of monetary inflation, taxation of this additional income
can be Justified. The most defensible approach would be to reckon it as a dis-
counted value of future earnings and prorate it to current income over an arbi-
trary period of time into the future, such as ten years.

The aim of this paper, however, is not to submit in definitive form a total
tax revenue structure. Such is beyond the capability of any one individual.
Rather, the purpose is to try to establish in broad outline form the basic approach
that must be taken to achieve the kind of complete overhaul that is called for
at the present time, As long as we continue to temporize and tinker with what
Is obviously an inefficient, Inequitable, overly cumbersome and outmoded tax
structure we will merely be compounding our difficulties, aggravating our dis-
sensions and prolonging our self-made suffering. Simple logic insists that our
society will have to come eventually to some straightforward revenue system as
described herein. Why not now?

AumuoAN Vzra&Ns CoMMUTF*.,
Waeohgton, D.O., JuZy 14, 1969.

Mont RusSeLL B. Loo,
Okairtha%, Senate Fisaum Oommittee, U.S. Senate 00 e Buti44ng, WaaMngton,

D.O.
D&&i SiAToa Lose: I would like to call your attention to the enclosed reso-

lution on "Tax Reform" passed by the National Convention of the American
Veterans Committee last month.

Your, comments will be welcome.
Sincerely,

JuNE A. W.Izqs,
Haeoutive Direotor.
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RESOLUTION: TAX REFORm

AVC in Its platform has called for tax reform; that is, the abolition of favored
treatment of numerous types of business transactions and of the exemptions of
broad classes of income from the burden of income taxation. Tax reform is NOT,
however, the imposition of a token tax on a small group of very wealthy tax-
payers whom the law presently enables to avoid all taxes or the repeal of the
income tax which now hits some very small net income earners. If, as the Nixon
Administration proposes, only these two steps were taken, it would be in effect
a refusal to bring fundamental justice to our tax system. Even within this
framework the Administration proposals reduce the proposed tax bite from the
income of the very rich from $4-,000,O00 in earlier proposals to only $80,000,000
in their own current project and narrow relief for low Income taxpayers to the
very lowest group which pays ninal income tax in any event, and pays taxes
primarily through sales taxes which some Administration leaders seem to favor
on a nationwide scale under the guise of a "value added" tax. This reshuffling
of income taxes would help the very low income earners very little and would
certainly not relieve seriously their poverty. To this end, welfare policies must
be revamped as we propose in a separate resolution. It is our hope that Congress,
sensing the mood of taxpayers, will take the bit in its mouth and enact a program
which will reshape our income tax to make it a fair instrument to raise the
funds needed to finance national programs.

II

The areas of favored income and transactions are today well-known in their
broad outlines to lay taxpayer and tax specialist alike. In general, in these areas,
tax reform means the removal of the tax favored treatment. If some situations
require special formulae, these would not be in the nature of exemptions, but
of defining the application of the general principles imposing the income tax to
particular sets of business facts.

The major classes of income which should be made fully taxable are:
1. Interest from tax-exempt state and local bonds, including industrial

development bonds.
2. Capital gains, including unrealized capital gains on assets passing on

their owner's death to his heirs or as the principal of a trust upon the death
of the tenant to the remaindermen.

3. Income from oil and gas properties and rights and other mineral and
natural resources through application of depletion allowances.

Arrangements which should not give rise to tax-favored treatment include:
1. Stock options for corporate executives.
2. The splitting of a single business into multiple corporations to escape

in part the surtax on corporate income.
3. Unlimited charitable contributions.
4. Charitable contributions of appreciated property.
5. Real estate transactions involving accelerated depreciation and other

"tax-shelter" devices.
6. Interest paid on funds borrowed for certain types of bond purchases.
7. Farms operated primarily for loss deduction purposes by individuals

and corporations engaged la non-farm callings or professions.
It has been estimated that the annual tax loss to the U.S. Treasury Depart-

ment from the tax-favored treatment of these and other classes of income and
transactions exceeds $20 billion at present tax rates. Obviously, many social
programs for the relief of poverty and discrimination, for the improvement of
housing and of our environment, and for the advancement of science and educa-
tion could be financed and, in addition, relief be given to the lower and middle-
bracket taxpayer. III

The business activities and investments of charitable and educational and
religious institutions, including private foundations, have grown to such an
extent that the burden on other taxpayers of the exemptions from income tax
which their income from these sources largely enjoys, is seriously called into
question. We endorse proposals to subject their income to taxation at a special
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lower rate which recognizes simplicity the public benefit Judged to flow from
their activities.

We warn, however, against the misuse of the need for reform in this area, as
well as in the vrea of self-dealing and personal benefit between foundations and
their founders, to impose upon foundations restrictions on the choice of their
activities which reflect political prejudices of congressional majorities and bar
them from innovative social projects which could not be undertaken without
foundation support for the benefit of the American people.

IV

We urge immediate repeal of the investment credit provision in order to help
stem present inflationary pressures.

STATEMENT OF THE AMERICAN VETERANS COMMITTEE (AVC) SUBMITTED BY JUNE
A. WILLENZ, EXECUTIVE DIREOTr

This statement is submitted on behalf of the American Veterans Committee,
Inc. (AVC), a group of veterans of our country's wars from World War I to the
war in Vietnam. It was founded by World War II veterans to foster a more demo-
cratic and prosperous America and a peaceful world. Hence, our concern with the
proposed tax bill. At our National Convention in June 1969 we ?xpressed the
hope that Congress would enact a measure to make the Federal income tax laws
a fairer instrument to raise the funds needed to finance national programs. Our
tax program adopted by the Convention, is included in the printed record of
the Senate Finance Committee on the subject of tax reforms.

The bill adopted by the House of Representatives represents a step forward in
increasing the tax contribution of those who heretofore have altogether escaped
any tax burden or at least their proper share of the burden. We commend the
House of Representatives for having taken this step and urge the Senate to
concur in the Ilouse action. We wholeheartedly endorse the proposals to reduce,
among other measures, oil and mineral depletion allowances and other excessive
deductions allowed the oil and gas industry at present, to increase the taxation of
capital gains, to reduce the tax shelter provided by certain types of real estate
transactions, and to increase the taxation of financial institutions, of certain
corporate activities and arrangements, and of deferred compensation.

We oppose all those Administration proposals recently presented which would
reduce the Impact of the tax reform proposals adopted by the House of Represen-
tatives. The net effect of the Administration proposals is to water down the by
no neais perfect provisions of the House bill to achieve a greater measure of tax
jtustice. The Administration proposals are regressive proposals which should be
rejected. II

The proposed House tax bill, however, contains two highly regressive features:
(1) It Aacrifices the opportunity of improving the welfare of those millions of

Americans who have not been able to overcome poverty and racial prejudice,
and of providing other opportunities for social and e'iviroumentul betterment to
tax relief for those in the middle and higher income brackets.

(2) It compounds this disregard of Our social and environmental needs by
stralghtjacketing, curtailing, and restraining privately financed tax-exempt
activities directed toward the solution of the problems alluded to, when carried
out by tax-exempt institutions and foundations.

. III

By drastically reducing national tax receipts, the bill wholly disregards, and
the Adiministration proposals would disregard, our major national needs and
goals., Instead, it proposes to dis4ipate the several billion (Wolars of new income
rAis" and indeed more in tax relief to individual income taxpayers, and, if the
Aml-istration proposals are accepted, also to corporations. These proposals are
maise atothe very time when we are told &Iliy how sums a fraction of what (ulti-
mftiely) lipie billion dollars of tax relief would accomnplish vital success in eradi-
cating singer, providing a minimum income for the poor, remedy the worst
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aspects of air and water pollution, revitalize low-cost housing construction, or
solve many other social problems.

An yet the House his now voted to appropriate these sums, when they finally
may becoihe available, to individual American taxpayers. We approve of tiix re-
lief, however, small, for those whose total income is below the "poverty line",
though we realize that such relief will do little to remedy their poverty.

But the bulk of the proposed tax relief will go to Americans mostly not in need
at all, in small driblets running from less than $100.00 to several hundred dollars
per year, as if this were our highest and most urgent priority! Important tax
reductions, when achieved under the bill tire obviously reserved to the high
bracket taxpayers whose taxable Income exceeds the $25,000 level. Among the
various classes of taxpayers principal benefits go to the relatively small number
of corporation executives, lawyers and other professionals who earn compensa-
tion in excess of $100,000 by liniting the maximum tax on their compensation to
50% and have borne a higher tax burden up to now without restraint on their
activities and are well able to continue to do so. They go in addition to single
persons over 35 years of age (hardly as yet the elderly) without family responsi-
bilities who all along the line get a break far more substantial than that given
to married taxpayers with children. Even percentagewlse the new schedule is
unreasonably erratic: for instance, the tax reduction for e family of four is
5..i% at $25,000 and for an individual over 35 without family responsibility, it
is 0%. Certainly, these pecularitles should be further considered and corrected.

If, on the other hand, the most recent Administration proposals are adopted,
additional tax relief would go in substantial measure to large corporations at
the expense of taxpayers in the lower middle income range. We see no reason why
corporations are deserving of tax reduction at their expense.

But beyond all the Inconsistencies within the tax reduction plan which the
House bill and the Administration proposals share In one way or another and
their injustice in favoring high bracket taxpayers, there remains the callous
indifference tO the suffering of the poor and to our urgent social needs. All the
money to be raised' and, an estimated two billion dollars more goes to those less
or least in need and goes to individuals for personal expenditure (or, possibly,
to corporations for dividends and higher executive salaries) as against expendi-
tures for public and common needs. If this part of the bill stands, Congress would
not only sanction a shirking of long-accepted public responsibilities but also con-
fess, in the face of selfish pressure and clamor, to lack of courage:in acting for
the best welfare of all and in championing a better life in the United States. If
Congress were to follow this step by unrestricted grants from the thus reduced
federal income to the States, as is now urged, we could only consider such action a
further abdication of Congressional responsibility. We urge Congres to reject
the first step on this road which is now before and to vote down the unneeded tax
reductions proposed to it.

IV

A major goal of current economic policy 19 the stated purpose. of eliminating
inflationary pressure on prices, especially for consumer goods. The middle Income
taxpayers who seek, and who would be the beneficiaries of, income tax relief, are
those who suffer most from current inflation. Perhaps they and those who support
tax relief for them will understand, if not national priorities of social goals, at
least the fact that the distribution of billions of dollars of new tax mone y to them,
likely to be used mostly for Immediate consumer expenditures,, will feed inflation
even more than all budget deficits together. The bill proposes to remove the invest-
ment credit because its effect is currently considered Inflationary. It then feeds
the flames of inflatin by giving more than twice the amount thus taken out of
the economy to Individual taxjmyers. The inconsistency of the two measures is
apparent. If the Inflation menace is taken seriously, massive income tax relief
should be postponed for a long time.

V
Both historically and in our own day the people of the United States have relied

to a large extent on pri.vckte initiative to suli)ort education, tbe arts nnd sciences,
health and welfare services, and all niAnne'r of scholarly research into scientific
AMl eonoumlc or social problems. Private wealth, rising to the challenge. and the
,tpport of large numbers of smaller contributors have made nmamly of tliese activi-
ties possible through the creation of operating institutions or capital funds de-
Voted to the financing of these goals. Their great usefulness to our society bas
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been recognized by tax exemption of the income of these institutions and of a tax
deduction for contributions made to them. In particular, many socially-minded
Individuals and persons Interested in the advancement of the arts and sciences
have in recent years created small foundations the income and capital of which
are used to fund studies and experimental activities in these fields, often not
suitable for larger institutions or Government-funding.

The pending tax bill now proposes to deprive the United States of many of the
contributions which these institutions and funds have made, especially to the
knowledge of human society. The proposed bill does not prohibit such activities
outright, but by a combination of bureaucratic record-keeping requirements and
substantive restrictions on the subject matter of research grants and on the
activities of foundations, makes the continuance of these activities so onerous
that many institutions and funds will prefer to eschew them altogether rather
than to run the risk of severe penalties for what may be later held to have been
minor violations of hazily-phrased statutes. We ask ourselves whether the Senate,
and Congress as a whole, really desire such a result.

Does Congress really intend, for Instance, in the proposed section 4945(b) (2)
of the Internal Revenue Code to bar foundations from financing all but the most
abstract and technical research in the field of law reform? Almost by definition
such research is an "attempt to Influence legislation," that is to present or counsel
against proposed changes in the law.

Is this provision actually intended to prevent public museums or other
cultural institutions which are or may hereafter be financed by local Government
from seeking higher appropriations?

Is it really intended to prevent the executives of the Brookings Institution or
of similar research Institutes, from testifying before committees of Congress on
economic policy and the effect of proposed legislation on the American economy
or on matters within their special field of competence in other fields?

We cannot believe that Congress, in reaction to certain specific and highly
visible violations of trust by foundation managers, would hamstring all but the
most routine foundation activities. In our view Section 503(c) (3) of the Internal
Revenue Code now imposes adequate limits on foundation programs, prevents
political abuse and assures that freedom which is necessary if foundations of all
kinds are to be able to continue to make their fruitful contributions to our
national life. In consequence, we consider the additional restraints proposed to
be imposed under the new section 4945 of the Internal Revenue Code which go
beyond existing law as undesirable and urge that they be rejected.

VI
At the moment our hopes rest with the good sense of the Senate and with the

ability of Its forward-looking leadership to withstand pressure for petty benefit
which taxpayers may seek to appropriate for themselves by threatening to defeat
those standing momentarily in their way. We also trust that they will not allow
the Imposition of improper restraints on valuable private activities to be Imposed
by those who wish to ventilate their rancor against some foundations because of
some of their activities.

The provisions of the proposed tax bill now threaten the accomplishment of our
national goals in the areas of Important social and national purposes: Elimina-
tion of poverty; Improvement of our physical environment; combatting hunger;
better -housing and education; advancement of the arts and sciences. If new tax
revenue is now uselessly frittered away, if private activities for the solution of
our social problems are restrained and restricted, then we will for a long time
put the accomplishment of our national goals and purposes In these areas beyond
our means. We earnestly hope that a majority of the Senate and the entire
Cqngrs will oppose the waste of public funds to which we have pointed and
thereafter appropriate the new revenues to the goals and purposes Indicated
heevin'and which stand high in our national agenda.

STATZMXNT or RoivALD F. WEXSZMANN1f, CU'CUoINATr, OHIO

-nis" committee has had numerous witness present their cases as to why the
)*;Viar loophole or special tax exemption, deduction, allowance, or what have
yloi, "Isert1Ai to the preservation of this country's colleges, charities, oil supply,
nVeetnient, etc. The common string running through each of these groups and

I
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the benefiting taxpayers is that they have large and powerful lobbies bending
the ear of Congress to accede to their plight.

None of these groups, or is there any group that speaks for the plight of the
middle income taxpayer and, consequently, he unfairly shoulders a dispropor-
tionate share of the tax load.

As one example, take the school situation where colleges assert the reduction
in charitable deductions will severely curtail their funds. But on the other side of
the coin Is the fact that numerous local (grade and high school) school bond
issues have been turned down by taxpayers because of their excessive total tax
burden. Consequently, we may eiid up with great colleges but inadequately pre-
pared applicants because of the severe curtailment of funds available for grade
and high schools.

In addition to the need for modifying the income tax structure, it has become
quite apparent that our general method of raising revenues for local schools is
totally inadequate. The quality of education now obtained by a child is dependent
solely on where lie lives and the local school district and its relative concentration
of Industry for property tax. Several law suits are now winding their ways
through courts contesting that this method of allocating school funds violates
the equal protection clause of the U.S. Constitution.

Pursuant to the authority vested in Congress under the 14th Amendment, I
strongly urge the inclusion of a provision similar to the following in the tax bills:

Pursuant to the 14th Amendment of the United States Constitution Congress
has determined that it is a denial of due process and equal protection of law for
different per capita amounts of money to be spent on students residing within the
same state, wherein -the difference in funding is based merely on the geographic
location of their residence. Accordingly, w4'hereby enact the following law to
correct' this glaring Inequity:

"Section 1. EQUAL EDuCATION.-It shall be unlawful for any state or any of its
subdivisions to allocate and/or spend pursuant to state law, administrative
decision or any means whatsoever, other than substantial equal dollar amounts on
a per student basis as determined by the total number of students enrolled in the
public elementary and secondary schools of that state.

"Section 2. SUBSTANTIAL EQUAL DOLLAR AMouNTS.-This term may include
a reasonable basis to allow for a disparity of cost of living between the various
parts of a state but shall not in any manner be adjusted to accommodate any
difference in the taxes of any local or political subdivision of the state.

"Section 3. INCENTIVE FOB PRoMPT AnopTiorf.-The states shall have five years
to comply with these provisions and any state completing and initiating a plan
act eptable to the Department of Health, Education and Welfare within one, two
or three years of the enactment of this section shall receive a Federal allocation of

dollars per year per pupil for each year less than four years within
which its plan is inaugurated."

It i quite apparent that enactment of a section similar to the foregoing will
do much to eliminate the rempant and Invidious denial of equal protection of
the laws now perpetuated by our state property tax laws.

Another tax point to be considered is the oil depletion allowance. The papers
have been flooded with numerous ads relating to the necessity of increasing the
price of gasoline if the depletion allowance is reduced. The truth of the matter
Is that the oil depletion has constituted a taxpayer subsidy to auto users. This
system relies heavily on all taxpayers supporting substantial users of autos
such as corporations having large auto fleets and trucking companies. Not only
does this prevent the user from realizing the real cost of auto operation, but
It also causes untold millions of dollars in air pollution damage.

Not only should the depletion allowance be eliminated, but a Federal pollu-
tion tax of at least $.06 a gallon should be exacted with the resulting money
going into au air pollution trust fund to conduct research to help eliminate
air pollution.

WgNis o, WARD & BEAM,
Pumuc ACCOUNTANT

Birmingham, Ala., September 2. 1969.
Ho. Russ=. B. Lowo,
Senate Offloe Buildng,
Washingto^, D.C.

IDn Sm: Attached hereto are my views as a tax practitioner on a few sec-
tions cf HR 13270. I should be In favor of the whole bill; it Is a sort of Social
Security for preparers of tax returns.
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I am not an economist. I am a public accountant (semi-retired) with 45
years of audit and tax practice. Every time the tax law is changed I help my
clients take advantage of every new lawful means to hold their taxes to a nitni-
mum. I have a few wealthy ones; they get attorneys' opinions to bolster my
suggestions. They shift their sails with the Congressional winds; and they are
well protected. I have never had a fraud case.

My gross income ranges from $9,000.00 to $15,000.00 a year (in 1953 it reached
$19,000.00). So I have no axe to grind for myself.

These are my own views; neither my partners nor any other organization
have prompted me.
I am thoroughly in accord with taxing foundations, religious and other organi-

zations who compete with taxpayers, either as entrepreneurs; stockholders,
landlords or lenders.

Respectfully yours,
J. 0. WEINBERG.

FUTILITY

After all the "loop-holes" are plugged by this bill (HR 18270) there will
remain ways to avoid, reduce, or postpone taxes, all strictly allowable, but
thany at the expense of the economy or of the general public. One example: the-
wealthy are buying cut-over land or exhausted farms, and planting trees. Thirty
years hence there will be taxable income, presumably at capital gains rates.

FUTILITY or OBPORATE TAx~s

1.3. BILL SECTION 401 AND 501

It makes almost no difference how you tax corporations; they set their-
prices to achieve after-t~x profits. They either realize theie goal or they lose-
nioney and get a carry-back refund; and finally they liquidate at a loss, or are
absorbed.

Thus: a reduction in percentage depletion works out to a penny or more a
gallon on gasoline at the filling station. A disallowance of multiple surtax
exemptions for chain stores means an increase in the price of bread. Jones pays
the freight.

T.R. BILL SEMCTIO 512

When you'disallow one-half of net long-term capital losses by Individuals It
soui44u fair because" you taxed only one-half the gains. But you are taxing the
unfortunate for the benefit of the fortunate. Net capital losses come oitt of
dither income or of capital which might produce future income. The loser Is
poorer by 100% of the loss. And even thenl he cin deduct no mioke than $1,000.00-
in any one year.The overall purpose of liberal tax treatment of capital gains and losses has
been to encourage ventures. This bill does the opposite. Of course, if you want
to reduce the taking of chances under the free enterprise system this bill will
do it after a few losses by individuals. The odds are too high.

The estimated gain from this section is put at $65 million' in 1079. It Is a
courageous man who can forecast gains ten years ahead. O'r budget estimators
missed a one-year forecast by $2 billions

it.L aru 8o0rTrNs 301402-602'-

These sections in effect tax non-taxable Interest on municipal bonds as well as
imposing additional taxee on capital gains& It is a scatter-gun aimed at the
wealthy, but hitting the public. It also alms, under section 602, at making the.
States still, more dependent on the Great White Father atWaphington.

State and local governments collect local taxes to pay the interest on their
bonds. When you tax such interest, no matter how you disguise it, and no matter
how piously you invoke equity, you raise' the interest rate. Once again the little
taxpayer, who O#ns nObonds, beaftthe burden in local taxes.

Sectioui 002 makes it,wdrse. It proposes to put the States squarely in com-
petition With private industry for l6lhs. Dollar for dollar, the big corporations
are the better risk. Up goes the rate! 

It Is proposed that the Federal Government rebate ie States a tpredetermined
and flexible percentage of the extra cost; and the prediction iS that this will
cOst - h -wt be u e collections from presently. intaxed holders of bonds will*

, , -
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off-set the rebate. If this be true, we will have accomplished nothing: the bond-
buyers will collect additional interest and pay the increase In U.S. Taxes; the
Federal Goverument will collect from them and pay out the money to the States;
the States will offset the higher interest with U.S. Subsidy. Why disturb an
already weak market in municipals for no fiscal benefit?

SECTION 802-ANTIrHRIFT

This section gives with one hand and takes away with the other. A married
employee with cash salary of more than $54,000.00 gets relief ranging from 3%
to 20%; deferred compensation (usually at retirement) is not subject to relief.
Most people spend what they earn; deferred compensation, Social Security and
stock options more or less force savings on them, which is a good thing.

A tax Incentive on earned income Is worthless to the man who is forced to
retire at 5. It is no incentive to the idle rich who would have to be trained for
any job at all. I can envision a rash of token employment as "managing direc-
tors" at large salaries for such people, with consequent reductions in corporate
income. Even before adoption of this bill the courts have been crowded with
cases of disallowance of family salaries.

The thrifty ones will continue to strive for capital gains unless all Incentive
for such gains Is taken away.

I agree that the upper brackets (on all income, wherever derived) are too
high; the proof is that they are not yielding the revenue previously predicted
for them.

I have confined my remarks to.ttese few sections; there are many more that
call for careful scrutiny. I venture my own prediction: the very rich will con-
tinue to thrive under any tax bill the Congress brings forth; the general public
will pay the taxes for them in one way or another.

CAMPBELL, WOODS, BAILEY, MONEER, & HERNDON,
ATTORNEYS AND COUNSELORS AT LAW,

Huntington, IV. Va., September 28, 1969.
Re Tax reform bill.
Hon. RUSSELL LONG,
Chairotan, Senate Finance Committee,
U.S.. Senate, Wa8hington, D.C.

)EAR SENATOR LONG: I have been engaged in the active practice of law for
more than thirty years, and a great deal of my practice hayolves business trans-
actions and federal taxation. Through this experience I have had an opportunity
to observe the impact of federal taxes in many varied situations. For this reason
I am taking the liberty of outlining several of the ideas which I have with regard
to the proposed Tax Reform Bill.

Rates of tax on capital gain shoWld be reduced as holing period increases.-
The present and proposed capital gains provisions of the Internal Revenue Code
tax so-called capital gains, much of which are the products of inflation, and,
to this extent, they lay a capital levy. In order to recognize, and to some extent
exclude, the, inflation factor in. realized gains, the rate$ of. tax applicable to
capital gains should decline as the holding period increases. The present and
proposed taxes on capital gains of corporations and indivIduals-which are the
same, no matter how long the holding periods lnvolved-are grossly unfaix and
confiscatory. I sincerely hope that the:Senate will give due recognition to the
inflation factor when re-working the capital gains provisions of the Tax Reforn
Bill.

Progressive tax rates of incomes of ioditidual,4 should be reduced as inflation
increases wage, salary, and price lcvels.-As wages, salaries, and price levels
increase aswa result of inflation, taxpayers must pay a steadily-increasing share
of their total higher incomes to the Government. while at the same time the
combination of higher taxes and prices serves to prevent any increase In the
standard of living of Individual taxpayers and, in the higher bracets, serves

-often to reduce their standard of living. It Is because of this crushing effect of
the combination of price Inflation and progressive income tax rates that Congress

'recently voted to Its members, as well as to Government employees, particularly
those In the higher categories, very substantial Increases hi salaries. If Congress
gives this very practical recognition to the needs of Its members and to the whole
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group of federal employees, particularly those in the higher salary categories,
then it should give like recognition to the needs of other taxpayers I sincerely
hope that the Senate will include in the Tax Reform Bill a statement of policy
to the effect that it is the intent of the Congress that as inflation continues
progressive tax rates will be reduced, to the end that, because of inflation, the
Government will not take a steadily-increasing share of the income of the people
of the United States and that the Bill reported by the Finance Committee will
include rate reductions. It is my opinion that existing and proposed rates on
incomes have passed the point of diminishing returns and that lower rates will
in fact produce more money than higher rates.

Tax rates on capital gains should be reduced.-Most capital gains realized are
the results of tvluntarV transactions. Taxes levied on capital gains discourage
the sale of property, and the higher the rate the greater the discouragement.
Such taxes reduce the availability of properties for sale. As a lawyer actively
engage in handling all kinds of property transactions, I have seen many deals
fall through because the owners refused to become liable for the taxes on the
capital gains that would be realized. Such refusals not only apply to land and
buildings, but also to all other forms of property, including stocks and bonds.
The question often asked by the proposed seller is-"How can I invest the
proceeds of sale after deducting the capital gains tax as advantageously as I
have already done in the property proposed to be sold?" The obvious result Is
to lock many taxpayers into continued ownership of assets which should be sold
and thereby to increase further the prices of like articles which are in fact sold
and thereby create artificial scarcities and higher price levels, which further
feed the fires of inflation. Here again, I submit, higher rates on capital gains
will actually reduce the money realized by the Government in taxes on capital
gains and will serve to Increase price levels, whereas a reduction in the existing
taxes on capital gains will stimulate sales, increase the total quantity of prop-
erties available for sale, and serve to offset inflationary price tendencies by
lowering price levels

The only road to amplicity is rate reduction-Much of the complexity of
the present Internal Revenue Code is the result of effort to soften the impact
of the high rates in situations where the high rates either discourage needed
transactions or are required to eliminate inequities as between different groups
of taxpayers or are required to achieve social or economic ends. The Internal
Revenue Code has become entirely too complex. Even skilled tax lawyers can.
not agree on the meaning of many of the provisions, with the result that the
volume of tax litigation to determine the application of tax provisions In many
complicated situations has greatly increased with the years. I submit that the
efforts of the Senate Finance Committee should be, first of all, to simplify the
Code rather than to Increase its complexities. The Tax Reform Bill before the
Committee 4s probably the most complex piece of legislation ever passed by
either of the two p'ongresslonal bodies. A drastic reduction of rates with ac-
companying eliminations of many of the provisions allowing deductions. and
credits would certainly go far to provide the simplicity so long desired and
also greater equity as between various groups of taxpayers I have heard it
Paid that a fiat rate in the low 20's applicable to individuals would produce
more revenue than existing progressive rates now produce and would eliminate
much of the confusion and trouble which individual taxpayers have in keep-
Ing income tax records and preparing and filing correct returns.

This letter is already too long. I hope you will find the time to read it. I
request that It be incorporated in the record of the hearings before the Senate
Finance Committee on the Tax Reform Bill.

Respectfully your
LuTuKra E. Wooor.

• KiPLAN, LxmosTom, Goonwxz, BzaxowT & SzLvN,
Beverly Hills, Calif., October 8, 1969.

SBWATZ flr wXA Cominz,

... .uwmq: I wish to make certain co~iments with respect to the proposed
*uwmendments to the Internal Revenue Code contained in H.R. 13270 and the

-•eXvkvt1on :contained in the Report of the Committee on Ways and Means (H.

A . .,.p,
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Rept. 91-413). These comments are the individual views of the undersigned and
are not made on behalf of any group of taxpayers or any particular taxpayer,
except ae noted below.

OTHER DEFERRED COMPENSATION (SEC. 831 OF THE BDLL)

The House proposed to radically change the method of taxation of deferred
compensation payable under an unfunded arrangement, with the employer. Under
present law such income is taxable to the employee in the year received. This
type of arrangement has been widely used to provide post-retirement compensa-
tion benefits to employees. It has also been used as an averaging device by
certain groups of taxpayers who experience unusually large income over a
relatively short period of time.

Under the House bill the employee would contin .= to be taxed only In the
year in which the income is received but the rate of tax would be computed
as if the income had been earned during the period that the services were
performed.

The House proposal runs directly counter to two established economic goals
which have been consistently supported by prior Congresses and which have the
overwhelming support of the public.

First, a taxpayer should be allowed to average the highs and lows of his
income over a period of years so that he will not be required to pay a dispropor-
tionate amount of tax in relation to his cumulative earnings. The capital gains
provision and the income averaging provisions are examples of prior Congres-
sional implementation of this principle. Second, persons retired from the work
force should have an income sufficient to provide for their needs. The Social
Security program and the pension and profit sharing provisions of the Internal
Revenue Code are the two most prominent examples of this principle.

The deferred compensation arrangements which the House proposes to re-
strict are a self-help variation of income averaging and retirement benefits. A
substantial number of taxpayers have been able to average their income in this
way rather than under the limited benefits now provided by the Internal Reve-
nue Code. For example, an individual with earnings of $100,000 in one year
and $5,000 in each of the next four years is not eligible for averaging under
present law. Yet this individual will generally be more in need of averaging
than the Individual who has four years in which he earns $5,000 followed by a
fifth year with earnings of $100,000.

Similarly Social Security benefits are of little value to an individual with
moderately high earnings in his pre-retirement years (above $20,000 for ex-
ample). In fact an individual who defers income beyond age 65 has probably
made a conscious choice to forfeit his Social Security benefits until his deferred
payments cease or he reaches age 72. Moreover as Inflation pushes prices and
income higher a greater proportion of the public will be unable to retire on
Social Security benefits.

An additional criticism of the House proposal is that it will be difficult to
establish guidelines with respect to the definition of deferred compensation. An
employment contract in which the employee agreed, to perform active services
for a period of years and "consulting" services for an additional period may
often frustrate the statute.

SUBCHTAPTER 5 CORPORATIONS (SEC. 541 OF THE BILL)

A Subchapter S corporation is a corporation which Is not generally taxed as
a corporation; instead the earnings are treated as having been distributed pro
rata to the shareholders and taxed in their hands. A corporation which elects
to be taxed under Subehapter S is entitled to adopt a corporate retirement
plan. The House proposed to limit Subchapter S corporations to H.R. 10 re-
tirement plans (relating to retirement plans of self-employed Individuals),
These plans limit contributions made for the benefit of a self-employed Indi-
ridual to the lesser of 10% of the individual's earned income or $2,500. There
is no similar limitation under corporate type plans.

The stated reason for this change is that Subchapter S was intended to
simplify the tax complexity of corporations but instead is becoming a method of
avoiding the tax limitations of partnerships and proprietorships. The Committee
believes that if an enterprise wants to be taxed in a manner similar to a partner-
ship then It should be subject to the same limitations as partnerships.

The explanation given by the Ways and Means Committee appears to Justify
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the proposed amendment but in so doing it glosses over a major inequity In the
tax laws.

The differences between corporate type retirement plans and H.R. 10 plans
create the single greatest discrimination against a class of taxpayers under our
tax laws. An individual who works for a large corporation Is entitled to have
a substantial part of his income invested without tax in a retirement plan
whereas an individual who works for himself is limited to a fraction of the
same benefits. This inequity was recognized In 1962 when the Self-Employed
Individuals Retirement Act (H.R. 10) was adopted. The Treasury then argued
that an extension of the corporate type plans to the self-employed wculd create
a serious revenue loss. Thus H.R. 10 was intended to narrow the discrimination
against the self-employed.

In light of this It Is totally unreasonable to single out a further class of tax-
payers, that is, shareholders of Subchapter S corporations, and limit this cla;s
of taxpayers to the second-class benefits now available to partnerships and
proprietorships.

Note also that many corporations which have elected Subefhapter S for pur-
poses of "simplicity" could as easily terminate the election and be taxed as
regular corporations without increasing their overall tax burden significantly.
Thus a -Subchapter $ corporation wlich has $50,000 of earnings, part of which
is contributed to a retirement plan and the balance of which is paid out to the
shareholders as current compensation, can in many cases terminate its election
under Subehapter 8, make the same contribution to the retirement plan, pay
out the same compensation and not be subject to a corporate tax. In this respect
the undersigned Is personally familiar with a large number of Subchapter S
corporations that do in fact pay out substantially all of their earnings in the
form of compensation.

The probable effect of the House proposal would be to make-Subchapter S
unattractive to a tirge number of taxpayers. One further observation: the House
proposal is all the more unreasonable In that it singles out a class of taxpayers
as If this class were "avoiding" taxes. This is no more correct than an observa-
tion that the tail wags the dog.

CHARITABLE CONTRIBUTIONS (SEC. 201 OF THE BILL)

The House proposed a series of changes with respect to the deduction of
charitable contributions. First, - the tax advantages under the present law for
gifts of appreciated property would be substantially curtailed. Stated broadly
there would be a distinction between gifts of appreciated property to private
foundations as opposed to gifts tW public foundations and a further distinction
between gifts of tangible personal property and gifts of intangible personal
property. These distinctions are illusory in many respects.

The discrimination against private charities is an indirect penalty on these
charities, probably motivated by the mounting criticism of the performance of
private charities and foundations. By this distipetion, however, the House
has attempted to correct the "effect" rather than eliminate the "cause". The
better approach. is to Impose stricter requirements on private charities with
respect to their performance. Since the House has also proposed such reactions
it should be unnecessary to further penalize them.

A further distinction is made for charitable gifts of works of art, collections
of papers, and other forms of tangible personal property. Unrealized apprecia-
tion on hs type of property will be subject to the House restrictions regardless
of the donee. The stated reason is that "Works of art are very difficult to value
and it appears likely that in some cases they may have been overvalued for
porposps of determining the charitable contribution deduction." H. Rept. 91-413,
pa gei5. It i- patently unfair to discriminate against a taxpayer with an asset
"d=5ti to value" and In favor of a taxpayer with an intangible asset which
iS pij"rm~l to be more suscptible of valuation, particularly'tInce stock in a
pilivaieeoribration Is oftentimes more difficult to value than a work of rt.

Moreover the Internal Revenue service has attempted to resoli e the valtu on
problem by'creating art art advisory panel of experts and it has promulgated

0l1ftelineo with reject to the valuation of art objects. The stated reason for
peoelilnf taxpayers who make gifts of appreciated tangible personal property
16 therefore not overly perseaslve.

The House also proposed to limit gifts of appreciated ordinary Income assets.
' tM-Ir'Po~l will eliminate a serious inequity in our tax laws which favors a
small class of taxpayers. An artist who contributes one of this paintings to
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charity in effect is contributing the value of his services and Is entitled to a
deduction for the value thereof. Thus, if the artist paints ten paintings a year,
each of which le sells for $5,000, he would earn $50,000 on which he would bie
taxable. However, if he contributes two of these paintings to a qualified charity
his earnings will be only $40,000 and ne will be taxable on only $30,000 after
allowance of a $10,000 charitable contribution deduction. Such an opportunity
is not available to the masses and little can be said in support of this type of
deduction.

It should also be noted that this type of deduction has been abused by a
substantial number of prominent political figures who contribute their "paper.;**
to charity at an -artificially high valuation.

The House also proposed to substantially revise the laws affecting non-exempt
trusts and estates. These changes appear to be the most complex and least
desirable features of the entire proprwsal in this area and in practice are unlikely
to result in an improvement over existing law.

The gift of a remainder interest in trust would be allowable as a present dedu-
tion only if the trust is a "charitable remainder annuity trust" or "charitable
remainder unitrust". The reason for this amendment is that the House is con-
cerned that -the gift to charity of a remainder interest in trust may be diverted
In whole or in part as a result of the type of investments made by the trust.
It proposes to reduce the uncertainty involved In such gifts by introducing
complex new rules and requiring artificial payout provisions in the trust.

As the House noted the possibility that the charity will not ultimately receive
an amount that will "accord" with the charitable contribution deduction allowed
the donor generally arises only wherp the corpus of the trust Is inve.-ted in high
income, high risk assets. A donor who is anxious to enhance the income interest
in a trust at the expense of the remainder interest is not necessarily likely to
favor such investments. The high risk factor can affect the value of the income
interest to the same extent that it affects the value of the remainder interest,
that is, by a loss of principal. On the other hand If the House is suggesting that
all "high yield" assets are high risk assets, one need only note that Treasury
bonds today provide yields of more than 7% to dismiss this proposition.

In my own experience I have never personally known a grantor to attempt
to maximize the income Intereqt qt the expense of a charitable remainder inter-
est nor have I ever heard a fellow tax practitioner mention such a situation.
And in this respect the House has not furnished any statistics which support
its position. Thus the probable effect of the House proposal will be to impose
unreasonable and unnecessary restrictions upon charitable remainder trusts
which do properly benefit the intended charitable beneflciares.

The Ways and Means Committee also discussed its understanding of the law
affecting charitable contributions. It stated that "in some cases charitable von-
tribution deductions have been allowed for gifts of charitable remainder inter-
ests in trust even though It is not probable that the gift will be ultimately
received by the charity." I. Rept. 91-413, page 58. This statement is highly
Inaccurate. The gift of t charitable remainder Is deductible only If the po.s8-
bility that the gift will not ultimately be received by the charity Is "highly
Improbable", Jones v. U.S., 395 F. 2d 938 (6th Cir. 1968), or "so remote as to be
negligible", Darling v. U.S., 375 F. 2d 843 (Ct. Cl. 1907).

The Committee further stated that it understands that a charitable deduction
for income tax purposes would not b allowed in the -above situations If the rules
under the estate tax law were applied. Therefore it proposed to apply the estate
tax rules in the income tax area. The House is misinformed as to the rules under
the estate tax law. Under Reg. § 20.2055-2(b) a gift to a charity which Is con-
tingent upon the happening of an uncertain event will be allowed as a deductions
only If the possibility that the charitable transfer will not become effective is
"so remote as to be negligible". Moreover If an estate or interest has passed to
or Is vested In a charity and the estate or Interest would be defeated by the
performance of some act or the happening of some event, the deduction will
be allowed only if "the occurrence of which appeared to have been highly ia.
probable at the time 'of decedent's death." These rules are similar to those
applied in the Income tax area.

LIMITATION ON DEDUCTION OF INTEREST (SEC. 221 OF THE BILL)

Under the present law taxpayers are allowed an unlimited deduction for
Interest paid on accrued during the taxable year. The House proposed to limit
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the deduction of "other interest" to $25,000 plus Investment income and long-
term capital gains.

The reason for this amendment is that the House believes that certain tax-
payers borrow substantial amounts of money in order to create a mismatching
of Investment income and the related expenses of earning the income. Thus the
taxpayer deducts the interest expense against his ordinary income over a period
of years and then in a later year he realizes a capital gain from the investment
which his indebtedness enabled him tocarry.

There are undoubtedly a number of taxpayers who have already incurred
indebtedness in order to carry certain investments. The House has not allowed
a transition period wit respect to these taxpayers. As a result these taxpayers
may be forced either to sell assets to reduce their indebtedness or forfeit part of
their Interest deduction. This problem could be resolved either by excluding
Interest on an indebtedness incurred prior to 1969 from .#.e term "other inter-
est" or by gradually treating such interest as other interest over a period of
three or four years.

Unused interest deductions will be allowed as a carryover but taxpayers who
fail to derive any benefit from the carryover will not receive any further relief.
In fairness a taxpayer should be allowed some benefit from these unused deduc-
tions; for example as a part of bAsis.

With respect to partnerships and Subchapter S corporations the House pro-
posed to apply the limitation at both the partnership or corporation level and
the partner or shareholder level. It is unfair and also unnecesary to apply the
test at the partnership and corporation levels since the provision will be no less
effective If the limitation is applied only at the partner and shareholder level.
Under present law a partner is required to report on his personal return his
distributive share of each partnership Item, including if relevant his share of
"other interest". Therefore i partner will not 'be able to avoid the statute by
reason of the fact that the interest expense was incurred by a partnership. This
is not true of a Subchapter S corporation but the problem is easily solved by
filtering other interest down rto the shareholders.

To Illustrate, assume the ABC Partnership hat 10 partners and during the
taxable year it Incurs other interest expenses of $50,000 in excess of Its invest-
ment income and capital gains. Each partner would be entitled to deduct 10%
of $25,000 on his individual return under the House proposal. On the other hand
the XYZ Partnership has only two partners each of whom share profits and
losses equally. It Incurs other interest expense of $25,000 during the taxable
year. Bach partner will report $12,500 of interest on his personal return. The
House proposal would apply to the partners of the ABC Partnership even
though each of the partners would be entitled to deduct only $5,000 of Interest
as his distributive share whereas the limitation would not apply to the XYZ
Partnership even though each of the partners would be entitled to deduct $12,500
on his personal return.

Section 221 of the House bill also contains an unfortunate discussion of the
deduction of prepaid Interest, discussed below.

GENERAL COMMENTS

The House Report also contains certain comments that are unrelated to the
pending bill but which could affect the tax liability of certain taxpayers. In
particular the Committee discussed the deduction of prepaid interest and the
position taken by the Internal Revenue Service in Rev. Rul. 68-643. This ruling
held that a payment of prepaid interest which materially distorts income would
not be an allowable deduction to a cash basis taxpayer for the year in which
paid but would be allowable only on the accrual basis. According to the Ways
and Means Committee "this ruling is in accord with the treatment given other
prepayments of expenses and is in accord with your Committee's concept of the
law. ,'huq, it does not seem necesary to include a provision in the Bill to deal
with this problem." H. Rept. 91-413, page 73.

This statement has all the appearances of a behind the back attempt to legis-
late an administrative position of the Internal Revenue Service adopted in No-
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veniber, 1968 to curb an alleged abuse. As a legal matter the position taken by
the Internal Revenue Service is at best the minority view.

To be sure in recent years there have been abuses with respect to the deduction
of prepaid Interest but it Is axiomatic that not every prepaid interest deduction
involves either an abuse or a distortion of income. The true abuse situations
can often be dealt with under existing law since the so-called "interest" may
actually be a loan or may only be a sham.

The problem created by the House advisory opinion is that many taxpayers
have elected to prepay interest notwithstanding Rev. Rul. 68-643. In so doing
they have studied the relevant law and determined that prepaid interest is
deductible in the year paid. Now these taxlpayers are rebuffed by a later Con-
gress which has issued a fiat that such interest Is not deductible. In this respect
the statement made by the Ways and Means Committee Is likely to do more
harm than good and is offensive to the principles of fair play.

Similarly on Page 66 the House commented on the exchange of a male calf for
a female calf tax-free as a like kind exchange. The Committee recognized that
there has been some "confusion" in this area and it expressed the view that
Congress did not intend this type of exchange to be tax free. It "feels" that al-
lowing this treatment would be an incorrect interpretation of the statute. The
question is obviously not free of doubt, as clearly evidenced by the very existence
of the remark.

Tile above remarks were obviously inserted in the the Committee Report at
the urging of the Treasury, presumably to improve its position on these issues.
Tte Internal Revenue Service will undoubtedly treat these comments as legal
precedents. Indeed it will argue that Congress never intended the relevant stat-
utes to be so used by taxpayers. It is unfortunate that the Treasury can so
dominate one branch of the Congress and so effectively encroach upon its legis-
lative powers.

EFFECTIVE IATE OF REPEAL OF TYKE ALTERNATIVE CAPITAL GAINS TAX

This comment is made on behalf of a client of this office. The House has pro-
po ed to repeal the alternative capital gains tax for individuals. The amendment
applies to sales and other dispositions made after July 25, 1969. A client of this
office made a sale of his business on July 30. 1969 pursuant to a binding contract
made prior to July 25, 1969. Tills client had an expectation on the day that he
executed the contract that his ga!n would be taxable at no more than a 25%
tax rate. If the House proposal is adopted and the effective date is not changed,
this taxpayer, and presumably others like him, will be subject to an unexpectedly
high rate of tax. In this respect the House proposal will have the effect of retro-
active legislation. It is requested that the Senate amend the effective date pro-
visions to exclude a sale or other disposition made after July 25, 1969 pursuant
to a binding obligation entered into prior to July 25, 1969.

The Senate has previously recognized this type of problem in connection with
new legislation. For example, it granted similar relief with the suspension of
the investment credit in 106. See Section 48(h) (3), internal Revenue Code of
1954.

CONCLUSION

The House bill Is an encyclopedia of alleged tax abuses which the Treasury
has been unable to deal with in recent years. The proposed solution to these
abuses is a series of sweeping provisions applicable to a far greater class of
taxpayers than the group of offenders. The comments made in this letter deal with
proposed amendments which I believe will create more serious problems than
they will solve. Other amendments proposed by the House are subject to similar
type criticisms. On balance the House bill needs substantial revision if the final
legislation is to be an improvement of our tax laws.

Yours very truly,
MURRAY S. WEBER.
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TAX REFORM PLANS IN TILE UNITED STATES

(By Prof. Robert 0. Wertheimer, Babson College, Babson Park, Mass.)

I. THE ISSUES

"The Computation of the Income Tax is too complicated for a Mathe-
matician. It takes a Philosopher."-ALDERT EINSTEIN.

Talks about a "Great Tax Reform" are misleading: the United States never
had reform that would realign taxes to achieve specific ends such as tax justice,
broad incentives for savings, a Aarmonization of the taxing powers of various
levels of government. Neither were plans ever submitted to change the relation-
ship of income and other direct taxes versus indirect taxes. We should not ex-
pect major changes during this legislation either, though the extension of the
surtax will require as political bargaining price some measures discus-ed
subsequently.'

Great pressures have been building tp to do something about the tax burden
on the middle class now squeezed between inflation, rising taxes/ proliferating
and wasteful programs (there are 600 invididual federal grant programs, for
example) without an end in sight of demands either from the poorer sectors
of the population or defense. The heavy reliance of the federal government on
personal income taxes makes them a particular challenge in terms of equity,
equality of treatment and simplicity. Over the years, excessive nmrginal rates
which now have "leveled down" to a "mere" 77% to which state and sometimes
local income taxes must be added, led to the establishment of tax shelters
of every kind. Now, many people resent that they have to pay more than their
fair share of the national tax bill as they see it. Taxes are too high and the
average citizen complains that he gets too little for them; he feels strongly that
too many wealthier people get away without paying taxes. The system, more-
over, makes it difficult for the hard-working man to build up some equity while
too many take advantage of relief and idle at public expense. The group most
disgruntled about the tax situation consists of those who earn from $6,000 to
$18,000 annually end furnish most of income tax collections and see over one-
third of their gross wages and salaries swallowed up by direct and indirect
taxes.'

II. TILE TAX STRUCTURE

The American tax structure is incredibly productive and recent deficits were
not the result of lagging tax yields but extraordinary needs for defense and
welfare. Personal income taxes and social security payments now furnish
70% of total federal tax revenues8 The tax brackets have remained unchanged
since World War II, making effectives tax rates much higher than during
these war years in view of rising money Income falling under graduated rates
In an inflationary period. The Corporation Income Tax set at 52.9%, the yield of
which greatly depends on the growth rates of the National Product, is the
second most important revenue raiser. Indirect Taxes furnish a mere tenth of
total federal revenues from taxation of tobacco, alcohol, transportation, etc.

The Federal Unified Budget accounting for all tax revenues including trust
funds on an accrual basis and loans on the expenditure side, shows this pro-
jections: (actually the table is based on the latest National Income Accounts
which are very similar.)

I A reprint of an article being published in the Wirtchaftsdtenst, Hamburg, Germany,
July/August issues (written June 20, 1969).

t This Is what is going to happen according to acting chairman of the House , ys and
Means Committee, Boggs, who will send a minor reform bill to the House by t.Le middle
of August.

3State and local taxes are equally disturbing. In Massachusetts, substantial increases
in the sales and income tax are underway to finance salary increases of state employees.
Likewise.., propertSy owners will have to pay the deficit of the subway system amounting
to $40 million, though fares were almost doubled last year.

4 In .1929, total taxes on all levels absorbed 10% of the GNP. Today, this ratio exceeds
30% and continues to rise.

5 Personal income tax rates run from 15.4% to 77'% currently against a range of 20%
to 91% in 1945.
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(Dollar amounts in billions]

Fiscal year ending June 30-

As percent of
1969 1970 the total

Revenues:
Personal income taxes I ........................................ $89 $94 46
Corporate income taxes I ....................................... 39 40 20
Indirect business taxes --------------------------------------- 18 19 10
Social insurance taxes ---------------------------------------- 44 49 24

Total ------------------------------------------------------ 190 202 100

Expenditures:
Defense including Vietnam ------------------------------------ 80 82 41
Nondefense expenditures ------------------------------------- 23 26 13
Domestic transfers on welfare, education, health .................. 48 53 26
Net interest on the public debt and subsidies ..................... 14 14 7
Foreign aid ------------------------------------------ 2 2 1
Grants-in-aid to States, etc ------------------------------------ 20 23 12

Total ...................................................... 187 200 100

1 Assuming the continuation of the surtax at 10 percent.

While these earlier projections remain subject to change due to the continued
inflationary climate, the Congress is pressing hard to reduce spending by 4-5
billion;5 they give a good overall picture, indicating that some surplus in the
budget will be achieved. Latest estimates for 1970 project a surplus of 6.3
billion" (provided that Social Security taxes will be Increased as planned).
There is a warning in place: the extremely tight credit conditions imposed by
the Federal Reserve, to be tightened still further, could slow down business
operations sufficiently to reduce the growth of the GN" to a minimum In 1970
and, in 'particular, lower business profits. The result would be a sharp decline
in tax revenues while no spending reductions in the six so-called "uncontrollabh-"
items, namely cost of the war, interest on the public debt, social security (medi-
care and veterans) benefits, farinprice supports and grants to states are premis-
sible. In consequence, a new budget deficit could come about, though there remain
various ways to "trim off the fat" and to proceed with some window dressing
to achieve a balance.

The tax structure has not beeA entirely rigid in the last quarter of a century.
Some changes were introduced such as husband-wife income-splitting, an in-
crease in the personal exemption from $500 to $600; liberalized depreciation, small
dividend end Investment tax credits, minor income tax rate changes and reduc-
tions or cancellation of war-connected excise rates. In the Revenue and Expendi-
ture Control Act of 1908, the surtax of 10% on personal corporate incomes
was imposed. Nevertheless, no real structural changes worth being called "a
tax reform" took place during recent decades. For many years, tax collections
and expenditures -have been rising' at faster rates than the GNP, while deficits
were not the rule. The dilatory tax approach to the financing of the Viet
Nam war 'brought on the huge 25 billion deficit in 1967/68, an unusual experi-
ence of a close-to-full employed economy Involved In a war that requires less
than 5% of total resources.

11r. THE STATE AND LOCAL TAX STRUCTURE

in the United States, three levels of governments of which it is said that
the national has the money, the local the problem (there are 80,000 municipalities,
townships, school districts, etc.) and the states the legal powers, operate in-
dependently from each other without coordination or inajor common plans.
State and local spending increased by 120% In the last decade, annual tax hikes
run 7-8% and total tax collections exceed $100 billion or 15% of disposable per-
sonal incomes. Tax packages are being increased daily Including general and

* On June 17, 1969, the Senate voted a "ceiling" on Nixon Spending limiting Federal
outlays to 18R billion for flcapl 1970 or 5 billion below the -Nixon )rojectlon of the budget.
The House earlier had attached itR own ceiling of 193 billion, so that in the House-Senate
Conference a compromise will have to be found.

? Chairman Mills of the Ways and Means Committee Is calling now for a total budget
surplus of $10 billion for 1970.

.3n-865--69-pt. 2- 30
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special excise taxes, personal, corporate income and franchise taxes, sales, use
and many other taxes. In the last eight years, states alone enacted 260 major
tax increases and adopted 24 new taxes.

In addition to tax revenues, state and local governments receive increasing
amounts of grants from the Federal government-23 billion for 1970--and also
depend on the capital market where they borrow in excess of 10 billion annually
on tax-exempt bonds. State revenues are derived to 60% from sales taxes and
20% from income taxes; localities rely to 90% on property taxes of which they
collect 35 billion annually from houseowners, etc. Although the mere fact of such
ownership is frequently not a true measure of wealth or tax-paying capacity.

Pressures against the taxpayer on lower levels make him particularly con-
scious of the tax burden, local waste and abuses and the never-ending Increases
in taxes. For this reason, Federal grants already furnishing 17% of local and
state revenues, are considered an indispensable tool in coping with, for example,
growth of educational spending from 15 to 44 billion, welfare and health spend-
ing from 7 billion to 16 billion (apart from direct Federal spending In both
categories), etc.

IV. THE TAX REFORM PLAN

The demand of the Administration to extend the 10% surtax until the end of
1969 and continue with a 5% surtax until June 1970, triggered the argument
about the needs of a real tax reform now. To the taxpayer, it brought home the
reality that tax increases do not necessarily fight Inflation (as consumer prices
have been rising still faster since the surtax was imposed in 1968). He realizes
that he Is saddled both with rising taxes and higher prices and that only major
changes In the tax system can achieve Justice and equity for him. As neither
Congress nor the Administration-from the Kennedy Administration on Inspite
of his "Tax Reform" Message of 1961-wanted to get involved with the hornets'
nest of tax shelter and special tax privilege, It now has become up to the people
to fight for a removal of unjust and expensive tax loopholes. The mood of the
taxpayer Is turning from passivity to a protesting reform-minded drive for
action. Main issues are greater tax justice, the reduction of special tax privilege,
a minimum tax for all applicable in particular to upper Income levels and a
reduction of the tax burden on low-moderate family Incomes close to the poverty
line.

The Secretary of the Treasury, David M. Kennedy, cautiously allowed these
considerations to enter Into the discussions of the surtax extenslon-though he
insisted that the surtax Is needed in any case to fight inflation. In substance, the
government proposes this minimum reform plan:

1. An extension of the surtax at 10% and 5% respectively until June 1970.
2. The continuation of all excise taxes that should have been reduced now or

cancelled.
3. The repeal of the 7% tax credit given business on the cost of their Invest-

ment In equipment in recent years.
4. To reduce or eliminate federal Income taxes of 13 million taxpayers (out of

80) who now are paying $50-80 income taxes on the average per year.$
While several members of Congress wish to use the surtax bill as a vehicle and

leverage for a more significant tax reform to tax the wealthier out of their loop-
holes, it Is by no means certain that this will happen In this Congress. Procedures
of such reforms are drawn out, bring strong opposition and powerful arguments
why such special tax benefits once adopted for good reasons should be kept. The
present reform proposals would simply permit the budget to operate as shown
previously. The surtax already was assumed to be part of revenues in the 1969
and 1970 budget. All other modifications leading to revenue gains of 3 billion
from the cancellation of the Investment credit and the continuation of current

a T is credit Is given business on the cost of new investment spending on plant and
eupihent (since 1962 with a suspension in 1966). The ambitious investment program
of usiness calling for 72 billion of such expenditures for 1969-or '14% over 1968--has
labeled this credit as adding to inflation. According to business surveys, its cancellation
will not deter business from Its plans--it will, however, furnish 3 bIllon extra revenues
annually.

*Two million families designated "poor" (with annual Incomes below $3,500) will
be removed from the tax rolls : another 11 million taxpayers earning somewhat above this
line, will bare their taxes reduced by an Increase in the standard deduction, etc. Inci.
dentally, it shoud not be assumed that poverty families are chiefly non-whites. The im-
provement of family Incomes of blacks in recent years has been very significant currently,
one-fifth of all black families living In central cities have annual incomes of $10,000 or
over.
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excise taxes, would balance themselves with losses from the elimination of taxes
on lowest incomes near the poverty line and the reduction of the surtax from
10% to 5% for the first half of 1970.

When real changes go under way to deal with loopholes and special tax bene-
fits, the following areas will become involved:

1. Interest income on state and local government bonds.
2. The oil depletion allowance.
3. Income from real estate transactions escaping taxation.
4. Deductible losses of "gentlemen" farmers.
5. Income of tax-exempt foundations.
6. Treatment of charitable contributions.
7. Tax benefits achieved through conglomerate mergers.
& Treatment of long-term capital gains.
9. A minimum tax for everybody (that is, wealthier taxpayers).

A review of reform proposals made by such experts of diverse tax backgrounds
as Senator Russell Long, Chairman, Senate Committee on Finance, and Mr.
Meany, president of the AFL-CIO should permit a somewhat more detailed
appraisal of the proposed treatment of the wealthier taxpayer in the future.

The Senator, in a proposed amendment to the Revenue Act of 1964, wanted
to bring greater equity, fairness and simplicity to the 80 million income tax-
payers. He also proposed that the very wealthy should pay a higher effective
tax rate. frequently limited now, as he claimed, to the maximum tax on capital
gains of 25%. Such minimum tax for the wealthy affecting 40,000 returns still
would not add more than 400 million to tax revenues. Senator Russell Long
wishes that the wealthy should pay at least an over-all effective rate of 30%
to bring them in line with others according to their ability to pay, or pay a tax
amounting to 15% of their adjusted gross Incomes. It. was the over-use, if not
abuse, of the ability to pay concept, to quote the Senator, that opened the road
to all these tax preferences in the very name of greater equity. He also agreed
that Interest income on state and local bonds should not go completely untaxed,
likewise that income earners close to the proverty-line and others should get
some relief by an increase in deductions All these reform measures would col-
lect 4 billion from the upper Income brackets and bring similar reductions in the
Income tax bill of lower and lowest income brackets.

The AFL-CIO reforms went far beyond these plans, proposing the elimination
of 17 billion in loopholes and special tax privileges. Accordingly, most capital
gains as well as taxable property at death should be taxed as ordinary income;
incentive depletion allowances should be eliminated, interest Income on public
bonds taxed and the tax freedom of foundations reduced. Furthermore, a mini-
mum of 25% should be collected from all legally exempt income. Finally, taxes
should be paid for real estate income presently favored by many escape devices,
farm loss loopholes closed and tax exemptions for charity deductions mini-
mitzed. Altogether, these measures are expected to yield 10 billion annually.
At the same time, relief for the poorest taxpayers was suggested by an increase
In the standard deduction leading to annual tax revenue losses of 3.2 billion.
As second Improvement, a reduction in the first two Individual income tax
brackets from 14% to 9% should be allowed, leading to another revenue loss of
3.5 billion. In balance, the result of all these changes would be a net tax revenue
gain of 3 billion annually. In other words, such measures would permit the
reduction of the surtax from 10% to 5%, for example, without revenue losses.
In all likelihood, these proposals In their present fo-m-even though they do
not contain any significant ingredient of a true tax reform-have little chance
of acceptance but might serve as a starting point of the tax debate.

V. A REALISTIC OUTLOOK AND THE LUXURY OF WISHFUL THINKING

Under the double pressure of dissatisfied taxpayers and Inflation, the Oongress
will have to write some minor tax reforms: in addition to the four points already
made (extension of the surtax at 10% and 5% respectively; continued excises;
repeal of the 7% investment credit: and relief from income taxes for the poor),
some loopholes on the upper limits of Incomes might be partly sealed off; proba-
bly, a minimum tax for the wealthier will be imposed. Beyond these changes,
little will be done. In particular, the 60-70 million taxpayers who pay 95% of
all federal taxes, will be left out from any significant changes. In a most
optimistic projection, the amounts involved in all reforms will fall below 10 bil-
lion annually, corresponding to 3% of the tax bill of the American people (of
300 billion). Fringes of the tax structure will be touched and modified but no
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realignment of taxes in a general way should be expected. This Is a realistic
picture we must expect.

When we visualize what a real "GROSSE TAX REFORM" ought to accom-
plish, the Job becomes gigantic. In the structure and administration of taxes, tile
overlapping and independent tax authorities at the three levels should be co-
ordinated and their taxing powers properly allocated. A radical elimination
of how permissible deductions from the gross Intsomes would double the tax
base of personal income taxation and permit a si1multaneous reduction Into one-
half of effective tax rates without revenue loses. Incentive taxation for eco-
nomic growth, wealth formation by the smaller Income earner and accumulation
of savings should be fostered. not only to fight inflation but to recreate a more
favorable capitalist climate. The broad public should be encouraged to build
greater financial stakes for themselves instead of encouraging a purely con-
suming society. So far, chiefly equity In housing has been built up on a large
scale but broader Involvement in financial growth of the many Is desirable.
Our position In International trade also requires tax adjustments to improve
price competitiveness in world markets:

In view of the growing significance of ADOLF WAGNER'S law of the
"STEIGENDEM STAATS-IIAUSHATPSGEBRAUCH", the dependence on In-
come taxes for exploding fiscal needs Is bound to come in conflict with the
concept of the ability to pay. Excessivepersonal taxation will deaden incen-
tives to work, productivity and creativity. Tax needs of states and localities are
rising rapidly, forcing up taxes which Increase inequities in line of least
resistance, ultimately lending to confiscatory property taxes at the local level
(which would defeat the social objective of encouraging the masses to build up
equity). Social Security benefits for the aged are completely Inadequate by any,
including foreign standards. In one way or another, the weaker strata of the
population, the old and the very young, low-earning, farming, racial and other
groups reed rising assistance only money. can provide. The population explosion
roquirs steadily Increasing expenditures on the Infrastructure and the provision
of more services which, In turn, depend on publicly financed education, health
facilities, etc. These exploding civic needs cannot be financed simply by the
switching over ot'defeove and Viet Nam money frequently proposed in an
unrealistic and Irresponsible way.

_In this aggressive and hostile world where the giants of the past have become
the beggars and trampled-on weaklings of today, defense still goes before
opulence. Under these circumstances, neither the states and localities nor the
federal government should be expected to be ablt to finance within their existing
rheans the rising needs of education health. science, space, research, economic
development, conservation, welfare, foreign aid. And a6 On. Only the introduc-
tion of a value-added tax on the Fedprat level would make possible the raising
of suflcient funds and permit at the same time sxtbstatitihl telIlef from the per-
Pnat Income tax blirlen. The Federal government, in turn, by an exmnsion of
the already operating system or grants, could bring maAsive relief to the states
and localities to enable them to reduce substantially 16cal burdens. This could
also do away with Irritant and unjust tax collections of personal income and
sales taxes sometimess at three or four levels simultaneously . and reduce over-
taxing, inefficiency and overlapping pressures which so embitter the public.
According tO Lindholm" such valm-added tax at i nite below that established
in the member states of the Common Market, could' yield $O billion annually.
Only In this way, can the needs of the American pablie bo financed In the future
to enlible the masses to function in a democracy by 'the full maintenance and
protection of all political and economic freedoms.

CELAUXNESE.

RPA96-4072 October 1 1969.
Re Tax Reform Act of 199.
Hon. RUSSF.LL B. LoNG,
Chair na, Fiinoc Committee, U.S. Senate,Waahington, D.6O.

DEAR SENATOR LONG: Celanese Corporation appreciates being afforded the
opportunity to comment upon the provisions of H.R. 13270-Them Tax Reform
Act of 1969. We will limit our comments fo five sections of the Bill:

Section 452-Effect on Earnings and Profits;
Section 521--Depreeiation of Real Estate;
SectiOn 331-Dfebred COmpensation;

ROf. Llndholm, "A Plea for the Value.Addid Tax," Tax Re#Wew, May 19069.
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Section 515-Total Distributions from Qualified Pension etc. illans;
Section F0)2-Fifty Percent. Maximum Rate on Earned Income.

Ne.tlion 452. Effect on Earnings and Proflts.-This Section amends Section 312
of the Code to require a corporation, whlch uses accelerated methods of deprecia-
tion periuis.ible under Section 167 in computing Its taxable income, to use the
straight line method of depreciation in computing its earnings and profits.

In Its report on H.. 13270 the House Ways and Means Committee points out
that the purpose of this provision is to terminate the practice which has been
employed by somne eorporations-mainly public utilities company les--of using the
eXv'esS of necelerated depreciation over straight line depreciation to reduce their
earnings and profits to such an extent that they are able to make tax free divi-
dend distributions to their shareholders.

We would agree with the Committee that such distributions are an improper
tax benefit to shareholders which Is generally unrelated to the purpose for which
aCceltrated depreciation deductions are made available to corporations. We
must point out, however, that the proposed amendment, In its present form,
results in very real hardships for U.S. corporations receiving dividends from
their foreign incorporated affiliates. Moreover, it is our understanding that this
Section's effect in the foreign area was completely unintended.

To prohl t), the use of accelerated method&,of depreciation in computing the
earningW'aiid profits of a foreign affiliate will increase the amount of those
earnings and profits for foreign tax credit purpose and will reduce substantially
the amount of the foreign tax credit which would otherwise be available to the
U.S. lkrent corporation under Section 902 of the Clode. It will also increase sub-
stantially the mininum distributionss requirements of Section 968 of the Code.

The hardship which this Section will work in the foreign area can readily be
seen by comparing the situation of a U.S. corporation which operates in a foreign
country through a branch with that of a U.S. corporation which operates Ik. tie
same foreign country through its wholly owned but foreign incorporated afIWM.
Assuming the rate of Income tax, and other tax provisions In the foreign couitr
were the Same as the U.S., the branch of the U S. corporation could, re uilt,.s
earnings to the U.S. without incurring any additi nal U.S. tax whereas tb U.S.
corporation which operated abroad through the foreign incorporated afilatle
would have to pay a residual U.S. tax on the dividends it received from Its for-
eign Incorporated affillate. Clearly this Is an unjustifiable result

Since the purpose of this Section is to prevent tax-free distributions to share-
holders we submit that Section 452 should be amended to make It clear that its
provisions will not be apldieable to the computation of earnings and profits of a
foreign corporation insofar as that computation pertains to the determination of
earnings and profits for purposes of Section 002 of the Code, Sub-part F, Section
1248 and other sections of the Code requiring the determination of foreign tax
credits.

Section 521. Depreciation of Real Estate.-This Section amends Section 167
of the Code to elhninate the double declining balance and the sum of the years-
digits methods of depreciation for real property the construction of which begins
after July 25, 1961). It also amends Section 1250 of the Code to provide that gain
on the sale of depreciable real property will be treated as ordinary income to the
extent of the excess of accelerated depreciation taken after July 25, 10 over
straight line depreciation.

The principal reason cited for the enactment of these measures is to eliminate
dealings in "tax losses" produced by depreciable real property. These "tax losses"
have been generated, for the most part, by the deduction for accelerated deprecia-
tion and the deduction for interest on 'the mortgage indebtedness which financed
the acquisition of the property. The combination of these deductions have pro-
dued a tax lom for some taxpayers and have enabled them to use that loss to
shelter other income from taxation. In addition, it has been pointed out that
such dealings have had a detrimental effect on the amount of mortgage money
available for new home buildings; mortgage money which might otherwise have
gone into new home building has been used to finance the acquisition of real
property of a kind which is attractive for dealings in tax losses.

While It is recognized that there have la on abuses in this area and these abuses
should be corrected, the cure for the abuses contained In Section 521 goes beyond
what is needed to end the abuse.

Tlese proposed changes should not be applied to depreciable real pro erty u,,d
for or in connection with manufacturing facilities, I.e., factories, warehouses, etc.
Real property used for or in connection with manufacturing facilities is acquired
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to generate additional income which will ne subjected to Income tax; It is not
acquired to generate additional deductions which will shelter other income from
income tax. Moreover, such real property investments have not had a detri-
mental effect on the amount of mortgage money available for new residential
construction.

Thus the reasons cited for the adoption of Section 521 of the Bill have no
application to real property used for or in connection with manufacturing
facilities and we strongly urge that your Committee make appropriate amend-
ments to Section 521 of H.R. 13270 so that its terms are limited only to those
forms of real property investments which have led to tax abuse.

If your Committee agrees-with the desirability of an amendment to Section 521
of the Bill to permit the continued application of the present accelerated rates to
factories, warehouses, etc., we would further urge your Committee to consider
among the kinds of buildings which continue to be eligible for the present acceler-
ated depreciation rates, a building constructed for the purpose of housing a
considerable amount of machinery and equipment. The present accelerated rates
should apply where the cost of the biachinery and equipment bears a certain
specified ratio (say 200%) to the cost of the new building. Such a building is
more closely akin in its use to a manufacturing facility than to an office building
and the depreciation rates applicable to the former should be applicable to such
a building.

Section 515. Total Distrbutions From Qualified Pen lio,, Etc., Plan8.-This
Section amends Sections 402(a) (2) and 403(a) (2) of the Code to eliminate
capital gains treatment on that portion of the benefits received by an employee in
a lump sum distribution from a "qualified" pension, profit sharing or annuity
plan which is attributable to employer contributions made during plan years
beginning after 1969. The existing capital gains treatement, which has been in
effect since 19421 would be replaced by a five-year "forward-averaging" device,
which is intended to provide partial relief for the unduly large tax burden which
would be incurred by the distributee if the entire lump sum distribution were
taxed at ordinary income rates in the year of receipt.

This proposed re-structuring of the system under which lump sum distribu-
tions are presently taxed most unfortunate since it will work an economic hard-
ship upon individuals whose principal post-retirement asset is likely to be the
after-tax proceeds of such a distribution. Furthermore, the "averaging" tech-
nique which would be utilized in place of the simple method of imposing a single
capital gains tax will present complex recordkeeping and tax computation prob-
lems for a group of largely unsophisticated individual taxpayers, which com-
plexities are hardly in accord with the goals of tax reform and simplification.

The purpose of this proposal is to minimize the tax advantage which might
accrue to a relatively high bracket taxpayer by virtue of capital gains treatment
on lump-sum distributions. (See the example set forth on P. 154 of the House
Ways and Means Committee Report on H.R. 13270, wherein it is assumed that
a lump-sum distribution of $500,000 is received by a corporate executive, whose
other post-retirement income is $35,000 per year.) However, those individuals
who comprise the so-called "middle income" group of taxpayers are the ones
who will suffer the most severe economic consequences. These individuals have
been unable to accumulate any significant amount of savings prior to retirement
and are unlikely to have any substantial income from other sources, such as
investment dividends or interest, subsequent to retirement. For such people, the
benefit which is derived from the receipt of a lump sum distribution from a
retirement plan which is subject to capital gain tax benefits may make the
difference between an economically secure retirement and one which may be
difficult.

The Celanese Stock Bonus and Investment Plan is a qualified plan in which
all salaried employees who have completed two years of service are eligible to
paft, cipate. An eligible employee may contribute as much as 5% of his normal
monthly salary, and for every dollar which is contributed by the employee,
Celanese contributes two dollars on his behalf. Upon his retirement, an employee
is entitled to receive a benefit whicb is equivalent to the sum of his own and
the employer's contributions plus any appreciation in value attributable to each
of these contributions. This benefit may be received as a lump sum distribution,
periodic payments in the form of an annuity, or a combination of both.

1 !.R.C. (1939) J 165(b). as a dded by Rev. Act 1942. 1162(a).
9Under both the Administration Proposals and H.R. 13270 at least 50% of capital gain

income is excluded from income taxable at ordinary rates.
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An analysis of certain statistical data in regard to the Celanese Stock Bonus
and Investment Plan for the year 1969, presented in the following table bears
out the proposition that the greatest proportion of employees who participate In
the Plan fre those in the low and middle salary brackets and that the bulk of
the total amount of employer contributions to the plan are attributable to such
employees:

Total company
Average contribution

Eligible Participating Percent company (col. 3 times
Salary bracket employees employees participating contribution col. 5)

(1) (2) (3) (4) (5) (6)

Under $500 ........................ 426 258 60.6 $094.66 $101,822.28
$5,000 to©$10,000 ...................... 4,239 3,567 84.1 683.63 2,438,508.21

0,0 1 5,000 ..................... 1,800 1,671 92.8 1,172.16 1,958,697.36
15,000 t $20,000 ..................... 835 784 93.9 1,673.90 1,312,337.60

$20,000 to $25000 ..................... 262 249 95.0 2,210.42 55, 394.5825,00 to $30,00..................... 84 81 96.4 2,777.51 22,978.31
.0,000 p5,000 ..................... 36 35 97.2 3,284.14 114,944.90
$35,000 40,000 ..................... 19 19 100.0 3,834.73 72.859.87

!0,00to 45'000.. . -. ....... 11 10 90.9 4,336.00 43,360.00
45,000 to 50,000 ..................... 7 7 100.0 4,892.85 34,249.95

000 to 5,000 ........... 1 1 100.0 5,500.00 5,500.00
000 to $0,000 ........... 6 6 100.0 5,566.66 33,399.96

Over $60,000.-........................ 18 17 94.4 9,486.47 161,269.99
Total .......................... 7,744 6,705 86.6 .............. 7,052,305.01

Note: The average employer contribution for each participating employee Is $1,052.

Of the total 6705 participating employees, 6529 (97%) are in salary brackets of
$25,000 per year or less. In addition, $6,361,742.03 of contributions, out of a total
contribution of $7,052,305.01 (90%) are made on behalf of employees in the
$25,000 per year or less category. It is readily apparent that the Celanese Plan
is not intended In any way as a method of providing tax-deferred compensation
to a few relatively high-salaried executives; on the contrary, its principal pur-
pose and effect is to enable employees of more modest financial circumstances to
systematically accumulate a reserve whicb may constitute the most substantial
portion of his available post-retirement assets and income.

When the "bunched income" problem presented by lump sum distributions
was dealt with in 1942, It was thought that the most efficient way to solve it was
by treating the distribution "as if" it were a gain from the sale or exchange
of a capital asset held for more than six months. The theory behind the grant-
ing of "deemed" capital gain treatement Is that the "gain" realized on the receipt
of a lump sum distribution has accumulated gradually over the course of some
years in very much the same manner as a capital asset appreciates in value
over an extended period of time. In order to reflect the economic reality that
the gain to be recognized on the sale or exchange of a capital asset is not
completely attributable to the year in which the taxable event occurs, such
gain is only subject to capital gain tax benefits under existing law which serves
as a form of averaging device to prevent an unjust tax burden in the particular
year.

The averaging technique afforded by existing capital gains benefits has the
concomitant advantage of simplicity and ease of application. It is not necessary
to compute the ultimate tax burden for the year in accordance with information
or records which are relevant to either past or future taxable years, nor to
apply formulas which are so extremely complex as to force the average tax-
payer to seek professional help in the preparation of his tax return. The "five-
year forward-averaging" mechanism which is proposed In the House Bill as a
substitute for capital treatment of lump sum distributions is an example
of such undue complexity. Under this rule, the recipient of the distribution must
pay ordinary income tax equal to five times the increase in his tax liability for
the distribution year which would result from adding 20% of the distribution to
taxable income for such year. In recognition of the fact that a retired person's
Income Is likely to decline, a "five-year look-back" rule is also proposed. Under
this rule the recipient can claim a refund if he can show that his total tax on
the distribution would have been less if only 20% of the distribution had been
Included in taxable income in the year of receipt and in each of the four succeed-
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ing taxable years. Thus. the taxpayer is forced to maintain detailed records for
the entire five-year period, and lti made to suffer the loss of "money use" as a
result of having to pay the larger amount of tax in the distribution year.

It is submitted that Congress shotild give careful re-examination to any pro-
posal which will serve to diminish the net amount avatlalde from a retirement
fund to people whose earning capacity may have all but terminated, and which
will create undue complexities in compliance, The projected revenue gain which
would result from the enactment of this proposal is relatively small,' and if the
proposal in H.R. 13270 dealing with the repeal of the alternative capital gains tax
computation for individuals is enacted, many lump sum distributions would be
taxed at an effective rate in excess of 2'% even if capital gains treatment is
retained. For these reasons, Celanese is opposed to the enactmett of proposed
Section 515 of H.R. 13270.

Section 331. Deferred Compensatiom-This Section adds Section 1354 to the
Code, which would radically alter the existing method of taxing "deferred com-
pensation" received pursuant to an unfunded, unqualified plan between employer
and emPloyee. Under present law, such payments are not taxed until the year
in which they are received by the employee (usually subsequent to his retirement
when his tax bracket is Ilower) on the basis that he did not have a present right
to receive the payment in the year in which it was earned. Under proposed Sec-
tion 331, the payment would continue not to be taxed until the year of receipt,
but the tax would, in general, be computed as if It were received in the year in
which it was "earned."

It is not disputed that there may be a need to re-examine the tax treatment
of unqualified deferred compensation arrangements, but we are strongly opposed
to the enactment of the present proposal on the grounds that it is ill-considered
and functionally unworkable. We are in basic agreement with the Administration's
position regarding proposed Section 331, as expressed to the Senate Finance
committeee by the Honorable Edwin S. Cohen, Assistant Secretary of the Treas-
ury for Tax Policy, on September 4. 1969. We concur with the Administration's
objection that this legislation would greatly modify the annual accounting con-
cept which underlies our entire tax system, and the more generalized objection
that the entire area of qualified and unqualified plans be given a comprehensive
study (which study has been undertaken by the Treasury) before any legislation
is enacted. "

We would also offer two additional specifle obJettions to proposed Section 331.
First, the tax which would be imposed under either of the two alternative for-
mulas is a minimum tax. Thus, if the taxpayer's bracket in the year of actual re-
ceipt of the payment happens to be high enough to produce a greater tax liability
tnder normal methods of computation than the tax which would be produced
by the application of proposed Section 381, he would have to pay the tax as de-
termined under normal methods. The taxpayer, therefore, does not have the option
to use proposed Section 331 to his benefit, but the Internal Revenue Service has
the option to use it to the taxpayer's detriment. This result seems patently
Inequitable.

Second, the proposed section would force a taxpayer to keep detailed records
and tax returns for an indefinite period of time and the computations which
would have to be made In order to determine tax liability would be so complex as
to be almost impossible. Many taxpayers are participants In deferred compensa-
tion plans for a period of time which might be in excess of twenty years. Since
the proposal assumes that each individual payment Is earned ratably over the
entire period of service and that taxable income is increased in each year by the
portion of any previously received payment, the taxpayer is forced to make layer
ipon layer of calculations to arrive at the correct taxable income figures for past

years in computing his Section 331 tax. These calculations would have to be made
every year in which a payment was received. surely "tax reform" legislation
mast havo simplicity as one of its goals; and this proposW falls far short of
aebieving fuch a 0oal.

SecioA 80,. Fifty Percent Maximum Rate on Rarned Incom.-'Phis Section
adds Section 1354 to the Code and places a 50% maximum tax rate upon "earned
Come" as that term Is defined in I.R.C. Section 911 (h). In general, this consists
of wages and salaries However, we would express, opposition to the exceptions
from the definition of "earned income" of, the portion of a lump suni distribution

'The nousi Ways and Means COmmittee Report. p. 166, estimateR that this provision will
result In an annual revenue increase of $5 mllfon in 1971 and $50 million In 1979.
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from a qualified plan which constitutes ordinary income and of any deferred
compensation payment. Our reasons in opposition to the enactment of the specific
proposals relating to the taxation of lump sum distributions and deferred com-
pensation" payments have been expressed earlier in this Statement. If, however,
those proposals are enacted, we feel that the "earned income" rate limitation
should be applicable to any taxable amounts thereunder.

Payments of this type are just as much "compensation for personal services"
(although received in a taxable year subsequent to the year in which they are
"earned") as any other such payments which are received in the same year as
they are "earned." There is no conceptual justification for making a distinction
in the definition of "earned income" which turns upon the question of "when"
such income is received. The character of the income should be the only con-
trolling factor.

The mere fact that specific formulae have been proposed relating to the meth-
ods of computing the tax on lump sum distributions and deferred compensation
payments should not be a reason to deprive such payments of the protection of
the proposed 50% rate limitation. It is quite conceivable that the effective tax
rate upon such payments may exceed 50%, even with the application of the
various formulae particularly if other income is received in the same taxable
year. In addition, it has previously been pointed out that proposed Section 331
dealing with deferred compensation payments imposes a minimut tax and.
therefore, the reason for the applicability of the "earned income" limitation in
this area is readily apparent.

If Congress does revise the methods of taxing lump sum distributions and
deferred compensation payments. so as to exact a greater ordinary income tax
on such amounts, fairness would dictate that the protection of the proposed
50% rAte limitation 'should be afforded such payments since there is no reason to,
exclude them from the definition of "earried Income."

It is possible that the "deferred compensation" exclusion from "earned In-
come" it Section'802 of the- Housb Bill would also- prevent gains realized on
disqualifying dispostions of stock acquired upon the exercise of qualified stock
options from qualifying for the 50% tax rate limit. For the reasons previously
expressed, we urge that the report of the Senate Finance -Committee make it
clear that such gains are within the definition of "earned income."

Respectfully sIftnittd. 0' 1
, .." CELANESE CORP.,

, 4 - By ROBERT P. ADELMAN,
-Director of Taxation.

THE DIME SAVINGS BANK OF BROOKLYN,
Brooklyn, N.Y., September 24, 1969.

RUSSELL B. LoNe, . .
chairman, Senate Finance Comt~nvtee;
U.S. Senate,
Washington, D.C.

)EAR SENATOR LO.sG: I am concerned about several features of the proposed
Tax Reform Act of 1969 (H.R. 18270). Although tax reformation in some cases
is certainly necessary., I think we have to be careful that reform prompted by
the acts of a relati, ry small number of persons does not result in injustice to a
great many.

Portions of the bill which I hope will be carefully considered by the Senate
Finance Ccmmittee and In the Senate are the following:

Tax Exemption of Municipal and State Obligationr.-All existing obligations
were purchased in good faith and I do not think that either constitutionally or
In good conscience the tax exempt status of those securities can be changed
directly or indirectly. Even the threat of indirect taxation has already demoral-
ized the market for such securities. What the Congregs does about future state
and municipal securities is something else: subsidies by the Fedl".al government
may seem like a substitute for tax exemption, but this would mi-qu larger taxes
to support the subsidies, and I feel that taxes are close to the nimahimun already.

Deferred Compcnsation.-This is a perfectly legitimate means of attracting
executive talent. Mutual savings institutions, which do not have capital stock,
are unable to offer prospective officers stock options, long terni contracts or other
inducements open to stock corporations. To suc'l institutions deferred compen-
sation is the only method of filling this gap. It may be that there should be a
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limit on the amount of deferred compensation, but the limit proposed In th
present bill is inadequate.

Taxes on Mutual Savings Banks.-The proposed bill eliminates the S% method
of calculating bad debt reserve and relies entirely on the 60% of net income
formula. I have no major objection to this, but the bill further provides for the
reduction of the 60% figure to 30% over a period of years, and I feel this reduc-
tion is too drastic.

I have been dealing with mortgage loans for nearly 45 years, and I can assure
you that in periods of losses, such losses are heavy. I think It might be possible
to reduce the bad debt reserve formula below the 60% figure for banks whose
surplus and reserves exceed a certain figure, say 12% of assets, but I think it is
essential to allow mutual savings banks to accumulate adequate reserves until
surplus and reserve reach such an amount

.The Dime Savings Bank of Brooklyn has over 1.75 billion dollars invested in
real estate mortgages, 98% of which cover residential properties, mostly one
family dwellings. I believe that the mutual savings bank system, which has made
possible financing of this magnitude for home ownership, should be given every
opportunity to continue to serve the needs of the public. It can only do so through
reasonable tax treatment. I might add that The Dime pays approximately
$100,000,000 a year to its depositors in Interest dividends; all of this money,
except for a very small portion going to tax exempt Institutions. is subject to
income tax payments on the part of the recipients, and should be taken into
account la considering the tax contribution of the bank.

Your careful consideration of the matters set forth in this leter will be much
appreciated.

Yours sincerely,
GORDON S. BRAISLIN.

CHICAGO ASSOCIATION OF COMMERCE AND INDUSTRY,
Chicago, IMi., October 9, 1969.

Hon. Russr.LL B. LONG,
Chairman, Senate Finance Committee,
Senate Offlce Building, Washington, D.C.

DEAR SENATOa: Your consideration of this Association's position with respect
to H.R. 13270, the Tax Reform Act of 1969, will be appreciated.

The Chicago .Association of Commerce and Industry with a membership of
11,000, representing come 6,000 companies and firms of every size and of every
category, is the Chamber of Commerce for the eight-county Chicago Metropoli-
tan Area. This membership is a cro,, 'ection of every facet of American business.
As the representative of this varied and very Important business community,
this Association has carefully reviewed the provisions of H.R. 13270, the Tax
Reform Act of 1969. The conclusions and recommendations reached as a result
of this review have been adopted as official policy of the Association by its Board
of Directors. They are hereby respectfully submitted to you for your consideration.

The Association opposes H.R. 13270, the Tax Reform Act of 1969, and urges
that the bill not be adopted by the Senate. Opposition to the bill is based on its
complexities, the compliance difficulties it creates, and the impossibility of
making a thorough technical and economical analysis of its provisions in the
short time such provisions have been available to the public. In an attempt to
bring about tax reform, there is in fact a lack of true tax reform and the crea-
tion of new Inequities. The highly desirable goal of tax simplification has not
been accomplished and to the contrary, the tax system would become even more
complex should this bill be enacted. While there are some features of the bill
which are highly desirable, the economic effects of its enactment would be so far
reachingw as to be a cause for concern, if not alarm. A comprehensive review of
the economic impact of enactment Is especially necessary.

With. respect to certain particular aspects of the bill, the Association respect-
fully submits the following comments.
Deferred compewaslao

The Association opposes provisions in the bill relative to changing the taxa-
tion of deferred compensation. These provisions would upset established busi-
ness practice and would Impose severe burdens on the continuing efforts of
Industry to attract and keep executive personnel.
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Standard deduction
Action to increase the standard deduction is highly desirable. However, it is

believed that the ceiling of $2,000 thereon is too low to accomplish either equity
or simplification of filing for taxpayers.
Rate changes

Certain provisions regarding rates are desirable, including (1) reduction of
the maximum tax rate to 65%, (2) the 50%o rate limitation on earned income,
and (3) the extention of head-of-household to single taxpayers over 35 and to
certain other individuals. Highly progressive tax rates are detrimental to oir
economy and relief must be forthcoming to encourage economic growth, and to
discourage tax avoidance activities induced by unrealistic rates.
Alternative tax

The Association opposes the elimination of the alternative tax on capital gains
because it in effect becomes a tax on inflationary gains without any real eco-
nomic benefit to the taxpayer. It is unrealistic to eliminate the alternative tax
while at the same time extending the holding period to one year.
Profit-sharing plan

Many companies in the Chicago area have utilized qualified profit-sharing
plans for many years as an incentive to employees, and a means whereby em-
ployees at all levels may share in profits of the enterprise. Elimination of the
capital gains treatment on lump sum distributions from qualified profit-sharing
plans would lead to elimination of many, if not all such plans which have long
formed a part of sound employee relations. If profit-sharing is to be discouraged,
it should not be through tax provisions.
Depreoiation

CACI opposes the elimination of double declining-balance on depreciation of
buildings. Any possible abuse from accelerated depreciation can be eliminated
by recapturing as ordinary Income at the time of sale depreciation claimed in
excess of that permitted under the straight-line method. The provision in the bill
is far too broad as may be illustrated by the fact that the double declining-bal-
ance depreciation on industrial buildings would be eliminated. Such buildings
have rarely been sold at gains, nor'is there a tax motivation present in the sale
of factory buildings because relocation and other expenses discourage moving
factory operations.
Depletion

The Association opposes the provisions of the bill regarding depletion allow-
ances. It is believed that an across-the-board proportionate reduction of virtually
all depletion rates cannot be supported on economic grounds because of varia-
tions in conditions of mining of various natural resources. It Is urged that before
any final action is taken on depletion allowances, a thorough review of the eco-
nomics involved be made.

Ban ks
The Association feels that banks must create adequate bad debt reserves be-

cause of the public interest in such institutions and should not be limited to an
arbitrary formula which has not in fact been applied to taxpayers generally.
Municipal bond interest

The Association opposes any change in the exemption of municipal bond in-
terest because of the demonstrated need of municipalities for funds for public
purposes. Particularly, the Association is concerned with the loss of tax exemp-
tion of bond issues to provide the local matching funds for sorely needed pro-
grams in mass transportation, and for the schools.
Limi tationr in tax prefercnec-iAllocation of deductions

The Chicago Association of Commerce and Industry approves efforts to elim-
inate preferences which are not warranted. However, it feels that such prefer-
ences should be attacked directly, rather than In an Indirect and complex
manner which will make preparation of individual income tax returns almost im-
possible for many taxpay ers. Accordingly, the Association opposes the "limit on
tax preferences" and "allocation of deductions" approach, although It does not
oppose eliminating particular preferences that are not warranted.



1378

Moving expense rules
The Chicago Association of Commerce and Industry feels that the provisions

relative to moving expenses is a step in the right direction, but that the veiling
of $2,500 for all nioving exlnses and $1,000 for house hunting and living ex-
penses is too low. Many taxpayers at all levels are transferred within and to
and from the Chicago and other metropolitan areas by their employers. In many
instances, the transfers are lateral in nature without involving any promotion,
and in a number of situations transfer is accepted by an employee in order to
retain his Job and pension rights. The Association feels that any reasonable
moving expenses should be allowed subject, of course, to review by the Internal
Revenue Servie. However, the Association sees no justification for an arbitrary
ceiling on legitimate moving expenses.

Investment credit
The Association opposes repeal of the investment credit because of the neen

to modernize industrial facilities in the Chicago area. In the event that the
credit is repealed, however, reasonable transition rules should be provided.

Respectfully submitted.
EDWARD J. HARNEY,

Chairman, Federal Revenue and Expenditures Committee.

FINANCIAL EXECUTIVES INSTITUTE.
New York, N.Y., October 6, 1969.

Subject: Tax Reform Act of 1969, H.R.13270.
Hon. RUSSELL B. LONG,
Chairman, Senate Finance Committee,
New Senate Offloe Building, Washington, D.C.

SIR: The Financial Executive Institute is the recognized professional organi-
zation of financial management in the United States, Canada and Puerto Rico.
Our Membership, of over 6,700 Individual members who represent a broad cross-

ection of American business, Includes the policy-making executives in the fiman-
clal function of more than 3,500 companies. One primary objective of the FEI
is to provide a means for the members to make joint studies and recommenda-
tions on matters of broad financial significance.

The Institute, through its Committee on Taxation, has reviewed the Tax Re-
form Act of 1969 (HR 13270) and welcomes the opportunity to submit its view
for consideration by the Senate Finance Committee in connection with its deliber-
.ation on tax matters.

We suggest to you that many of the revisions being proposed by HR 13270
are to change or eliminate present Code provisions that were adopted to provide
more equitable treatment of the Involved taxpayer with those in similar situ-
ations but different tax postures. An example of this Is the capital gain treat-
ment of lump sum distributions from qualified trusts so that the 5 million plus
participants would be taxed more equitably with partners and individual pro-
prietors on similar accumulations over a long period of time.

Furthermore, many suggested provisions are further complications for the
taxpayer without substantial revenue or needed reforms of abuses and we can
find no simplification steps being taken. Even the increase in standard deduc-
tions held up as au example of simplification does not qualify for' this purpose
as the taxpayer must dd his calculating both ways to see whether or not he
should use the standard deductions.

In summary, ,)ur statement, which includes comments on various provisions
of the Bill, recommends that the tax burden on corporations not be increased
long range by this Bill; strongly urges the elimination of the sections of the
Bill which deal with deferred compensation as recommended by the Treasury
and'those which would limit capital gains treatment of lump sum distributions
from qualified pension and profit sharing plans, and, we point out the defect
In excluding deferred compensation from the provisions limiting the tax rate
on earned Income to a maximum of 50%, a proposal we otherwise endorse; sug-
gests changes In the area of real estate depreciation proposals peclfially to
exclude facilities constructed or acquired ds an integral part of the manufactur-
ing, production, distribution, or extraction of minerals from the reform proposals.

The proposed repeal of the Investment tax credit will make the adoption of
more liberal depreciation provisions imperative. We also, recommend revisions
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in the proposed changes in the foreign tax credit provision of existing law,
amendments to the proposed moving expense provisions of the Bill, and we
ci)lm)se the application of the proposed new rules for determining earnings and
profits to foreign corporations.

The Financial Executives Institute is concerned with those provisions of the
Act which relate to corporations and those which would have an impact on
investment and capital formation, therefore, our opposition to the negative
aspects of the Bill extends to the proposed increases in the tax rate on capital
gains for corporations to 30%, which we believe Is an obvious example of the
inherent bias of the Bill. The bias against corporations is obvious In that the
Bill, universally publicized as the most significant tax reform measure In a
quarter of a century, imposes a net 4.9 billion dollars of tax Increases on corpo-
rations, and since corporations are the principal form of business In the United
States and are the largest employers, the greatest consumers of services, and
the most important producers of National Income, the unfair corporate tax
burden contained in the Bill represents a bias against Investment and capital
formation.

We do not expect our statement to generate any sympathy for corporations
because they are, after all, inanimate creatures; we seek no sympathy or under-
standing of the corporation, because, in fact, it will pay whatever tax the law
requires, as long as It earns a profit. And, so long as there Is good reason for
the corporation's existence, It will survive. Rather, we ask the members of the
Senate Finance Committee to give further consideration to the question of
-whether this Bill serves the best long-term interests of the nation.

Whether the label be anti-capital formation or bias against Investment is
unimportant; the Bill In Its present form would, If enacted Into law, seriously
hamper the continued healthy growth of our economy by reducing Investment
which creates the products and -payrolls needed for that growth. We also believe
It will substantially contribute to Inflationary pressures by causing costs and
resulting price Increases; and we are convinced It will seriously hamper the
country In Its ability to solve the very serious balance of payments problems it
faces. Taxes are a cost of doing business. If taxes are Increased, the effect is
no different than if any other cost Is Increased. Business must decide how to
make up for the Increase. There are a number of ways this can be done, but the
point is that no well-run business has uncommitted funds set aside to cover a
tax increase. Faced with the many provisions of this Bill which are designed
to discourage Investment such as the repeal of the investment credit, restrictions
,on depree!qion when what Is needed is liberalization, an increase in the capital
gains taxes, and a reduction of percentage depletion, business can not mistake
the message: tax costs are going up and a premium has been placed on additional
investment. For example, the repeal of tbe investment tax credit would Increase
the cost of capital investment by approximately 10%, thus, the increased taxes
will be paid by a reduction in the productive investments which creates new
products, more jobs and larger payrolls. Once set in motion this depressant can
not be quickly reversed since productive expenditures require long term planning.
So, in truth, H.R. 13270 represents a decision that the nation's economy will
still need the brakes applied two, three or four years from now. Given the uncer-
tainties of economic forecasting even six-months ahead, the Bill is an economic
shot in the dark fired at impossibly long range.

This appears Inconsistent with statements made by various Government
officials that Indicate that the current inflation will be under control in about
two years. Despite the fact that economists are in general agreement that short-
ages in the market place, the Inability to supply consumer demand, is one of the
principal causes of Inflation, our examination of IIR 13270 Indicates that those
provisions of the Bill which will reduce the flow of products to the market
place will be fully effective two years from now.

We are also concerned that the proposed increases in corporate taxes will
aggravate the balance of payments problem. In large measure the U.S. balance
of payinents problems can be traced to rising costs which decrease the ability
of U.S. businesses to compete in the market places of the world. One important
reason for this is that we as a nation are not tax-cost competitive. The addt-
tional taxes on business contained in the Bill will further compound this
problem.

The propled Bill, HR 13270, imposes a net 4.9 billion dollars of tax increases
on corporations and a net tax reduction of 7.3 billion dollars for Individuals.
We direct the Committee's attention to the following statements contained In
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its report on the Revenue Act of 1964, page 8, subparagraph (c) to indicate the
historical concern for maintaining a balance of the tax burden between corpora-
tions and individuals:

"(c) This bill (1964 Act) provides a balanced reduction between individuals
and business firms. In this respect, the bill Is much the same as the bill that
came from the House. When fully effective, the bill will reduce individual
income taxes by $9.2 billion and will reduce corporate taxes by about $2.4
billion. These figures must be evaluated along with the effective tax reduction
of 1962 through the investment credit and depreciation reform, the largest share
of which went to corporations. Taking the 1962 and 10KA programs together, the
share of the reductions going to individuals is about two-thirds and to corpora-
tions about one-third, which is approximately the present relative shares of
individuals and corporations in income tax liabilities.

"Looked at another way, the net individual income tax reduction will reduce
present tax liabilities for individuals by just under 20 percent. The combined
effects of this bill, depreciation reform, and last year's investment tax credit,
will reduce corporate tax liabilities by something more than 19 percent."

The Secretary of the Treasury in testimony before the Committee hag
recommended 2% point reductions in the corporate tax rate to take effect
equally in 1971 and 1972. The reductions recommended are modest and will still
leave an increase in taxes on corporations of about 3.5 billion dollars. We endorse
these recommendations but they do not go far enough in returning the balance
of tax burden between the two major sources of revenue. The fact that these
recommendations may not be very attractive steps to take politically doesn't
make them any less important to the economic health of the nation.

The Financial Executives Institute urges the members of the Senate Finance
Committee to consider the full use of the proposed tax increase on corporations
to provide really meaningful corporate tax rate reductions, extended over the
next few years We strongly recommend that the Treasury's proposal for
amendments to Code section 11 reducing the corporate rate 2% points be extended
to offset in full the proposed 4.9 billion dollars of tax increase on corporations
over a reasonable period of time.

With respect to the specific provision of the Tax Reform Act of 1969, we offer
the following comments for your consideration.

Sec. 461-Alteriatlve Capital Gains Rate for Corporations
While the House Committee on Ways and bMeans indicated in its report on

H.R. 13270 that it was necessary to maintain a balance between corporations
and individuals with respect to alternate capital gains calculations, there is no
support for this statement in the bill. It is our view that there is no relationship
between the individual and the corporation with respect to capital appreciation
in that such gains when distributed to corporate stockholders are again generally
subject to tax at ordinary individual rates.

We believe that the proposed increase in the corporate capital gains tax rate
is unwarranted and should not be adopted.
See. 521-Depreciation (Code See. 167)

The Investment Credit was adopted in 1962 in lieu of additional relief in the
form of more liberal depreciation allowance. It was also referred to as a
mechanism for achieving tax rate reductions for business commensurate with
those granted to individual taxpayers. The Credit has been an important pro-
vision of the tax law and one that is necessry if United States industry is to
maintain a competitive international position, obtain the capacity to supply
the increasing demand for products, and improve our technological position
which is so important in view of world conditions. In addition, the Credit has
helped prevent the balance of payments problem from becoming more serious
than it is. By the very existence of the Credit, industry has been encouraged to
make long range plans to continue upgrading plant and equipment. Such plan-
ning has been based on official statements, that the Credit would not be subject
to tampering.

The Honorable Douglas Dillon, Secretary of the Treasury, in summarizing
his statement before the Joint Committee on Internal Revenue Taxation on
January 18, 1962 concluded the following:

"I consider our program of depreciation reform-including the investment
credit-a central part of our economic policy. Our two most important long-
range economic problems today are to stimulate growth in the domestic economy
and to eliminate the deficit in our balance of payments.
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* * * it is my conviction that depreciation reform, including both the adminis-

trative revision of depreciation guidelines and the investment credit, is not only
the best way to bring about a higher investment level, but is absolutely neces-
sary if we are to grow at a more rapid rate and maintain widespread inter-
national onfidence in our currency."

Also, Stanley S. Surrey, Assistant Secretary of the Treasury, in his statement
before the Society of Business Advisory Professions, Inc. on March 12, 1962,
made the following observations:

"6* * * If we are to achieve comparable tax treatment for productive equip-
ment-a comparability that will be very meaningful in a world of increased
International competition and freer trade-and if we are to move on under a
tax system to the modernizing and deepening of our own capital equipment, we
must provide an over-all treatment that includes some allowance or incentive
in addition to realistic depreciation.

"* * * I gather that some say that the credit is, of course, effective, but why
use it now when there Is still slack in the economy? The fact that the investment
credit was suggested at a time when we were in a recession period and the fact
that it is being adopted In a period of recovery does not mean that it is to be
regarded as a counter-cyclical tool. Rather, it is intended to be a permanent part
of our basic law".

For these reasons, the Institute strongly believes that the Investment Credit
should be retained in its present form. In the event that the Credit is suspended,
reduced or repealed, however, it becomes Imperative to enact more liberal depre-
ciation provisions; and, Congress should, as part of the present bill, direct the
Treasury Department to complete its present depreciation studies and submit
specific legislative proposals to be effective for taxable years beginning after
December 31, 1969. Such measures will encourage modernization of American
industrial plants which would mitigate inflationary pressures and make U.S.
Industry more competitive with Foreign Industry, thereby contributing to the
reduction of the payments problems.

If the Investment Credit is repealed, certain of the transitional provisions now
proposed should be revised. The definition of pretermination property should
be extended to include economic commitments not represented by binding col-
tract. In addition, the provision for phasing-out the Credit, which would deny
credit earned by those taxpayers with extended delivery dates are grossly
inequitable and should be deleted from the bill.

Section 521(a) of the bill would deny the benefits of the double declining
balance or the sum of the years-digits methods to new depreciable real property
(other than residential housing) and would limit depreciation on such used
property to the straight-line method.

These provisions are so broad in scope that they would Include depreciable
real estate constructed or acquired for use even as an integral part of manu-
facturing, production, distribution, or extraction. Such property is not related
In any way to the reasons for the proposed change in real estate depreciation, as
those reasons are set forth in the Report of the House Committee on Ways and
Means. The trading In losses and the opportunities for tax avoidance which the
committee's action is designed to eliminate are areas of primary benefit and
interest to the real estate operator. A taxpayer who has constructed or acquired
a building, such as a factory, office, store or warehouse, for his own use in
the active conduct of his own trade or business, and not for speculative invest-
ment should not be deprived of the use of accelerated depreciation. The Report
of the Senate Finance Committee, discussing section 167(b) of the Internal
Revenue Code of 1954, is still pertinent today with respect to such facilities: the
Report stated: "For all segments of the American economy, liberalized deprecia-
tion policies should assist modernization and expansion of industrial capacity.
with resulting economic growth, Increased production, and a higher standard of
living."

Although depreciation guidelines which shortened the lives of depreciable
property were promulgated in 1962, at approximately the same time the invest-
ment credit became effective, the more liberal depreciation was not made avail-
able to buildings due to the fact that there was no provision in the Code which
treated depreciation recaptured on the sale of building as ordinary Income. The
Revenue Act of 1962 made this change for all other classes of depreciable
property, and it would seem to us, ,that the simplest way to handle any tax abuse
that Congress is now concerned with would be to apply the same depreciation
recapture rules to buildings that now apply to personal property. Under these
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circumstances, depreciation claimed after the effective date of the legislation
whieh is recaptured on a subsequent sale would be treated as ordinary income
for tax purposes. This rule, however, should be coupled with a more liberal
depreciation guideline for buildings and the elimination of the reserve ratio test.

Scc8. f31, 432-Forcign Tax Credit (Code Sec. 904)
H.R. 13270 as passed by the Houge places restriotlons on the application of

the Foreign Tax Credit. We oppose' - -Iuciple any proposals that have the effect
of compartmentalizing the coniputat. * the Foreign Tax Credit. These provi-
sions, although aimed primarily at the natural resource industries, go much
farther than Just solving tle problems outlined in the committee report. Any
reduction in the Foreign Tax Credit computation while the present 0. F. D. 1.
repatriation provisions are in effect should be rejected. Since the FQreign Tax
Credit provisions first became a part of our income tax structure they have been
a necessary and vital factor in enabling American business to compete with
industry abroad. This is more important today than ever before. To the extent
that a United States taxpayer has paid taxes to a foreign government, the com-
purtation of his Foreign Tax Credit Ahould continue to equalize his overall tax
burden in comparison with his foreign competitor.

We recommend a liberalization of the deemed-paid Foreign Tax Credit provi-
sion of Section 902 of the Internal Revenue Code. Under present law the deemed
credit provisions are limited to two tiers of foreign corporations with a mini-
mum ownership requirement of 10 percent in the first tier and 50 percent in the
second tier. With the increasing trend requiring control of foreign business opera-
tions by foreign nationals the present two tier and percentage limitations are
unduly restrictive. This is particularly true since the information reporting sec-
tions involving foreign operations and ownership (Sections 608 and 6046) were
amended in 1962. There are no longer any administrative reasons for maintain-
ing the present percentages.

It Is recommended that Section 902 be amended so that the deemed Foreign
Tax Credit Is allowed regardless of the number of tiers as long as the interest
of the U.S. corporate shareholder (direct and indirect) is at least 5 percent
overall.
Seo. 452-Effect on Earnings and Profts of Accelerated Deprectation (Code

Sec. 908 and Subpart F)
Reference is made to Section 452 of H.R. 13270 affecting the computation of

earnings and profits. We call attention to these provisions as they apply to the
deemed-credit computations under Section 902 of the Internal Revenue Code
as well as to computation under sub-part F.

In many cases it is literally impossible for a 10 percent, o" more U.S. share-
holder of a foreign corporation to secure the necessary information to restate the
earnings and profits of a foreign corporation on U.S. basis. In some cases this
result is a direct result of the provisions of foreign law. We recommend that
the earnings and profits of foreign corporations, duly certified by independent
accountants be accepted for purposes of computing taxable income and for
purposes of computing the Foreign Tax Credit under the various provisions of
the Internal Revenue Code. Proper safeguards could be developed In the case
of sales or exchanges of the securities of foreign corporations or in case of
liquidations involving foreign corporations. An alternative solution to the prob-
lems posed by this provision would be to apply the proposed new rules only
when the shareholder (taxpayer) contends that a dividend distribution is
excludable from his taxable income as a return of capital,

See. 515-Lump Sum Dtstribitions From Qualified Pension, and Profit Sharing
Plans (Code Sec. 402, 403)

The House Bill proposes to discontinue capital gains treatment as to future
employer contributions which are a part of a lump sifm distribution from a quali-
fied pension or profit sharing plan. The proposed change should be rejected for
seieral- reasons:

(1) In order for a distribtulon to qualify for present capital gains treatment,
qualified pension and profit sharing pans must cover a broad classification of
employees and must not discriminate in favor of the highly paid or supervisory
employees. Accordingly, the majority of those covered are taxpayers of modest
to moderate means. However, the reasons given for this Change cite taxpayers
with gross incomes of $50,000 per year and above as the principal beneficiaries of

.the present taX treatment and we believe the Committee should know that more
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than five million employees now covered by qualified plans will be affected by
these provisions.

(2) Many companies have adopted qualified deferred profit sharing plans
or qualified savings plans as substitutes for-or supplements to-monthly annu-
ity or pension plans to provide financial security after retirement, and over the
years they have become an important factor in the total benefits programs offered
to employees. Tampering with established tax laws covering the retirement
planning of so many people to whom old age security is of such vital concern
should be undertaken only as a last resort and only after a showing that there
is abuse In the present rule. This is so even if the tampering is designed to leave
such persons substantially untouched In the final economic results, because the
tax laws are now so complicated that many persons may react unwisely in the
face of additional changes.

(3) The provisions of the House Bill will replace the relatively simple rule,
that the excess of a lump sum distribution over an employee's own contributions
Is taxed as a long-term capital gain.

The existing rule is not only simple but also does substantial Justice. Certainly
no one would advocate that the djtrIbutloof, an amount accumulated over the
years of the employee's papwkti-tion in the plah-shuld be taxed to him in one
year as ordinary incoine. The tax burden under .sucfle approach would obvi-
viously erode the amount available for retirement b ts. Accordingly, the
problem Is to dev)4 a method of taxing such a distribute which will carry
out the obJectiv s for which the Plan i'b established in t first place. We
submit that t* taxing of lm m dItribuflmq as capital n may not be
perfect but t does provide -'rea nabh system 4V distribution 't a fair rate
without unoUly diminish the a ount the benoft. -

In this c6nnectioni44nust be k t fil miad thtthe Bill would als amend the
present ry es regarding taxLig ca Ita- 9ksby removbf'\ the altern tive tax of
25%. Acrdlngly, lump-ibm-deb, tionsWIllI bear/a greater amot nt of tax
even witl the retention of the ovisIn ofation 402(a) (2) -

(4) The proposal containe I the ill wi coplicat6 the comp ttton of
the tax Ion distributions and se voinpliane, Iurdens bn the empyee and
employ which w oN eig tc2 nical a , jtage which might @therwlse
be gain d. In place of the' tin f ple ?lenof/taxing a dltribution
of empl yer contriutiono ook a sepaat on)f*tn service as a capital gain, It
will -be ecessary t perform dveral c pt a t ns as follows:
(a) T e amount f thedistibutlorl, hie i-0ibutable to employer con-

tribution after berpl, 19fnusCb d Irnled. TW amount is jkot always
readily I dntifiable: n-some cases ft-speelffc a mount of th, employee% contribu-
tion may e allocated to'the indivIdual but in other cap, the em loyer's con-
tributions determined on.thbass or, an ggrega plan Costand specific
amounts are not allocated Vd the indivi dual. -T e e rmlnation Of that portion
of a contribukon which represents empl yei co t Tutions afte '1969 on behalf
of any individu l can only be m~de ofte-a elaborate computatjns which add to
the administratiVe costs of the Plan. It should be noted thtatunder the Bill the
employee has the rden of establishing the' amount post 1969 employer
contributions.

(b) Assuming the POst employer contributofl can be readily identified,
a tax must be computed the T-using--he-Scial Income averaging method
Irvided- in'the Bill. The tax thus computed must be paid in the year bf distribu-
tion, bdt the results of this computation must be re-examined five taxablq years
later and the tax recomputed. If the recomputed tax is.lower than the original
tax, then the taxpayer may seek a refund. Accoroingly, the employee's tax
liability is not settled for at least five years- and no ddubt a longer period by
the 'time a refund i 'made. Furthermore, this result is more likely to occur
amng individuals who do not have large amounts of Income during retirementyears. ,

(c) When employer securities are included in a lump sum distribution the net
unrealized appreciation in such securities must be eliminated before the tax Is
computed. Admittedly this is true under present law but is already 'compli-
cating factor which would only be compounded by the proposed changes.

We Submit that the procedural complications which will be added tthe tax
chores of the millions of employees participating in these tax qualified plans make
the tax reform cure worse than the disease. Indeed, we believe that in Its present
form these provisions could lead to a cure for the alleged abuses cited only at the
expense of the continued health of these plans. Although th6 Imrplications are that

3-M O---pt 2-31
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changing the rules only prospectively will work no hardship on employees covered
by the numerous plans which have grown up over the years, this is not the case.
AparL from the procedural complications and confusion just discussed, there will
be serious economic effects on many participants as well. In fact, participants
in the least successful plans will be hardest hit. Consider, for example, an em-
ployee who progresses from a starting salary of $8,000 per year to a final salary
of, say $80,000, after thirty years of service. If he leaves employer contributions
in the plan until retirement, they may be taxed at a higher level after waiting
thirty years to receive the contribution than they would have been if he had
taken distribution on an earlier "vesting" date as many plans provide. Now, if
the company stock paid substantial dividends over this period, this tax premium
might be considered a worthwhlh) price to pay for deferring tax on these divi-
dends, but if not, then he would have been better off to take the contributions
earlier, pay the tax and reinvest the after-tax proceeds. Another situation which
would adversely affect participants in less successful plans will arise where there
is little unrealized appreciation in the stock and, therefore, the distribution is
not only smaller than had been hoped for but the proportion immediately tax-
able at ordinary rates is higher.

(5) The present tax treatment was one of the factors considered when these
plans were originally formulated. In other words, plans are set up with the idea
that Continued participation by an employee over his working career will not only
encourage thrift and 4ncrease employee stock ownership in the company, but will
produce financial results (after-tax) within a certain range when finally dis-
tributed on retirement or other separation from employment. The capital gain
treatment figured prominently In calculating these expected results and was there-
fore a factor in designing the plans. While the five year averaging provision in
the Bill is designed to ameliorate the changed treatment, it will have uneven
effects as between individuals when compared with the present treatment. The
employee will be required to gamble as to the level of future ordinary tax rates
whereas under present rules he can at least be assured that whatever rates may
be he will pay tax at a maximum of one-half such rates when be receives his
distribution.

In summary, these new provisions -will greatly complicate the tax computa-
tions of millions of taxpayers who already find they lack the sophistication to
understand even the present provision of the Code, they will introduce even more
uncertainty into their financial planning, and they will undercut the basis of the
economic design of many plans. All of this is being done in the name of tax reform
aimed at a tax avoidance device involving alleged abuse in only a relatively few
stuations and partial correction of this alleged abuse would be 1ach4eved in the
Bil through removal of the alternative tax on capital gains. We therefore urge
the Committee to seek other means of correction which do not threaten the con-
tinued growth of broad-based, plans upon which millions of employees now
rely.

See. 31-Deferred Compentaaion (Code Seo. 1854)
As with otier provisions of HR 13270, it is easy to conclude from a study of

section 331 of the Bill dealing with non-qualified deferred compensation arrange-
ments that one basic objective of tax reform; simplification, has been poorly
served. For what can only be described as minimal effects on tax revenue (no
measurable effect is forecast until 1972 and a maximum effect of only $25 million
per year by 1979) the new rules would so complicate tax return preparation and
record keeping as to render a very important method of compensating manage-
ment employees largely Ineffective. Not only are these, rules complicated as far
as compliance 1, concerned, as witness the two alternative methods of calculating
the so-called minimum tax, but they violate long established tax principles that
cash basis tax payers compute and pay their taxes for the year income is received
and at rates effective for that year. Imagine, if you will the record keeeping.
computatlon,:administrative, and enforcement problems which will be created
when thousands of employees with long careers under deferred plans, even those
Wvto re sophIstlcaated in tax law, are confronted by the labyrinth of these rules.
we urgp, that the provisions of thhi section and the reasons advanced in support
of them be carefully reexamined and we firmly believe that such reconsideration
WiU show that there is insufficient justification for including them as pert of
tax refrm legislation,Fundamental to an understanding of why there is no need to change present
law with respect to deferred compensation is an understanding of what it is and
what legitimate business purposes it serves. First and foremost, however, it must
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be made clear that, no income escapes tax tinder such plans. The recipient of
deferred compensation must include the payments in his gross income for the
years in which they are received and must pay tax thereon at ordinary income
tax rates., Furthermore, the employer's tax deduction coincides with the time
of actual payment. Thus the taxation of these payments under present law 1-9 in
accord with the d,.sirable tax objective of balancing deduction with the receipt
of income. Deferral of Income to later years when income was expected to be
lower was a definite factor but it is less useful now because tax rate schedules
have been compressed and many persons find that taxable pensions, investment,
and other income, combined with deferred compensation, result in little really
.igniflcant change In tax brackets aftt-L retirement. And finally, under Section
S02 of the House Bill, deferred compensation would be excluded from "earned
income" which would be eligible for the 50% maximum tax rate limitation and it
therefore could well be taxed at higher levels than if it were paid in the year
earned: All this would seem to raise a question: why, if the tax advantanges
have already beeo reduced and seem to be headed for further reduction, do these
llans continue to be popular? The answer would seem to be, and Is, that there
are other Important non-tax reasons for them.

From an employers' standpoint, attracting and retaining highly talented In-
dividuals, retaining a portion of an employee's earnings for use in the business,
and providing continuing motivation through deferred payments in shares of
company stock are all factors in the use of deferred compensation, and all make
good business sense quite apart from any tax considerations. From the employee's
view, a position with a small, growing company not yet able to meet high salary
competition of larger firms can be made attractive by a deferral plan which will
not endanger the present cash position of the company. As a corollary, deferred
plans with "earin-out" periods of several years following the year of an award
are factors which an executive considering a move to another company always
has in mind. Many employees consider the spreading out of a part of currently
earned income a vital part of their financial planning; even though tax rate
difference may be small, it helps to level income over the combined working career-
retirement period. This is particularly true where the tax qualified-penision plan
of the employer is designed to prohibit participation of the part of compensation
above certain levels in order to meet non-discrimination requirements and pen-
sions are therefore inadequate to maintain a standard of living after retirement
reasonably similar to the pre-retirement level.

As further evidence of the horrendous problems these provisions would create,
we note that Assistant Treasury Secretary Cohens statement before this Com-
mittee during the earlier part of September contains an admission that his experts
have not been able to satisfactorily define the term "deferred compensation."
Even if this problem, were overcome he noted they are also concerned about how
they could realistically comply with the requirement that they develop regula-
lations to determine the year in which deferred income is "deemed" to have been
earned.

We conclude with one further thought; it is not impossible to imagine that
federal revenues could be reduced by these proposals rather than increased. Since
immediate compensation will qualify under the House Bill for the, 50% maximum
tax rate on earned income included In. the House Bill, the average rate on income
which might otherwise be deLerred will be somewhere below 59%. To the extent
that deferred compensation plans are abmdoned and effective corporate tax rates
exceed this average, current deductions by the companies for such payments
could reduce company taxes by more than the increase in individual taxes. It
would not be the first time such anomalous results flowed from ill-advised efforts
to enact reform where reform is not needed.
,ce. 2J1-Movfng E.rpcwscs (Code Sec. 217)

The recognition in the Houv Bill of the realities facing employees who must
move their place of residence In response to transfers by employers or to accept
new ezvploymeut goes part way toward eliminating sometimes crushing financial
burdens which are added to the ordinary disruptions of family life occasioned
by those moves. While Section 231 of the Uouse Bill is sound in principle, It Is
deficient in several respects. Real estate commissions, which, are, a percentage
of the sale price of the residence, have risen in absolute terms with the rising
values of real estate. This means that the $2,500 limitation imposed on the three
new categories of expenses eligible for deiuctioni is Just not large enough to cover
these larger commissions, plus pre-movIng house hunting trips, and temporary
living expenses at the' new location where even a modest residence is involved.
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The thirty day time limitation on deductibility for living expenses at the new
location Is Inadequate and unncccssary if a dollar limit is in effect. We do not
understand why the effective date is for taxable years beginning after Decem-
ber 31, 1909. This relief measure has been proposed in Bills introduced several
times i the past and is long overdue. We urge that the effective date be changed
to taxable years beginning after December 31, 1968.

There are many cases where a transfer of employment location within large
urban areas, with their established commuter patterns and routes, would be
practically impossible if the employees could not also move their places of resi-
dence. Increasing the distance requirement from 20 to 50 miles is unjustified and
we strongly support the Treasury Department statement asking for restoration
of the 20 mile test for new employees. We also believe that where the employee
moves at the convenience of the employer any mileage test is inappropriate and
urge that this be recognized in the Bill.

The requirement that moving costs that will be deductible by the employee be
included in gross income even though deductible will causee problems for many
taxpayers filing returns under state and local income tax laws. This provision will
add to taxpayer confusion with no apparent benefit. We therefore suggest that
these costs be excluded from W-2 reporting requirements, the same as the ex-
clusion from withholding requirements provided by Sec. 809' ', ) (15) of the Code.

The House Bill requires that all reimbursements of .oyees for moving
expenses be included in gross income and the Committee Report states they are
thus to be considered wages for withholding purposes. Section 3401 (a) (15) of
the Internal Revenue Code specifically exempts such reimbursements from with-
holding if at the time of payment it is reasonable to believe that a corresponding
deduction under Section 217 be allowable. Since 3401(a) (15) would remain in
the law, this provision, of the House Bill assures that employers, employees and
Revenue Agents will be subject to great doubt and confusion. There is no justi-
fication for withholding on amounts which are reasonably expected to be deduct-
ible and this provision should be amended to make it clear that Section 3401(a)
(15) willcontinue to control In such situations.

See. 802-Maximum Tax on Earnted Income (New (Code See. 1848
While we generally applaud this section which imposes a maximum tax rate

limit of 50% on earned -hcome, we" believe there are defects which must be
corrected to make It equitable Perhaps through oversight, the definition of earned
income does not specifically refer to periodic pension and annuity payments.
On the other hand, deferred income payments are specifically excluded from the
definition (b) (1), although referred to as earned income in other sections of the
Bill. In both cases, however, the amounts received are earned during the period
of active employment and are therefore clearly within the concept of earned
income contained in the bill and as generally understood when contrasted with
Investment and other forms of passive Income-which would continue to be
subject to the higher tax rates We therefore urge that any payment that an
employee receives from his employer or under employer plans which is taxable
as'ordiatry incoe be treated as earned Income for the earned Incomle rate limi-
tation provision.

We wish to expres our appreciation for this oppbortunity to present comments
for the confsderation of the Senate Finance" C6inmittee during its deliberations
on federal tax proposals and respectfully request that our complete statement
be include in the record of the CommIttee's hearing on the Tax Reform Act of

]Res tlly yours,
E. A. VAUGHiN,

Chairman, Committee on Taxation.

AuxwnoAw P-BLo GAs AssOCATIoN,
Washington, D.C., October 7, 1969.

lion. RussmL B. Loxo,
Chairman, Senate Committee on 1linamwe,
New Sfnate Ofjle BildnV,'

.shsn DC , , '.J'
D'trA Sm TA LOlt : The American Public Gas Association, the national asso-

eiation of ptublcly ,owned gas distribution systems, held its Eigbth Annual Con-
ve t fitb at GatllnbtrgTennessee, September 15-17, 1969. At that time, the mer-
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bers unanimously adopted 5 resolutions on various issues involved ;n the Tax
Reform Act of 1969 (H.R. 13270) now before your Committee of vital interest
to the members of the association. We are enclosing herein copies of these
resolutions.

We respectfully request that these resolutions be made a part of the printed
Senate Hearings relating to the Tax Reform Act of 1969.

We appreciate very much this opportunity to present our views to you and the
Committee.

Respectfully submitted.
ROBERT H. KTNo, P)re8ident.

RESOLUTION No. 4--THE TAX EXEMPT STATUS OF STATE AND LOOAL BONDS3

Whereas, the interest from State, municipal and other public afTncy bondshas historically been exempt from Federal taxation under our dual system of
government; and

Whereas, a Federal income tax on the obligations of States and their political
subdivisions, or upon the interest they pay on these obligations, would be incon-
sistent with and contrary to the dual system of government contemplated by
our Constitution; and

Whereas, the House of Represenatives of the United State Congress has
passed H.R. 13270, 91st Congress, 1st Session (also known as the Tax Reform
Act of 1969) which bill would offer a Federal subsidy to State and local bond
issues in exchange for their interest's being subject to Federal income taxation;
and

Whereas, H.R 13270 will have, and already has had, a seriously adverse impact
on, and caused great uncertainty in the market for State and local obligations;
and

Whereas, such a Federal subsidy would undermine the financial independence
and integrity of State and local governments in carrying out thelr governmental
responsibility of providing their citizens with essential public services including
natural gas and would drive them to rely instead upon Federal assistance; and

Whereas, the issuance of tax exempt bonds bearing the lowest possible interest
rate Is essential for municipal and other publiely-owned gas utilities to have a
means of financing needed facilities for the transmission and distribution of
water, natural gas and electricity; and

Whereas, the limited tax preference provisions of H.R. 13270 provides a suffi-
cient deterrent to tax abuse by holders of tax exempt State and local bonds:
Now, therefore, be it

Resolved, That the American Public Gas Association:
1. Reaffirms its opposition to any legislation which would abridge the tax

exempt status of bonds issued by State or local government to fnance public
services including natural gas; and

2. Opposes any legislation which would offer Federal subsidy as a substitution
for the long-standing Constitutional and legislative tax exemption of interest on
State and local bonds presently incorporated in Section 103 of the Internal
Revenue Code of 1954.

RESOLUTION No. 5--TREATMENT OF LIBERAUZED DEPREOATION AND AOCELEA&TED
AMORTIZATION FOR RATEMAKING PURPOSES

Whereas, the "flow-through" principle for the treatment of liberalized depre-
ciation under Section 167 and accelerated amortization under Section 1o8 or the
Internal Revenue Code of 1954 results in substantial savings to the rate payers
who thereby pay only for the actual Federal taxes incurred by regulated natural
gas companies as a part of their cost of service; ani

Whereas, to the contrary, the "normalization" principle for the treatment ofthese matters results In the ratepayers paying for hypothetical "Phantom" taxes
which the regulated natural gas companies do not In fact pay to the Government
and may never pay; and

Whereas, the Federal Power Commission has decided that the flow-through
principle Is the proper method for treating liberalized depreciation under Section
167 of the Internal Revenue Code, and has further decided that companies using
liberalized depreciation may not change their depreciation method to avoid
flowing through the resulting tax savings to the consumer, which decisions have
been affirmed by a number of courts on appeals; and
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Whereas, H.R. 18270, 91st Congress, 1st Session ("Tax Reform Act of 1969"),
if enacted, would in effect "freeze utility companies in the type of depreciation
and amortiaztion which they are now using by requiring (1) that if straight line
depreciation is presently used, then no faster depreciation is to be permitted
asto that property, (2) that if accelerated depreciation with normalization is
presently used, the taxpayers must either switch to straight line or continue to
normalize, and (3) that if accelerated depreciation with flow-thrcugh is presently
used, the taxpayer must continue to do so unless the appropriate regulatory
agency permits a change as to that property; and

Whereas, the effect of these provisions of H.R. 13270 would be to inhibit the
expanded use of accelerated depreciation (and flow-through of the savings re-
sulting therefrom for ratemaking purposes, thereby arbitrarily discriminating
against consumers in those areas of the country serviced by pipeline companies
which have not as yet switched to accelerated depreciation: Now, therefore, be it

Resolved, That the American Public Gas Association opposes those provisions
of H.R. 13270 which would change the present law relating to the use of
accelerated depreciation and amortization by utility companies.'

RESOLUTION No. 6--OIL AND GAS DEPLETION ALLOWANCE AND INTANGIBLE DRLLNG
EXPENsEs

Whereas, the 27% depletion allowance for oil and gas production has long
been a greater benefit and incentive than is necessary for producers of oil and
p; and

Whereas, this allowance has in many instances permitted oil and gas com-
panies to avoid bearing their fair share of our nation's tax burden; and

Whereas, the present tax provisions relating to intangible drilling expenses
which permit an Immediate write-off of the costs of drilling new wells provide
sufficient incentive for such drilling; and

Whereas, H.R. 13120, 91st Congress, let Session ("Tax Reform Act of 1969"),
if enacted, would cut the present 27 % depletion allowance on domestically
produced oil and gas to 20% and would repeal entirely the 27% e%- depletion
,allowance for overseas production of oil and gas; and

Wlereas, the provisions of H.R. 13270 would not affect the deductions per-
mitted for intangible drilling expansion; and

Whereas, the effect of the above provisions of H.R. 13270 would be to reallocate
the Federal Income tax burden In a substantially more equitable manner than
now exists and, through the maintenance of the present provisions relating to
the deduction of intangible drilling costs, could result in a significant increase
in the exploration for and development of domestic supplies of oil and gas
through an incentive to increase the level of domestic drilling, operation, which
woulp result in substantial savings to consumers in the prices they would pay
for oil and gas; and

. Whereas, any changes in both the depletion allowance and the deduction for
Intugible drilling, expenses might deter the development of new supplies of
oil and gas and thereby result In an increase in the cost of oil and gas to the
consumer: Now, therefore. be it

Resolved, That the American Public Gas Association supports those provisions
of 19,.L 13270 which reduce the present 27 % depletion allowance on domestic-
ally produced oil and gas to 209 and which repeal entirely the depletion allow-
ance for foreign production of oil and gas, but opposes any attempt to restrict
the provisions of Section 263 (c) of the Internal Revenue Code of 1951 regarding
allowance of intangible drilling expenses !or oil and gas wells.

RaSOLuTIOx No. 7-REPEAL OF THE INVESTMENT TAx CBDXIT

Whereas, HLR. 18270,.91st Congress, 1st Session ("Tax Reform Act of 1969")
igK9Wd, i- enaetedWprovide that the termination of the investment credit would
not affect gas pipeline construction not yet begun but for which an application
had been filed with the Federal Power Commission prior to April 19, 1969; and

.Wheres,,since 1984, the benefits derived by pipeline companies from the, 7%
investment tax credit have not been "flowed through!' to the consumer to lower
the raterahe pays for gas, so that the consumers in effect, have been paying as
though therewere no Investment tax credit; and
, Whereas, this exception to the termination. provisions (known also as the

"pipeline sweetener") constitutes unwarranted special treatment for gas pipe-
line companies at the expense of the public: Now, therefore, be it
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Resolved, That the American Public Gas Association opposes anything short
of uniform, across-the-board treatment of all businesses with respect to the termi-
nation of the investment tax credit.

RESOLTION No. 8-REDucTIoN OF FOREIGN TAX CREDIT FOR OVERSEAS OIL AND
GAs OPERATION

Whereas, it is desirable to encourage exploration for and3 development of domes-
tic supplies of oil and natural gas; and

Whereas, it is In the Interest of the nation and the consuming public to achieve
a greater economy in the production of oil and natural gas through a proximity
of the sources of these products to those who buy and consume them; and

Whereas, present tax law relating to foreign tax credits for overseas oil and
gas operations encourages overseas production at the expense of domestic devel-
opment;and

Whereas, present law has allowed some oil and gas companies to derive double
tax benefits and to disguise royalty payments to foreign governments as "foreign
taxes" ; and

Whereas, provisions of H.R. 13270, 91st Congress, 1st Session ("Tax Reform
Act of 1969") would, if enacted, correct this situation and encourage greater
development of domestic oil and gas resources by reducing the foreign tax credits
available for overseas oil and gas operations: Now, therefore, be it

Re8olved, That the American Public Gas Association supports the provisions
of H.R. 13270 relating to reduction of the foreign tax credits available to overseas
oil and gas operations.

NATIONAL FEDERATION OF
INDEPENDENT UNIONS,

Wa8hington, D.C., October 6,1969.
Re Tax Refort Act of 1969, H.R. 12370.
Hon. RUSSELL B. LONG,
Chairinan, Senate Finance Committee,
U.S. Scinate, Wa8hington, D.C.

DEAa Mn. LONG: My name is Don Mahon. As Secretary of the National Federa-
tion of Independent Unions, and President of the National Brotherhood of Pack-
Inghopse and Dairy Workers, I wish to present the following statement for con-
sideration in. behalf of the members of our Organizations and their families.
They are primarily among the taxpayers most seriously affected by the Act now
under consideration by your Committee.

This will confirm our desire to pay our fair share of the taxes necessary to
sustain and protect our government and this country. However, we feel that the
present system Is discriminatory and inequitable as interpreted and administered.

The following changes, to be made effective through the Tax Reform Act of
1969, would help eliminate some unfair practices now in affect.

1. Let the surtax die on January 1, 1970.
2. Eliminate the 7% tax deduction allowed Corporations to buy new equip-

ment and the real estate exemptions of accumulated depreciations.
3. Eliminate the huge exemptions granted to foundations.
4. Impose a tax of consequence on all income regardless of the source so as

to cope with the capital gains and similar situations.
5. Do away with the oil depletion allowance of 27%%.
6. Increase exemptions from the present miniscule figure of $600.00 to not

less than $1200.00.
7. Ln cases where profit sharing plans are in effect, in lieu of pension plans

for the benefit of employees in their years of retirement, provide that capital
gains in such funds be treated in a manner similar to insurance and other
pension plan funds.

8. That a broader definition of deductible job related costs to employees, as
well as work related travel expenses, be included. (This provision should
liberalize the present definition of moving to include categories of Indirect
deductible expenses such as costs of transportation, meals and lodging for
the taxpayer and members of his household, to be deductible if the taxpayer
has obtained employment in the new area before the trip begins.)

Temporary living expenses at new principal job locations. (Costs of meals
and lodging incurred by the employee and members of his household for the
first thirty days after obtaining employment would be deductible.)
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Costs of selling old residence; buying new residence; or terminating lease.
(Attorney fees, escrow fees, appraisal fees, title costs, "points" or loan place-
ment charges (but not interest), reasonably necessary to affect the purchase
of a new residence would be deductible.

Also, expense of commuting. between home and place of employment as a
deduction from gross income.

Serious consideration and positive action by your Committee, on these reforms
in behalf of millions of Americans ',o are similarly situated, Is hereby requested
and appreciated.

Respectfully: submitted.
DoN MAHON,

National Executive Secretary.

J.,
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STATEMENT

OF

LOUIS 0. KELSO AND NOR4AN G. KURLAND

ON

FEDERAL TAX POLICY TO CREATE FULL EMPLOYMENT

BY BROADENING THE OWNERSHIP OF PRODUCTIVE CAPITAL
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I. INTRODUCTORY REMARKS AND SUMMARY

i1. THE UNEXPLORED PROBLEM OF OUR TAX POLICY: HOW
OUR TAX POLICIES FRUSTRATE BROADER CAPITAL
OWNERSHIP.

A. How Corporate Tax Laws Encourage the Continuing
Concentration of Wealth.

B. How Corporation Taxes Have Weakened our
"Private Property" System.

C. -How Other Tax Laws Accentuate the Concentrated
Ownership of Capital.

D. A Slightly Different View of the Taxpayer

Revolt.

E. Taix Policy "ai'tihb Lq;pho1es.

F. Tax Policy and Inflation.

G. -Tax Policy and,Economic GrOwth.

H. "Tax Policy and Unemployment.

/. Tax Policy and Skyrocketing Welfare Costs.

III. ThM SECOND INCOME PLAN TRUST: A HIGH-POWERED
QUALI.'Ft DSERRED COMPENSATION TRUST FOR
CONVERTING EMPLOYEES INTO OWNERS OF NEWLY
FINANCED CAPITAL

A. Description of Second Income Plan Financing
and the Operation of Second Income Plan
Trusts for Corporate Employees.
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My name is Norman Kurland.* I represent the Institute for

the Study of Economic Systems, an educational and research

organization that seeks within the strengths and dynamics of a

private property, free enterprise system the new and creative

solutions to the problems of our economy. My presentation today

was developck in collaboration with Louis 0. Kelso,** noted

economist and senior partner of a widely respected San Francisco

law firm specializing in corporation, tax, and finance law.

We would like to address ourselves to issues thus far

ignored in the current deliberations on tax reform. Our main

focus is on aspects of our tax policies which perpetuate and

encourage concentrated capital ownership. Our analysis, we

feel, will amply demonstrate that tax policy designed to restore

health to our economy and promote economic justice has, in

fact, inhibited economic vitality and has denied most Americans

equal opportunities to participate in the production of wealth

*Mr. Kurland is a member of the District of Columbia bar and
directs the Institute for the Study of Economic Systems. He
was former Director of Planning of the Citizens' Crusade
Against Poverty. He studied economics at the University of
Chicago.

**Mr. Kelso is an economist and senior partner in the San
Francisco law firm of Kelso, Cotton, Seligman, and Ray which
specializes in corporation, tax and finance law. He is author
of The Capitalist Manifesto, The New Capitalists, and Two-
Factor Theory: The Economics of Reality, and numerous aricles
on economic theory and new techniques of financing broader
capital ownership.
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as owners of capital.

Our national fiscal policies today have missed the

target on this important issue:

How can we motivate all employable persons to
expand to the fullest our economy's output of
useful goods and services, synchronizing that
expanded productive powerwith expanded purchasing
p among people who need anddesire to consume
that new wealth?

In brief, today's economic problems cannot be solved

wicuiout a recognition of these basic facts:

* Capital instruments in MAcrica's largest corpo-
rations produce the overwhelming bulk of our
wealth.

* Capital ownership is highly desirable for people
fortunate enough to acquire a capital estate.

* Capital ownership is highly concentrated and is
becoming even more so.

* Current tax policy, because it encourages the
use of conventional techniques for financing new
capital formation, denies access to capital
ownership to 95 percent of the American people.

* American industry has the physical capacity
(i.e. the managerial and technical know-how, the
physical capital, the trainable manpower and the
resources) to expand its output of useful goods
and services many times its present rate, if it
had customers with sufficient buying power.

As we will attempt to demonstrate (see section II)

the inability of most Americans to legitimate their incomes

through capital ownership is the root cause for today's

most pressing economic problems:

* Rising government costs.

* Dangerous inflationary trends.;

* Inadequate economic expansion.

* Underutilized manpower and resource wastes.
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" Unhealthy and increasing dependency of major
corporations, local communities, and millions
of citizens on Federal spending In order to
survive economically.

" The continuing failure of the private sector of
our economy -- the major U.S. corporations and
our labor organizations -- to solve our economic
problems with minimal government intervention.

* Our inability to broaden our taxpayer base.

* The ominous taxpayers' revolt.

We propose two basic and interrelated strategies for

broadening the base of capital ownership -- without eroding

or redistributing the private property of existing owners --

so that every household in America could begin to acquire

legitimately a reasonably-sized capital estate as a supple-

mentary source of its purchasing power. We propose that Congress

enact tax reforms (see section V) which would

(1) Encourage the expanded use of Second Income
Plan Trusts, an approved variation of a quali-
fied deferred compensation stock bonus trust,
by the major U.S. corporations so that corporate
employees could acquire significant capital
estates as corporations financed their capital
expansion programs.*

(2).Launch the Second Income Plan, a comprehensive
strategy for achieving general affluence and
broadening the taxpayer base by enabling all
families to.own capital.**

*See section IZI of this testimony and chapter 16 of Two-
Factor Theory: The Economics of Reality by Louis 0. K--8o
and Patricia Hatter.

**See section IV of this testimony also by Mr. Kelso, see:
The New Capitalists (co-author, Mortimer Adler, Random House,
1991); chapter 17 of Two-Factor Theory: The Economics of
Reality (co-author, Patricia Hetter, Random House, Vintage
paper ack, 1968) and "Eliminating the Purchasing Power Gap
through Two-Factor Theory and the Second Income Plan" (co-
author, Patricia Hetter) , ncome Maintenance Programs,
Hearings . . ., Joint Economic Committee, 90th Congress, 2d
esion, Vol. II, pp. 633-652, 1968. The Appendix of Two-
Factor Theory contains the "Full Production Act," the m--l
for Federal legislation to plan and implement the Second Income
Plan as national policy.
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This approach would:

* Build a "second economy" within 25 to 30 years
that would be 7 to 10 times larger than the
present economy, which is physically incapable
of supporting general affluence.

* Create, within 2 years from start-up time, tens
of millions of new and useful jobs in priva e
I-ndustry to uil-d-te-physical capital structure
(e.g. the buildings, power plants, transportation
systems, anti-pollution systems, computers, etc.)
needed for a rapidly expanding "second economy."

* Broaden capital ownership among tens of millions
of workers without reducing their take-home pay,
fringe benefits, or savings.

* Link workers to a supplementary source of income
beyond that derived from wages or salaries.

* Broaden capital ownership among the remaining
95 percent of capital-less Americans. (Conserva-
tively, we estimate that, after a 5-year start-
up period, one million families every year could
leave the w-1Tare rolls, each - n- a
l income 3TIMooo ear t rough its
productive capital. -After a second5-year
period, five million familes per year could acquire
similar estates. Within 15 years, every American
household would produce significant incomes
through their newly acquired capital estates.)

* Generate a significant new and legitimate source
of mass purchasing power not dependent on govern-
ment intervention or redistribution but tied
directly to newly added productive power in the
economy.

Widen the personal income tax base as the new
owners produced their "second incomes" through
their capital estates, enabling all Americans to
share in support of necessary governmental
activities.

Encourage corporations to pay out 100 percent
of net profits to shareholders and to finance
their corporate expansion through techniques that
lead to broader ownership.

Enable industry to finance new capital on pre-tax
net earnings.
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Gradually eliminate the need for corporation
taxes.

Reduce government costs by enabling the private
sector to recapture from government the primary
thrust for expanding our economy, thereby
gradually reducing government's roles to its
traditional functions as "umpire," "gap filler,"
peace keeper, and controller of our monetary
machinery.

Reduce resource and manpower waste resulting from
welfare and from jobs artificially "created" with
taxpayer dollars and create rewarding job opportuni-
ties for those in industry and in the military
who will become "surplus" when the Vietiiam conflict
terminates.

Create new and more rewarding roles for labor
unions as the demand for employees (and therefore
labor's potential constituency) increases under
the expanding "second economy". (Labor's bargaining
demands would broaden from their exclusive focus
now on higher incomes from toil, to economic
security and "second incomes from capital.)

Lift the psychological and economic restraints
to expanded use of our new technologies and
automation. (Workers who share in the profits
produced by a new machine welcome. having it make
their work easier or replace their toil entirely.)

Begin to end the historic struggle between the
haves and have-nots through a unique "private
property" strategy that would turn have-nots
into haves without 'taking from those who own
today's capital.

Gradually eliminate the root causes of our
uncontrollable inflation:

-- Increasing labor costs alongside de-
creasing labor productivity. (Capital,--
not labor, has become more productive.)

High interest rates

-- Non-productive government spending

-- Unrestrained consumer credit

-- Other causes which produce arti-
ficial purchasing power without
simultaneously generating a corres-
ponding increase in the output of
wealth.
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It should be noted that Second Income Plan financing

would reduce corporation taxes flowing from future capital

expansion. However, it would not affect Federal revenues

currently derived from corporation taxes. The existing

capital structure would continue to produce the same net

earnings which, unless altered, would be subject to present

corporation tax rates. Our proposals are geared exclusively

to the future earnings produced by newly added capital. It

is this new capital that our economic system so sorely needs

to increase our national productive power, to raise our

national standard-of-living, and to generate higher incomes

for the millions of Americans with unsatisfied needs and wants.

Hence, any future "losses"in corporate tax revenues would be

far outweighed by revenue gains in the form of higher personal

income taxes and lowered government costs.

Our specific recommendations for tax reform are outlined

in section V of this presentation.

II. THE UNEXPLORED PROBLEM OF OUR TAX SYSTEM: HOW OUR TAX POLICIES
FRUSTRATE BROADER CAPITAL OWNERSHIP.

A. How Corporate Tax Laws Encourage the Continuing Concentration
of Wealth.

.The fact that about 26 million persons in the United States

own at least one share of stock,,despite WallStreet's claim

to the contrary, does not make them "capitalists." (A reasonable

definition of this term would limit its coverage to those re-

ceiving at least half of their consummable incomes from income-

producing property,) Less than one percent of American households

really qualify to use this label. Most of the remaining share-

holders could scarcely afford a meal in a decent restaurant if

33-865 0 - 69 - pt. 2--32



1400

they depended on their dividend income.

Capital has always produced the highest standard-of-living

for those fortunate to own enough of it. But virtually all

capital ownership in the American economy is concentrated in

5 out of every 100 families. Having Ignored for too long the

importance of broader capital ownership# our society has effectively

and systematically barred the remaining 95 percent of families

from the privilege of becoming capitalists.

One of the major institutional barriers to broader capital

ownership, strangely enought-is the corporation tax, a tax solely

on owners of Capital. The effective rate of Federal and state

corporation taxes on major corporations amounts today to about

56 percent.

On first blush this "double tax" on the earnings of capital

would appear to be one of the many ways our society has developed

for redistributing income from affluent Americans to increase

the incomes of non-owners. But, in fact, this enormous "leak"

in the inmoo stream produced by capital only serves to perpetuate

the traditional pattern of corporate finance, the primary cause

of concentrated ownership. By selectively closing this leak and

applying more modern techniques of financing new corporate growth,

as wa will explaint all Americans could become owners and produce

significant incomes from capital ia our expanding economy.

Our capital instruments -- not labor -- produce most of our

society's wealth. Each year corporate managers -- who, interest-

ingly enough, are basically capital-less themselves - add new

."productive capital valued in the tens of billions of dollars.
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This process increases our productive capacity by relentlessly

shifting the burden of producing our wealth from human beings to

more efficient niw capital instruments. In 1969 alone, over

$10 billion worth of buildings, machines, computers, power

plants, oil refineries, aircraft, and thousands of other forms

of capital will be added to last years capital structure. But

hardly any new owners will be created in the process. Almost all

new capital will ke financed out of past savings. Less than half

of one percent of new capital formation during the eleven years

1955-1965 came from issuing new stocks to the public 99.5 percent

was generated internally.-

Yet new capital in our major corporations is subject to

"birth control." It is a standard rule-of-thumb among corporate

managers that new capital will not be brought into existence in

well-managed corporations unless it will rapidly pay for itself --

generally in less than 5 year -- from the future earnings that

it will produce for the corporation., But under conventional cor-

porate financing practices capital pay for itself exclusively

for the benefit of present owners.

An has been successfully demonstrated in practice (for the

benefit of thousands of new owners) since capital in major cor-

porations is inherently financeable, anyone could become an owner

ofa significant capital estate if he could tuyit on credit, let

it pa for itself, and thereafter enjoy the income it produces.

''(See section XIXqB,. below.)

But new owners cannot be created unless we close variags
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leaks in the income stream produced by newly formed capital.

The pre-tax net income produced by capital added in our 4,000

top corporations consistently averages 20 cents to 25 cents on

every dollar invested. Most of that income is drained away by
withheld

corporation taxes (about 56 percent) and earnings/by corporate

managers for future investment leaving the average shareholder

rwith a dividend return of 4 to 5 percent. Such a low return

may# of course, satisfy already'affluent shareholders, who would,

for, various tax reasons, prefer taking their investment incomes

A, n the gorm of "capital gains." But such low dividends.would not

even cover the interest on a capital acquisition loan- for potential

nevwowners under t~day's inflated interest-rates,

As wewill discuss later, newly dtbcovered-financing techniques

have overcome these barriers to~broader ownership. Some illus-

trated below (section III., ) are working now for the benefit

of a significant number of corporate employees who could not other-

wise gain a"second income" from capital. With minor tax improve-

ments, these techniques would become more wiely used as the major

vehicle for restoring health to the private sector.of our economy#

thereby creating millions of legitimate new jobs in industry and

widening our taxbasei,, With..Otherminor supplements to :our-tax

policy., even persons not employed by corporations -, includingg the

age4- the disabled, others on welfare, civil servants, and even

legislators --. could become owners of a diversified portfolio

of newly issued qualified shares and thus begin to producefor

themselves significanb independent incomes-from our expanding

economy.
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B. How Corporation Taxes Have Weakened Our "Private Property"
System.

The institution of "private property" -- whose origin in our

own legal system can be traced to roots in Roman law-- amounts

to no less than the right to all the wealth that one's property

produces. This institution, of course, applies equally to one's

right to the wealth produced by his own body and mind (labor)

as well as by the non-human extensions of his body (his capital

instruments). No one today seriously questions the right to

Wealth produced by one's labor. Ignored is the fact that the

Corporation tax (a tax solely on owners-of capital), Is a direct

erosion by more than half of the privatee property" of these

owners.

Some may react by saying, "So what if the rich are soaked

twice? At least the poor will benefit from the redistributed

earnings." 'But are the poor really benefiting from corporation

taxes? Are the'rich really losing their share of the wealth of

our economy? Are the forces of concentration working faster than

the forces of redistribution? Is our weakening of the institution

of "private property" socially and politically desirable? Is

there a better alternative? -

Wewould contend that the poor and others among tho 95

percent of American households who are capital-less are seriously

harmed by today's erosion of "private property" in capital because

it virtually disqualifies-them from ever Acquiring a "piece of the

real actionf"a private property stake in the industrial assets

of the Nation.
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On-the other hand, the,,really affluent few, who by the

very definition of "affluence" already receive more income than

they can possibly consue, lose very little of substance by a

., "double tax" on theiriearnings. Under conventional financing

I techniques the same owners will automatically own ell the new

,'--,capital (and therefore all the new productive power) that comes

-into being this year, next year, .and every year thereafter as we

move., further into the age of cbe:rnationo

Todayqs corporation tax -- because it drains off ipdis-

.orimnately over haltof capitalss earnings --,is a major factor

-."keepi*g, propertyless Americans economically disenfranchised from

our- 'private prspery. system.

With no access to capital, most Americans must depend ex-

.,?,clusively on toil (which often, must be subsidized) and welfare

as he ,sole sources of their subsistence,

It i- little wonder then that alienation from our system has

beomeulwre poeryasive,,,partcularly among, the poor and oul, youth.

, tshould sot be. surprising under the circumstances thatso many

youg. and. poor people have. limited respect for or understanding

.of the ipertance of "private property." Most of them, as things

-stand today, will never have an opportunity to .-Acuire-a .genuine

.stake --. a vested. interest -- in the property that. produces

ms, t of ow- wealth. Does our earlier, history suggest, soM9 new

directions?.* .

Thoms; Jefferson, envisioned a democratic Americap,.pociety

whereox every.-fansi lyr, could, become ecw Ocally . independent by

owning property. The Founding Fathers generalLy understood
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that ,"power naturally and inevitably follows property" and that

the institution of "private property" was a primary shelter for

an individual's civil liberties. They recognized that as an in-

stitutional check on the ine',itable abuses that stem from con-

centrated power, "private property" had the same potential in

the economic world that the "ballot" had in the political arena.

Each placed ultimate power and responsibility directly in. the

hands of each citizen, where he could delegate it upwards and

hold his representatives accountable for its exercise.

Under the Homestead Act, Jefferson's vision was realized.

Formerly propertyless people responded with great enthusiasm to

their new opportunity to free themselves economically by becoming

owners, of land. This historically unique "private property"

approach unleashed enormously high levels of agricultural pro-

ductivity, in turn releasing millions from work on farms to enter

industry. Thus, this dramatic program -- possibly the most im-

portant enacted by any government in history -- served as the

main springboard for this nation's rapid rise to leadership in

,the industrial revolution and to world prominence.

Wen the land frontier ran out, unfortunately, we failed to

convert Jefferson's sound ideas to an economic strategy relevant

to an industrial era. Industrial capital -- an even more sig-

nificant form of capital than land -- remained narrowly owned.

Our major corporations continued to build a "new frontier" of
' industrial capital -- unlike land, of almost limitless dimensions --

that continues to expand each year at a rate now rapidly approaching

$100 billion worth of new structures, machines, and other forms
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-of productive capital.

.Physically, we have the know-how, technology, resources, and

trainable manpower to build enough capital instruments to produce

in abundance for all. Institutionally, however, we have not yt

reconciled ourselves to that industrial frontier.

C. How Other Tax Laws Accentuate the Concentrated Ownership ofCapital.

The favorable personal income tax treatment.of "capital gains"

,(limited to a ceiling of 25 percent) compared to dividend income

(up to a 77 percent tax, rate) for those in the top tax brackets

is the,-widely acknowledged source of most of the complexity and

inequities in our present tax system. What is not generally re-

cognized i. that it -s-ione of the most significant structural

'auses of concentrated ownership. -The tax preferences given to

capital gains virtually "forces" the wealthy to leave their

dividends in the form of retained corporate earnings, which is

the main source of investment funds for capital expansion. New

capital formation could just as easily -- and more logically --

.-bw financed to broaden thebase of capital ownership.

Accelerated depreciation* .investment credits, and depletion

allowances also tend to concentrate ownership of-capital by making

',i easier for existing owners to acquire, ownership of. newly formed

citpita.,

- - The tax-deductibility of. gifts,,to general-purpose foundations --

by disconnecting .ownership. frown peop&e- has a similar, .popcen-

trating effeotu,."' ,'
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D. A.Slightly Different View of the Taxpayer Revolt.

Under our national economic policies for the past 35 years,

best expressed in the Employment Act of 1946, we have struggled

to generate mass purchasing power exclusively through "full em-

ployment", backed up by income redistribution, both of which

are largely dependent on taxpayer support and to a lesser extent

on the manipulation of our monetary machinery. We have no

national policy to broaden capital ownership -- despite the fact

that capital produces the overwhelming bulk of the goods and

services we consume.

Millions of families each year find themselves joining

the group of highly insecure Americans who depend for their

subsistence on the taxpayers, who are themselves on the most

part economically insecure and debt-ridden. Included in that

taxpayer-dependent group are not only the growing number of

restless people on welfare and on already swollen government

payrolls, but the millions of workers in private corporations

which would collapse overnight but for government contracts.

Taxpayers are generally willing to support governmental

activities where they can realize direct personal or social

benefits. But they are generally unwilling to support artifi-

cially contrived or unproductive employment or mere doles for

others, except when they consider their very survival is at

stake, such as in war or under conditions of mass hysteria like

war.

Taijayers will pay for Federal aid to education under the
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rubric Qf "natiOnal defense" (e.g., the National Defense

Education Acty R.O.T.C. scholarships; Aid to Federally Impacted

Areas) but will resist paying the cost of programs expressly

designed to help those at the bottom of the economic ladder

(e.g., Title I of the Elementary and Secondary Education Act;

the Economic Opportunity Act.)

Taxpayers will pay for "law and order" before they will pay

for institutionalized charity imposed by fiat. In fact, trying

to institutionalize "charity" (derived from Ocaritas," the Latin

word for lovee) is as consistent with human nature as any

attempt to institutionalize creativity.

Under normal conditions, an undisguised dole is guaranteed

to "keep the poor in their place," always limited to the amount

that, from a standpoint of political feasibility, could be taken,

under force of law, from some and given to others.

Even a program disguised as a family allowance" or "children's

allowance" --- cleverly structured so that every family would

receive one -- will not go unnoticed by the taxpayers who will

bear. the burden not only of their own "gifts" from government but

.also for those going to millions of non-taxpaying poor families.

on the other hand, because the material expectations of the

increasingly organized poor will unavoidably continue to escalate,

programs providing doles will necessarily heighten and perpetuate

the already perilous confrontation between the most powerless

segment of our society the poor -- and their most unpredictable

_and powerful opponent, the average American taxpayer.

-f we had no other alternative for answering the problem
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of the purchasing power gap in a society capable of producing

general affluence, there would indeed be cause for great despair.

But with minor revisions of our tax laws and more rational eco-

nomic goals, we could easily solve that problem.

E. Tax policyy and :the Loopholes.

Too much attention given to tax loopholes diverts us from

the pressing need for more basic tax reform.

Most fair-minded observers would agree to the closing of

loopholes which allow the very wealthy to escape some or all of

their fair share of supporting government e.g., capital gains

taxes, accelerated depreciation, investment credits, depletion

allowances, and the like. But the very existence of these legal

"escape hatches" points out the importance of "private property"

in terms of individual security and power. These loopholes

reflect the tremendous countet-reaction of the wealthy to mini-

mize any erosion of their property rights.

The closing of tax loopholes, it should be further noted,

would hardly lessen the increasing burden imposed by our present

economic policies on the middle-class taxpayer, who under any

circumstances must pay the bulk of our taxes. The system might

become somewhat fairer than at present, yet still collapse from

overload.

F. Tax Policy and Inflation.

* More rational tax policy- "- one which would help bring.about
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widespread capital ownership of newly added productive capital

without violating property rights of existing owners -- would

begin to reduce inflationary pressures.

Despite our technological advantages, inflation is forcing

American goods out of competition on the world markets and is

inducing the flow of American capitalabroad.

As most people realize, inflation stems from adding dollars

of consumer power without a corresponding increase in the volume

of goods. Inflation is one of the best barometers of defective

economic and tax policies. (See section IV. C. entitled "Some

of the Implications for National Economic Policy for Recognizing

that Doule-Entry Bookkeeping is the Logic of a Market Economy.")

Clearly, the most significant inflationary effect can be

traced to rising wage and salary demands, the only route left

open by our "full employment" policy for most people to gain a

"legitimate" income, thus ignoring the almost unlimited frontier

of productive capital as an alternate means for legitimizing

their incomes.

Labor costs are not subject to competition in our system;

while labor's contribution to production continues to decline

because of automation and shorter work-weeks, American labor

costs continue to rise. This result is understandable when

workers are institutionally denied ownership shares in the

profits produced by the new productive capital that is replacing

them.

Another "cost-push" factor behind inflation is the rising

sc t: of governmento Ach of which Ls caused by. the need under
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present economic policies for the government to artificially

generate mass purchasing power through spending programs. Under

more rational policies, the corporate sector itself could generate

that purchasing power directly through more innovative financing

techniques which would enable capital-less households to gain

"second incomes" through the ownership of newly added productive

capital.

We can find a major "demand-pull" force on our sky-rocketing

cost-of-living by studying the misuse of our'sophisticated credit

machinery we provide credit for further capital acquisition

exclusively for existing owners capital-less Americans are

limited to credit for consumer purchases.

Artificial purchasing power is created by consumer credit,

which, unlike credit for capital expansion# adds no new productive

power to the system. Americans also give away their future pur-

chasing power by paying 22 cents on every after-tax dollar they

earn to cover private debt service. A home buyer must earn

enough for three homes under today's interest rates to buy one,

widening his purchasing power gap by two homes.

On the other hand, credit for capital expansion makes sense.

Capital pays for itself when added by our major corporations.

Although there is no symmetry under our present policies

between productive power and consumption power, this imbalance

could easily be remedied under the Second Income Plan, as is

explained 4n section IV. C.
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G. Tax PolicV'and Economic Growth.

New productive power in our society is basically a product

of the new physical capital that is added by our private cor-

porations, the most efficient and productive users of capital

in history. Physically, our major corporations could expand

(as they have done during all-out wars) by rates far in excess

of our present rates, if there were markets, i.e., purchasing

power, to k what the corporations could produce. (During

war, the government provides a ready market, although what is

produced for war obviously satisfies no one's material needs.)

Today, changes in the tax laws (i.e., 3liminatinV the 7

percent: investment credit) are being considered to reduce further

our national economic (i.e., capital) growth. This policy might

be understandable when ownership is concentrated and when the

system has very inefficient, humanly distasteful, and inflation-

cre."ting ways for redistributing the necessary purchasing power

to take the newly added goods off the market.

A government policy to slow down the production of useful
goods and services, however, is obviously absurd when non-

inflationary alternatives exist to synchronize the expansion of

corporate productive power with the growth of mass purchasing

power. (See section IV. C. below and "Eliminating the Purchasing

Power Gap Through Two-Factor Theory and the Second Income Plan,"

by Louis 0. Kelso and Patricia Hetter, INCOME MAINTENANCE PROGRAMS,

Joint Economic Committee, 90th Congress, Second Session, Volume II,

pp. 633-652 (1968)).
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Some Second Income Plan techniques are available under

present laws and are being used successfully by a few large

corporations (see section III.J . for some operating corporate

models.)

H. Tax Policy and Unemployment.

Unemployment today is basically the product of our defective

economic strategies. During all-out wars when the military budget

provides an almost unlimited market for its output, American

industry has shown-that it can rapidly expand to its full physical

capacity to produce# and will "beat the bushes" finding people to

be hire4 and trained on-the-job. From 1940.to 1945, the American

economy grew by over 100 percent, 20 percent a year, even with 16

million persons taken from the labor force for .military duty.

Although over 11 million were unemployed prior to 1940,. during

the war unemployment was unheard of.

Because-we are institutionally unable to synchronize our

po'er to consume with our potential power to produce,.growth of

our Gross National Prtuct today is limited to about 4.5 percent,

with tens of millions of persons unemployed or engaged in non-

.productive work and wholly subsidized activities for which there

is, no market demand. (See IV. C.)

If the recommendations proposed here were implemented, we

would predict a gradual increase to overall peace-time growth

rates of 15 percent annually, building the vast capital structure

needed to physically produce general affluence. Such a monumental
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task would generate 25to 30 ears of'intenslve'and legitimate

*full employMent." Because every employable person would, in

effect, be building-his own capital estate, this approach would

attract millions of people into industry who are now unemployed,

underemployed, or engaged in non-productive work in industry and

government.

I. Tax Policy and Skyrocketing-Welfare Costs.

Aooording to the Annual Report of'the President's Council of

Economic Advisors, the United States is spending billionn for

IntoM6'msittenanceG Yet even according to official" poverty

Oritetia'over 26 million persons-and 5.3 million families are

classified. as "poor. Over 6 million persons are on the rolls of

'/the Aid-t6.Depehdent Children Program alone. And the rolls are

expanding at an alarming r&te.

For example, a New York State welfare study published in

1961 predicted that by 1970 about 700.000 persons would be on

the state's welfare rolls, .costing taxpayers slightly more than

$00 miYlion.''In"Wew York City alone in January 1969, the annual

tet of welfare topped $1i4 billion for about one million re-

- aipients. With 4 percent of-the U.S. population, New.York:City

accounts for 11 percent of the'Naition's welfare recipients. And

50000persons are added to.the city's welfare population each

month,- . ," ,

Furthermore, the National. We fare Rights Organiza.tion has

* mounted a nation-widecaipaign amonq the poor to "break the welfare
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bank" and force adoption of some form of guaranteed annual

income. The cost to the taxpayers of such a program is, of course,

impossible to estimate accurately.

On the other hand, as we will demonstrate, the expanded

ute of Second Income Plan techniques would remove millions from

the welfare rolls and place them on the tax roils as productive

participants in an expanding American economy. (See sections

I. , IV. A. and IV. B.)

In. THE SECOND INCOME PLAN TRUST: A HIGH-POWERED QUALIFIED DEFERRED-
COMPENSATION TRUST FOR CO14VERTING EMPLOYEES INTO OWNERS OF NEWLY
FINANCED CAPITAL.

A. Description of Second Income Plan Financing and the Operation
oX Second Incoe. Plan Trusts for Corporate 'PlOyeg.

Second Income Plan credit mechanisms arq, without qualification,

the most innovative and efficient financing "tools* available for

new capital formation. Existing owners, new owners, and lending

sources now using these techniques find them mutually attractive

and economically beneficial. Because their main function is to

broaden capital ownership in major corporations, they represent

a major weapon for restoring health to the economy.

Arnold Schuchter, author of ,the recent book WHITE POWER,

BLACK FREEDOM (Beacon Press 1969) and a top economic apd com-

munity development consultant with Arthur'D. Little, Inc., probably

the world's most prestigious and experienced management and tech-

nical consulting firm, has stated

.,,"Together with a number of key professionals
in economics and other disciplines at Arthur D.

-,,Ltttle# I am persua4ed,,thet Second Income.Plan
financing techniques offer unique potentials for

s3-"B5 0 - 69 - pt. 2--S
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* ,corioiie develorabnt programs in existing ahd'
new communities benefiting both lower income whites
krid blackss i well as participating corporations L
and financial institutions."

Mr. Schuchter is only one of many in the corporate world who

are beginning to recognize the value of the Second Income Plan

financing approach.

One of the main tools of the Second Income Plan is the

Employee Second Income Trust, which is a U.S. Treasury-qualified

adaptation of the standard deferred compensation trust (i.e.,

employee ?ension, profit-sharing and stock-bonuS plans). The

,loyee SIP'?rust (iei'1diagram:Jek page )is, 'however , vastly

more advantageous for al parties concerned -- especially for

cor~tkkU:Wemloyiea -" thircn-ny* of thb.-tridttibnti Oension,

pOift!4hiring, bf-st~d*'bond* 0land J

ko1*0nd I ome PlM tethniqueik arerFeXlained'mote fully in

the *any ratings of-th6it arohitedt,.San Fraitbiaofiftaned and

C"- ooratioh'lawyorandeionoi st Louis,'-. elso. -See especially

'THW NEW! CAPITALISTS-- (RandomHouse, 1961) ., o-4fthored ,by the

" •ophiloscph'r, Ntiar 'Adler a" TWO-PACIOR- THEORtu , TH: .ECONOMICS

OF REALITY (Rahdo0:9oUsei Vintage paporback 1968).and PUprooting

,World.PbVdrts' AJbfO!B6Sifeds1, BUSINESS HORIZONS, Fall
',-1964 ;.thb,'latterwttin@S authoredd by Patti~li:Hetter."

' " *he m6it distin4Uihift'tdchfiical featurt6'f6the SIP

finanditig'approach is that itpermits neW capital formation to

be financed on credit repayablA with future.j~rdXa' earnings of

the afka ted, co rporation. o1t ihtls' Mum6Ans , a~corporation' s

normal ..........dndenc n its pas aVngs .e., ret&lnd'5earnings)
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for expanding its capital assets. It is also the only technique

now available td business for treating principal on a loan for

newly 3dded capital as a tax-deductible expense (interest is, of

course, already tax-deductible)., And, most significantly, this

technique. uniquely enable es formerly propertyless persons to

legitimately acquire an ownership;stake and a 'Pecond income"

from capital# without diminishing their savings or income from

other sources. The net effect of this approach is to reduce

government costs, slow down inflationary pressures, broaden the

taxpayer base, and allow indupt'ry to expand more rapidly.

The main objects of, Second Income K!an (SIV) 'Trust financing

are as follows: ,,

(1) To enable the employee" of any well-managed and4 pro-/

fitable corporation to acqupr a jart of the equity interest, in

the corpqi~tion (as much/n 10,01 if desired) and to pay for the

stock out of, pr6-tax corporate dollars, without diminishing their

take.im pay .,or' fri~inga-betef its in any manner!

(2) .o provide P means of repaying that portion of: the

f$fiancig reokired fO acquiring new capital assets with pre-

4tax coipOiate earnihgs, rather than out of after-tax corporate

o net inciosas is normally required.

U (3) To establish stockIolder controX of the company in

the management of the company- which would normally appoint the

trustees Of the employee Second Income Plan Trust, whon turn

"would vote the stock held by the Trust. This would provide long-,

term stability of management, together with the motivation on

the part of managemt ,t% manage well. (VOtifig power .n stock

' i/ 1*
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held by the Trust, if desired, can be passed on to non-management

employee-participants.)

(4)' To make that part of the financing raised through the

employee Trust attractive to the lendor by making it repayable

out of pre-tax corporate dollars, enabling the company to use

tax savings to finance any capital expansion program in a manner

beneficial to all employees.

(5) To enable the employees to acquire their interest in

the-tcock of the company at its initial offering price, and

without any tax burden on the duployees until they either retire

or leave' the employment of the company.

The steps'in a typical financing plan might run somewhat as

follows.

A.- An employee Second Income Plan Trust ("SIP Trustw)

would be'established by the company, and it-would be qualified

under the Internal Revenue Code an a stock-bonus trust. All

employees of the company and of such subsidiaries as it may wish

to include, subject to eligibility rule* to be-determined by

manageteht and incorporated in the Trust and Plant would become

participants in the Trust, the interest of each being proportionate

to his relative income frota time'to time from the company.

D. 'The company, as the sponsorfor the SIP Trust, would

commit itself to contribute to the Trust each year up to 15%

(the makimum deductible contribution ,for Federal corporate income

tax purposes) of the overall payroll" of employees -- generally

all employees -- who participate in the SIP Trust.* One of the

distinguishing features Of the Stock-bonus trust is that the
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sponsor corporation may oommit,itgslf to. Make the contribution

each year, whether or not the corporation's earnings inthat

particular year are.adequate to cover,15 ,of the covered-payroll.

Thup the comitment.becomes a general obligation of the corp9rotion

itself# payable in pre-tax cotporate income dollars,

C. The employes of the company. as participants in, the

SIP Trustt could be required to sign a close-holding agreement

among themselves .pursuant to- which vndqr, specified- circumstances,

after their retirement from active' service with.the company,-they,

could berequired tosell their. stock to the SIP Trust. This pro-r.

vision might be of interest if-itIs desired on a long-range basis

to keep. the stock ownership 4n, active employqes of the company

and to do this by buying the stock from retired corporate emT,

ployeas whodesire:to dispose.-of the stock, or frm.,theiAr-estates,

as determined in-advanceiat the timeof the drafting. of the,,grqe-

ment. Such a' close-holding agreement would normally- contain, a-, I.

for ula for the purchase of the:stock-:that would give the retired

employee or: his estatetho benefitofreceiving the fair market,

value of thw stock, as dtermined under a formula, at the, time-

of the sale'-to the SIP Trust. .

D. The loan by a lender, to their bployee SIP.Trust-,could,

if desired, be secured by first or: second mortgage on the !

properties of the company. .,,tis would be. done by. using amort-,

gage to secure the company's guarantee to the lender that. it.-

wouldmake the conbributtons.to the T~ust necessary to enab ..

the Trust toi -mortise.. its, loan financing. .

R. - It should be, kept in. mindi-tat employee Second In;nqe
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Trust finapoing oould be combined. with -the sale of stock to the

public if tt were desired that the.company bring about as broad

participation of thepublic 4n the activitiAs of the company a.

possible. (Present tax 4aws, howeve, do not allpw members of

the general, public to pay ,, or their stocks with pre-tax corporate

dollars.)

F. The term of the 1941n to4.t employee second, Income Trust,

and the terms ofany.other financing,, would have to be tailored

to-the pxojectedoarnings of the company. In addition, in the

case of the SIP Trust, the loan terms would have to be tailored

to the abi-lity of the company tq handle it# , debt service out of

15 of theoverall payroll of participating employees, in order

to stay within theoTreasury's limits on the amount of tax deduction

that maybe taken each year. -If, ,for example, the payroll were

$1,000,000 a year, the loan terms should be ,tailored so that the

.SIP Trustee note could be serviced principall and interest) out

of .contributions of $150,000 per year..

.The Iollowing ae some of the characteristics of this

arrangements,-

I. The value of the stock of the company sold to the SIP

Trust is fixed at the initial offering period ,to avoid any contest

with the :Treasury Departmept over such value in the future.

2. .The SIP Trust should be designed so that as installments

of its-note are amortixed, proportionate fractions of the stock

would be allocated tg,,the accounts of the employees in the Trust.

These;allocations are normally in ,proportion to the respective

employees' incones- (through sAlarki,# bonusess etc.) from the
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company. As stock is paid for and allocated to the accounts of

the employees, ahiy dividends declared on the stockl should pass#

witkithe minimum deferral period (presently"three years) through

the 1'rust into the employees' pockets. The object of this is to

gq ta Second income from 'dividends into the employees' pockets

at the earliest possible time, while accumulating a capital

#state for the "i th taxisheltered tsrut.

3.,' Rmployees are ccplet6fy free from tax until they withdraw

their -accounts frori the Trust at their normal retirement date, or

upon' leaving the employment of the company. kost SIP Trdstu have

a tin-year Vesting schedule lundr which stock in an employee's

account -ay not vest for the first two or three years, ,with 200

or 30tiVesting~at the end of the second or third year, and 101

vesting each year thereafter. The effect of this is to cause a-

forfeiture in the employee's account if he leaves the service of

the 6orpo ration prior'to the full expiration of the vesting periOd.

Of course, instantaneous vestifg ,is legally approved if desired. '

4. S-ince the contributions' of the company to the SIP Trust

are deductible for state and Federal income tax purposes, the

equity of th employees is built Up on pre-tax corporate income.

Another wiy l f looking' at this-process, thd purchase price for

the shareiiaLquired by the employees will be paid partly from

future tax savings (oughly 56 p rcent at present state and

Federal rates) and partly from remaining future corporate earnings

derived from the productiveness of the new capital asset*. The

-net effet is thit Ai their incomes rise through both dividends

and their wag- or salaries; eslbyees will in turn bqcomea ore,
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significant taxpayers to the Government.

5. Employees should be motivated in due course to mirLimize

wage and salary demands, since such restraint would maximize

the income of the company available for contribution to the

SIP Trust and for dividends.

6. Normally, the management committee for the SIP Trust

is appointed either by the management or the board of directors

of the sponsoring company. Thus, the stock acquired by the

SIP Trust is under the fairly secure control of management for

the indefinite future.

7. As the stock purchase price if paid off, the employee

SIP Trust can be continued in operation to build equity capital

estates in diversified securities for the benefit of company,

employees, again using pre-tax corporate income dollars,.

8. Similarly, the SIP Trust can be used to purchase newly

issued stock by the company, thus providing it with funds for

working capital or corporate expansion financed out of pre-tpx

corporate dollars.

B. Some Examples of the Use of Second Income Plan Trusts and

Related Financing Techniques to Broaden Capital Ownership*

1. Second Income Plan Trgsts .t Turn Employeies into

Owners O Mature, Well-Managed Corporations

a. The First California Company.
The First California Company, one of California's

top brokerage and investment banking firms, traces its
S,,,:anoestry back to days when it was the investment banking

X Extracted from a publication by Norman G Kurland
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arm of Bank of America. In 1964, .its then owners, the
Pepsi-Cola United Bottlers, Inc., suddenly sold the
company- to a samll, little. known Los Angeles securities
firm. The officers and employees, concerned about the
future under new owners, wanted to buy the company for
themselves.

Had they attempted to use conventional financing
techniques, it would have been impossible to borrow
enough funds from normal private lending sources. By
using a Second- Ihicnme Plan Employees' Trust (a variation
of the standard deferred compensation trust) as a finan-
cing vehicle, the employees purchased and now own the
business.

The plan involved the arranging of bank financing
running directly to the SIP Employees' Trust in an
amount sufficient--when added to the small amount of
savings the employees had to invest--to pay the price in
cash. Thp employees used that cash to purchase the company's
stock outrigh. Using the tax leverage of deductible
contributions by the company to the trust, the trust
vas able tO pa off. the, bank loans ,within four years.
The company's business performance, which had historically
bedn sound' "iskbdly improved when the officers and
employees began working for themselves. Today, the firm
has ai)o ' 45, offices strategically located up and down
the West Coast and in Nevada and Hawaii.

b. Peninsula Newspapers, Inc.
The Pehinsula Newspapers, Inc. i. an employee-owned

organisation comprising The Palo Alto Times, The Redwood
'"Cit Tribtine, -and-The Borlingane Advance Star and.-Green'
Sheet, all published on the San Francisco Peninsula. It
is one of the largest and most profitable chains of..
California newspapers.

In 1954, its owners wanted to sell 72 percent of the
comp@-yrs stock, preferably to its employees. , Using a
SIP Employees' Trust, the employees obtained credit to
purchase the stock and paid off the loans entirely through
the 'J6*any betai-deduictibl, contributions to the trust.
Since the employees made no contributions under this
arrangemenE, their take'hdsi pay and. personal savings were
not diminished in any way.

-The yalue of 'he SIP Trust was $4.7 miilion in :1966,
QVer 18 Iimes 14 'size in 1956, when the plan was approved
: b the 0 •. Teasury Department. In 1966, -the ,membership
of the SIP Trust stood at 446.

The Peninsula Newspapers, Inc. plan holds the furt er
4istinctin Of' being th6f'first SIP Ti st to involve-
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employees who were members of trade unions. In fact,
since six different unions were involved, all subject
to separate collective bargaining agreements, the
arrangement required multip*.% trusts, all identical in
the nature of the benefits -iey provide.

With corporate profits accruing to the benefit of
its employees, this highly successful newspaper chain
has succeeded in preserving its integrity and freedom
from outside pressures, while promoting high morale and
a significant measure of economic security for its
employees and their beneficiaries.

2. Second Income Plan Trusts to Turn Employees of a New
Business into Owners**

a. The Albina Corpration.The Albina Corporation describes itself as the only
Black-owned, Black run and managed manufacturing company
in the United States." It was the first enterprise
launched under the War on Poverty program which used a
Second Income Plan Employees' Trust to demonstrate the
importance of broad capital ownership' for overcoming
poverty, in this case, for residents of the Portland,
Oregon black ghetto.'

In 1967, Linus J. Niedermeyer, a successful Portland
businessman, became impressed with the Watts Manufacturing
Company of Los Angeles, a "ghetto subsidiary" of the
Aerojet Corporation,. and met with leaders of the black
community to discuss the possibility of a similar sub-
sidiary in the Portland ghetto. It was agreed by all
parties that, to be more meaningful, the business should
be dwned and operated by-residents of the oamunity. A
$195,OOO manpower training grant was provided by the
Department of Labor and a 27,000-square foot plant--a
former bowling alley that went bankrupt--was acquired
through a Small Business Administration loan. The Office
of Economic Opportunity provided a $186,000 grant for
consultant fees and for initial operating expenses and a
$100,000 guarantee Zor a loan from a private bank to be
financed through a SIP Employees' Trust. The corporation
scouted the country for-top black managers, found some,
and by mid-September had hired 40 persons to produce metal,
wood, and fibergl-.. productsL for larger industrial estab-
lishments and government agencies.

-f-e1iH loyee SIP Trust will only begin to benefit a sizeable
segment Of our labor force and thus produce a significant
national economic impact when 'it is adopted by more of our
large, mature, and well-managed corporations, preferably, the
4,000 or so',top U.S. %orporations.- This financing technique,
should not be considered ia papacea for. risky new:small businesses
or struggling, poorly managed businesses, whose failure rates
are today so high--mainly because of technical reasons--that
their continued existence is a blessing to no one, their owners,
workers and consumers alike.
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The Albina Corporation has agreed to contribute
annually into the trust for the benefit of each of its
employees 15 percent of his total compensation. The trust
is also responsible for providing all employees education
in capital ownership.

it is obviously still too soon to judge the success
of this enterprise. Its plans, however# call for the
employment-of 150 persons and a payroll of $3-3.5 million
by the end of its first year of operation. The Albina
Corporation's highly advantageous financing plan and
its pioneering of the concept of broad capital owner-
ship among the poor vastly increases its likelihood of
Success compared to other ventures calling for "economic
development" in black communities.

b. Congaree Iron and Steel Company.
i, The Congaree Iroh and Stell Company of Congaree,
,06uth Carolina, received a $1 million working capital
grant from the Ford Foundation under the Foundation's
new program to invest part of its portfolio in business
ventures with 'wa high social yield." According to
Boudinot-P. Atterbury, an attorney, experienced invest-
mnfi'specialist and coordinator of the new program,
lawyers for the corporation modelled it* financing plan
directly from the techniques described in TWO-FACTOR

-TUm.Y THE ECOtOMICS OF REALITY.

As. described in the Ford Foundation's press release
,of September 29, 1968 which announced the launching of
its Prdgran-Related Investments program, the Congaree
Company, in receiving the foundation loan,

"has agreed to establish for the benefit of ,its
employees a trust fund to hold a sizeable stake,
in the present ownership and future profits of
the company.

"Congaree was -founded ten years ago.
Beginning operations in an open cotton field

, .. with a handful of employees, it has grown rapidly
'to the point that it now has annual sales of
about $7 million and '350 employees. The company

-manufactures steel joists (a speciality product
manufactured to fill custom orders) for the
construction industry. Congaree is located in
a rural area of central South Carolina that is
marked by serious poverty .and unemployment. The
x-companyis the only significant employer in its

; Iinn11amediate area. It hires unskilled workers and
-'trains them in the various skills the company,
requires. The Aanagement of the company. has
always pursued -an.equal.opportunity policy .in -
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hiring and promoting its employees twelve of
thd firm's Negro employees have supervisory
positions.

'The Foundation's loan will provide
Congaree a needed infusion of working capital.
At the same time, Congaree will help estab-
lish for the benefit of its employees a trust
fund to which it will transfer 10 per cent of
its outstanding common stock immediately, and
in favor of which it will contribute 15 per
cent of annual profits before taxes in the
future. The trust fund will invest its assets
for the benefit of Congaree employees, and
may elect to purchase additional'common
stock of Congaree or to invest the funds in
other ways. W. Frank Threatt, who founded and
developed the company, envisioned it not only
as a private profit-making business but also
as a community development venture, providing
economic opportunity to displaced farmers and
farm workers, mostly Negroes in the Congaree
area,: without the' need to migrate to Northern
urban centers. The Foundation sees the venture
as an experiment in the development of means
of increasing Negro participation in the profits
and ownership of American business, especially
in the ownership of companies in which they
work."

3. "Second Income Financing to Turn Consumers into Owners

a. Valley Nitrogen Producers, Inc.
Few envisioned the incredible growth and success of

this young farmer-owned cooperative when it was organized
in 1957 to manufacture and distribute fertilizer for its
members and, on occasion, to national and international
markets.

In 1959, Valley Nitrogen Producers opened its head-
quarters plant complex at Helm in the heart of California's
San Joaquin Valley, some 40 miles southwest of Fresno.
From that point on, the enterprise has continued to
expand. In 1967, a $20 million complex was added at El
Centre, in southern California's Imperial Valley. Today,
the company employs about 500 people, has $55 million
worth of plant facilities in operation, and produces more
thah'half the agricultural chemicals sold in California.

But the dramatic story 'of Valley Nitrogen Products
cannot be understood apart from the legal and financial
structure which enabled it to come into being and survive
'in the' face of vigorous opposition froh fiv, companies,
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including Standard Oil of California, Shell Oil Company,
Union Otl. Company and others, who .dominated tIe chemical
fertilizer business in California for sope .20: years
previously. After VNP entered the field, the major
producers dropped the price of the,b. sic nitrogenous
fert~lAlier--anhydrous ammonia--frgm the $200 per ton
area in 1958 to $66 per ton (F.O.B. plant) and have held
the price in the $66 to $74 per ton range ever since.
Thus, Valley Nitrogen has saved somewhere around $160
million to California farmers, whether they are share-
holderp or not.

-Valley Nitrogen was structured as cooperative
organized like.'a corporation which, each year, pays
out all of its net earnings to its shareholders, in
this case farmers who are also customers for its
products., Since the corporation pays out its earnings
(after debt service) each year to its shareholders,
who are also. its customers, it avoids the double taxation
faced by most corporate enterprises.. This structure
allowed Valley Nitrogen to finance it present capital
plant, pay off about $25 million in debt, enabled about
70 percent of its shareholders to pay for their stock
out of divioends, and, with this year's patronage refund,
raised the Incomes of its shareholders by nearly $25
million in dividends.

4. "S~~eOther. Second Income'Plan Projects Under
Consideration

a. A.-new:City* on the West Coast and in one of. the.Southern states.

2b. Financing of a ,fleet of new airbuses by one of the
nation's largest airlines.

q, An international hotel-notel chain interested in
building hotels in the black ghettoes.

d. A major national grocery chain for financing its
new facilities.

e. The purchase of a privately owned local transit
system by its employees and passengers, using a
combinatiork of the Employee SIP Trust and the Valley
Nitrogen model.

f. A comprehensive industrial, commercial, and ag'i-
cultural development program in" one or more of the
developing economies of .La4in America, Africa, and
Southeast Asia. .

g., Coaprohepsiv. industrial and comrcial eveopment
program- in Eastern Kentucky, Central Harlem, Washington,
D.C., and Roxbury, Massachusetts.
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C, Comparison of Financial Effect on Stockholder Equity of
Employee Second Income Plan Trust Financing of Corporate
Growth with Straight Loan Financing.

No attempt will be made here either to repeat or

to enlarge upon the case ma& In TWO-FACTOR THEORY: THE

ECONOMICS OF REALITY (Louis 0. Kelso and Patricia Hetter,

Vintage Books (paperback] 1968) for the advantages of

employee Second Income Plan Trust financing in terms of

employee motivation, sound corporate strategy, economic

theory, national economic policy, or international,

economic development. Rather, it is proposed here to

consider only the financial effect on the equity of

existing stockholders of using employee Second Income

Plan Trust financing rather than direct corporate loans

or i6ternilly generated income to finance corporate

growth. One of the most common mistakes made in initial-

ly appraising Second Income Plan financing is to assume

that it resembles in theory the conventional deferred

compensation trust, and that its potency as a means of

accelerating corporate growth (as well as broadening

corporate equity ownership and motivating employees) can

be measured by the customary tests applied by analysts

to other financing techniques. Neither of these con-

clusions is sound, for reasons pointed out herein.

Since the usual types of qualified employee deferred

compensation trusts involve contributions made for the benefit
of employees after all competitive wane fringe bene-

fits of other employers have been matched, the theory is
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that such additional contributions will indace employees

to make productive efforts over and above the usual call

of dutz. This simply is not so, for several reasons. The

first is" that "the employee is hired and paid the compet-

itive wage to reader his highest and best efforts. If he

faiis to do"so," or if he intends to withhold such best

efforts, he isimpropirly employed in the first place.

Seconrdly, all ,but managerial employees under Federal Wage

and H6ut Laws are rqii0ired to be paid time and a half

(and under'eofie 6nion contracts, evihdoutle or triple"

time) for time s60ne in addition, to the normal work week.

Finally, the internal Revenue Code is designed to prevent a

qualified deferred compensation trust being Used ih such

way as to specially re'ward those employees who render

unusually diligent service, and any' attempt to so structure

a plan asuto achieve:" that result would cause disqualification

of the o lan. Consequently, the traditional deferred com-

pensation truit i-s Aidoly another of the many redistributive

devices ofr one-factor'economics calculated to transfer a

portion of the wealth produced by 'capital to the non-owners

of capital, that is, the employees. In actual fact, benefits

under the usual • deferred compensation plan are, as the name

implies', Yhetbly additional compensation in a slightly

different form, pald in ways which do instill stability

of eeW0l1yment because of the provision for forfeiture,

:in n-the evehtt the einployee leaves his Job before his

benefits are fully vested. Employee Second Income Plan
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(SIP) financing is different both in concept, and in its

financial implications.

So far as the concept is concerned, SiP financing

is a method by which the employee is enabled to buy

equity stock and pa for it out of the wealth produced

by capital as the wealthy man is generally able to do.

Second Income Plan financing benefits the corporation,

as described later in this section , as well as the

employees. SIP financing has all of the virtues claimed

for conventional deferred compensation trust arrange-

ments (pension plans, profit-sharing plans, and stock

bonus trusts) as well as the unique advantages of both

financially benefiting the corporaton without economic

dilution of the equity of existing stockholders, and the

possibility of enormously accelerating the acquisition of

equity ownership b3 employees. SIP financing has the

further ultimate advantage that, by enabling employees

legitimately to buy and pay for capital ownership without

impairing their wages, salaries, or fringe benefits, they

can eventually receive increased incomes without increased

wages, which in turn means increased profitability for

their company and the possibility of being able, because of

lower labor costs, to undersell competitors.

The main purpose of this section, however, is to con-

sider the implications of the SIP financing procedure

which, while resulting in the issuance of stock to the

33-865 0 - 69 - pt. 2--34
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employee trust, expenses capital investment, and so lowers

tax-reported or apparent income. This is compared to

ordinary direct debt financing of corporate growth, which,

in effect, capitalizes the investment (purchases it in

after-tax dollars) and requires the corporation to pay

corporate income taxes that would not be paid under SIP

financing arrangements. Stra!kght debt financing thus

takes working funds out of the corporation that would

otherwise be retained and presumably used productively

for the proportional benefit of all stockholders. In

other fact situations where management is presented with

a comparable choice, it usually prefers the expense ,'oute

over the non-expense route because in such instances ,hc

apparent reduction in earnings is in fact an increase in

tax savings and an increase in equity dollars retainrsd

and at work in the corporation. An example of such op-

tional alternative is accelerated depreciation authorized

by the tax laws.

It is ,easy to see how this misinterpretation can come

about., The standard rule of thumb for estimating the

value of corporate equity is the price-earnings ratio

of the stock (PE Ratio). The simple fact' id that where

financing is achieved in pre-tax dollars, a ratio that

compares market price of an equity with its after-tax

earnings does not measure the vital advantage of convert-

tax dollars into productive investment. This is why

analysts frequently explain -- and so justify a higher
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market price for -- a particular stock which "would have

had" a higher PE Ratio if it were not for depletion, in-

vestment credit, accelerated depreciation, or the like.

When a corporation uses Employee Second Income Plan

financing, it both pays off the debt (in pre-tax dollars)

and issues equity on which it must expect'to maintain

the same dividend payments in the future as on its other

outstanding stock. Normally, however, such added divi-

dend cost is offset within a year or two after the.financ-

ing is completed as the result of corporate income earned

on working capital retained in the form of equity'that

would otherwise be paid in corporate income taxes. Con-

sider the foitoving example:

Comparison of Financial Effect of Employee Second Income
Plan Financing of Corporate Growth With Straight Loan
Financing Under Specified Factual Assumptions

Assume:

(1) - $1,000,000 financing.

(2) - Effective combined Federal, Federal Surtax, and
state corporate income tax bracket of 56%.

- Loan interest rate to corporation of 6%.

(4) - Maximjm dividend by corporation on its stock out-
standing or 3% of current market price (the price
at which t1 Oorporation sells its stock to its
Employee Se,.Und Income Plan Trust).

(5) - A five-year amortization plan under which the
corporation pays $200,000 per year on principal
through contributions to its SIP Trust and pays
interest annually by similar contributions on the
outstanding balance.

(6) - That the market price of the stock and the dividend
rate remain stable throughout the financing period.
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(7) - That the corporation earns at least 20% annually,
before corporate income taxes, on invested equity
capital, this being less than the average of the
43000 or so corporations reviewed each year in its
study of corporate profits by the First National
City Bank in its April monthly economic letter.

(8) - That the corporate dividend on $1,000,000 of 'stock
of $30,000 (see Assumption (4)) will be used by the
SIP Trust to pay part of its debt and that the
corporation will accordingly adjust its annual
contributions by contributing $30,000 per year-
less to the SIP Trust so long as the dividends
are paid.

The diagram on page 24 taken trom TWO-FACTOR THEORY:

THE ECONOMICS OF REALITY, p. 87, illustrates the structure

of Employee Second Income Plan Trust financing for ready

comparison with simple or straight debt financing which

involves merely a loan and some form of repayment instru-

ment such as a note or debenture or the lease equivalent

thereof.
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The two alternative methods of financing corporate

growth may then be compared as follows: *

Debt Financing

Step A-i: Cost of new capital formation in after-
tax dollars $1,000,000

Step A-2: Cost of new capital formation in pre-
tax dollars 2,272,272

Step A-3: Amount of pre-tax dollars lost in
taxes 1,272,272

Step A-4: Annual loss that would not have been
incurred in after-tax net income each
year after debt financing wholly paid
off if pre-tax dollars had-been re-
EaTned and used as equity investment.
(On the basis of Assumption (7), this
would be 20% of the after-tax saving
[44. of $1,272,2721, or $112,000
annually.) 112,000

Employee Second Income Trust Financing

Step B-l: Cost of new capital formation in after-
tax dollars $1,000,000

Step B-2: Cost of new capital formation in pre-
tax dollars 1,000,000

Step B-3: Amount of pre-tax dollars lost in
taxes -0-

Step B-4: Annual dividend on stock sold to the
E ployee SIP Trust (see Assumptions
(4) and (5)) $30,000

NOT'E: Theitterest cost is not included in the comparison,
since presumably the lendor will charge the same rate of interest
on a loan whether it is made to the corporation, or with the
corporation's guaranty, to the Employee Second Income Plan Trust.
This, however, may not be realistic when banks and other lendors
become fully acquainted with this new type of financing, since
a significantly lower rate of interest should logically apply to
a loan repayable in pre-tax dollars. Perhaps at least a 2% dif-
ferential would be reasonable.
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Stop 9-5: -Annual reduction in debt service as
result of dividend available to SIP
Trust for use in paying its debts
thus resulting in reduced contri-
bution by the corporation to its
SIP Trust so long as debt is out-
standing 30000

O.Cop 3-6: Net cost of corporate dividend,
until debt of SIP Trust is repaid

Step B-7: Annual after-tax income advantage from
SIP Financing each year after debt
fully retired (eef Step A-4)

Step B-8: Average annual after-tax income
advantage fu SIP financins during
debt service period (one-half pro-
vious figure)

Stop B-9: Anegate pre-tax income earned during
debt service period as result of useof gloyee SIP finsncing rather than
straight debt finanqing (5 x $56,000)

Step.B-10: Tax saving, during the five-year
financing period, after payment of
corporate income taxes theTeon,
resulting from use of lbployeo
SIP financing ,rather than straight
debt financing (see Step A-3)_

Stop 8-11: Total after-tax advantar during the
fiv-year financ period to equity
holders resulting ro use of SIP
financing(result of Step B-9 added
to result of Stop B-10)

-0-

112.000

56,000

280,000

559,798

839,798

[his the equity. dilution at completion of the five-.*
year financing period would be $160,000 ($11000 000-$839,798,

rounded) which would be erased within two years thereafter

sincoi the annual after-tax income advantie of the SIP,
finaming, is $112,000, reduced only by :the annual dividend

of *30,0e0.

to' Wpity of

This re sV4ts In an added annual net increment

,$82,000 ndgfinDt9evtq 'Thts, in addittLon t6

all the intangible (but neverthelesvitk1) corporate and

il
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social advantages of making equity partners of employees,

laying the foundation for lower-than-market wage and salary

scales in. the future, strengthening management's stock

control, etc. favors EL:ployee Second Income Plan financ-

ing over financing out of internally generated funds.

Furthermore, it should not,be forgotten that both the

$559,798 saved ;In the above example from corporate taxes

and added to the corporate equity and the corporate earnings

on that saving of $279,899 after-tax accumulated during

the financing period will continue to work for all stock-

holders as invested equity indefinitely after the SIP

Trust debt has been fully amortized.

It would seem that the only instance in which the

actual cost of corporate capital is less than through

Second Income Plan Trust financing is straight sale

of equity to the public in a market regarded as favor-

able to stockholders, a method so little used that it

currently accounts for only about one-half of one per-

cent of new capital formation. However, such sale by

this once common method, i.e. to wealthy individuals

who can afford to buy securities, constitutes, like

most conventional financing, an assault on the double-

entry .bookkeeping logic of the economy because it does

not feacilitate getting capital ownership, and. thus Second

Incomes into the hands of consumers with unsatisfied

needs and yonts, thus-raising their power to buy the

goodf and services produced with the expanded corporate

capacity.
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-Finally, several comments on financial and~economic

policy may be appropriate here. Sound banking, it would

seem, would require-.& lower interest rate on Second Income

Plan financing loans9 repayable in pre-tox dollars, than

on conventional loans repayable in after-tax dollars.

It could be, argued that under- present tax laws, the

reduction should be at least .50%, but it wouldprobably be

realistic to anticipate a reduction of one-third,

or say. two points in the example used above. Such a

reduction wuld further. shorten the period required to

eliminate the temporary equity reduction., Similarly,

the brief period of equity dilution of existing shareholders

would be further shortened or eliminated entirely if the
corporation, like a large proportion of the largest

firms, earns more than 20% on invested equity. In the

example used above, for each 5% increase over 20% in

the annual returr on invested equity, the corporation

would add $28,000 annually to invested equity as the

result of using Employee Second Income Plan Trust

financing rather than straight debt financing so long

as the greater rate of return on invested equity continued.

The importance of reforming our national economy

along lines indicated by two-factor theory,' and adoptingO

at long last, a policy of systematically expanding the.

productivq plant of the economy and creating millions.

of new holders of viable capital estates 4ould seqm to

more than justify increased tax deductions tocorpotatioho
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that. finance their expansion through Employee Second Income

Plan loans. For example, a modification of the internal

revenue code to authorize a deduction of.150 of contri-

butions by corporations to deferred compensation trusts

to repay such Second Income Plan financing would both

accelerate corporate growth and the acquisition of

viable capital estates by corporate employees. It would

both contribute to reduction of potential future govern-

mental welfare expense and to the building of the personal

.tax base for tomorrow's economy. It would also convert

a small temporary economic dilution of the equity of

existing shareholders into an mediate equity enrichment.



IV. W SECOND INCOM- PLMA: ,A COMPREHENSIVE STRATEGY FOR
BROADENING OUR TAXPAYER BASE BY ENABLING ALL FAMILIES TO
OWN bAPM'A.

A. A (ff&thic Presentation of the 8b6ond Income kAlan.

the *econd tncAi"'Plan is -k eomprehbnaile strategy, a

set of pActical veasuresl ajid'a complete leajslative design

(see ApPe"tdix of Two-?adt6r Theoryt ThegEconomics of Reality)

for -6hieving widespread capital ownership.

etl'ying the Second Income Plan are'thie analytical tools

of '1''Fack ¢on60coloc€ theory and Mr. Kelibs advanced: Opure

cre*dt11 techiA4UMes of finance f6r ernanipating econbmie growth

frOi the'llititatibon 6f 'co Vntio at financing techniques 11

(S"e4dexblusily on past savings.) (See The New Caitalists,.

co-authored with M4ortimer Adler, Random House, 1961.) Henry

Moulton of the Brookings Institution was the first to recognize

that new capital formation does not have to be financed exclu-

sively from past savings. (The Formation of Capital, Brookings

Institution, 1935v p. 107.) Mr. Kelso extended these ideas by

developing credit mechanisms which would create new capital

owners simultaneous with new capital formation. He also

adapted from the loan guarantee and monetary machinery developed

for Federal housing programs (for expanding the supply and

ownership base of private housing, a consumer item, for veterans

and others without savings. )

Those interested in a thorough understanding of these

ideas and techniques should read Mr. Kelso's three books and

other materials listed in the Bibliography on Two-Factor Economics

which is attached.

The following is a simplified graphic sketch of the Second

Income Plan extracted from a 1966 publication by Louis 0. Kelso

Water A. Lawrencea



THE SECON-D INCOME PLAN
JJ

A plan to change our national economic policy....

. From its present narrow focut on LABOR alone
(with the limited gol of 'full employment)

* To a new and broader focus on both LABOR and CAPITAL
(with the larger goal of "full production" )

Under this plan, it would be basic notional policy .to enable every family
to participate in producing wealth, not. on!ythrough their LABOR but
also through their ownership of CAPITAL. implement this, both
government and business would seek ways to extend the ownership of
capital to all families, so that ultimately they could have two incomes:

* A FIRST INCOME from wages paid for LABOR

e A SECOND INCOME_ from dividends paid on CAPITAL (stocks).
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If wealth went proportionally to those who
it, heres what would happen:

produce

CAPITAL WOULD GET 90%
OF INCOME DISTRIBUTED

GET 10% OF LABOR GROUP INCLUDES
INCOME" 85 TO 90% OF ALL
DISTRIBUTED U.S. FAMILIES.

CAPITAL -OWNING GROUP
(SHAREHOLDERS) INCLUDES
LESS THAN 10% OF ALL
U.S. FAMILIES

, I "N'



Weqfth. doesn't go proportionally to those who
produceit. ""Here's what really happens,...

.- ?- -0COWTRfBUTES AM%

1/4 PLOWED
BACK FOR
EXPANSION

$ AR- - 4T' t/2O Tco
SHAREHOLDERS INCOME TAX

QF..wIUC$ 1/4 To /2,o
GOES TO PERSONAL
INCOME TAX

OF WHICH 1/10 TO 1/5
GOES-TO PERSONAL
INCOME TAX

.,~ ~

-WiffRI'60TES 90%,

CL

n
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ONE-FACTOR ECONOMIC CONCEPTS
and

TWO-FACTOR ECONOMIC CONCEPTS:

The income maintenance hangup is, and has always
been, the attempt to make one-factor economic con-
cepts work in a two-factor real world. Let me now
-- in half a minute -- explain two-factor theory: -

It is the idea that each of the two
factors produces wealth in exactly the sae
sense:

This idea is contrary to explicit
socialist dopk.

It is also contrary to U.S. economic
policy: the fploymetit Act of 1946
and the Economic Opportunity Act of
1964.

Both political parties espouse one-
factor economic policy.

The various studies on economic' goals
that have been made in the U.S. since
the T.N.E.C. studies of 1938-42 uni-
formly conclude that our proper
economic goal is full employment, so
they are contrary to two-.actor theory.

Two-factor theory is contrar-y to
Keynesian doctrine.

While physical capital does not pass un-',
noticed in the stern economies, we assert
that its function is to enhance the .produc-
tivity of labor."

This, of course, is contrary to reality
and to two-factor theory.

If two-factor theory is sound, and if
double-eutry bookkeeping is the logic of a
market economy, then the only way to eliminate
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poverty, and to bring about a condition of
general affluence, is to make it possible
or every family and every individual to

produce general affluence.

To make a greater productive input
into the eqonomy.

But if mostproductive input is by
capital, the.non-human factor, this
means virtually every individual and
family muat be enabled to become the
private owners of productive capital.

To buy, pay for, and own -viable hold-
ings of productive capital.

The tools of the Second Income Plan -- financing
techniques and modifications of tax laws and corporate
practices -- are designed to build productive power
into households and individuals now insufficiently
productive so that they may be, enabled to produce an
affluent share of income. This method has yet to be
employed as national policy in any economy. It is a
method designed to protect existing private property,
highly concentrated though it maybe, and to build a
Second Economy owned in reasonable-sized holdings by
the greet majority of households (who Own no productive
capital in the existing ec m. This is the Qorrect-
v method $f the Second o lan.

The object of phe program which we are
urging industry and business to undertake
can best be illustrated like this:

Let the small circle below represent the
capital structure of the present economy of
the United States, and let the larger circle
surrounding it represent a second economy, to
be built over an estimAted 25-year period
through expansion several times over of the
present economy:



Objective of the Second Income Plan
0a,
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The principal tool of the Second Income Plan
is one that can be used by business corporations
under present state and Federal laws. It consists
of a radically new and different use of the fam-
iliar qualified deferred compensation stock bonus
plan in such way that it can both finance corpor-
ate growth and build equity ownership into employees
without diminishing their takehome pay. It is ben-
eficial to the corporation, its existing share-
holders, the employees, and the economy. Its use is
ovt lined below.

In THE NEW CAPITALISTS (Kelso and Adler,
Random House, 1961) and in TWO-PACrOR THEORY: THE
ECOtONICS OF REALITY (Kelso and Hetter, Random
House and Vintage Press, 1968), we have shown that
with modest legislative changes, equity ownership
that can be built into corporate employees now
under existing law could be built into non-corporate
employees such as civil servants, teachers judges,
legislators, professionals, artists, invalids,
widows with children, the aged, etc.

Income Maintenance
AND THE BUSINESS CORPORATION STRATEGY:
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Roughly 807. of the goods and services produced in
the non-agricultural, non-governmental sector are pro-
duced by corporations.

This automatically means, under double-
entry bookkeeping, that 80% of the purchasing
power generated by the private economy (out-
side agriculture) arises in corporations.

Present strategy employed by business corporations
consists of maximizing production and sales, minimiz-
ing costs, and being a law-abiding corporate citizen.

Thus, while 801 -- approximately -- of
the income (outside agriculture) generated
by the private economy arises in corpora-
tions, there is no recognition that one con-
cern of sound corporate strategy should be
to make certain that income is channeled to
people with unsatisfied economic needs and
wants, and nit to those whose needs and
wants, however lavish, are already pro-
vided for.

The chief productive factor in the
modern corporation is the non-human factor
of production: capital.

All modern techniques of corporate
finance are designed to assure that
the ownership of virtually all newly
formed capital flows into the hands
of the top 5% of wealth-holders who
today own all the corporate capital.
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What closes the purchasing power gap created by
defective corporate strategy?

Answer: Government and consumer credit.

Government welfare distributions.

Redistribution of income from capital owners to
non-capital-owners and from highly paid workers
to the unemployed by graduated income taxes,
personal and corporate; graduated estate taxes
and graduated gift taxes; social security taxes,
unemployment compensation taxes, property taxes,
etc.

Government employment, particularly in public
works, military overkill production, space
waste, etc.

Governmental enfranchising of labor unions to
use coercion in the marketplace to effect re-
distribution, by demanding progressively higher
pay in return for progressively diminished
quantity and quality of labor.

Governmntal subsidies of agriculture, ship-
building, military stockpiling, export of
foreign aid, etc.

etc. etc.

Consumer credit closes the purchasing power gap
today and makes it radically larger tomorrow.

A consumer may buy a home with a modest
downpayment today"

and pay for three homes over the rest of
his lifetime.

The purchasing power gap is similarly,
although less drastically widened by
all other forms of consumer credit.
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A CORPORATE STRATEGY FOR INCOME MAINTENANCE

BASED ON The Second Income Plan:

What can BUSINESS do to solve the income
maintenance problem?

The answer is to employ as widely as possible

Employee Second Income Trusts.

The following illustrates how these operate:



2 ways to finance corporate productive capital (new plant)

1. CONVENTIONAL DEBT FINANCING:*

PRE- TAX
DOLLARS $7.3 MUM

* b*erisWwWmk fa (NO0 NEW STOCKOWNERS).oEMd-bcO m he uD effect PLA FINACING
2. EMPLOYEE SIECONO-INCOME-PLAN FINANCING:

COST IN PRE-TAX DOLLARS:
$ 1.0 MILLION
(ALL EMPLOYEES ARE STOCKOWNERS)

SAVING IN PRE-TAX DOLLARS:
$1.3 MILLION
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The main hiShlights of the operation of these
trusts is as follows:

An employee deferred compensation trust is
established, or if one is already in existence,
it can be remodeled to suit Second Income Trust
financing purposes.

Loan financing from conventional loan
sources -- insurance companies, banks, etc. --
is arranged so that loans are made directly to
the deferred compensation trust.

The trust takes the loan proceeds and in-
vests it in the sponsoring corporation's stock.

The corporation sells and issues its
stock, at the full current market value, to the
trust.

The trust gives its note to the lender andImay pledge the stock to secure it.
The sponsoring corporation guarantees that

it will pay off the note to the lender in annual
installments through the trust, rather than
directly to the- Tno"sTt"w6ould if the cor-
poration itself were the borrower.

The Internal Revenue Service within the
limits prescribed by the Code, will treat the
corporation' i loan repayment& as "contributions"
to the employee trust, because under this ar-
rangement, the employees, include corporate
management, become the owners of e stock as
the debt is repaid, without any reduction in
their takehome pay or fringe benefits.

WHAT CAN GOVERNMENT DO TO SOLVE THE
INCOME MAINTENANCE PROBLEM THROUGH

The Second Income Plan ?



The Second Income Plan can be accomplished in
2 steps:

Step 1 An Act of Congress to:

* Repeal the "Employment Act of 1946"
(with its narrow focus on LABOR alone.)

* Enact the "Full Production Act of 196_"
(with its broader focus on both LABOR and, CAPITAL)

This would establish the national policy.

Step 2: A series of Ways and Means' by both government
and business to encourage the widespread ownership
of CAPITAL. This would implement the national
policy.



A partial list of proposed "Ways and Means" to
implement the Second Income Plan.

* Change death taxes to induce the
wealthy to spread out their wealth.

* Encourage corporations to set up more
employee stock-ownership trusts.

* Devise ways for closely-held family
corporations to sell out to employees.

* Finance urban -renewal projects so that
the displaced families can own shares
in- the- new buildings.

0 Finance government water - and- power
projects (like TVA) so that the families
who live there can become owners.

* Finance anti-trust divestiture of corporate
assets so that thousands of families can
become owners.

* Finance sale of government-owned
corporations (like General Analine) so
that thousands of- frts can become
owners.

* Finance industrial development in impoverished
areas (like Appalachia) so that the
families who live there can become owners.

* Set up the 'financed capitalist program
whereby families can borrow on insured
loans (like FHA) to buy stock which
pays for itself out of dividends.

- -------- -



The "'Second Income Plan is broad enough to bring
"together both Conservatives and Liberals in common
cause.

•It is QOSERVATIVE in that it preserves and extends
private property, halts socialism, cuts taxes, and reduces
the. role of big government.

* It is Lbral in that it really does more for the common
people than all the welfare legislation passed by
government in the last 30 years.



Like the original Homestead Act which helped
families own productive capital in the form of

LAND,
CA

this plan helps families own productive capital in

'the form of INDUSTRIAL STOCK.
a m



Like FHA loan insurance which helped families
own their own HOMES,

this plan uses similar loan insurance to help families
own their own portfolio of STOCK, which pays for
itself, with its own dividends then pays them aSecond Income, forever.



How the head of a low -income family acquires
stock:

* Source of stock is newly created capital by U. S. corporations. (current
expansion rate, about $60 billion /yr.,enough to allocate $4000
worth/yr. to each of 15 million low - income families).

* Head of low- income family goes to bank, borrows $4000 each year
for 5 years ( government-insured loans, no risk to bank or to borrower).
Makes small down- payment ($200). Buys stock (diversified
portfolio), $4000/yr. for 5 yrs. = $20,000 worth.

* Stock dividends (at 20% /yr. with no corporate income tax) pay
off loans in 6 to 7 years from start date.

* Family then owns $20,000 worth of stock. Dividends provide
Second Income of about $80/week or $4000/year.



How ,the * -second Income Plan
of stock by individual

finances the purchase
families.



How stocks. pay for themselves under the Second
Income Plan.

CORPORATION ISSUING CAPITAL DIFFUSION
NEW STOCK 

BOUGHT

UNDER THE 
INSURANCE CORPORATION

"SECOND INCOME PLAN (CDIC)

I. Through tax incentives or contract 0

high pecetage of eaning as dividends.

2. Under CDIC Program, these dividends INSURANCE
are tax-deductible to corporation (like interest). AGAINST

3. Thus with high payout and no corporate ON LOAN
income tax, these dividends can run as
high as 20% on invested capital
con repay loan in about 7 years.

[ STOCK PLEDGED

TO SECURE
k LOAN !

INDIVIDUAL
WAGE- EARNER

'WHO WILL GET A
SECOND INCOME FROM

DIVIDENDS

COMMERCIAL
BANK

I



How a change in death taxes could create more
capitalists at upper income level:

* Total U.S. wealth is at least $1000 billion. Most of it is owned by
rich people who pass it along to heirs about once every generation
(say 25 years). Thus about $40 billion changes hands each year.

* If through a change in death taxes, this could be distributed
tax-free to less wealthy relatives and friends, in chunks up to
$50,000 each, it would create about 800,000 to 1.000,000 new
capitalists a year (or 20 to 25 million in 25 years).

*Present confiscatory death tax does not create revenue for government.
All it does is drive the big estates into tax-exempt foundations,
wherein the wealth is frozen forever.



What's in it for INDUSTRY?

* A stable economy (no more boom -bust cycles).
* Increased markets because of increased consumer purchasing power.

* An opportunity for accelerating economic growth to supply increasing
markets.

* Unlimited funds for expansion (through tax-exempt employee stock
trusts or CDIC- insured loans).

* Less labor trouble ( as employees become shareholders in industry
and look to dividends as an important alternate source of income).

*An opportunity to automate without resistance from labor.

A An opportunity to compete again in foreign markets. ( As wages
remain stable and as automation cuts costs, U.S. products can
undersell their competition all over the world ).

* Less government interference.

O Ultimately, the repeal of all corporate income taxes.



What s in it for. LABOR?

9 A stable economy (no more boom -bust cycles).

* Full employment (at least for this generation, or until outomAtioo can
catch up with an economy that will be expanding at several times its
present rate).

o No more demoralizing featherbedding, make -work, spread-work, etc.
* A better approach to collective bargaining. ( Ask for stock trusts

instead of wage ircreases).

An answer to automation. (Let industry automate, the faster the
better. But let the displaced workers acquire enough stock to have
an alternate income from dividends).

v Lower personal income taxes.
0 In addition to wages, a second from dividends (from- stock

acquired through employeestock trusts, through CDIC loans, or both).
Thus, provision for future unemployment or ultimate retirement.

* A capital estate to pass on to one's heirs.



What's in it for the ELDERLY ?

• An end to the creep inflation that has n eroding theirretirement dollars pensions, 'ies, savings c.
tk " -hit, on! - x

* An opportunityTAo retie wit i on' a private, a quate,
dependable inoe whi~t (unlike -, Secuity). continues
whether one Works full -ti.wr , , pa , ,im , r n all.

4/ A

o An end to the humiliation of d ent o, children or
on welfare. \ J.

-A capital estate tW. pass on-to one s-heirs, thus ssuring the
elderly that their chi.en will continue to giye them some
consideration, right down Io-4ereqdig-otk the last will and
testament.



What's in it for YOUTH? SCN
ECONOMY

ECONOMY

o A challenge to build the SECOND ECONOMY - one that will
do for the non - capital -owning 90% what the present economy
does for the capital-owning 10%.

o This will require a doubling and re-doubling of our present
industrial capacity, with economic growth rates of several
times our present 3% per year.

*This in turn will create severe labor shortages. We will need
all the talents of all our young people for at least a generation
or more.

o It can be the most demanding and rewarding era thus far
in America's history.



What's in it for the IMPOVERISHED ?

" A wod from dividends that's adequate to live on.
one that's several times bigger than Social Security or
Unemployment Insurance or local relief handouts.

" A privte income based on the productivity of capital, free
from the stigma of welfare or charity.

* A dependable income that continues whether one is able to
find and keep a job or not.

* A capital estate to pass on to one's heirs (perhaps the only
thing of value the family was ever able to own ).



What's in it for those who are already CAPITALISTS ?

e A stable economy (no r more boom- bust cycles).

* A* government policy dedicated to protecting private property (instead
of socializing it).

* No more hoarding of earnings by corporations. ( After- reserves for
depreciation and operation, they would have to pay out most of their
net earnings to the owners - the shareholders.)

o No more double tax on the earnings of capital. ( Corporate income tax
would be repealed and personal income tax would be reduced because
cost of government would be drastically reduced.)

e No more death taxes, to the extent that one's estate is distributed in
gifts which do not make the recipients richer than $50,000 each.
( Above $50,000 a graduated tax would apply,)
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What's in it for FARMERS ?

* A stable economy (no more boom - bust cycles).

* An increased market because of increased consumer purchasing

power.

* Improved farm prices because of increased consumer demand.

* An opportunity to acquire stock and have a second income from I

dividends, whether there's a job on the farm or not.

* An opportunity for the small farmer to get out of farming, if he
wants to.

*Lower personal income taxes.

* Ultimately, the end of government control of agriculture.

* A capital estate (in addition to the form) to pass on to one's
heirs.



What's in it for PUBLIC SECTOR WORKERS ?
(Civil Servants, Legislators, Teachers, Ministers, Writers, Artists etc.)

" A second income which can -be as big as the typically low
salaries paid to these professionals.

* Some freedom from the grinding necessity for subsistence
toil; thus, greater freedom from anxiety and an opportunity
to devote more time to the works of civilization.

* This should result in a vast increase in the precious goods
of civilization - good government, philosophy, literature, religion,
art and the like- which after all are finest creations of any
culture.



What's in it for U.S. FOREIGN RELATIONS ?

A tremendous improvement in our position as leader of the Free World:

* As 50 million American families become owners of productive capital, they will
begin to have second incomes from dividends.

* This increased purchasing power will accelerate industrial growth to several
times its present rate of 3%: (Japan's is 12%)

-a

* Increased industrial strength will give us increased military strength.

* Meanwhile, our expanding economy will show the whole world that CAPITALISM
works better than COMMUNISM, when everyone has a chance to become a capitalist.

* This will win back the "neutral nations.

0 We can then export these ideas to the under-developed nations. They can use our
SECOND INCOME PLAN to spread capital ownership among thousands of their own
families and thus build purchasing power to consume while they build industrial
power to produce. (Thus we can provide them with a for better alternative than socialism.)
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B. Questions Most Often Asked About the Second Ircome Plan.*

1. Would the Second Income Plan cause inflation?

No, it is designed to avoid inflation. Its tendency
would be to stabilize and eventually reduce prices, and permit
competitive setting of wages without loss of income to the
worker. It is the one-income economy we now have that is in-
herently inflationary. Remember that the familiar devices we
use to artificially create employment -- public works not
sought for their own sake, but for the employment they create,
agricultural and industrial subsidies, production of military
overkill, crash space race programs, production of goods to
give away to forolr, nations -- all produce non-economic goods;
that is, good that create purchasing power within our economy
but that add no consumer goods and services within the economy
to absorb such purchasing power.

Similarly, each t~me wage costs are increased in
order, by ne means or another, to distribute more income
(welfare) to workers without increasing (in fact usually de-
ozearing) tileir work-inpu- into the economy, the cost of the
product is Increased. But neither its quantity nor quality is
aoparably i-nproeda. This toois inflationary. This is, in
fact, what Inflation is -- the creation of purchasing power not
offset by s:Lultaneous creation of useful goods and services.
Thus, ten million dollars worth of savings or credit "invested"
in buildir4 space missiles, for example, is permanently infla-
tionary unless counteracted by increased taxes. The same ten
million used to build a furniture factory or to expand an air-
line may have a temporary Inflationary effect initially only
unto.l the new facility produces sufficient net income to defray
its costs of construction -- normally a matter of three or four
years at most. Thereafter, for an indefinite period, as it
pvurs goods or services into the economy, its effect would tend
to be beneficially deflationary: the consumer's dollar would
purchase more without depriving the consumer of his source of
purchasing power.

Since the introduction of new plants into the economy
as it expands is a continuous process, the long-term deflation-
ary forces would more than offset the short-term inflationary
forces. Such a Second Income Economy would be free of the
bloating of prices with costs that represent welfare, rather
than productive input.

Even the Initial and temporary inflationary tendency
can be eliminated by the governments' reducing its make-work
subsidies by a port on of the amount invested In new capital.

*Copyright 1966
Louis 0. Kelso and Patricia Hetter



1473

2. Isn't the Second Income Plan socialistic?

Hardly. The Second Income Plan builds ownership of
the means of production into individuals as their private prop-
erty. It then protects the right of each individual to
receive all the wealth his property produces. This is a wide
departure from what is popularly called "socialisemi -- where
the capital Is owned by the state and a broad Income is sought
through employment of one or more workers in every family and
wages are set by the political apparatus. Since both the gov-
ernment's capital costs (usually reckoned by analogy to compe-
titive economies) and the often artificially high labor costs
are passed on to the consumer, the prices of goods and services
are high. Incentive to produce (an important part of which is
the acquisitive instinct or instinct to own capital) is low.

By placing a main source of economic power in an
Industrial economy (namely, the ownership of capital) in the
government bureaucracy where it is combined with their political
power, the socialist economy tends toward totalitarianism. A
Second Income Economy, on the other hand, would put all economic
power in Individual hands and would bring about its wide diffu-
sion. Thus It would tend to be a power-diffused, hence free,
society.

So far in history there has never been an economy In
which every household owned a viable share of productive prop-
erty, andthis is the Ideal of the Second Income Plan.

3. Would not the financing of business expansion
primarily by sale of newly issued stock to new
or small stockholders dilute the equity of
existing stockholders?

No economic dilution would be Involved. If General
Motors, for example, expands its productive capacity 20% and
finances this new capital by sale of new stock at market price
to Its employees or other buyers under Second Income financing,
the equity of the existing stockholders is not diminished in the
slightest. Each new share of stock Issued results In Invest-
ment of the proceeds In new productive plant and equipment. The
pre-existing stockholders own exactly what they did before the
expansion -- namely, all the General Motors equity that existed
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up to the date of the new stock issue. For every dollar of
new stock, a dollar's worth of new productive capital has been
added.

There is, however, a dilution of voting power, and this
is a dilution that is intended. The great corporations of
America, effectively owned by 2 million families, have a narrow
voting control. The same corporations--vastly expanded and
owned by 65 million families-- would h f, a broad voting control.
That is precisely what ought to be. Ctetainly from management's
standpoint, the more broadly ownership is diffused, the better.

The Second Income Plan breaks up the monopoly access to
new capital formation now enjoyed by existing capital owners.
But when you stop to think abot it, why should those who
own the economy's existing assets automatically acquire owner-
ship of all future assets forever and ever? Why shouldn't
private and individual ownership of the means of production
be as widely diffused as the power to vote? The Second Income
Plan is intended to protect existing ownership against dilution.
Indeed, by tightening up the laws of private property, it is
designed to reduce dilution suffered by existing stockholders.
But it is also intended to create tens of millions of new
stockholding families as it brings about the building of the
Second Economy.

4. Is there really enough corporate stock to
provide every American family with a second
income from dividends?

There would be, given 25 years or so in which to do the
job. The Second Income Plan does not propose governmental
redistribution of any of the exictin- stock ownership. Quite
the contrary. The protection of both present and future private
property in capital ownership is the essence of the plan. We
are proposing that only n _1 issued stock be made available
uer the plan. This wouel-d -new capital created by industry
as it expands its productive facilities to provide more goods
and services to families with second incomes to spend. Currently,
new capital formation in the American economy is taking place
at a rate of about $70 billion a year. Based on $20 billion a
year of this yearly increment, this is enough new capital to
allocate about $20,000 worth to each of one million families
per year. After an initial start-up period of about 5 years,
during which the first new capital estates would be paying off
their acquisition costs, one million families annually could
leave the welfare rolls, each producing a legitimate income
of $4,000 or more per year through its productive capital.
Within a second 5-year period, 5 million families per year
could similarly benefit. Hence, within 10 years, half of all
American families would acquire a capital estate.
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5. Where does the money come from to buy the
stock?

You borrow it from a bank on a promissory (non-recourse)
note, secured by pledging the btock itself. The bank can, if the
rate of growth warrants, "discount" your note by turning it over
to its Federal Reserve Bank in exchange for cash equal to the
note's face value less the discount. The money to pay the bank
comes directly from the Federal Reserve; it is new money issued
against your promissory note. Except for the purpose involved,
this banking procedure is conventional; nothing new has been added.
It is a rational system for monetizing carefully controlled new
capital formation -- the chief source of the goods and services
that money buys. It would be the first rational monetary system
in history.

6. Who decides what stocks you get?

You do, within the limits of what is available among
"qualified" stocks at the time you buy. It would depend on
which corporations were seeking funds for expansion at that time.
It is proposed that a monetary regulatory agency (Capital Diffu-
sion Insurance Corporation), under proper statutory authorization,
establish a qualification procedure whereby a corporation seeking
to quality its shares for financed purchase by new stockholders
under the Second Income Plan could, by conventional means, estab-
lish the financial feasibility of the proposed expansion. When
"qualified", the shares could be offered by the investment bank-
ing house for sale to new stock buyers who borrow funds through
the banking system or from other lending sources.

The financing bank would insist that the portfolio of
stocks be suitably diversified.

7. What happens if, after you buy stock, you
find that someone else's stock is doing a
lot better?
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Almost every stockholder finds himself in this
situation at one time or another. The Second Income Plan can,
after all, only offer equality of economic opportunity, not
equality of income or exemption from ordinary investment risks.
However, the very fact that corporations have qualified for
insured loans on their stock would be important assurance that
they were sound. Diversification offers further protection
from the risk of faring too badly in comparison with other fin-
anced capitalists.

When you select stocks for purchase under your second,
third and fourth capital-financing loan, you can use your exper-
ience to upgrade your holdings if you have not chosen too well
the first time around.

8. If families are allowed to buy capital
without first working and saving for it,
won't it corrupt them?

Not unless you believe that every well-to-do family
that has inherited all or some of its wealth is thereby corrupted.
A list of families who did not work and save their way to capital
ownership would have to include the families of most of America's
founding fathers, many of our presidents, and disproportionately
many of our most distinguished artists, scholars, writers, states-
men, public servants and business leaders. The fact is that it
Is almost impossible for a man to contribute significantly to the
work of civilization until he has provided his family with'a
minimum income that relieves him from having to toil for their
living.

Furthermore, the families do "save" to pa), for their
stock. The stocks produce dividends. Instead of spending these
dividends, the family plows them back to pay off thq loan. It is
only as the stock is paid for that they begin to use the dividends
as a "second income". This procedure is exactly the same as that
followed by business throughout the industrial era. Businessmen
have always "borrowed" money to invest In productive capital, and
then let the earnings of the new capital pay off the loan. This
is how our first families became first families. And what's
proper for the first families of America is proper for all
families, isn't it?
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9. If a poor family winds up owning some
$20,000 worth of stock, won't it squander
it?

A few might. But even as to profligates, the privi-
lege of running through a capital estate should not be confined
to those who already have one.

But most new Second Income families will treasure
their new capital estate and will husband it and hang onto it for
dear life, just as a family a century ago would fight to the death
to retain possession of its farm under the Homestead Act; just as
our peasant ancestors went hungry rather than eat the last of their
herds or flocks, and just ts the most primitive agricultural tribes
hoarded their seed corn throughout winter even though many of them
starved. The belief that the average man does not have the wisdom
to preserve capital and the ability to use it constructively is not
borne out by history. Moreover, inexperienced families can be
taught a great deal about how to manage their capital estates dur-
ing the time it takes for the dividends to pay off the loan. This
would be a place where unions could make an invaluable educational
contribution; so could benevolent societies, civic groups and bank
trust departments.

A thoughtful economist, after studying the Second Income
Plan, expressed the opposite concern, and with some reason. He
suggested that when the average citizen finds that the acquisition
of productive capital by himself in quantities sufficient to pro-
vide a significant income is actually feasible, it will arouse in
him, as it has so many times in history, a sharpened acquisitive
instinct, and he may then seek to save so much of his income that
his consumption may suffer. Here again, education must come to
the recue. The proper use and enjoyment of wealth is one of our
least understood subjects.

10. Aren't you overestimating the earnings of
mature corporation? If earnings are
really 20% of invested capital,, why are
dividends today only about 5%

A 5% yield on invested capital is about the best that
can be expected today. But this figure does not represent the stock-
holder's real equity in corporate earnings. The corporate income tax
at the federal level alone takes 45% of earnings at source, and
this level may return again to Its recent higher levels. The state
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corporate income tax removes another 4. to 5%. Even prior to this,
an incalculable part of the wealth produced by capital has been
redistributed to employees through such devices as non-competitively
determined or administered wages and welfare benefits. Add to this
the earnings withheld by the corporation itself to finance expansion
-- often as much as half of what remains after taxes. A myriad of
accounting practices, too, are employed to conceal much of the pro-
ductivity of capital. So do such tax practices as excessive depre-
ciation allowances and investment credits.

As things are now, the stockholder does not receive more
than a fraction of the wealth his capital actually produces. Under
the Second Income Plan, the full 20% or even higher yield would be
paid out on stocks financed under the plan's approved techniques.
Note that this does not mean that all stocks will be subject to the
full dividend payout principle -- stocks bought and sold in the con-.
ventional market would be unaffected by the Second Income Plan.

The annual survey of industry profits contained in the
April issue of National City Bank's Monthly Economic Letter has
shown for years that the average net profit before taxes of more
than 1,200 U.S. corporations exceeds 20%, notwithstanding the
universally used devices to conceal profits.

11. Won't the Second Income Plan lead to more government
interference instead of less?

No, the government acts only as a superviser of the credit
system (which it is now) and as a referee to see that every American
family gets a fair chance to buy and pay for a share of American
industry. Once the plan gets under way, present government involve-
ment in business and personal affairs could be cut way back. The
source of most government interference today is the need to redis-
tribute income and to artificially create unnecessary work on a
massive scale in order to keep the economy from collapsing. From
this need springs such things as make-work programs, subsidies,
corporate income taxes, etc. Needless to say, the government would
not have to fight an anti-poverty war when there are no more impov-
erished families.

Of course, the present situation did not come into exis-
tence over night and we cannot change it over night. However, we
can change the tendency of events. The goal of the Second Income
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Plan is to build privately-owned economic security into each family
rather than welfare into the society. Economically independent
families mean economically independent villages, towns and cities.
Such communities can manage their own affairs and provide for their
own needs democratically at the local level. They do not have to
risk impairment of their liberties in return for government bene-
fits. A government does not have to do for its citizens those
things the citizens can do for themselves. Hence, the tendency of
the Second Income Plan is toward less government, less government
interference and less taxation. It most emphatically does not
mean, however, a return to laissez faire. The government must
um pire the game, but the Second Income Plan will provide the rules,
and the economically independent citizen with an affluent second
income is the goal.

12.. If everybody gets an income from capital,
who will do unpleasant work in the economy?

First of all, let us remember that the immediate result
of the Second Income Plan will be genuine full employment, i.e.,
jobs actually necessary to produce goods and services for people
rather than non-economic space hardware and war goods. Then let
us remember that even at growth rates double and triple the present
3 to ,4% the Second Economy (to be owned by those not owning assets
in the existing economy) will take some years to build. Thus, for
a few years -- frankly no one can predict just how many -- second
incomes from capital ownership will supplement labor incomes, not
replace them, for the majority of families. Thus, the answer to
the question of who will do the necessary work in the economy for
the next generation or so is: many more of us than are working now.

As technological advance eliminates the need for human
labor in the economy (and this it will continue to do whether vie
adopt the Second Income Plan or not), incomes from capital will
gradually become primary sources of income instead of secondary.
The economy will always need some labor, no matter how advanced the
technology. But no one can predict just what labor's work will
consist of after the Second Economy is built. Whether work will
be fascinating or boring, delightful c- disagreeable, require
geniuses or morons -- no one can say. The question as asked
assumes that the work required two generations or so from now will
be disagreeable, and that persons having incomes from capital will
not be motivated to perform it. But the facts may be just the op-
posite. One thing is certain. With plenty of purchasing power

33-865 0 - 69 - pt. 2--37
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around, the price of any work for which there is need in the
economy will rise to the point where the work will be done. The
question cannot be definitively answered today, and twenty years
from now perhaps it won't even be asked.

13. If mature corporations finance their growth
through future savings, won't this destroy
investment opportunities for those who have
accumulated savings?

Those who already own a capital estate may invest their
excess in new capital formation, in the financing of the Second
Income Plan for others, and in enterprises that either do not
utilize Second Income Plan financing or do not qualify for it.
These latter types of enterprise generally involve a higher in-
vestment risk than do mature corporations; they also yield larger
rewards to the successful investor. Inasmuch as the social Justi-
fication for accumulated savings has always been that their owners
put them at risk in order to add to the productive assets of the
economy, owners of substantial capital estates should not object
to carrying out their self-proclaimed social duty. Moreover, the
building of the Second Economy will open up hundreds of times more
Investment opportunities than exist today, opportunities for
creative and profitable employment of capital. In the one-income

-. -economy, there is normally more capital available for investment
than places to invest it -- a frustrating situation for the capital
owner. (And one reason why existing stocks are bid up far beyond
the level justified by actual dividend return.) We must keep in
mind too that Second Income Plan financing is only an alternative
method of finance. It is not meant to supplant the conventional
techniques based on past savings, but to supplement them, in order
to make capital ownership possible for faMiiesiithout savings.

14. What effect would the Second Income P)an
have on the stock market?

Gradually, stock prices would develop a direct relation
to Income and the continual churning of existing outstanding stock
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would be reduced. Stocks would ultimately be bought primarily
for their income yield, rather than in anticipation of speculative
profits or for the purpose of avoiding normal income tax rates.

The total volume of stocks outstanding would be multi-
plied dozens and dozens of times as the proportion of new capital
formation financed by issuance of new stock rises from 4% as at
present to -- ideally -- 100%. The normal and non-speculative
market in stocks would thus vastly exceed in volume the most spec-
ulative and unhealthy booms of today's stock market.

15. How does the Second Income Plan differ from
the Guaranteed Income proposed by the Ad Hoc
Committee on the Triple Revolution?

There is virtually no similarity -- only differences.
The Second Income Plan is designed to enable every household to buy
a viable share of the thing that produces affluence -- productive
capital -- as its private property, to owns enjoy, Increase and
pass on to its heirs. The Guaranteed Income is simply a super-
redistributive measure that makes each household's economic welfare
dependent on politica- and bureaucratic decisions. The Second
--Income Plan would diffuse economic power throughout all households
In the society, thus building an economic foundation for political
democracy and securing the rights and liberty of the individual.
The Guaranteed Income proposal necessarily fuses in the hands of
politicians economic power with political powero thereby tending to
create a totalitarian system hostile to the rights of the individual.
It Is impossible for a citizen to retain his civil rights when
others have the power to determine his material needs.

The Second Income Plan offers detailed ard specific
measures for bringing about tremendous economic growth -- a Second
Economy -- which will be capable of producing for the many the high
level of affluence now enjoyed by only the uppor 10% of families in
the existing economy. Thus the Second Incomc Plan offers a blue-
print for enlarging the economy's productive capacity In ways which
build the power to consume simultaneously with the power to produce.
It stimulates the economic motivation of the individual.

The Guaranteed Income merely subdivides the wealth pro-
duced by the existing economy -- already too small to produce real
affluence for the non-capital owning majority. Its basic mechanism
is political . redistribution of the wealth produced by capital. This
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weakens economic motivation and destroys the institution of private
property and makes it unavailable to the many.

Lastly, the Second Income Plan encourages responsible
government and the integrity of elected office holders. Imagine
how our political institutions would degenerate if the main cam-
paign issue became the size of the guaranteed annual income to be
offered by the winning candidate or party!

16. How do we decide which American families
will become financed capitalists first?

Since the first aim of the Second Income Plan is to pro-
vide equal economic opportunity to all Americans, logic And justice
would demand that the first financed capitalists be households now
totally or partially excluded from economic participation. Families
whose breadwinners have been disemployed by automation, especially
those men and women who have spent long years in the work force.
Elderly persons who have never earned enough from their labor to re-
tire in comfort and dignity. Ministers, school teachers and
members of the civil service. Policemen and firemen and other
municipal employees who have served a specified number of years In
their posts. Working mothers of dependent children. Not everyonee
can go through a door at the same time, nor by the same token can
everyone become a capitalist at once. The question of priority
will have to be decided politically. But the financed capitalist
door is strictly a one-w-j thoroughfare -- those families who pass
through are on their way to material well-being and independence.
It is also a door which grows wider and wider. As policy becomes
more and more oriented toward the objectives of the Second Income
Plan, and as families with second incomes increase, economic expan-
sion will create more and more productive capital to be bought and
paid for by new capital owners.
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C. Some of the Implications for National Economic Policy
for RecognIzing that Double-Entry Bookkeeping is the
Logic of a Market Economy.

Note: This section was written by Mr. Kelso in August
1968 to explain why the input-outtake logic of double-entry
bookkeeping was equally applicable to the economy as a whole.
It is addressed primarily to persons seeking to understand
the underlying logic of Two-Factor Theory and the Second
Income Plan. It is equally addressed to those seeking to
understand why our present economic strategies have failed.

L - Labor or Human input into production, i.e., the time,

control (or skill) and energy of humans engaged

in producing goods or services, measured in dollars,

for a given time period.

N - Input into production by the nonhuman factor (land,

structures, and machines) measured in dollars,

for the same given time period.

W = Market value of real wealth, i.e., goods and services,

produced in a given time period.

Then, in an economic system constructed on the logic of

double-entry bookkeeping (i.e., the logic of two-factor

theory) L + N = W.
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PL Purchasing power received by labor in the form

of wages, salary, bonuses, commissions, or

other compensation as the result of its

input into production of goods and services

(control [or skill) and energy for a period

of time).

PN - Purchasing power received by the owners of the

nonhuman factor as compensation for the use

(input) of their land, structures or machines

in the production of useful goods and services

for a given period of time.

Then: PL + PN- W.

Now:

C = Dollar value of capital goods produced during the

time period.

X - Dollar value of consumer goods and services produced

during the time period. -

So: PL + PN - C + X

and

C+XfW

for things equal to the same thing are equal to each other.
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But:

PN increases as C increases, for as the purchasing

power arising from production is invested in new capital

formation, the ownership of which accretes to the owners

of previously existing capital goods as a direct result

of financing new capital formation out of past savings,

the productive power of these owners expands. Unless

their consumption expands proportionately, the rate of

increase of their productive power over their consumption

expenditures accelerates with time.

Since:

PL + PN - W,

PN increases relative to PL as C increases.

So a rigid linkage between the ownership of the non-human

factor at the beginning of the time period and the owner-

ship of the non-human factor added (through C) during the

time period, necessarily results in a diminition of PL in

relation to W as PN increases.

The relationship between C and X is mportant. C,

the value of capital goods produced during the period, is

a derived demand. Capital goods (land, structures and

machines) are not directly consumable by humans. It is

the human need for consumer goods and services alone that

ultimately gives value (through market demand) to capital

goods. If the purchasing power of the fixed group of
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owners of the nonhuman factor increases constantly, but

their consumption of consumer goods, which would contribute

to the value of the nonhuman factor does not increase in

proportion to the increase in PN, a serious imbalance

arises. PL diminishes in relation to W, and surpluses of

consumer goods and services and underutilization of capital

goods, or the excess funds seeking investment over oppor-

tunity for such investment of PN arises.

-- Poverty of the hop-owners of capital goods,

the workers and the unemployed, arises.

-- Depression of market value of capital goods,

and the lack of investment opportunity for

PN (a recession or depression) occurs.

Furthermore:

-- Underproduction, because of lack of market

demand arises.

-- Poverty flourishes.

Clearly:

Technological change, which results in an accelerat-

ing reduction of PL and increase in PN, both in relation

to Wa cannot continue unless the number of families and

individuals who are able to make only labor input diminishes,

and the number of capital owning families and individuals

Increases at an accelerating rate.
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If, as the families and individuals who make up PL

either move from the class of owners only of labor power,

and either become owners of viable holdings of capital,

or both remain employed and acquire significant capital

ownership, and thereby receive Second Incomes, then tech-

nological change, which shifts the population out of the

exclusively-labor-dependent class, and fosters leisure,

can advance without restraint.

Similarly, poverty (the inadequacy of purchasing

power of families and individuals where adequate supplies

of such goods and services could be brought into exist-

ence) which arises automatically in a double-entry bookkeep-

ing society from diminishing L. can be attacked at its

source by transferring the families and individuals in the

L class into the N class. Ideally, the rate of transfer

from L class to N class [or to simultaneous membership in

both the N class and the L class] would be identical with

the rate of shift in productive input from N to L through

technological change. Thus the growing general affluence

end leisure of the masses would synchronize with -- and

would be a direct function of, the rate of technological

advance, and would not be impeded by institutional hangups.

This means that C, the investment in capital goods,

could increase as rapidly as the physical factors would

permit, for as C increased, the individuals in the PL

class would shift to, or would simultaneously also become

members of the PN class. .
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X would increase up to the level of affluence

desired by the population as a whole.

C would increase as rapidly as the increase in the

desire for consumer affluence increased, since the demand

for C is derived from the demand for X.

The effect of financing new capital formation out of PN as

compared with the effect of financing it out of pure credit.

Sine PL+ PN- W

and

C + X M UO

the greater X is in relation to C, the greater the level of

general affluence. This is true because C cannot be pro-

duced, under free market conditions, in excess of the demand

for .it derived from demand for consumer goods, and the

physical capacity of individuals for consumer goods and ser-

vices is finite and cannot be indefinately increased.

If new capital formation is financed out of PN, then,

since the capital-owning class is small at the outset, and

does not significantly increase, because of the institu-

tional arrangements that cause the present owners of capital

to acquire ownership of all newly formed capital, X cannot

legitimately increase with the advance of technological

change. Only. P vill increase, and the propensity and

desire to increase C will be limited to the excess of funds
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seeking investment in ths non-human factor. A tendency

to use such funds to drive up the market value of exist-

ing assets will arise, leading to stock market specula-

tion and the like. But increase in C is limited by the

lack of demand derived from increase in X.

To some extent, the loaning of funds by the owners

of the non-human factor to the owners of labor (the non-

capital-owning masses who have only their labor to con-

tribute to production) which is a dual attempt to close

the purchasing power gap and to employ for profit their

excess purchasing'power, will postpone the recession or

depression and severe readjustment of values through

market value changes, as will increasingly severe mea-

sures of political redistribution in an attempt to correct

the purchasing power gap.

But it is elementary that such attempts, to the

extent they involve the loaning of purchasing power by

the high income owners of the non-human factor to the

financially underpowered and non-capital-owning masses,

while postponing the readjustment, will also increase its

severity. For the consumption capability of a particular

family is diminished by the aggregate effect of compound

interest where borrowing takes place in order to increase

consumption. Aggregate real power to consume useful goods

and services is diminished by the amount of compound in-

terest paid. For example, twenty-five year or longer
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financing periods for financing of home ownership may

double or even treble the amount of dollars paid for a

home. The time of enjoyment of consumption is influenced

favorably to the consumer, but the absolute supply of con-

stmer purchasing power, which determines the health of

trade and the degree of general affluence, will be greatly

diminished by this practice. It extends the earning power

of excess funds of the owners of concentrated capital

holdings, but in absolute terms it actually reduces the

real standard of living of those dependent on consumer

finance.

Attempts to close the purchasing power gap through

consumer credit also assure the eventual deflation of

value of capital assets, since their value is derived

from the market demand for. things produced by capital

goods, i.e., consumer goods and services. Clearly, the

delaying action of consumer finance is not a solution to

the problem of how general affluence and general leisure

can be attained by the masses at the maximum rate

physically possible.

On the other hand, the financing of new capital

foxation out of credit -- pure credit where such oredit

is made available to the non-owners of capital, and the

mmers of sub-viable capital holdings -- has quite

different effects within the eonowy. New capital form-

ation, at least, in the dominant and more productive,

t.
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part of the economy, does not occur unless potential

derived demand for it will be adequate to enable it to

pay for itself within a short time -- usually three to

five years. So such financing of new capital formation

through pure credit mechanisms will not diminish X but

in fact, with some time delay, will relentlessly increase

X and vill also increase. the- sM~1ing power to, consume

Xby reason of increasi the number of persons in thie>kw

class. At the same im., such pure c1?dik. financing of "

new capital forms n, if prop~ry regulated. ne~d not

cause unemplo t of fun~sW"held b~ the qwnerov-6f concen-

trated capital holdings UL_ si a &4iii kdit ne not

be"'used until available financial vi s h&v fst been

used for this purpose er thethnqs of t Second,

Income Plan. This process 4y8)lso foce-ur/r financial

savings into igher rie and 4 innov ive ;veat nent j.

S cha a will prit expanse u " (pro " tion a'

the broadening o the consumptto4,of affluence o tlh7
4iull

limits of technolo cal, labox&d resore capablity,

since the previously -capital-owning families whose'

incomes are thereby enhan through*the Second Incocne'l

derived frm capital ownership a n __asel fied needs

and desires, and will expand their purchases of consumer

goods out of.eurrent income in their quest for the enjoy-

went of affluence.
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It should be noted, too, that if political con-

straints or business policy constraints bring about the

financing of new capital formation through pure credit in

ways that generate the ownership of productive capital on

the part of those who previously owned no capital, or

held negligible amounts of it, and this results in excess

PH in the hands of the owners of concentrated capital hold-

ings, they will inevitably seek to employ their excess PN

in financing of new capital formation under Second Income

Plan techniques for the purpose of broadening the capital

ownership base by offering to loan such funds at rates

competitive with those available through the banking

system [ultimately controlled by thq discount rate of the

central bank) for the use of pure credit for the same pur-

pose.

'thus excess PN in the hands of 'the owners of con-

centrated capital holdings can generally be profitably

employed, though probably at rates lower than would be

available if the combined efforts of-government to redis-

tribute purchas&ng power from the apparent owners of

capital to the non-owners of capital and the use of high-

interest consumer loans in a futile effort to close the

purchasing power gap were, in effect, subsidizing the

return on otherwise-surplus financial savings.

Such use of .governmental and business policy
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restraints in order to validate a business strategy by

which management takes the initiative to expand the eco-

nomic power of he population of the economy to consume

synchronously with expansion of the physical power of the

economy to produce would amount to nothing less than the

minimum use of intelligent economic system design to

conform to the double-entry bookkeeping logic of the

market economy.

From another aspect, such constraints would amount

only to that imperceptible curtailment of individual

liberty required to keep senselessly greedy individuals

from injuring their fellowman without benefit to them-

selves other than to feed unproductive avarice.

Such restraints, in short, are an application of

the-principle of limitation, which is one of the three

foundation stones of economic justice. See Thb Capitalist

Manifesto, by Kelso and Adler, Random House, 1958, Chapter

5, pp. 66-69.

As the employment of two-factor theory in the um-

piring of economic activity reduces the tendency of PN

to accumulate in excessive quantities, the new policy

being to build viable capital holdings of reasonable size

in all families rather than to permit the accumulation of

grotesque quintittes of financial savings by individuals

or families whose economic power to produce long since
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has exceeded their physical capacity or desire to consume,

the PN seeking employment in the process of financing new

capital formation will diminish and the use of pure credit

for this purpose will become dominant as the goal of

universal capitalism, every family and individual owning

a viable capital estate, is achieved. Thereafter, it

appears that the policy implications of the choice between

financing of new capital formation through past savings or

through pure credit would turi largely on factors other

than national economic policy.

luis 0. Kelso
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V. RECOMMENDED TAX REFORMS

I f-e grant the desirability of the goal both of achieving

legitimate full employment in the production humanly useful

goods and services, and enabling a rapidly expanding proportion

of the families of the economy to acquire reasonable-sized

holdings of productive capital, than it becomes possible to

design a program of tax reform designed to achieve these

goals. Specifically, the objective would be to use govern-

mental tax guidance to create millions of new capital-owning

families with second incomes from the largest corporations,

in the course of stimulating the building of a second economy:

a building task that amounts to at least twenty-five years of

the most intensive full employment. Such a continuous expansion,

if it is to be free from the oppressive accumulation of

consumer debt, welfare-push inflation, and governmental redistri-

bution of income, can only be supported by raising the economic

productiveness of the underproductive through enabling them

to acquire ownership of productive capital.

Such a program of tax reform might consider the following:

(1) Qualified Stock Bonus Trusts.

The provisions of the Internal Revenue Code (Section 401)

and applicable regulations relating to stock bonus trusts

should be liberalized to encourage U.S. corporations that today

account for some 80% of the production of goods and services

to build equity ownership into their employees. Such liberali-

zation should:
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* Increase the present limits of deductibility

of corporate contributions to qualified stock

bonus trusts from 15% of covered payroll to 30%

of covered payroll, independently of deductions

for contributions to qualified pension trusts.

* Make dividends payable into such trusts deduc-

tible by the corporation as interest presently

is'

* Permit a pass-through of dividends to'employees

without deferment where the trust has fully paid

foy.- its stock;

* Broaden the provisions of the Code and applicable

regulations to permit joint multi-employer stock

bonus trusts, similar to the provisions for joint

multi-eloyer profit-sharing trusts, except that

the joint stock bonus trusts would permit the

distribution of benefits in diversified stocks of

the several participating employers.

(2) Bank Escrows for Members of General Public.

Internal Revenue Code should be modified to permit

private escrows to be established with baiks to finance

the purchase of newly issued stock by low-income individuals

through non-recourse financing, with dividends being made

tax-deductible by the paying corporation, provided a specified

high proportion of corporate net income is paid out in

dividends, and exempting such dividends from personal income
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taxation on the buyer until the stock is fully paid for.

(See section IV. A.)

(3) Contributions to Qualified Employee Trusts Deductible

from Income, Gift, and Estate Taxes.

Contributions by individuals to any qualified profit-

sharing plan or stock bonus trust should be afforded the same

treatment as contributions presently made to qualified

charitable foundations. Thus individuals, whether connected

with a particular corporation or not, would be given income,

gift and estate tax deductions for contributions which tend

to build new capital ownership into those who otherwise are

capLtal-less. The rich would thus be motivated to make capital

owners out of the propertyless, rather than continue to dis-

connect their capital accumulations from the ownership of

human beings.

(4) Gifts to Qualified Individuals Deductible from

Income, Gift, and Estate Taxes.

The wealthy should be provided the same deductions

under income, gift and estate tax laws for gifts of income-

bearing property or securities to individuals as they are

presently entitled for gifts to qualified charitable founda-

tions, so long as the recipient, after the gift, has an

estate of no more than a specified value -- say $50,000 or

$75,000 -- after which a graduated tax would apply.

(5) New General Purpose Foundations Discouraged.

The Internal Revenue Code should discourage the creation

of new general purpose foundations, which tend to prevent
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acquisition of increased productive power through capital

ownership by the poor. The Code should give maximum

encouragement to the use by existing general purpose founda-

tions in following the lead of Ford Foundation, as announced

September 29, 1968, to use a portion of its portfolio assets

for loans to employee Second Income Trusts to enable employees

to acquire ownership of productive capital without diminishing

their take-home pay.



1501

I, BIBLIOGRAPHY
oil

Two-Factor Economics
(The Theory of Universal Capitalism and the Second Income Plan)

Conventional economic concepts, from Adam Smith through J.
M. Keynes, and the governmental and business institutions based
upon them, assume that the performance of labor is the sole or
primary method of legitimating individual income; that capital
instrunents increase "labor productivity" and that the goal of
an economic system is to keep labor employed.

The real world of industrial production, however, operates
on opposite assumptions: It is constructed on the reality of
the ful productive e!ality of the two factors of production:
the human factor (labor) end the non-human factor (capital in
all of its forms, including land, structures and machines). The
theory of Universal Capitalism and the Second Income Plan are
concerned with the proper structuring of an economic system in
the two-factor economic world, and the updating of pre-
industrial mores and ethical precepts to conform to the techni-
cal facts of an economy in which capital instruments produce
most of the goods and services.

BOOKS

THE CAPITALIST MANIFESTO, by Louis 0. Kelso and Mortimer J.
Adler (Random House, New York, 1958). Also available in
French, Spanish, Greek and Japanese.

THE NEW CAPITALISTS, by Louis 0. Kelso and Mortimer J. Adler,
randomm House, New York, 1961). Also available in
apaness. i .

TWO-FACTOR THEORY: THE ECONOMICS OF REALITY* by Louis 0. Kelso
and Patricia Hetter (Random House, New York, 1968;
paperback edition: Vintage Books, 1968).
Title changed after first printing from "How to Turn
Eighty Million Workers into Capitalists on Borrowed
Money .e

BROCHURE

A brochure describing the goals and activities of the Institute
for the Study of Economic Systems is available from the Insti-
tute's Washington office: 2027 Massachusetts Avenue, Washington
D.C. 20036.



1502

rn
FILM

THE SECOND INCOME PLAN, the action program for implementing
two-factor theory (universal capitalism), is described in a 60-
minute stripfilm with recorded narration, designed for showing
on the Dukane micromatic stripfilm projector (available for
rental in all Western Hemisphere cities). The stripfilm is
available for $25 from the Institute for the Study of Economic
Systems, One Maritime Plaza., San Francisco, California 94111.

ARTICLES

"The Case for the Capitalist Welfare State," by Louis 0. Kelso,
Report No. 10, August, 1962, Institute of Economic
Studies, Araneta University, Manila, Philippines.

"Karl Marx: The Almost Capitalist" by Louis 0. Kelso, AMERICAN
BAR ASSOCIATION JOURNAL, March 1957, Vol. 43, No. 3.

"Corporate Benevolence or Welfare Redistribution?" by Louis 0.
Kelso, THE BUSINESS LAWYER, January 1960, Vol. W, No. 2.

"Labor's Great Mistake: The Struggle for the Toil State" by
Louis 0. Kelso, AMERICAN Bl ASSOCIATION JOURNAL, Febru-
ary 1960.

"Welfare State - American Style" by Louis 0. Kelso, CHALLENGE,
The Magaxine of Economic Affairs, New York University,
October 1963.

"Poverty and Profits" by Hostetler, Kelso, Long, Oates, The
Iditors, HARVARD BUSINESS REVIEW, September-October 1964.

"Cooperatives andthe Economic Power to Consume" by Louis 0.
Kelso, THE COOPERATIVE ACCOUNTANT, Winter 1964, Vol.
XVII, No. 4. (Published by The National Society of
Accountants for Cooperatives.) -

"Uprooting World Pover ty: A Job for Business" by Louis 0. Kelso
and Patricia He.ter, BUSINESS HORIZONS, Fall 1964. (Re-
printed in iERCURIO, Anno VIII #8, August 1965, Rome,
Italy; FAR EASTERN ECONOMIC REVIEW, Vol. L #1, October
1965, Hong Kong and winner of the First Place 1964

,o Lnsey Award tor significant business writing.)
"Beyond Pull Employment" by Louis 0. Kelso, TITLE HEWS, Journal

of the American Land Title Association, November 1964.

"Povert' a r it" by Louts 0. Kelso, NORTH DAKOTA LAW
M. Jamary 1964, Vol. 41, #2.

Page 2 of 5



1503

"Are Machines Supposed to Make Work?" by Louis 0. Kelso and
Patricia Hetter, CHALLENGE, April 1965.

"Why Not Featherbedding?" a satire by Louis 0. Kelso, CHALLENGE,
September-October 1966. (Reprinted in AMERICAN CONTRO-
VERSY: READINGS AND RHETORIC by Demp sey ani McFarland
(Scott, Foresman and Company, 1968.) .

"Genoral Affluence for Canadians via The Second Income Plan"
by Louis 0. Kelso, EXECUTIVE Magazine, Don Mills, Ontario
January 1967.

"Equality of Economic Opportunity through Capital Ownership" by
Louis 0. Kelso and Patricia Hetter, SOCIAL POLICIES FOR
AMERICA IN THE SEVENTIES, Edited by Robert Theobald
(Doubleday & Co., New York, 1968). (Excerpts from this
essay are reprinted in the April 1968 issue of CURRENT.)

"Eliminating the Purchasing Power Gap through Two-Factor Theory
and the Second Income Plan" by Louis 0. Kelso and
Patricia Hatter, INCOME MAINTENANCE PROGRAMS, Hearings...
Joint Economic Comittee, 90th Congress, Second Session,
Volume II, pp. 633-652 (Government Printing Office 1968).

"The Second Income Plan: A Contrast," by Louis 0. Kelso and
Patricia Hetter, NEW GENERATION, Fall 1968. (Theme of
the issue: Community self-determination: the bill and
the debate.)

"Income Maintenance through Tw~o-Factor Theory and the Second
Income Plan, by Louis 0. Kelso. I (Statement prepared
for and presented to the President s Conuission on Income
Maintenance Programs, Los Angeles Hearings, May 23, 1969.)

ADDITIONAL READING

BOOKS

MORAL PAN AND IMMORAL SOCIETY, by Reinhold Niebuhr (Charles
Scribner's Sons, New York, 1932).

Page 3 of 5



1504

THE CHILDREN OF LIGHT AND THE CHILDREN OF DMJUOESS, byReinhold
Niebuhr (Charles Scribner's Sons, New York, 194).

LEISURE .. THE BASIS OF CULTURE, by Josef Pieper (Pantheon Books
New York, 1962).

OF TI]4 WORK., AND LEISURE, by Sebastian de Grazia (Twentieth
(5 tury Fund, New York, 1962).

UNDERSTANDING MEDIA: THE EXTENSIONS OF MAN, by Marshall McLuhan
(McGraw-Hill Book Company, New York, 1964; paperback by
Signet Books, New York.)

ECONOMIC NATIONALISM AND CAPITALISM FOR ALL IN A DIRECTED
ECONOMY, by Dr. Salvador Araneta (Araneta University
Press, Rizal, Philippines, 1965.)

IA REFORMS PANCAPITALISTE, by Marcel Loichot (Robert Laffont,
Paris, 1966).

REPORT FROK IRON MOUNTAIN ON THE POSSIBILITY AND DESIRABILITY OF
PEACE with Introductory Material by Leonard C. Lewin
(The 6ial Press, New York, 1967).

POLITICAL REALIGNKSET - A CHALLENGE TO THUXflTM CANADIANS, by
Hon. Z. C. Manning (McClelland and Stewart Ltd., Toronto
1967).

BLACK CAPITALISW, by Theodore L. Cross (Atheneum, New York 1969).

THE MW CLASS: AN ANALYSIS OF THE COMMUNIST SYSTEM by Milovan
Djilas (Frederick A. Praeger, New York, 195b.

ARTICLES

'wn Work Won't Earn" by Jack H. Doiue, Editor; "Three Men
Pushing Us All to Become Wealthy' by Anthony J.
Patterson- and "Affluence for All Canadians" by Winnett
Boyd and Jon w. Kieran all from the May 1967 issue of
CAMRMOM (Motreal5.

"The American Economy: Power and Paradox" by Dr. Norman A.
Bailey, THE YAEI REVIEW, Suner 1966.

"Personal Thoughts" by Winnett Boyd, a Series of Seven Papers on
the Canadian Prospect.

"CO'S Vrosrm: Building a 'second Economy"' by Floyd B.
Ilii sck, NEW GRATION, Spring 1968.

Page 4 of 5



1505

"Ownership and Income" Policy Statement of the National
Catholic Rural Life Conference, INCOME MAINTENANCE PRO-
GRAMS, Hearings...Joint Economic Coamittee, 90th Congress
Second Session, Vol. I, pp. 653-657 (Government Printing
Office 1968.)

"Economic Development Thru Capital Diffusion" Report No. 5,
Institute of Economic Studies and Social Action, Araneta
University, Manila, Philippines.

"The Crawfordville Story" by Norman G. Kurland and Norman A.
Bailey, TIE COL4MBIA FORUM, Fall 1968.

"rhe Relevance of Capital" by Abram T. Collier, President of
New England Mutual Life Insurance Company. (Copies avail-
able from the Communication Department, New England Mutual
Life, 501 Boylston Street, Boston, Massachusetts 02117.)

"A New Look at Taxation," an address by Frank S. Capon, Finan-
cial Vice President of DuPont of Canada Limited, to the
Canadian Chamber of Comerce, October 2, 1968.

"The Keynes Mutiny," by James T. MCausland, FINANCE, August 1969.

INSTITUTE FOR THE STUDY
OF ECONOMIC SYSTEMS

2027 Msmcmtts Avenue. N.W,
Wadagton. D. C. 20036

(202) 667-500

one Matm Phis
3m Fruacbco. Calomi 94111
, (415) 397.4600



1506

STATEMIT. OF
WALTIR P. IUUTIIIR, PRPI'SIDENT, MtrJITr:D AUTOmiO[iuLE,

A1UROSTACL', AND AGRICULTUPAI, TIII'lMENT WORKI:PS C! AII:RICA (UAW)

My name is Walter P. Reuther. I am "resident of the

United Automobile, Aercspace, and Agricultural Implument Wor-

kers of America, representing approximately 1,800,000 mre.,bers.

I posent these views on tax reform proposals on behalf of

the UAW.

Among UAW members and among t e American people at laLge,

there is today a surging demand for reform of the tax system,.

Over the years, inequities and injust! 3s have multiplied and

compounded, so that countless citizens in the low and modorato

incom.e bracket* bear a disproportionate share of taxation,

while higher bracket taxpayers have their tax burdens reduced

and even eliminated by loopholes in the law.

Increasingly, low and moderate income taxpayers havo be-

come acutely aware of tax injustice. Today, that awareness has

resulted in firm demands that Congress restore justice to the

system. A tax revolt is trul. in progre s.

The burden of fedora] taxation which the average taxpayer

boars is made more onerouo by thpe additional weight of state

and local taxes. gI oo taxes nro sharply ru.*Jr,,,ivo. hitting

tho.o with lower incOno proportionatoly much hard1,r thvn tho
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Table I

IVI

Income Group

Under $3, 000

S3. 000-$ ,000

$ 5,o00-$ 7,000

$ 7,000-$10, 000

i$ 10, 000415, 000

$15, 000-$25, 000

$25,000 and over

hen III Taxur, Are Cotnt,'d: Who Gets flit, How Mcl

Average Annual
Family Income

$ 1,659

3.939

6,000

8,578

12,387

20.232

51,879

Average Total
Taxes Paid h/

$ 564

1,221

1,980

2,745

3,840

5,665

14. 526

Taxes as
Percentage
of Income

34%

31

33

32

31

28

28

Average. 1ncco:..
After Taxeb !

$ 1.095

2, 718

4,020

5.833

8,547

14,567

37, 353

Calculated from other c a in table.

b/Includes federal and state income taxes; Social Security payroll taxes;
sales, property, and all other taxes.

Basic data: U. S. Departments of Cc irnerce, Labor, Treasury and
Health, Education and Wulfare; Fed, ral Housing
Achiiiiit ration; Tax Foundation and other private sc urces

-SOUIC C: U.. Newvs &' World Report
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rich. The extent to which federal, state, and Iocal taxes com-

bined (including business taxes which are passed on to con-

sumers in the form of prices) bear nmor3 heavily on those who

can least afford to pay is detailed on Table 1. This tale

was prepared by the economic unit of U. S. NEWS AND WORLD REPORT,

and appeared in that magazine on December 9, 1968.

The average family receiving less than $3,000 in annual

income has to pay 34% of its income in federal, state, and local

taxes. The percentage falls to 28% for the avczag family re-

ceiving $25,000 and over. (We have added data on average

family income before and after taxes calculated from the figures

provided by U. S. NEWS AND WORLD REPORT.) The unjust sharing

of the tax load would undoubtedly be even more apparc..t if the

figures we;'o broken down to give separate averages for familion

with very largo incomes.

Recently, members of Ford Local 600 in Detroit, one of

the lart-ust local unions in the UAW, with a membership of about

50,000, collrcted thousands of names of other workers, house-

wives, and retirees on a petition r.oking tax reform, addressed

to the Hon. Wilbur Mills, Chairman of the Ior e Ways and

Means Committee. These men and woman are angry at the injustice

and inequity they soe in our prosc it tax system. They are

petitioning you, as Members of Congress, to do something abouL

it. Tley are goinq to get angrier unless Congress acts to

assure that the tax burd:,, is shared more cquitably based ,'.on
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the sound and dcnocratic principle u ab'i lity to pay.

In our opinion, that should be the first and overriding

principle of any tax system---.he achievement of justice and

equity based upon the principle of ability to pay. It r:-

quires that at one end of the scale, there should be nc. not

taxation of incomes which fall below the poverty line: at the

other end of the scale, there should be no opportunity for

wealthy individuals or corporations to escape taxation .t

egurtable rates on all or part of their income; and in-between,

there should be a reasonable progression of effective tax

rates, so that a higher percenta-e of large incomes is taken

than of sra. 1.

A second principle is that taxation should be of a nature

which interferes as little as possible with the natrual pro-

ceases of the economy, except to th. extent that such inter-

ferenca is a matter of del erately planned public policy to

meet national goals and objectives. Sound tax policy should

avoid the situations in which a tax provision enacted for one

purpose h;,s a secondary, unintended consequence of distorting

th. economy by making attractive, through tax avoidance, a form

of oconomi . activity which, without such special treatment,

might be found uneconomic. we f -e thinking in particular of

some of the provisions regarding taxation of capital gains,

and the offects of tax exemption on the interest of state and

local government bonds.
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The third principle is that, subject to the othor two

principles statc.d, tax programs should bo as much simplified

as possible.

Of the many inequities in our tax structure, few car

match the complete avoidance of Lax payments by the well-to-do.

The income tax statistics for 1966, the latest year available,

show that there were 12,088 individual ta. returns which re-

po ted adjusted gross incomes of $15,000 or more, with an

average income of over $35,000, but which were completely non-

taxable. Of tbese 12,088 nontaxable returns, 367 reported

incomes of $100,000 or more, averaging $383,000 apie,.o; 18 of

them rerortod incomes of $1,000,000 or more, averaging nearly

$3,340,C00 apiece. (See Table 2)

At the other end of the scale, we are today taxing many

families who live in actual poverty--and taxing into poverty

families who are on the verge. Table 3 shows the poverty-line

and near-poverty-line income figure., as defined by thc. Social

Security Administration and adjusted to reflect price levels as

of Ji nut f, 1969, for nonfarm famiu's of various sizes. Table 3

also shows the combined income tax and Social Security premium

that would be p id by the head of such a family, assuming all

his incono is earned and is subject only to the appropriate

exemptions and the standard deduction. (In the case of a

family of "7 or more," tho taxes arc calculated on tho basis

of 8 members, since it is clear from the figures that this is
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approximately the size of family for which the income is indi-

cated.) Thesc poverty ,nd ntear-poverty income figures are

conservative oa the extreme. For example, the allowance for

food budgets for the poor is considered by the Deportment of

Agriculture as "temporary or emergency use when funds rre low."

For the near poor, the food exj anditure "by ro means

guarantees that diets will be adequate." (Social Security

Bulletin)

Impact of Fed-1l Taxes Alone

While the income tax system is intended to be progressive

throughout, it is in fact regressive for the higher inco.ae

brackets. Based on data from the table on page 81 of "Tax

Reform Studies and Prc-posals, U. S. Treasury Depa:'tment, Part 1,"

of last year, together with data from the "1966 Statistics of

Income," Tible 4 shows tl,it while the standard tax rate--the

rat' that would be paid if no deductions were taken except the

standard deCuction--increases steadily with rising income,

actual taxes paid begin to decline as a percentage of income

somc:whero near the $200,000 income brac: t.

While these figures do reflect the excluded portion of

long-tert. capital gains, there are additional kinds of income

n(t included which make the presentation conservativc--c. g.,

exempt interes on state and municipal bonds, deductions for

unlin.ited charitable contribution i, speci, I percentage deplo-

tiol allowances, etc. (710 chart followitiq the table graphs

33S-65 0 - SO -p4. *-40
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,rable 2

Nontaxabl, Rheti"ns Rroporting comc Over $15, 0,10 -- IM6

Adjusted Gross
hiconto Class (AGI)

$ 15,000 under $ 20, 000

20, 000 under 50, 000

50, 000 under 100,000

100, 000 under 200,000

20'9, 000 under 500, 000

500, 000 under 1, 000, 000

1, 000, 000 or more

Total $15, 000 and nvvr

Total $100, 000 and over

NontaN ble Rettirns
Number Total AGI Average AGI

Per Return
(millions)

6, 0..0 $ 103.7

5,084

617

213

Q03
33

12,088

367

141.6

42.7

28. 5

30.8

21. 2

(0.1

428.6

140.6

$ 17,226

27,852

69, 206

133,803

299, 029

642,424

3, 338, 889

35,457

383,000

SOURC.;: U.S. Treasury Depart sont, I. R. S.;
1966 Ir "viduat Income Tax Returns
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Table 3

Fudcral Ta-,cs Pid By FJ .1ilic's at I-OVc -., and "'-ar-Pov.rty L Inc Incone

Iotschold Sizo, a/ PovertyLint Income _/
Arnoi,'t Total Fcdcral Tax c/

I Member $1 903 $ 211
2 Members 2, 338 206
3 Members 2,782. 190
4 Members 3,568 238
5 Members 4,205 ,259
1Members 4,719 254
7 or more Members 5,810 257 d/

Household Size a/ Near-Poverty Line Income b/
Amount Total Fe,'ral Te/

1 Me mber $2, 188 $ 294
2 Members 3,151 365
3 Members 3,665 357
4 Mev bers 4,649 439
5 Members 5,436 489
6 Members 6,099 513
7 or more Members 7,431 562 d/

&/ ,frm household head, under 65.
b/ Adjusted to reflect price level of January 1969.
c/ Federal income tax plus Social Security tax.
d/ Tax calculation based on 8 members.

SOUIRCE: Based on V.69 Economic P,,port of the President;

U.S. Master T tx 'iide
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Table 4

Effective Actual Tax Rates and Effective Sta dard
Tax Rates By Income Group

1 96f _____

Adjusted G-oss Income Class

(thou eands)

0 -$5

5- 10

10 - 20

20 - 50

so - 100

10:) - ZOO

zC.: - So0

500 - 1, 000

1. 000 and ov, r

F fective Rate on An )nd d
Adjust Gross I -on- a/

Standard T. j/ Ac. 1 T _:

(percent) (percent) (s. .ndrd=10(, c/

8.3%

10.4

13.9

22.5

38.0

51.1

62. 1

67.1

69.2

7. 4%

9.4

12.2

18.0

27. 3

31.9

32. 0

30.7

2P.4

A id.. d , djur.'ed gross incone Licludos income from capital gains.
b dard amended taal,'o income cornvtcd by subtractin0 ; exemptirns
and star,.' -rd deductions from a ':imatcd amended adjusted gross inco3.,e.
All stand rd amended taxable income taxed a rate for joint returns
except th: t reported by .le individurls.

c/ .' .tual effective tax rate divided by effective standard tax rate.

SOURCE: Tax Rfor Studies, Part I
UAW Research Derartment estimate based on

1966 At stics of income"
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the fact that the actual tax rate paid by income group as a

porcuntage of he standard tax decline 3 the higher the income

group.)

The affect of including these amounts is shown for the

higher brackets on pacc 110 of the same Treasury study. For

incomes from $100,000 to $50o,Ora, while the income tax paid

in 46.3 percent of taxable income, it is c¢nly 16.8 pa-cent of

total income. In the $500,000 to $1,000,000 brackt -, the tax

has rzson to 54.1 percc ,t f taxOble income, but it has fallen

to 11.7 1.ercc.,t of total income. Over $1,000,000, the tax is

52.3 per, nt of table income, but only 10.3 percent of total

income. In other words, over 80 percent of total income in

this top bracket is n ntaxable.

Xmins th Poor Mtust End

2he chief inequity afflicting low income taxpayers is the

taxa .ion of poverty incomes. There ar.i various proposali

which have been advanced to eliminate this unconscic-nablo levy.

In my testiony before the House Ways and Means Committee

(April 3, 1969), I suggested several alternative methods.

An additional proj.sal calling for a minimum standard de-

duction of $1,100 for all families has becti pu forth by the

National Cot,, ttce on Tax Justice, of which I am a member.

With such a minimum standard deductions, plus current oxe-iption

provialons, families living below the poverty line, as pr .;ontly

dofincd, rould be oxcludod from tho paymoit of Cedcral income
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tax. Such a minimum standard deduction would benefit millions

of families, mostly wage earners, who are now being squeezed

between the pressures of inflation and an unjust tax burden.

The minimum standard deduction of $1,100 would modestly assist

most of these overburdened taxpayers with incomes up to $11,000.

The Tax Reform Act of 1969 (H. R. 13270) adopted this

part of the reform package which the National Committee on Tax

Justice had proposed. That provision goes far in meeting the

objective of the reform of the NCTJ to remove from the tax

rolls persons who fell below the poverty line income figures.

It has been estimated that close to six million poor persons

who now, despite their impoverished state, pay federal income

taxes will be relieved of that inequitable burden.

A second step taken by the Tax Reform Act of 1969 which

we support is the raising of the standard deduction to 15%

with a $2,000 maximum. That long-needed liberalization of the

standard deduction provisions, along with the new minimum stan-

dard deduction, will provide much needed tax relief for low

and middle income families. That too was an important com-

ponent of the reform advocated by the National Comaitteo on

Tax Justice, and we urge its retention by the Senate.

Among the special provisions that favor the wealthy and

which must be corrected if we are to have a fair tax system,

are the treatment of capital gains and percentage depletion

allowances, the handling of charitable contributions, provisions

relating to interest-free bonds of state and local governments,
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fictitious farm losses, and a range of tax favors which cor-

porations enjoy.

Capital Gains

There can be no basis in equity for giving specially

favorable treatment to money which has been gained on the stock

market or through other forms of speculation, or even by sound

long-term investment, as compared with income which a man has

earned by the sweat of his brow.

.If long-term capital gains were taxed as ordinary income

is, we recognize that there might be some inequity when a very

large appreciation is realized in any one year. This could be

dealt with through an extension of the averaging provision,

which would allow the taxpayer to average such amounts over a

longer period of years.

A particularly inequitable loophole in the law is the

provision that if assets are held to death, any appreciation

that has taken place is wiped out at that point for capital

gains tax purposes. This teems to us completely unjustifiable.

We support the proposal that such appreciation should be taxed

in the same manner as any other long-term capital gain.

In light of the estimated $10 billion in tax revenues

which escape through the preferential treatment of capital

gains--by far the largest single loophole--the changes recoin-

mended in the Tax Reform Act of 1969 are incredibly limited.

They recoup only a tiny fraction of the revenue lost and leave
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completely intact the capital gains transferred by gift or

death.

MSaing a Profit on Property Contributed to Charity

Several highly technical loopholes permit wealthy persons

in some cases to make a profit out of a charitable donation--

that Js, the taxpayer is actually better off after making the

gift and taking it corresponding tax deduction than he would

have been if he had sold the gift, retained the money himself

and paid the appropriate taxes on it.

We support the Treasury proposals designed to prevent such

a taxpayer from not only forcing his fellow taxpayers to com-

pletely subsidize his charitable giving, but to pay him a

profit on it as well.

Interest-Free Bonds

Failure of the federal government to tax the interest

on bonds issued by state and local governments provides wealthy

persons with still another tax haven. Such bonds carry a very

low interest rate--typically about three percent--which makes

them uneconomic for the ordinary taxpayer to purchase. But

(continued on page 14)
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since the intorost is nonLo:avbl , it is wortt much more to t1~e

top-;)raclot taxpayer than a much higher rate of interot th; t

would be taxaile. Anothr aspect of tax exempt intcrost on

state an,I local bonds relate" to industrial development bonds.

The situation is inoqitablo enough when it is merely a

matter of, a . ompany which is deciding where to expand ite

facility :;. Dut cno injustice is pilod upon another wh(,n The

device is usd to lure a plant away from a town in which it is

alrd~rj locnted. The local govcrnmont which does this is

stealing a ay anothe town's economic lifeblood, depriving wer-

kurs of their jobs ard the whole to-. i of its economic rocurity--

and %.- taxpayers, through the exemption, are paying to havc

Jt done.

We pro. Pro that the privilege given state and local govc

ments to issue tax-exempt bo.i('s should to ended am .dia~ely.

Ih federal government should be giving more financial aid to

state and local go\,rn nts, but it should be done directly,

not by tax dovic..

Proper safeguards shor-ld Ie devi:.,id so that the equity of

taxpayers cir'ontly holding bonds with tax exempt status be

protected.

Fi.rit),-)usnr Lo xsas

Farminij is probably the only industry in this country whcro

the biq. r y. tic incom' is, the bigger your lonnos are. This

is bx:c1iao o* loopholes in tho law r.-iarditi taxiLion of incoinx
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f urn forminq opcr.V ic is, which, cnabla o 8-called 'rjvntlcman

farmoraw with lnrgo nonfar.i incomes to show factitiouw: papor

los c.-; on th( tr farm opcrutioiis and charge tbcrn up n3jinat

thcc.lr nonfnrm incoino.

Dy taking adv altat9C of thcso p.-oviios, tacf...yois wit)-

larqo nonfarm incomes. arc able to show thoir actual ' pitrl

oxpendittirus on the farm ar, apparenlt losses, which are then

offset aga ist nonfa .i income ut a Jergo tax saving. At a

lat,.r period, tho ascot so crez ted ca-i bfe sold, and taxed only

as i capital gain at a much lowor rate.

Ws OaMi4or Smatos Hatoalf' aND& .1o000m (S0.00)

d1ak limit, the mwt that mW be dstooted fm~ momtuz

LnOOe *nol at the soo tme Woteting the cowl" tuue

%b a olse bats an tt..tsiu jobp to be scini.

Porcou '-one IN Pjotion A' Iowance

Th~o t A treatnont of doplotablo reouoirca4. urgontly neods

r vi ion. it.., preferential tax te: talplies primarily to

the oil and gas industry,, tl~c%.-.qh ooni.a other industries basot.

on doplotabic reovrcos do get favored tax t ,,atinnt also.

No other industry, however, has succcadod in cjcttiug vo

muiny tax fivor or making so much out of tl.,m as thi. oil coripn.u' s.

ITicy aro permitted to charge off intangible drilliwj costs

03 a current rather thnn a capital expanco.

V~ 4y nra porm.A~.ad a so-cirllod doplctiin allow,,inco which

to not retilly n depletion allowing. at all, btit n direct tax
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deduction. It consisto of tho. lessor of 27.5 pcccnt of gro,

income, fcom oil or gas, or 50 percent of not income from the

property, each year. Ov,r the years, this can exceed the

actual cost of the assets used up many times over.

0. hor OilIn 1 ,.tr' PLopho7Os

Fairly recently, a ne'w d, vice has bcen dream I up by the

tax lawyers, called a "carved-out production i '/ment," which

effectively removes the 50 percent of profit limitation on

deptption. A company sells thu right to all or part of the

following ye. c's production, receiving payment in advance but

usually paying interest on it. This is added to the current

yu.r's saler thus inc -asing the sales figure and greatly in-

cre. Ing the profit figure, since no expw .se hay bee. In-

currc- against it. This, in turr, enables a much S eater deple-

tion al,,wance to be taken. In the following year the costs

or production are charged up to income, but ince the sales of

that year have already been taken account of, the result is a

large paper loss in the second yet ,. This loss' in turn can be

written cf either against the prfits of other yrars, or

against profits of other investmer s in the samc year.

In addition, a statement .y Senator r.oxmire indica . s

that oil companies are poraittod tA write off foreign royalties

as though %hey war actually tMOs. That is, instead of writing

them off against income, an would be normal wi'h royaltJs,

the'y ar. permitted to writo them off againut U. S. ta'x l'abiliL"..
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The iftsult of those t,,x favors is that the oil companic :

pay far les than their share of taxes.

Vie Ouart , ' fl ,nc Il rfcnOx or " nur-ctijrirr ... .tionr,

published by the Federal Trade Comrission and the securities

and Fxc' ange commission, shows that for the twelve months ending

September 30, 1960, companies in the 'petroleum refining and

related Andustries" paid federal income taxes equal to only

13.3 percent of their profit before tc:es. By comparison, all

other manufcecturing industri:3 combined paid 45.3 porci.nt of

their profits b !o j taxes in federal income taxes.

Many individual oil companies pay much less than the in-

dustry ave-age. A table inserted in the Congress.oncl Rerord

on January 2", 1969, shows that in 1967 Texaco paid only 1.9

percent of its gross p:afit in federal inco.-a taxes Standard

Oil of California paid 1.2 porcenti Union oil paid 6.3 perces't;

K atho, paid 2.8 percent; in many years some companies paid

no federal inco- tax at all--some eve. received a tax credit

in spite of profits ruining into the tens of millions of doll& a.

Mi y hut, personal fortunes have been made in tht oil in-

tustry, partly thrL igh these tax £:,vors. Any list of t a

waalthie3t person- in the U. S. would include a number who hz-d

made their fartuncs from oil.

W1 would - strongly u-.-go your Committce, not only to approve

putting an end to obvious attempts to evade the int itc the

law, such as carved-out production palmc its, but to exan no

cnr*cully all tho special tax f. vars allowd thin ih1ici o:her
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mine-al industries.,with a vie to taxing'them as nearly as

possible on the same footing as other industries.

Moundation have cc:-c in for ca :side;, .,lo critici-m re-
contly in Congroes and in the prcss. Those criticisms hav

centh r..e largely on situations whore foundations have been used

to aervo the priv te purposes of individuals r~thor than any

philanthropic purpose, and there %as been some c. iticism also

of 1he activities financed b. some f-.undatona.

According tc. the T easury report, while it is true that
"the preporndorant number of private foundations are porformin

their functionu without tax abuso,* nevertheless it is also

true that 0a minority of such organirations are being e)erated

so as to bring private advantage to certain indiv. duals, to

delay for extended periods of time benefits to chaitty, and to

cause competitive disadvantag, between busin-sses oporat 3 by

foun nations and those operated by private individu~ls..

Where such abuses exist, thMy must be tracked dowin and

stopped.

We support, for o::amol-j, the proposed prohi .tion ag.-nst
finan, lil transactions betwc,:n a founda-ion r-id its foi-ndors,

contributors, officers, director or trustees.

In order to prevent fcindaf it i hoarding their funds to

build up litt' i- or bit, empire, wo support the proupFnal that

prtvato &oundat tons be rocpxirod to distributo their income%
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(other t. in contributions) within a year after tho. year of ro-

ccipt, unless Lhey woro accumulating the income for a specific,

staLed charitalo purpose. An ',xceptirn might also havr to be

made in the cauo of a lump rui of income from long-term cal ital

gains, but in this case the time limit for distribution should

merely be extended for an appropriate period of years--perhaps,

fivc years.

In ordar to preo Jnt foundation managers from b. coming

more concerned with the operation of a busincas than with the

pursuit of the foundation's philanthropic purposes, we would

apprc of tho proposal that, in general, no foundrti'. be al-

lowed tn own 20 percent or more of r ,y business.

In order to prevent use ot a foundat J "n to i,aintain family

con':rol over c. corporation or other prop-,-., we support the

:,roposal that where an interest in such a corporation or property

is given to a foundation, no charitable deduction be allowed

unlear the donor's control over the business or poperty ends

We do not think the proposals to allow lie deduction if thc.

foundation disposes o." its interest or devotes t*e property to

active cha; table aci itios will adcqu..tely moect the problc.-,.

We support the proposal that speculating a-id foundaL'on

borro%,ing to purchase i. vostment a:anots be prchibitcd, and that

foundation 3 ndLng bo confined to catcgorics ,hicl are licarly

necessary, safe, and appropriate for such institutions.

W, would also suplort th, provisio.n to prove, perlatiual
Cimily con! rol over, fo%11ndLtioi1 tl.til UO tC,,Ct 'liML the (10110i
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and rolate:d parties may conNtLute no more hun 25 percent of

its govorning body aftr 25 years.

T1o.o reutrictions, wo helievo, are clearly dosirolo.

The:' a.-j the kind of limits that would I. plcod unilatorally

,.,y a roa'onabla man dontri, to osta) .sh a foundation with a

pur-ly philanthropic purpo

We would urge, however, that tho Committoo rosist any

pr%, osals to lir t the philanthropic scope of foundation act'-

vitios. One of t'io virtues of a foundation is that it can

break new ground, pioneer new territories, try out now ideas.

It can finance re se irch into areas that no government and per-

haps not even a university would be prepared to enter--and the

advanoe*.nt of science in large part has rested on researches

and experiments that in the beginning were frequently c isidered

a waste of tim. It can finance efforts in other cou: tries,

pavtic irly underdeveloped countries, to find answers to

spec tc pr blegs where it might b, politically un ise for the

U. S. government to provide similar assistance. In so doing,

foundcions can help to brighten and streigthon the image oU

this country in the world.

Proposals tontativoly agreed upon by tho llouce Ways and

moans CoIw4,ittc, provi:ting the uco of f indation funds in p'o-

jets which tay influence the decisions of govorn.ont bodto

aro, . believe, Inaofonsibl,.
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We would have no objoctioi to language spelling out pro-

hihitions against foundation sponsbrship of partis n po! tical

acti Ity or direct lobbying campaigns. But, t1e Committee should

di'ijcntly protect the right of foundatlois to fund projects

which explore national social problems or the offoctivon ss of

govern- nt programs, which enc~uago voluntary organizations to

seek solutions to ce¢munity problem, whi h seek to protect'

and cnhanc: constitutional rights and liberties before the

couttS, and w' ch in general encourage order y s. cial progress

and change.

Order of it ties

We suggest the followin, order of prioriti-s for the

Committee's considorationt

1. Plug as many ta:n loopholes as possible, especially

those rocapturi I the most r v(1Uvo, such as capital gains. oQl

doplotion, tax-froo interrat, etc.

2. Out of the additional funds available, provid%.

assurance M'at no family in poverty will be taxed and no family

will bo ta cd into poverty.

3. The next priority is to lighten the t.x burden

for t' oso Nov the lowest income bracket:, and to lighten 0r,

taxen. KC all those s io have bc, n mcotin, their full obligations.

S3-845 0 - so - p4. -.40
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However the House bill reduces the rates on higher income

taxpayers, the resulting revenue lose in far greater than the

revenue gain from loophole closing.

In addition to contributing to inequities in sharing

the total tax burden, the bill fails to produce revenues to

be applied to domestic needs.

We believe that extra revenues must be obtained by plugging

loopholes to meet the pressing social needs of our time--the

problem of our cities and our rural slus, the health and

housing needs of the people, the education of our children,

the need to clean up the air and the water around us.

We urge the Comittee to fashion a bill to achieve these

ends.
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NEW YORK STATE BAR ASSOCIATION

TAX SECTION

Summary of Report on

Tax Reform Bill Proposals affecting Employee Benefits

-(H. R. 13270 as passed by House of Representatives)

by

Committee on Employee Benefits

H. R. 13270, as pasped by the House of Representatives

(hereafter referred to as the "Bill"), proposes aven measures

affecting employee benefits that have been considered at a

series of meetings held by the Committee on Eaployee Benefits.

General observations: Effect on
Committee's Views of 50" limitation
Of maximum tax rate on earned income
p5i11, 1'02j

The views of the Committee on Roployee Benefits towards

provisions of the Bill which would affect employee benefit

plans are in part based on the Bill's limitation of the maximum

tax rate on earned income to 0%. Of necessity, the provisions

of the Bill relating to employee benefit 'plans must be considered

in connection with this proposed limitation.

Our Committee favors the proposed limitation for the

following reasons:
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1. We oocur that the limitation will tend to reduce

the variety of complex plans that baye evolved which have as

an important purpose the reduction or averaging of ordinary

Income so an to prevent application of the highest tax brackets.

The Bill would thus encourage payment of current compensation

in lieu of deferred compensation.

2. There ham long been an unjustifiable. discrimination

in the tax laws against individuals whose Income Is primarily

derived from their services, as compared with individuals with

capital to invest. This discrimination has been caused by the

substantial spread between the high progressive rates of tax on

ordinary Income and the capital gains rates. Any measure

which reduces this discrimination Is a forward step essential

tb the equitable application of the tax law constituting a basic

objective of the Bill.

SUMMARY

Our Committee's views on each of the seven measures

proposed is the Bill may be summarlsed as follows:
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I. Employee Stock Purchase and Restricted Stock Option

Plans-increase In holding periods [Bill, |§514(b)(7) and (8)J.

If the holding period for long-term capital gains treatment

on the sale of securities generally is to be extended from

six to twelve months (a question not within the province of

the Committee on Employee Benefits), our Committee concurs in

a similar extension of the holding period requirements for

favorable tax treatment under employee stock purchase and

restricted stock option plans. If the employee Is to be re-

quired to hold the employer's stock for twelve months to obtain

long-term capital gains treatment, as proposed in the Bill,

simplicity would best be served by requiring the employee to

hold the stock for the same period to avert receipt of compensa-

tion.

It. Qualified Retirement Plans of Subchapter 8 Corpora-

tions [Bill, 15411. We do not favor further extension of the

present restrictive limitations on contributions applicable to

qualified retirement plans for the self-employed, i.e., sole

proprietors and partners. Moreover, the proposed changes for

Subchapter S corporations would result in three different sets

of tax rules for qualified plans - one for corporations other

than Subchapter 8 corporations, a second for Subchapter 8
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corporations, and a third for the self-employed. Thus,

still further complications would be added to already

complicated tax rules.

Our Committee favors the development of a single set

of tax rules which should be applicable to qualified retirement

plans and contributions to such plans; the objective of a

retirement plan is the same, Irrespective of the form of

business operation, and ito distinction should be made based

on the form of business operation. A uniform set of rules

has become even more necessary now that the Commissioner of

Internal Revenue has agreed to corporate tax treatment for

Individuals engaged in a profession who incorporate as a

professional corporation (TIR 1019, August 8, 1969).

III. aployee Relocation (Moving) Expenses [Bill,

12311. Our Committee Is generally in accord with the provisions

of the Bill relating to employee relocation expenses for reasons

stated in our prior reports. Our only reservations concern

(a) the proposed $2,500 ceiling on deductible expenses, which

we would like to see replaced with a qualitative limitation

based upon reasonableness similar to that imposed on business

* See Supplementary Report on Proposals for Llberalisation of
Federal Income Tax Treatment of Employee Relocation Expmnses,
dated May 9, 1969, and the prior Report on Proposals for
Liberalization of Federal Income Tax Treatment of Employee
Relocation Expenses, dated November, 1968.
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and travel expenses generally, and (b) the proposed Increase

in the minimum distance for moves (in respect of which expenses

may be deducted) to 50 miles, which we would like to see re-

placed by the 20-mule test in the present law, to provide for

office or plant relocations between densely populated areas

and suburbs.

IV. Lump Sum Payments from qualified Retirement

Plans (Bill, §5li]. Wedo not favor the five-year carry-

forward formula, with the accompanying procedure for refund

claims, proposed by the Bill as a means of alleviating the

bunched-income problem incident to receipt of lump sum payments

from qualified plans. The Bill's method of taxation involves

administrative complexities and burdens on Government and.

taxpayers alike. Particularly if the 25% ceiling on the tax

on capital gain is eliminated or curtailed and taxes on earned

income are to be reduced, as proposed in the Bill, the dis-

parity between the rate of capital gains tax on a lump sum

payment and the rate of ordinary Income tax on annuity payments

in lieu of a lump sum will be sufficiently sall in the pre-

ponderance of cases to call for continuation of the present

simple method of taxing the entire lump sum payment in excess

of employee contributions at capital gains rates.
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V. Restricted Property [Bill, f 3211. Our Committee is

in the process of completing a study, which has extended over

a period of several months, directed toward the varied business

practices in the use of restricted property. Pending completion

of that study, our Committee makes the following recommendations:

1. The Bill does not make provision for the deduction

by the employer of the amount considered compensation to the

employee In respect of restricted property. Our Committee

believes that, it restricted stock is to be made the subject of

legislation, provision, should be made for the employer's deduc-

tion by statute rather than Treasury Regulations.

2. Numerous employees who have been receiving bonuses

In-the form of rostrioted stock under existing plans have

rendered services during 1969 In the expectation of receiving

such bonuses for ouch services. Many employees Irrevocably

elected in 1968 to forego cash or other compensation in favor

of such bonuses. Against this background, the Bill would

ma e tb. new rules Inapplicable to transfers of stock prior

to Fe1ruapy 1. 1970 If made pursuant to a plan adopted and

approy4 prior to July 1, 1969. However, bonuses are usually
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fixed with reference to corporate profits and the amount of

such profits Is not known with certainty until certified by

accountants. Certification of the profits is usually not

available until the month of February for calendar year corpora-

tions, and the committee or other body making the awards

usually does not act until the end of February or early March.

To permit normal conservative corporate procedure, our Commit-

tee accordingly rocomaendq that transfers of restricted stock

pursuant to plans in existence on July 1, 1969 be permitted

under present tax rules until April 1, 1970.

3. Restricted property might be considered as involving

deferred compensation. If so regarded and if the minimum tax

provisions in the Bill relating to deferred compensation were

to be adopted, the Bill should make it clear that the minimum

tax provisions are not to be applicable to transfers of

restricted property made prior to the effective dates of the

new rules relating to restricted property. It would be

anomalous for the minimum tax provisions to be interpreted to

apply in future years when restrictions lapse with respect to

property transferred subject to restrictions prior to the

effective dates of the new rules relating to sw h property.
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Vt. PayMents to Non-qualified Trusts and Annuity

Plan. [ill, 1321(b)). Our Committee agrees with the

principle proposed by the Treasury and accepted in the Bill

that the tax rules relating to payments to non-qualified

employer trusts and under non-qualified annuity plans should

generally correspond to the tax rules relating to restricted

property. To this end, statutory provision should be made

for the employer's tax deduction to allay the uncertainty that

has existed in this area and foreclose further litigation.

While approving the principle proposed by the Treasury, we

believe that there should be a spacial rule in the case of

disqualification of a qualified retirement plan, so that the

innocent employee-beneficiaries will not be adversely affected,

as, for example, by becoming subject to tax on vested benefits

prior to the year in which the benefits become distributable

to them.

VII. Other Deferred Compensation [B111, 11802. 331).

Our Comittee believes it inappropriate and unnecessary to

enact tax measures against individual deferred compensation

arrangements represented by (a) the Bill's general exclusion

of deterred oompen"ation payments from the'dofinition of earned

income and (b) the additional minimum tax provisions for de-

terred compensation. Deferred compensation arrangements often
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have business purposes other than spreading of taxable income.

In any event, a 50% maximum tax on earned income should itself

be sufficient to discourage future use of deferred compensa-

tion arrangements stimulated solely by a desire to shift taxable

income into low tax years after retirement. The Bill presents

numerous technical difficulties, such as the absence of a

definition of "deferred compensation", and the entire subject

calls for further study, as requested by the Treasury Department.

COMMITTEE ON EMPLOYEE BENEFITS

By: V. Henry Rothschild 2nd

Chairman
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DISCUSBXON OF VIEWS

OF

COMMITTEE ON EMPLOYEE BENEFITS
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I. Employee Stock Purchase and Restricted
Stock Option Plans - increase in holding
periods [Bill, 1514(b) (7) and (,) I

1. As part of the provisions of the Bill lengthen-

ing from six months to twelve months the holding period which

separates short-term from long-term capital gains and losses,

the Bill would extend the six months' holding period applicable

to employee stock purchase plans and to restricted stock op-

tions (Bill 1514(b) (7) and (8) which would amend Code if 423(a)

(1) and 424(a)(1) and (c)(l) and (2)). Thus an employee would

be required to hold stock acquired under an employee stock pur-

chase plan or upon exercise of a restricted stock option for

twelve months, instead of six months as under present law, if

no income is to result from the exercise of his option.

2. Our Committee considered the limited retroactive

effect of such a change on employees who now have a right to

purchase stock or hold a restricted stock option, particularly

on an ".ployee who had already purchased stock or exercised a

restricted stock option with the six-months' holding period

having expired or nearly expired on January 1, 1970, the ef-

fective date of the proposed change of the law on employees

on a calendar year basis (Bill, 1514(d)). If the general

holding period for long-term capital gains is to be extended

from six to twelve months (a question not within the province

of the Committee on Employee Benefits), our Committee concurs
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in a similar extension of the holding period requirementm

for favorable tax treatment under employee stock purchase

and restricted stock option plans. In the event that the

employee In to be required to hold the employer's stock for

twelve months to obtain long-term capital gains treatments

as proposed in the Bill, simplicity would best be served by

requiring the employee to hold the stock for the same period

to avert receipt of compensation.
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11. Qualified Retirement Plans of Sub-
chapter S Corporations (Bill, 05411

1, The Bill would impose limitations on contributions

to qualified retirement plans by individuals who are "share-

holder-employees" of corporations that have elected to be

taxed under Subchapter S of the Code, Such limitations are

intended to be generally similar to the limitations now ap-

plicable to contributions by self-employed persons (proprie-
4

tors and partners), For this purpose, a sharoholder-employee

would be defined as an officer or employee who owns or con-

trols at any time during the taxable year more than 5% of the

shares of the corporation's stock (as distinguished from the

10% ownership or control to which the "owner-employee" rules

for partnerships apply).

2. A shareholder-employee of a Subchapter 8 corpo-

ration would be required to include in his gross income the

contributions made by the corporation under a qualified plan

on his behalf to the extent that such contributions exceed

10% of his salary or $2,500, whichever is less. The amount

the shareholder-employee would thus be required to include in

his income would be tx-eated as his contribution to the trust

and would be recovered tax-free at the time he is entitled

to benefits from the plan. In the case of profit-sharing or

stock bonus plans, the Bill would prohibit forfeitures of con-
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tributlons that had been deducted In Subchapter S years to be

used to benefit shareholder-employees (except forfeitures of

contributions made in taxable years before 1970).

3. Except for the proposed changes with respect to

contributions and forfeitures, the present tax rules for quali-

fied plans of corporations would continue to apply to qualified

plans of Subchapter S corporations. Thus the additional require-

ments for qualification applicable only to plans covering self-

employed "oTwer-employees" would not apply to plans of Sub-

chapter 8 corporations. The rules applicable to certain dis-

tributions such as Section 101(b) of the Code relating to

the $S,000 death benefit exclusion, and Section 105(d) relating

to the sick pay exclusion, which apply to distributions from

corporate plans but not to plans covering self-employed indi-

viduals, would continue to apply to distributions from plans

of Subchapter B corporations,

4. Our Committee does not favor extension of the

present restrictive limitatiomuon contributions applicable to

qualified retirement plans for the self-employed. Moreover,

the proposed changes for Subchapter 8 corporations would re-

sult in three different sots of tax rules-for qualified plans -

one for corporations other than Subchapter S corporations, a

second for Subchapter S corporations, and a third for the self-

employed. Thus, still further complications would be added
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to already complicated tax rules.

5. Our Committee favors the development of a single

set of tax rules which should be applicable to retirement

plans and contributions to such plans; the objective of a re-

tirement plan Is the same, irrespective of the form of busi-

ness operation, and no distinction should be made based on the

form of business operation. A uniform set of rules has become

even more necessary now that the Commissioner of Internal

Revenue has agreed to corporate tax treatment for Individuals

engaged in a profession who incorporate as a professional

corporation (TIR-1019, August 8, 1969).

3-85 0 - 0 p. -41
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111, employee Relocation (Moving) Expenses [8l1, 12311

1. The Bill would eliminate any distinctions still

remaining between old and 'ew employees and direct and In-

direct moving expenses, by requiring the Inclusion In gross

Income of all amounts received In reimbursement of moving

expenses (proposed now Code 182) and the deduction of such

expenses only pursuant to Section 217 of the Code. Our Com-

mittee affirms Its previous support for such uniform tax

treatment. C

2. The Bill would also eliminate from the provision

for deduction for house-bunting expenses the previoJe limita-

tion to moves essentially within the geographical limits of

%hbe United States which was made In the Treasury proposals

and in previous bills. Our Committee affirms its support

for the elimination of this restriction.

3. The Bill would also codify the provision pre.-

C See Supplementary Report on Proposals for Liberalization of
Federal Income Tax Treatment of Employee Relocation Expenses,
dated May 9, 1969, and the prior report on Proposals for
Liberalization of Federal Income Tax Treatment of Employee
Relocation Expenses, dated November, 1968.
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ously contained in the Treasury proposals limiting such deduc-

tions to expenses incurred on trips started after obtaining

employment at the new place of business@ Our Committee supports

this provision-.

4. The Bill would add to deductible expenses those

incurred in leasing a new residence at the new place of work

(other than payments or prepayments of rent). Such expenses

were not Included among those deductible in the Treasury pro-

posals or in previous bills. Our Committee affirms its sup-

port for this addition.

5. The Bill also makes technical provision to pre-

vent the inclusion of deductible items in cost basis, which

we heretofore recommended and believe sound.

6 The Bill would change the minimum distance from

the present 20 miles to 50 miles for moves in respect of which

expenses may be deducted. Our Committee believes the 20-mile

test should be retained to permit the deduction of expenses

incurred by employees incident to office and plant relocations

between densely populated areas and suburbs.

7. The Bill would impose an overall limit of $2,500

($1,250 for husband and wife filing separate returns) on the

three new categories of deductible expenses (house-hunting,

temporary living, and qualified residence sale, purchase or
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lease expenses), with a sub-limit on expenses for house-hunting

and temporary living of $1,000 ($500 for husband and wife fil-

Ing separate returns). Our Committee affirms its previous

position that it would be more desirable to impose a qualita-

tive limit, based upon reasonableness or a prohibition of ex-

penses that were lavish or extravagant, for expenses of all

types other than those of disposing of the employee's old

residence. However, if revenue considerations require the

imposition of dollar limitations, our Committee believes tho

classification employed in the Bill not unreasonable.
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IV. Lump Sum Payments from Qualified
Retirement Plans [Bill,_1515]

Summary of Changes

1. The Bill would confine capital gains treatment

of lump sum payments from qualified pension, profit-sharing

and similar plans to appreciation and income on employer and

employee contributions, with employer contributions being

subject to tax at ordinary income rates when payment is

received.

2. The Bill would tax and in effect treat securities

of the employer distributed under a qualified plan as part of,

and on the same basis as, the employer's contribution, with

only income and appreciation considered subject to capital

gain. Taxation of the net unrealized appreciation in employer

securities would continue to be postponed, as under present

law, until the securities of the employer are sold (Code,

*402(a)(1), second sentence, and 1402(a)(2), second sentence).

3. (a) Benefits accrued %fter December 31, 1969

attributable to amounts contributed by the employer would be

taxed.as ordinary income under a five-year "forward" averaging

formula (five times the increase in tax resulting from includ-

Ing 20% of the distribution In gross income), However, If the

tax paid by the eNployee proves at the end of the five-year
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period to be more than the tax that he would have paid In

each of the five years during such period on 20% of the dis-

tribution, the employee would be entitled to a refund. If

the employee dies before the fifth taxable year, recomputation

of the tax with respect to the ordinary income portion of the

distA'.ibution would be made by adding 20% of such distribution

In each of the taxable years the employee lived of the flive-

year period (other than the taxable year ending with his

death), and multiplying the average of the increase in tax so

computed by five. If the recomputed amount is less than the

tax actually paid, the employee's estate would be entitled to

a refund.

(b) The carry-Xorward formula would be available

only to eoployees who had been participants in the plan for

at least five years.

(a) Although the amount taxed as capital gains

would be eligible for averaging under the provisions of the
Bill (g311 permitting capital gains to be included In income

averaging, if the employee chooses the benefit of income

avoraSing, the five-year carry forward averaging provision

.for. the-ordinary income element of the lump sum distribution

would not be available to him (Code 11304(b)(2) as proposed

to be amended by Bill 115(c)(4)).

I t
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Reasons Given for the Change

The following reasons are given by the House Ways

and Means Committee for the proposed change in tax treatment

of lump sum distributions:

1. The capital gains treatment of lump sum pension

distributions was originally enacted in the Revenue Code of

1942 as a solution to the bunched-income problem of receiving

an amount in one taxable year which has accrued over several

years. Therefore, as a moans of achieving an "averaging"

effect for these amounts received in one year, Congress defined

a lump sum distribution as a gain from a sale or exchange of

a capital asset held for more than six months, subject to the

sore favorable capital gains tax rate - presently, a maximum

of 25 percent, as compared to the top marginal tax rate which

has ranged up to 91 percent.

The capital gains treatment allows employees to

receive substantial amounts of what is in reality deferred co.-

pensation at a more favorable tax rate than other compensation

for services rendered.

2, The more significant benefits from capital gains

treatment of substantial amounts go to those with adjuied

gross income of over $50,000.
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Views of Our Committee

A. Specific Problems of the Bill

1. The complicated provisions of the Bill would

create a number of practical problems of administration for

both the Treasury and employers. A determination would have

to be made of the portion of the distribution accrued by the

employee before January 1; 1970. This may not be too diffi-

cult in the case of profit-sharing plans and pension plans

of the money purchase type. Although there is a precedent

for determination in the case of other types of pension plans

In the present rules for determining the portion of a pension

attributable to pre-1963 foreign service (Income Tax Regula-

tion 11.72-8(a)(4)), the individual calculations are often

quite complicated.

A determination would also have to be made of the

portion of the distribution which is considered attributable

to employer contributions for plan years after December 31,

1969. The House Ways and Means Committee indicated In its

general explanation (House Report No. 91-413, page 155) that

-forfeitures would be treated as employer contributions for

purposes of the new rules. The problem of determining which

portion of a distribution is attributablo to forfeitures#

which portion is attributable to investment earnings and which



1551

portion is attributable to employer contributions would be

administratively complex and unduly burdensome, particularly

in the case of the typical aggregate funded pension plan in

which determinations are rarely made or records kept as to

the amount of contributions made or investment earnings ap-

plicable to specific individual employees. It would add a

highly expensive cost to make such determination or to main-

tain such records for individual employees, unnecessary to

the proper administration of the plan.

2. The calculation of the amount of tax due on the

lump sum distribution would be complex and unduly burdensome

for employees, generally requiring the assistance of a tax

advisor. In most cases, employees would be making an over-r

payment of the tax due and would be entitled to a refund five

years later, even If distribution were made in the year after

the employee terminates employment. The over-payment would

be due to the fact that the employee's gross income for the

year of distribution would be increased by one-half the dis-

tribution attributable to income and appreciation putting

the employee in a higher tax bracket than be would be in the

years after the distribution. For an employee with long

service, the income and appreciation portion of a distribution

may amount to 40% or more of the total distribution.
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B.- General Comments

Without approving or disapproving the policy of

special treatment for lump sum distributions our Committee

does not favor the Bill's subqtitution of the five-year

forward eyeraging and refund provisions for the capital

gains treatment of the portion of a lump sum distribution

attributable to omploygr contributions, for the following

reasons:

1. With the maximum capital gains tax rate of 25% and

a top tax rate of 77% on ordinary income, there could be a

substantial spread betweenn the tax payable on a large dis-

tribution from a qualified plan paid in a lump sum and taxed

st the 26% maximum capital gains rate and such distribution

paid In installments or as an annuity and taxed at ordinary

income rates. With the elimination of the 25% coiling on

capital gains and the lowering to 50% of the top tax rate

on earned Income, asproposed in the Bills the discrepancy

between the rate of capital gains tax on a lump sum payment

and the rate of ordinary income tax on annuity payments in

lieu of a lump sum will be sufficiently small in the pre-

ponderance of cases to call for continuation of. the present

simple method of taxing the entire lump sum payment in

excess of employee contributions at capital gains rates.

The attached tables indicate that in most cases

the amount of taxes payable if the distribution is made in
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the for, of an annuity would be less than the taxes payable

if the distribution is made in a lump sum which is accorded

capital gains treatment under the proposed new capital gains

rules. For example, on a $25,000 total distribution, based

on the assumptions outlined in the explanatory notes to the

tables, the present value of the employee's total taxes for

a 15-year period would be $3,436 if the distribution were

paid in the form of a 15-year annuity, as compared to $3,660

if the distribution were paid In a lump sum and the net

after tax proceeds reinvested to yield a return taxable as

ordinary income over the 15 years. On a $100,000 distribution,

with outside taxable income of $5,000 after retirement, the

present value of the employee's taxes on a lump sum distribu-

tion would be $23,422, as compared to $20,615 representing

the present value of taxes on a 15-year annuity. On a

$200,000 distribution, with outside taxable income after

retirement of $10O00 the present value of taxes for the

15-year period would be about the same for a lump sum distribu-

tion as for a 15-year annuity. Even in the atypical case of

an employee with high outside taxable income after retirement

and a large distribution from the plan, the disparity between

the taxes on a lump sum distribution and the taxes on an

annuity Is not that great.
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2* Our Committee believes that capital gains treat-

ment of the entire lump sum distribution in excess of

employee contributions under the proposed new capital gains

rules of the Bill, offers a simple alternative to the com-

plex and administratively burdensome averaging approach of

the Bill In solving the bunched-incoae problem caused by the

receipt of the amount attributable to employer contributions

in one taxable year. 4

3. A lump sum distribution from a qualified plan

generally represents an amount which has accumulated over

long years of service to an employer. Capital gaIns treat-

ment of such lump sum distributions under the proposed new

capital gains rules is a simple fair "averaging" method of

taxing such distribution which has accrued over many years

of service as an employee.
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EXPLANATORY NOTES

The following tables show the difference in taxes payable under lump sum and
annuity distributions of equal value, using tax rates proposed in II. R. 13.70, as
explained below. Taxes applicable to the lump sum distribution represent the
present value of total taxes payable over a 15-year period. It is assumed that
the total distribution is taxed as a capital gain in the year distributed and that
the after-tax proceeds are reinvested to yield a 5% annual return taxable as
ordinary income over the IS years.

The taxes applicable to the annuity distribution represent the present value of
total taxes payable over a 15-year period. The annuity payout is assumed to
start at age 65, the normal retirement age, and the 15-year period represents
the average life expectancy of a male aged 65 (Income Tax Regulations, Sec.
1.72-9, Table I). The annuity payments are based on a 5%, annual interest rate.

Taxes shown assume a married taxpayer filing a joint return under the tax
rates proposed in H. R. 13270 for taxable years after 197). assuming that the
25% alternative capital gains rate is not applicable. Present value of the taxes
reflects the application of a 5% compound discount factor to tax payments for
the second through fifteenth years.

In Table I it is assumed that the employee has other income in each of the 15
years, beginning with the year distribution is made or the annuity commences
but that the employee's deduction and exemptions equal such other income.

In Tables 2, 3 and 4 taxes are computed on two bases: the first assumes no
other taxable income; the second assumes a specified amount of other taxable
income each year.

Computations for these tables were prepared by Theresa H. Stuchiner with
the assistance of George B. Buck Consulting Actuarie,,, Inc. Presentation
of these tables was prepared by Towers, Perrin, Foster & Crosby, Inc.



TABLE I - $25,000 TOTAL DISTRIBUTION

Lump Sum
Distribution

Taxes (Present Value)

Taxes as Percent
of Totat Distribution

$ 3,660

14.6%

Annuity
Distribution

$ 3,436

13.7%
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TABLE 2- $100,000 TOTAL DISTRIBUTION

Lump Sum
Distribution

Taxes (Present Value)
Assuming No Other
Taxable Income

Taxes as Percent of
Total Distribution

$ 21,848

21.8%

Taxes (Present Value)
Assuming $5,000 Other
Taxable Income

Taxes as Percent of
Total Distribution

$ 23,422 $ 20,615

20.6%

Annuity
Distribution

$ 17,054

17.1

23.4%1
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TABLE 3 - $200,000 TOTAL DISTRIBUTION

Lump Sum
Distribution

Taxes (Present Value)
Assuming No Other
Taxable Income

Taxes as Percent of
Total Distribution

$ 53,704

26.9%

Taxes (Present Value)
Assuming $10,000 Other
Taxable Income

Taxes as Percent of
Total Distribution

$ 57,436 $ 56,561

28.7% 28.3%

Annuity
Distribution

$ 40.918

20.5%
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TABLE 4 - $500. 000 TOTAL DISTRIBUTION

Lump Sum
Distribution

Taxes (Present Value)
Assuming No Other
Taxable Income

Taxes as Percent of
Total Distribution

$ 167,555

33.5%

Taxes (Present Value)
Assuming $20,000 Other
Taxable Income

Taxes as Percent of
Total Distribution

$3-8s5 0 - 6 - A 2--U

Annuity
Distribution

$ 157,568

31.5%

174,939

.35.0%

$ 215,966

43.2%
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V. Restricted Property [Bill, 0321]

The subject of restricted property has been under

study by the Committee on Employee Benefits for several

months and may be made the subject of a separate report.

Pending completion of that study, our Committee

made three recommendations, set forth in the Summary to

this Report, relating to the transitional rule and clar-

ification of certain provisions of the Bill.
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V1, Payments to Non-Qualified Trusts and Annuity
Plans (Bill, 1321(b)]

1. The Bill would apply to beneficiaries of non-

qualified trusts and annuity contracts the proposed rules

applicable to restricted property. Thus If an employer makes

contributions to a non-qualified trust or under a non-qualified

annuity plan and the employee's rights are forfeitable when

the contribution is made but later become non-forfeitablo,

the employee would be taxed on the contribution at the first

time his rights are not subject to a substantial risk of for-

feiture. Under the present tax rules, if the employee's rights

are forfeitable at the time the contribution is made$ the

employee is not subject to tax at the time his rights become

non-forfeitable but is subject to tax only when distribution

is wade (except in the case of annuity contracts purchased by

an employer exempt under Section 501(a) or 521(a) in which

case the employee is subject to tax when his rights change

from forfeitable to non-forfeitable except to the extent

excludiblo under Section 403(b)).

2, The proposed rules would apply in two general

situations: (a) contributions made under a qualified plan

fQ.employeos which loses its tax-exempt status (either. per-

mnently or temporarily) and (b) funded deferred compensation

arrangementsunder which the employees' rights are forfeitable

at the time the contributions are made.
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3. Our Committee agrees with the principle proposed

by the Treasury Department and accepted in the Bill that the

tax rules relatIA to Paymonte to non-qualified trusts and

under non-quallfied annulty plans should generally correspond

to the tax rules relating to restricted property. To achieve

such ooaformlty, the present tax rule on deductibility of

employ*r contributions to non-qualified plans (Code 1404(a) (8))

would"also have to be changed to ' coform to the tax rule on

dedhbtibility of paymente'in the form of restricted property.

4. b)ur Committee believes, however, that the appli-

cation of the proposed rules could have unforeseen and harsh

results in the case of qualified plans which inadvertently

lose their tax-exempt status. The employees covered under such

a.lan would be subject to tax at the time their rights become

vested or would be taxed immediately if their rights were not

subject to a substantial risk of forfeiture. This result

would occur In the case of disqualificstion because of a pro-

hibited transaction even though the prohibited transaction

wert to be cured and the trust were to qualify for tax exemp-

tion Ina later year. Moreover, sinoe withholding would

probably be required with respect to this Income, the employees

take-home pey would be reduced even though no distributions

were made to the employees from the trust

5. In a number of instances, funded ratherr than

unfunded) plans of deferred compensation have been utilized

,
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as a result of bargaining between exempt organizations and

key employees. As in the case of deferred compensation ar-

rangements, the result of this bargaining in reflected in

existing employment contracts. This is especially true of

exempt organizations that are not entitled to the benefits

of Section 403(b) of the Code. Since the enactment of

Section 321(b) of the Bill would eliminate the use of such

funded deferred compensation plans, it would seem appropriate

to provide rules similar to t fi oiin-Yu contained

in proposed Section 1354g(Bills 1331) relating to erred

compensation (partic flarly the rule in Sgotion 1354(g)(2) in

order to provide period during -I~ch e uch emj1qees could\

renegotiate the r employmo t agreed nts., )

.. 
..

J



VII. Other Deferred Compensation [Bill, 15802, 3311

Summary of Changes

The Bill contains two sets of provisions affecting

deferred compensation payments:

1. The Bill provides that the highest graduated rate

on "earned income" will not exceed 50 percent for any taxable

year beginning after December 31, 1969, but would exclude "any

deferred compensation payment" from the definition of "earned

income." (§802)

2. Income tax on deferred compensation payments would

continue to be deferred until tho year of receipt, but a

minimum tax would be imposed on such payments to the extent

that they exceed $10,000 in any year. (1331)

(a) The minimum tax would be the lower of two

alternative amounts

(1) The first alternative amount would be

the aggregate increase in tax resulting from adding

to the employee's taxable income for each taxable

year in which the excess is deemed to have been earned,

the portion of the excess over $10,000 deemed to have

boon earned In that taxable year. For this purpose

(and for purposes of determining the second alternative

amount) the deferred compensation would be deemed to

have been earned ratably over the employee's entire
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period of service with the employer (or any predecessor

or successor, or parent or subsidiary, of the employer),

or over a portion of the period of service if, under

regulations to be proscribed, the payment Is properly

attributable to a portion of the period. This alterna-

tive amount could be used only if the taxpayer supplies

ouch Information as the regulations prescribe with

respect to his income for each taxable year in which

the deferred compensation payment is deemed to have

been earned,

(ii) The second alternative amount would be

determined under a short-cut method which would be

used if the taxpayer does not supply the information

with respect to his Income that would be required by

regulations for each taxable year in the earning

period or in cases in which a lower minimum tax would

result -- generally, cases where the employee's income

has declined in his last ten years with the employer.

Under this method, the average Increase in tax would

be computed with respect to the portion of the excess

over $10O00 deemed to have been earned in the three

taxable years for which the employee's taxable income

Is highest during the last ten years of the earning

period.
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(iii) For purposes of applying either alter-

native, the employee's taxable income for each taxable

year in the earning period would be first increased

by any amount added to the taxable income for that

year with respect to any deferred compensation payment

received previously.

(b) The term "employee" would include any individual

who performs services for any person, even If the individual

Is not regarded as the employee of that person for any other

purpose under the Code.

c) The above described provisions would not apply

to any deferred compensation payment made under a written

plan which meets the non-discrimination requirements of

Section 401(a) of the Codej or which would meet such require-

ments but for the fact that the plan is unfunded, or under a

plan in existence on August 4, 1969, which Is amended to meet

these requirements before January 1, 1972.

(d) Although the amendments would apply with respect

to taxable years ending after June 30, 1969, the minimum tax

would not apply (1) to the ratable portion of any deferred

compensation payment attributable to a taxable year beginning

before January 19 1970, or (2) to the ratable portion of any

deferred compensation payment attributable to a taxable year

beginning before January 1, 1974, if paid or made available
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pursuant to an obligation which was binding on July 11, 1969,

and at all times thereafter, without regard to the effect of

any possibility of forfeiture by the employee.

Reasons Given for the Changes

1. The general reason for the 50-percent maximum tax

on earned Income is to reduce the incentive for the use of

tax loopholes by highly compensated Individuals. With re-

spect to the exclusions from the definition of earned income,

the explanation of the provision by the House Ways and Means

Committee states as follows:

I. , * Earned Income does not include lump-
sum distributions from employee's trusts or
employee annuity plans when long-term capital
gains treatment is afforded the employer's
contribution, nor does it include the employer's
contribution if that is eligible for the special
averaging rules applicable if the total distribu-
tion occurs in one year. In addition, any de-
ferred compensation ip not to be considered earned
income." (House Report No. 91-413 (Part 1), page 209)

2. The general reasons given for the minimum tax pro-

vision are that highly compensated individuals who are able

to bargain for discriminatory deferred compensation arrange-

ments should not be able thereby to reduce the rates of tax

that would have otherwise been applicable thereto. The House

Ways and Means Committee Report states:
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. Your Committee believes that the 0-
percent limitation on the marginal tax rates
applicable to earned Income contained in Its
bill is a further reason for the adoption of
this provision." (House Report No. 91-413 (Part
1)$ page 90)

3. The arguments in favor of the provision were

summarized as follows by the Staffs of the Joint Committee

on Internal Revenue Taxation and the Senate Committee on

Finance:

"(I) This provision is supported on the basis
that the employee who receives deferred compensa-
tion has received, in most cases, G valuable
contractual right on which an immediate tax could
be imposed, and the bill represents a reasonable
compromise between immediate taxation and complete
deferral. The payment of the tax is deferred un-
til the compensation is actually received, but
the original marginal rate is preserved as a mini-
mum rate.

(2) The tax treatment of deferred componsa-
tion should nct depend on whether the amount to
be deferred is placed in trust or whether it is
merely accumulated as a reserve on the books of
the employer corporation, because an unfunded
premise by a large" financially established cor-
poration in probably as sufficiently sound as
tht amount of deferred compensation which is
placed in trust. Usually these benefits are
tiot'available to the average employee-taxpayer.

(3) The possibility of shifting income from
high-bracket years to low-bracket years after
retirement is generally available only to high-
bracket and managerial employees who are in a
financial position to demand them -- not to the
average employee.

(4) Another provision of this bill reduces
maximum tax on earned income to 50 percent. With
this lower rate, the incentive to seek deferral
is lessened and the special tax treatment of
deferred compensation can be ended without harsh
consequences." (Summary of H.R. 13270, the Tax
Reform Act of 1969, page 53)
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Views of Our Committee

1. Our Coaiittoe believes that enactment of the

50-percent maximum tax on earned Income should Itself

be sufficient to reduce the future use of those deferred

compensation arrangements stimulated by the desire of em-

ployees to shift taxable Income Into low-bracket tax years

after retirement. Our Committee therefore believes it

inappropriate and unnecessary to enact tax measures against

individual deferred compensation arrangements represented by

(a) the general exclusion of deferred compensation payments

from the definition of earned income and (b) the additional

minimum tax provision. These provisions impose a new,

complex and, we believe, unnecessary sot of tax rules very

difficult to administer. Such new rules will make It dif-

ficult for employers, and particularly small and medium-

sized corporations, to make arrangements prompted primarily

by the proper business purpose of conserving corporate cash

for current business needs or assuring continued employment

and non-competition by key employees.

2. Our Committee believes that It would be appropriate

to exclude from "earned income" entitled to the 50-percent

limitation on marginal tax rates, those deferred compensation

payments deemed earned during years prior to the effective
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date of enactment of the Bill,

3. On the other hand, if deferred compensation in

excess of $10,000 is to be taxed as current compensation

in the year in which earned, it should in equity be con-

sidered "earned income" in the year in which earned and

subject to the 50-percent maximum rate of tax, unless

deferred compensation arrangements are considered so much

against, public policy ah to call for a discriminatory

penalty tax.

4, With respect to deferred compensRtion earned after

the effective date of the Bill, It would seem that the

benefits to be gained by the combination of the exclusion

pf the 50-percent rate plus the minimum tax are not

proportionate to the administrative and computational com-

plexity that will result. The 50-percent maximum rate will

tend to assure that most highly compensated employees will

not seex such arrangements except perhaps as a compulsory

savings device, to provide a continuing source of income in

later less productive years. If the .0-percent maximum rate

Is enacted, we see no reason why the tax law should otherwise

affirmatively discourage such arrangements,
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Technical Questions Raised
by Provisions of the Bill

Maximum Tax Rate on Earned Income

1. There is no definition of "any deferred compensation

payment" in Section 802 of the Bill or in the House Ways and

Means Committee Report, other than the statement, referred to

above, that "any deferred compensation is not to be considered

earned income.' The question presented is whether the term

"deferred compensation" in Section 802 is to be limited to

payments under non-qualified plans and arrangements, or

whether it also includes distributions under plans which are

qualified under Sub-chapter D. Distributions under qualified

plans are payments of deferred compensation and expressly so

referred to in the title to Sub-chapter D.

Inasmuch as Section 802 specifically excludes distribu-

tions under qualified plans to which the special averaging rule

or capital gain treatment applies, it is believed that other

payments or distributions under qualified plans are not in-

tended to be excluded. If exclusion of all payments and

distributions under qualified plans of deferred compensation

had been intended, it would not have been necessary expressly

to exclude the types of qualified plan distributions now

enumerated In Section 802 of the Bill.
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If the intention is as stated above, It would appear

to be advisable to amend Section 82 of the Bill to provide

expressly that payments of deferred compensation under plans

or arrangements not qualified under Sub-chapter D are excluded

from the definition of earned income. In addition, if the

ordinary income portion of any qualified deferred compensation

distribution is not to be excluded from the right to maximum

tax under Section 802, it would be well to specify that it is

the portion of any distribution which is taxed under Section

72(n), 402(a)(2) or 403(a)(2) that is excluded.

2. Many incentive plans provide for the award and pay-

ment of bonuses after the end of the taxable year, computed by

reference to corporate earnings and employee performance during

such year. Payments under such plans would literally be ex-

eluded from the definition of earned income. Consideration

should be given to providing that all payments received prior

to retirement, death or other termination of employment would

not be considered deferred compensation within the moaning

of the Bill.

3. Mafty deferred compensation plans involve payments

which are measured by the value of stock of the employer

contingently credited to the accounts of employees, plus

dividend equivalents In respect of such stock, or payments

that may otherwise be subject to increase by interest

equivalents. The BJll loaves open the question of the years

to which such increases would be attributable.
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4. Similar definitional questions are presented by

the items of income arising in the following circumstances:

(a) Disqualifying dispositions under

stAtutory or qualified stock options;

.(b) The exercise of non-statutory stock

options;

(c) The vesting of previously forfeitable

interests under restricted stock plans (Bill,

§321(a)) and funded non-qualified deferred com-

pensation arrangements (Bill, 1321(b)).

Since the above-described items of Income do not

Involve "payments" to the employee by tbe employer, they

might vell be entitled to the 50-percent maximum rate of

tax, but the broader reference in the House Report indicates

that the exclusion may not be limited to "payments."

5. Another question-is whether payments will be con-

sidered "earned income" or "deferred compensation payments"

when the right to receive such payments is dependent upon

consultation and advisory services, non-competition, and

other types of "earn-out" arrangements.

6. The minimum tax provision evidences an intention

to encourage non-discriminatory non-funded deferred compensa-

tion by excluding them from the minimum tax. Nevertheless,

such arrangements do not appear to be entitled under the Bill

to the maximum 50-percent rate of tax on earned income. The

reason for this disparity in tax treatment is not apparent.
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Minimum Tax on Deferred Compensation Payments

1. It is clear under the Bill that no portion of a

deferred compensation payment (whether more or less than

$10,000) would be entitled to the 50-percent maximum tax.

It is not clear, however, whether the 50-percent maximum

rate applies for the purpose of the alternative minimum tax

calculations. Under both of the alternative methods, the

minimum tax is determined by adding to the "taxable income"

of certain prior years the "portion of such excess deemed to

have been earned in each such year." The Bill does not specify

whether, for this purpose, the "portion of the excess" added

to the "taxable income" of each prior year is to be considered

"earned income" that would have been eligible for the 50-percent

limitation in such year.

The 50-percent maximum tax provision of the Bill ex-

pressly excludes "deferred compensation payments," but it

does not expressly exclude any amount deemed to have been

earned. Therefore it might well be argued that an amount

deemed to have been earned during the prior year should be

considered earned Income for the purpose of computing the

additional tax liability that would have been due with respect

to that year if the amount earned had been paid during that

year. Note also that if such amcunt earned had been paid it

would have been eligible for the 50-percent maximum rute of
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tax, inasmuch as such payment would not have been deferred

compensation for such prior year.

If it was the intention to allow the 50-percent maximum

tax to appJy to the amounts deemed earned, little if any

additional tax will result if such payments are not subject

to the limitation for the purpose of computing the tax other-

wise applicable to thli year of receipt. If, on the other

hand, the limitation is not available for the purpose of

computing the additional minimum tax, the Bill will operate

in punitive fashion against deferred compensation arrange-

ments which are prompted by corporate business reasons.

2. The minimum tax provisions leave open a number of

questions:

(a) The minimum tax provision of the Bill states

that, !'If an individual receives a deferred compensation pay-

ment during the taxable year, the tax . . . which is attribut-

able to the excess (if any) of such payment over $10,000 shall

not be less than" the minimum tax. The reference to a "payment"

raises the question whether the minimum tax is to be computed

separately with respect to each such payment. Inasmuch as

many arrangements for deferred compensation provide for more

than one payment during the year, e.g., monthly or quarterly,

the provision should be amended to make it clear that the

computation ir to be made with respect to all payments of

deferred compensation received during the yoar from whatever

source,

33-865 0 - 69 - pt. 2--43
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(b) How is the period of time over which the

payments are deemed to have been earned, as stated in new

Code Section 1354(c), to be determined? Under both alternatives,

such period is deemed to be the employee's entire period of

service vith the employer (including any successor or pre-

decessor or a parent or subsidiary) "or a portion of such

period, if, under regulations'prescribed by the Secretary

or his delegate, such payment is properly attributable to

such portion." Since deferred compensation payments are

almost always made pursuant to written contractual arrange-

ments, it seems likely that such payments will in most cases

be attributed to a shorter period of tire than the entire

period of employment, except in the case of the executive

who enters into such a contractual arrangement when he joins

a new employer at a high level.

(c) The first alternative provided by Section

1354(a)(1), under which a portion of the excess Is added

to the taxable income of each year In which it Is deemed

to have been earned, is applicable only If the information

requirement of Section 1354(e) is satisfied. The nature of

the Information that will be required Is not indicated. It

would seem that what might reasonably be required is a

computation of the taxable income, with and without the

earned amount attributable to each of the taxable years

over which the deferred compensation payment is deemed or
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claimed to have been earned. This would seem to be Justified

by the administrative difficulties that might otherwise be

encountered if the taxpayer did not supply the figures from

his returns of prior years, figures which are often difficult

for revenue agents to obtain, even though they are on file

with the Service.

Nevertheless, it will be necessary for the Treasury

to have this information available for the last ten years

for the purpose of making the second alternative computations

so that the second alternative seems to be a punitive pro-

vision for failure to keep records.

3. The relationship between the transition rule

(§331(a)) and the effective date provisions of the Bill

(1331(c)) arc not entirely clear and should be clarified.*
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Romma J. MCDONALD,
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THE ASSOCIATION OF THE BAR

OF
THE CITY OF NEW YORK

October 3, 1969

REPORT OF THE C OMMrrEE ON TAXATION ON H.R. 13270

INTRODUOTION

H.R. 13270, the Tax Reform Bill of 1969 (the "Bill") passed by the
House of Representatives (the "House") on August 7, 1969, has been
characterized as "the most sweeping tax reform measure in the history
of the Internal Revenue Code" by the Secretary of the Treasury,
David M. Kennedy.

The Committee on Taxation (the "Committee") subscribes to the
principle that fundamental reform of the Internal Revenue Code of
1954 (the "Code") has long been needed. By a reluctant consensus,
it agrees that if H.R. 13270 is appropriately amended to eliminate at
least some major inequities and errors, it is the best legislation that can
now be enacted, and that it should be adopted rather than abandoned.
Subject to that comment, the Committee believes that:

1. The Code is already far beyond the capacity of the great
majority of tax experts, not to mention the rank and file of tax-
payers, to understand sufficiently to allow accurate and forward-
looking tax planning. Further, because of its complexities, enforce-
ment has become at best inconsistent and at worst arbitrary. The
Bill adds 368 pages of complicated and intricate provisions to this
complexity, and as such does not accomplish what has long been
considered a fundamental of tax reform-simplification of the Code.
It is believed that even at the expense of some lack of symmetry
in its provisions and perhaps even some inequities, the Code and
the Bill must be simplified.

2. The Bill is in many respects a piecemeal approach to re-
form which attempts to correct or partially correct certain tax
inequities while at the same time ignoring other tax inequities,
which in any tax sense are similar. This is due, among other rea-
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sons, to the bias of particular groups with political muscle and to
the unhappy practice which has grown up over the years of at-
tempting to use the federal income tax as a mechanism (albeit im-
perfect) for providing subsidies or regulating conduct.

(a) It is recommended that, in considering what provisions
should appropriately be included in or excluded from the Bill,
the principal consideration should be the raising of revenues
in the most efficient and equitable fashion. If certain busi-
nesses or individuals need special subsidies, incentives or
regulation, that should be provided by direct subsidies, ap-
propriations or regulation and not through the inefficient, arbi-
trary and recurring mechanism of a continuing tax statute.

(b) It is recommended that consideration be given to
broadening the tax base even more than the Bill provides by
the elimination or greater reduction of personal deductions and
special preferences, but that such broadening should only occur
if more realistic top rates (50% or below) be placed on all
income. This would have the added effect of narrowing the
available tax arbitrages and would diminish the incentive to
defer the receipt of taxable income.

3. Tax reform has been considered necessary for many years
by the government and the rank and file of taxpapers, but it has
been delayed because of the difficulty in obtaining a consensus with
respect to the scope of such reforms. While a consensus in favor of
the Bill may now be possible, the Committee notes that: (i) the
reform measures are controversial, complicated and difficult to
analyze in their effects; (ii) many of the practices to be reformed
have been approved by Treasury and Internal Revenue Service au-
thorities by rulings and published policy; (iii) no single taxpayer
should be prejudiced unduly by a change in the law with respect to
existing transactions from which the taxpayer may only extricate
himself at substantial economic detriment; and (iv) it should not
prejudice the government unduly to permit presently allowed trans-
actions to continue for a period of time before changing the tax con-
sequences thereof. For these reasons, the Committee recommends
that no provision of the Bill (with certain exceptions, such as the in-
vestment credit repeal and perhaps the restricted stock provisions)
should become effective until January 1, 1970. A review should
be made with respect to the effective date of certain provisions
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to ascertain whether a later effective date is required to prevent
undue hardship with respect to existing transactions which con-
tinue after December 31, 1969, such as the provisions of section
305 of the Code already included in the Bill which continue certain
existing rules with respect to outstanding stock until 1991.

COMMENTS ON TaE BuL

The comments of the Committee contained in this Report in respect
of the Bill represent a consensus and not the individual view of any
member of the Committee with respect to any provision. These com-
ments are necessarily incomplete in view of the short period of time
available to consider the Bill and comment thereon.

LIMIT ON TAX PREFERENCeS and ALLOCATION OF DEDUC'xONS

Sections 301 and 302 of the Bill, §§ 84, 218 and 277 of the Code

Geeral

Two of the cornerstones of the Bill which limit the amount of eco-
nomic income that an individual may shelter from tax through prefer-
ential treatment contained in the Code are the Limit on Tax Preferences
("L.T.P.") and allocation of deductions.

In the Report of the Committee on Ways and Means accompanying
the Bill (the "House Report"), it is estimated that the revenues from
L.T.P. and allocation of deductions are $40,000,000 for 1970 ($85,000,000
when fully effective) and $205,000,000 in 1970 ($460,000,000 when fully
effective), respectively. In view of the great complexities of L.T.P. and
the limited effect on revenues, it is recommended that L.T.P. be aban-
doned, but only if the tax advantages in the absence of L.T.P., to the
extent that items included in L.T.P. are considered unwarranted or
excessive, are resolved by allocation of deductions; if not, a simpler
formula should be found for accomplishing the desired result.'

, For example, if the only L.T.P. of a particular taxpayer is a capital gain, there
is no L.T.P. disallowance. If such taxpayer has $50,000 of ordinary net income
and $1,000,000 of capital gains of which only $500,000 is taken into account in
computing adjusted gross income, there is no disallowance because such L.T.P.
item never can exceed 50% of gross income.
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If L.T.P. is retained, it is believed that its provisions should be
carefully integrated with the allocation of deduction provisions and
made more consistent in application. Thus, the two provisions should
be the same in respect of the L.T.P. items included in each section,
and adjustments to basis should be made similar.

Percentage Depletion and Intangible Drilling and Exploration Costs

The provisions of the Code which are considered by most taxpayers
as allowing perhaps the greatest unwarranted tax avoidance are those
concerning percentage depletion, at least to the extent it exceeds cost
depletion, and intangible drilling cost deductions (which are immedi-
ately deductible even though a commercially producing well results from
such expenditures). This may be because they have been the most pub-
licized. It is not the province of the Committee to determine whether the
oil, gas and mineral activities of U. S. taxpayers require subsidies,
but the Committee believes that if such subsidies are essential to
national welfare, it is uneconomic and wasteful, and consequently
unfair, to provide the subsidies through tax laws which have continu-
ing application without regard to the continuing need for subsidy.
Rather it is better provided, if necessary, by direct subsidies. If it is not
possible to amend the Code to eliminate the subsidy afforded by the
allowance of a percentage depletion deduction in excess of cost deple-
tion and the right to deduct immediately the intangible drilling cost
or exploration costs (to the extent presently allowed by the Code) of
a commercial oil or gas well or a producing mine, it is recommended
that both such excess of percentage depletion and intangible deductions
be included in L.T.P. as well as allocation of deductions. It is believed
that if these items are not included in L.T.P. as well as allocation of
deductions, a measure of public support for the Bill will be missing.

It is believed that the recommendation of the Treasury Depart-
ment in its reports to the Senate Finance Committee on September 4,
1969 and September 30, 1969 (the "Treasury Reports") to include
intangible drilling expenses and percentage depletion as tax preferences
for both L.T.P. and allocation of deductions should be adopted, but its
recommendation to exclude intangible drilling cost deductions from
L.T.P. and allocation of deductions in the case of persons deriving at
least 60% of their gross income from the sale of oil and gas should not
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be adopted. This latter recommendation is an open invitation to
shelter 40% of gross income, and, further, it greatly favors individuals
already entrenched in the business as against new entrants.

Untaxed Appreciation in Charitable Contributions
While the Treasury Reports' recommendation of deleting this item

for both L.T.P. and allocation of deductions purposes might be justi-
fied as a matter of policy with respect to charitable giving, the Com-
mittee notes that it would leave unresolved the public concern with
abuses in this area with which the House was concerned.

Tax-exempt Bo4ds
All such bonds, including U. S. government bonds, should be treated

similarly for L.T.P. and allocation of deductions, and not only as an
L.T.P. item for allocation of deduction purposes.

$10,000 AUowance for L.T.P.
In order to confine the operation of L.T.P. to individuals with

substantial amounts of tax preference ino)me, a certain minimum
amount of tax preferences is to be permitted. The Bill proposes to
set this minimum amount at $10,000 ($5,000 for a married person filing
a separate return).

In the view of the Committee, the proposed minimum is too low
and engenders - rather than resolves - certain inequities. It would,
for example, render L.T.P. applicable to an individual (very possibly
retired or widowed) having $11,000 of economic income, of which $10,000
is tax preference income, such as tax-exempt interest. By the same
token, L.T.P. would not apply (because of the allowance of prefer-
ences up to 50% of economic income) to an individual with $200,000 of
eonomic income, $100,000 of which consists of tax preferences. When
tested against the references in the House Report to taxpayers having
$200,000 or more of economic income but paying tax at relatively low
effective rates, the $10,000 minimum seems unduly harsh. Moreover, it
hardly seems wise or necessary to impose the additional record-keeping
and tax computation requirements of L.T.P. on individuals who do not
have truly substantial amounts of both economic and tax preference
income.
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For these reasons, it is recommended that consideration be given to
increasing the minimum amount, say, to $25,000. This would confine
the application of L.T.P. to individuals having economic incomes ex-
ceeding $50,000 of which more than $25,000 represents tax preferences.
As a practical matter, it is doubted whether there are many individuals
with economic incomes of less than $50,000 who derive more than half
of such income from tax preference items; in any event, the policy of
L.T.P. does not seem to be directed at such persons.

Effect on Partnerships and Subchapter 8 Corporations

The application of L.T.P. and allocation of deductions to partner-
ships or individual partners is unclear and should be carefully reviewed
to ascertain how the provisions should apply. Since the solution to
such problems will be so essential to tax planning, the statute itself
should contain the solutions, not the regulations which may not be
promulgated for months or even years. For example one of the most
difficult conceptual problems which honeycombs the Bill is the manner
by which individual items (e.g., interest expense, accelerated deprecia-
tion excess) flow through, or should flow through, a partnership to its
partners or a subchapter S corporation to its shareholders. How this
flow-through works under the L.T.P. and allocation of deduction provi-
sions is impossible to ascertain.

Problems also arise on the formation of partnerships. Suppose
that individual A who owns income producing securities or real estate
worth $1,000,000, and is not subject to L.T.P., and individual B who
owns tax-exempt securities worth an equal amount, but is subject to
L.T.P., decide to contribute their respective holdings to a 50-50 partner-
ship. Each partner's distributive share of each partnership item of
income and deduction is determined under the partnership agreement in
accordance with his distributive share of taxable income or loss of the
partnership. As a result, 50% of the tax-exempt interest previously
attributable to B's holdings is shifted to A, and thus (1) neither A nor
B is subject to L.T.P.; and (2) quite possibly A and B has each in-
creased his after-tax income. Is it intended that this simple arrange-
ment, or other more complicated arrangements that might be devised,
would suffice to avoid L.T.P.?
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Capital Gains

The proposed treatment of capital gains in the Bill presents highly
complex philosophical problems of federal income taxation. The failure
of the Code or the Bill to provide any adjustment in historical basis
for the effects of inflation makes the approach of the Bill to capital
gains difficult to analyze. For example, suppose A buys a building on
January 1, 1970 for $100,000, and on January 2, 1980 A sells the build-
ing for $190,000; assume also that the increase in value is attributable
solely to the effects of inflation. A serious question is raised as to
whether the $90,000 excess over historical cost is income or ought to be
considered income for any purpose. Admittedly, the example over-
simplifies the problem, but the effects of inflation exist to some extent
in all capital gains or losses. While difficult to trace, the answer should
not be to ignore the effect and tax as income something which is not
income in an economic sense.

The inclusion of capital gains in L.T.P. sometimes gives rather
an odd result. If the only L.T.P. is a capital gain, there will never be a
disallowance under the L.T.P. provisions; it is only when combined with
other L.T.P. items that any disallowance will result.

It might be appropriate to give consideration to the exclusion, from

L.T.P. and allocation of deductions, of capital gains:

(i) from the sale of a personal residence;

(ii) from a lump sum distribution from a qualified pension or
profit sharing plan;

(iii) from a capital gain qualifying as such under section 1231
of the Code other than arising from property covered by a net
lease;

(iv) from the sale of property produced primarily by the ef-
forts of the seller, such as a picture or an invention, or a building
substantially built by the seller; and

(v) from property held for a long period of time, say, ten
years.
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Allocable Expenses

The definition of "allocable expenses" apparently includes items
deductible in computing "adjusted gross income" but attributable
to a trade or business, such as interest, taxes and casualty losses attrib-
utable to property held for the production of rents and royalties. Since
these items may be part of the cost of, and directly related to, the
earning of taxable income, the definition of "allocable expenses" in
section 277 should be clarified to exclude such expenses. The allocation
of state income taxes attributable to earned income seems especially
harsh.

The full amount of unrealized appreciation on charitable contri-
butions is included in the numerator of the section 277 fraction, but if
the appreciation were realized prior to making the contribution, only
one half of the appreciation would be included in the numerator, assum-
ing the appreciation is a long-term capital gain. This may create an
odd disparity in tax treatment between selling appreciated property
and giving the proceeds to charity, on the one hand, and merely donat-
ing the appreciated property to charity.

Example: Assume a taxpayer has $3,000,000 of ordinary income,
$2,000,000 of non-charitable allocable expenses, and has a choice of
giving zero basis property worth $1,000,000 to charity or selling the
property and giving $1,000,000 cash to charity. Total allocable ex-
penses will thus be $3,000,000. Assume there is no section 170 limita-
tion, and that L.T.P. will not apply in either case. If he gives the
property to charity, his allocation formula will be $990,000/$3,990,000
(or .248) x $3,000,000. If he sells the property and gives the proceeds
to charity, his allocation formula will be $490,000/$3,990,000 (or .124)
x $3,000,000. Thus, by selling the property, he will receive $372,000 in
additional allowable deductions. In this example, the tax saving on
the additional deductions even at a 70% rate would not fully offset the
capital gains tax, but this may not always be the case.

There is no carryover of disallowed allocable expenses under sec-
tion 277. While this may be reasonable in the case of preference
income which is never taxed, it is not reasonable in the case of tax

'a:? '~t'' st , .. . , . . .---
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deferral preferences such as accelerated depreciation on real property.
Insuoh a case the taxpayer presumably will have to repay the tax saving
attributable to the accelerated depreciation in the early years, but he
will never recover the portion of expenses disallowed because of such
accelerated depreciation. Possible solutions are (a) to add to section
277 a carryover of disallowed allocable expenses provision, (b) to
eliminate accelerated depreciation on real property from the allocation
provisions and to revise section 1250 to defer allowance of a portion
of deductions related to depreciable real property as the cost of its
accelerated depreciation, or (c) allow a basis adjustment. The Treasa
ury Reports recommend a basis adjustment which would apply first
to section 1250 income. The Committee agrees with this approach.

The treatment of investment interest as an allocable expense with-
out reduction by investment income (e.g., rental income in the case of
net leases) seems inappropriate. This is inconsistent with the ap.
preach adopted in Section 221 of the Bill and should be corrected in
the allocation of deductions provision even if Section 221 is not adopted.

Effective Date

The effective date provisions of L.TP and allocation of deductions,
like rpany provisions of the Bill, present knotty p;oblems. While it may
present, difficult problems of administration, equity towards .taxpayers
suggests relief be afforded to transactions already in place and to other
items in respect of which the economic impact has already occurred.
For example,' certain transactions involving iterest payments aref As
indicated above, locked in place and to disallow part of the interest
thereon until loans in respect thereof are discharged in normal course
may result in severe hardship; in respect of such transactions, the
interest could be exempt from allocation and the excess of accelerated
over straight line depreciation excluded from LIT.P.

Such in-place traditions 16e been approved either by specific
InterrAl Revenue Service ruligse ot, by tax policy evidenced by pub-
lished ruligt I tax reform has been a long timecoming and there should
beine compelling polioy-reason to change the tax consequences of such
transactions before the entire transaction is closed out.
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CAPITAL GAi s

Sections 461 and 511-516 of the Bill, §§ 72(n), 402(a), 403(a),
516(b), 1001, 1201, 1211(b), 1212(b), 1221(3), 1222, 1231(a) and
1252 of the Code

General

In addition to the provisions mentioned above in connection with
L.T.P. and allocation of deductions, the Bill contains many revisions
of the Code dealing with the taxation of capital gains and related
matters. This report will evaluate some of these proposed changes in
the context of the present structure of QtheCode to the extent practicable.
However, the Committee Wish o reiterate, what hakeen suggested
by many others, that theas developed over the yearps"ibstantial
logical support for thodea of entirely elii eating the capi gains
notion from the C de:-which ch e w uld "bra it an incr~ible
simplification of ou tax law an would feduc the pro~eureto abuse e
tax structure by s eking looh les and nwhrntel 6ibitra es. Befo e
any such e imm4on is considered r, t areful angyais must b
made to insure at it would not red &"aila~e 'ply o equity or

venture capital and the peessary a desirable iqdity 4(f capital; "
as indicated ab ve, this nal*w~u1 kto incl hei jing of an

appropriate rat structur with opt rujed to50% or below.
Evaluating most of e pro ed chad ,&policy matter is/

a difficult ude ng. fstihas'been at -10 istenoe o
the special treatment presently afforded ital gain s ssential
illogical. The prii ipal argument-1or chtreatent- unfairBe
in taxing in one ye gains whihcli have acc ,ued 0 r/ long-pert64-
suggests the adoption a liberal averi ing povision for capitgains,
not the treatment presetly existing. Thus it is hard tv evaluate
logically proposed changes iat treatment.

Second, there is little hard faai tdon mat6 available concern-
mng the possible effect of changes, and thua 'arguraenti relating to
changes tend to be a priori and difficult to evaluate.

Third, as indicated above, any basic policy considerations regarding
capital gains should take into account inflationary effects to eliminate
from so-called capital gains, income that is not in fact income.
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Rates

(a) Repeal of Alternutive Capital Gain r'..x for Individuals
Under section 1202 of the Code only onq-half of the not long-term

capital gains of an individual is included in his adjusted gross income
and such gains become subject to tax at the individual's marginal tax
rate. il addition, by meauL of the alternative capital gains tax of
section 1201(b), present law limits the axinmmu rate oni capital gains
to 257. Section 511 of the pBill vould repeal the 25'/v limitzition for tifm
reason that, it provides too great a boncfit for taxpayers with marginvi
tax rates above 50%, and is at variance with the progressive concept
of our tax system. The higher a taxpayer's income and marginal tax
rate, the greater the be efit of the 25% limitation.

Repeal would result in a top rate on capital gains of 38.5% in 1961)
(with surcharge), 35% in 1970, 33.75% in 1971 and 32.5% in 1972 and
thereafter.

. This Committee supports the principle of the proposed repeal of
the 25% limitation. The Committee is concerned, however, that Hie
imposition of a tax of more than 30% on capital gains may tend to
distort investment policies and excessively impede capital formation.
As indicated above, the Committee favors broadening the tax base and
limiting the top rate bracket to 50% or loss. The Committee recoin-
mends the retention of an alternative tax limiting the maximum rat,
applicable to long-term capital gains to not more than 307 until sue)!
time as the top rate on income generally is reduced to 60% or less.

It should be noted in passing that, if the House proposal is adopted,
the economic impact of federal taxation on capital gains will be aug-
mented by the inclusion of capital gains in L.T.P. and as a L.T.P.
item for allocation of deductions, regardless of whether the maximuni
rate is retained, increased or repealed.
' 'The effect of state and local taxation should not be overlooked.
or example, New York State levies a tax on capital gains at a 'top

effective rate of 7%, as does, in addition, New York City at a top
effective rate of 1%. Since these taxes are deductible, a taxpayer in
the 70% bracket for 1970 with up to $10,000 of net long-term capitfil
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gains (but no other tax preference amounts) would pay an effective
state and local tax burden on capital gains in New York City of 2.41/.

(b) Increase of Corporate Capital Gains Tax

Under section 1201(a) of the Code, a corporation with not long-
term capital gains in excess of its not short-term capital losses must,
if that is advantageous, compute its tax upon its ordinary income and
such excess gains separately, the tax upon such excess being limited to
257. Section 4031 would increase this 25%'0 limitation to 30%0. As set
forth the Committee believes that the rate applicable to individuals
should not exceed 30%. While there probably is no essential relation-
ship between capital gains of corporations and individuals, it seems
desirable to have some form of symmetry between, for example, capital
gain rates of individualN and subchapter S corporations on the one hand,
and capital gain rates of personal holding companies and mutual funds,
on the other.

Tho proposal to increase the corporate rate to 30' aggravates the
presently existing anomaly of section 1201 of the Code in which the
presence of capital gains and the operation of the alternative tax com-
putation in some circumstances increases the corporate tax rather than
reduces it as intended. For example, under present law, ignoring the
surcharge, a corportation with taxable ordinary income of $100,000 will
pay a tax of $41,500 ($25,000 at 22% or $5,500 and $75,000 at 48%o or
$36,000) ; with taxable ordinary income of $25,000 mid capital gains of
$75,000, it will pay $24,,250 ($25,000 at 22%, or $5,500 and $75,000 at
25% or $18,650) ; but with taxable capital gains income of $100,000 the
corporation will have to pay $25,000 ($100,000 at 25% or $25,000). In
other words, where a corporation has a total taxable income in excess
of $25,000 and some capital gains income, the effect of section 1201(a)
is to preclude the use of the 22% rate applicable to the first $25,000 of
corporate income on any capital gains falling into that first $25,000.
With the proposed increase to 30%, the tax in the cases given above
will be $41,500, $28,000, and $30,000 respectively, and the disadvantage
to capital gains in the last case is increased from $750 to $2,000.

This problem probably does not occur frequently. Nevertheless,
it is difficult to see why the present anomaly should be continued oven

33-885 0 - 09 .p. a.-44
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for infrequent cases. Accordingly, this Committee reconnionds that
section 1201(a)(1) and (2) be amended to road:

"(1) a partial tax computed on the taxable income reduced
(but, in any case where the taxable income is $25,000 or more,
to not less than $25,000) by the amount of such excess, at the rates
and in the manner as if this subsection had not been enacted, and

"(2) an amount equal to 30 percent of such excess (loss the
difference between $25,o0o and the taxable income reduced by the
amoutt of such excess)."

Such a provision would permit the application of the 227o rate to
capital gains to the extent they necessarily comprise a part of the
$25,000 of taxable income which is subject to the 22%o rate on ordinary
income and exempt from surtax.

(e) Treasury Proposals with Respect to Capital Gain Rates

The Treasury Reports recommend that the alternative tax rate
should not apply to capital gains (i) exceeding $140,000 in any one
year in the case of a married person and $85,000 in the case of a single
person if their other tax preferences do not exceed $10,000, or (ii) four
times the taxpayer's taxable income (other than long-term capital
gains) if his other preferences do not exceed $10,000. If his other
preferences do exceed $10,000, the allowable amount would be four
times'his taxable income adjusted under the L.T.P. and allocation of
deductions rules, loss the amount of those other preferences. Carry-
overs would be permitted.

Without reference to the complexities (which appear to be undue)
and the constant scrambling to determine the year a gain should be
taken, the principle of special rates of capital gains taxation upon
large amounts of capital gains should not be started; if it is valid, it is
valid , to eliminate the alternative tax. The Treasury proposal would
provide a detriment to the realization of large capital gains which
woq*4 not be provided by the inclusion of capital gains in L.T.P. whei
suO, gains are, a taxpayer's only L.T.P. income.
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Revision of Limitation of Capital Los8cs of Individuals

Section 512 of the Bill proposes to limit tht allowance of capital
losses of individuals against ordinary income to 50% of such losses.
The reason for the proposed change is to eliminate the disparity in
treatment between capital gains whero only one-half is taxed and the
deduction of capital losses against ordinary income where it full deduc-
tion is permitted but oly to the extent of $1,000 in any yer.

It is true that there is some inconsistency under present law in
the taxation of only 50% of capital gains and the full deductibility of
capital losses against ordinary income. If gains are to continue to
be taxed only to the extent of 50%, it would seem logical to limit the
deductibility of capital losses against ordinary income to 50% of their
amount. That is the effect of present law when such losses are offset
against capital gains.

On the other hand, the argument can be made that the present
rule provides a desirable, albeit mild, subsidy to taxpayers suffering
not capital losses since this subsidy may have the effect of helping to
stabilize the economy in l)eriods of decline.

Moreover, this appears to be a change which will have it more
significant impact on taxpayers in the lower brackets than on those
in the higher brackets. The discrepancy cited above with respect to
capital losses is applicable only to those losses which may be offset
(to the extent of $1,000 a year) against ordinary income. Capital
losses which are offset against capital gains in the current year or are
carried over and offset against capital gains in a subsequent year,
have the effect of being used only to the extent of 50% since the capital
gain they offset would only have been taxed to the extent of 50% in their
absence. It would appear that the privilege of offsetting capital losses
in excess of gains to the extent of $1,000 is more likely to be regarded
as a significant privilege by lower bracket taxpayers. While the deduc-
tion against ordinary income does not provide as groat a benefit to
such taxpayers as compared to those in high brackets, the $1,000
limitation on this deduction, and the greater likelihood that the higher
bracket taxpayer will have substantial gains in subsequent years
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against which any excess must first be offset, supports the view that
the provision tends to benefit the lower bracket taxpayer.

Thus, the Committee is of the view that there is a weak case at
best from the standpoint of tax equity for the proposed change limiting
the deductibility of capital losses, and therefore urges the retention of
the present rule.

When a husband and wife are concerned, section 512 proposes to
limit th'j amount of their capital losses deductible against ordinary
income to $500 each where tbhy file separate returns. This change is
proposed to eliminate the Pnomaly of a greater limitation for a husband
and wire where they file separately than where they file jointly. It
will also eliminate the present two advantages of community property
state couples over couples of other states in connection with the $1,000
limitation. First, community property state couples can more easily
utilize the double limitation on separate returns inasmuch as local law
attributes the losses equally to husband and wife, irrespective of whose
efforts created the property with respect to which the loss was taken.
Second, community property state couples who file separately to obtain
the double capital loss limitation still obtain, in effect, the benefit of
split rates applicable to joint returns. Couples in other states do not.
The Committee believes the proposed change is fully justified and that
the Present rMle is an anomaly which has no place in our tax law.

Holding Period,

Under section 1222 of the Code, the disposition of a capital asset
ordinarily produces long-term capital gain if that asset has been held
for more than six months. Section 514 of the Bill would increase this
6 months requirement to 12 months. The stated reasons for the change
are, to limit more clearly capital gain treatment to investment gains as
distinguished from speculative gains, and to provide greater con-
sisteniy with the theory underlying the special treatment of capital-
gains, that gains attributable to appreciation over a long period of time
should nOt be taxed at'regular progressive rates. If the only factor
to be considered is to distinguish in some arbitrary and imprecise
fashion between investment and speculative gains and to prevent any
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harsh effects from bunching of income, it seems clear that 6 months is
too short a period to serve as a dividing line. Whether 12 months is the
)est alternative is difficult to say.

This Committee has concluded that a lengthening of the capital
gains holding period is consistent with the underlying theory of the
capital gains advantage and probably desirable in the context of tax
reform. The Committee fools its extension to 12 months is not unrea-
sonable.

As indicated above, the ability to mobilize capital and afford it
liquidity is very important to the economy of the United States; before
increasing rates or the holding period, Congress should satisfy itself
that such changes will not interfere seriously with the ability to
mobilize capital or with its liquidity.

Effective Date

The change in the holding period to 12 months is to apply with
respect to taxable years beginning after July 25, 1969. In other words,
calendar year taxpayers may continue to sell property for the rest of
this year and receive capital gain treatment even though the property
has not been held for 12 months provided it is held for more than six
months.

Such an effective date seems inconsistent with the application to
transactions taking place in the balance of this year of the new alterna-
tive tax rules, and the new 30% corporate capital gains rate. It would
seem reasonable to make aU of these provisions applicable to taxable
years beginning after December 31, 1969. Such a rule as applied to
the rate might answer in part the suggestion that appreciation up to
July 25, 1969 not be taxed at the new rates. This change should
be announced substantially before the end of 1969.

'Even if no change is made in the holding period, the Committee
believes that any change in the maximum rate should not be effective
before January 1, 19,70.

Treating Letters and Memoranda as Non-capital Assets

Section 513(a) of the Bill (section 1221(3) of the 'Code) changes
existing law to exclude from the definition of capital assets, letters,
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memoranda and similar property (or collections thereof) hold by an
individual creating such property or to whom letters are addressed or
for whom property was prepared or produced. Sale thereof would
thus produce ordinary income. Such items would not be capital assets
for the purpose of the collapsible corporation provisions, nor would
they qualify for capital gains treatment wider section 1231 of the
Code. Under the Bill, persons owning such items could not after
1969 make a charitable contribution and deduct the value thereof with-
out treating the appreciation as income since this result would be
ended for appreciated property the sale of which would have resulted
in ordinary income. (Section 201(c) (1) of the Bill, section 170(e) (2)
of the Code).

The Committee agrees with the House that such property should
be treated the same as copyrights or similar property. Thus, to be
consistent, the section should be enacted, or the rules with respect
to books and similar property changed. If the sale of such property
is made ordinary income, careful attention should be given to afford-
ing adequate relief by an appropriate income averaging provision.

Under the Bill, there has been added, as will be discussed below,
a provision limiting the federal tax on earned income to 50%. In
this provision, there is no satisfactory definition of "earned income";
while the provision pibks up the concept of "earned income" under
section 911 of the Code, the'experience under that section is inade-
quate to handle the myriad of problems which will arise. For ex-
ample,I some appropriate portion (or possibly all), of the selling price
of letters or similar property created by an individual might be con-
sidered as earned.

Questions have been raised as to the appropriateness of applying
the ordinary income treatment of proposed section 1221(3) to per-
sons ' otiter than the producer of the property. This is not dictated
by consistency with the treatment of copyrights, and the Committee
believes further study should be made before this step is taken.

$0io. .pn of the code
Secti~p 1231 of the Code was enacted during World War II at a

time when maximum individual rates had reached 91% and existing
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business was often handicapped by the war effort. To eliminate some
of the harsh effects of high wartime rates upon dispositions of prop-
(rty, section 1231 was enacted to allow net long-term gains from
designated property to be taxed at capital gains rates, and net long-
term losses at ordinary rates, which treatment of losses would be the
treatment in the absence of section 1231. The measure was intended
initially as a wartime expedient.

This Committee believes it is time Congress carefully examined
section 1231 and developed a consistent and sensible policy with re-
spect to that section. Two approaches seem possible:

1. Repeal section 1231 outright. This would end the difficulties
with uninsured casualty losses at which the Bill is directed. More
fundamentally, it would eliminate the capital gain treatment of the
gain on the disposition of business assets with the inconsistent allow-
ance of ordinary losses on such dispositions.

2. Repeal the 1958 amendment to section 1231. This would be
consistent with the original policy underlying section 1231 of requiring
all gains and losses on section 1231 assets to be included in the section
1231 computation. It is this amendment which has created the specific
problem to which the present House proposal is directed.

This Committee feels that the repeal of section 1231 may be the
more logical step to be taken, and the step most consistent with a sound
national tax policy. Whether Congress accepts this recommendation
or not, the Committee is firmly convinced that the proposed change in
casualty loss treatment is at variance with the policies, such as they are,
underlying section 1231. It is equally convinced that the repeal of the
1958 amendment, rather than the adoption of the proposed revision
which further complicates and undercuts section 1231, is the better
solution to the difficulties cited by the House Ways and Means, Com-
mittee.

In considering the above recommendations, Congress should note
that rates are no longer as high as they were when section 1231 was
enacted; depreciation recapture has substantially reduced the faVorable
treatment of much of the gain originally subject to. section 1231 treat-
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ment; and section 337 of the Code has virtually eliminated the need for
section 1231 where section 337 applies because neither gain nor loss is
recognized to a liquidating corporation if that section's provisions are
complied with.

Section 1231 also allows capital gains treatment in certain cases of
timber, coal, iron ore, livestock, and unharvested crops. If the above
recommendation to repeal section 1231 is not adopted, the Committee
believes that, in the atmosphere of tax reform of the kind indicated by
the House Report and the Bill, these particular provisions of section
1231 should be repealed. Section 212(b) of the Bill would make some
changes in the treatment of livestock under these provisions, but the
Committee believes Congress should review entirely the application of
these provisions to timber, coal, iron ore, livestock and unharvested
crops.

Tt'ansfers of Franchises

Section 516(c) of the Bill would add section 1252 to the Code. It
would provide that a transfer of a franchise will not be treated as a
sale or exchange of a capital asset or of property to which section 1231
of the Code applies if the franchiser retains any significant power, right
or continuing interest with respect to the subject matter of the fran-
chise; a franchiser who transfers franchises throughout an area of the
country, or nationally, and retains some continuing contact or control
over the franchises granted seems to be conducting a business and
receiving from customers what should be treated as the ordinary
receipts of a business. It is not disposing of capital assets to persons
other than customers so that capital gain treatment would be appro-
priate. While the Bill would treat such receipts of franchisers as
ordinary income, it still would permit the purchaser of a franchise
who desired to terminate his business to sell his franchise in a com-
plete disposition thereof at a capital gain rate to someone else (including
the franchiser) who would assume his operation.

. This Committee believes that section 1252 is an important first step
in developing a logical and appropriate system of taxing transfers of
franchises. However, it also believes that substantially more study
should be~given to the operations of'franchisers to determine whether
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further legislation is necessary with respect to gains which would be
outside the scope of section 1252.

Lump Sum Distributions from Qualified Pension and Profit-Sharing
Plans

Paragraph (a) of section 515 of the Bill would limit the extent to
which lump sum distributions from a qualified pension, profit-sharing
or stock bonus plan would be given capital gains treatment under sec-
tions 402(a)(2) and 403(a)(2) of the Code in respect of distributions
after December 31, 1969.

The Bill would provide a "grandfather" clause with respect to
amounts already in trust for an employee and allow capital gains treat-
ment when it is thereafter distributed together with future earnings
thereon and on future employee contributions; only future employer
contributions (not including the earnings thereon) would not receive
capital gains treatment. Forfeitures would be treated as employer
contributions.

There are several unresolved questions in applying these provisions
under an existing pension plan. It is not clear how the grandfather
clause would work with respect to a particular individual. Would it be
tested by the amount funded through December 31, 1969 for the indi-
vidual? Or would it be tested by the "actuarial equivalent" in the
individual's account on December 31, 1969? In this latter event, the
result would be an accident of the actuarial method elected by the em-
ployer, or the amount of employer funding of benefits to such date. Or
is it to be tested by the portion of the final pension amount of an indivi-
dual on the date of retirement? If this is the method to be followed,
attention must be given to plans in which pensions are based upon
compensation measured by the best 5 years out of the last 10 of
an individual's employment, times years of service; in such plans, fund-
ing usually does not occur ratably. Thus, the method of ascertaining
the portion to be excluded under the grandfather clause should be
clarified.

The Bill would put the above problems on the Secretary to promul-
gate regulations; the Committee believes that the problems should prop-
erly be covered in the Code.
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i As indicated above, it may be that a capital gain of this kind
should not be a capital gain for L.T.P. or allocation of deduction
purposes. While the Committee is not recommending specifically that
lump sum distributions even as to amounts contributed to plans through
December 31, 1969 receive capital gains treatment rather than being
taxed by an appropriate averaging provision, if capital gains treat-
ment is to be allowed, it probably should not be a capital gain included
under L.T.P. or allocation of deductions. The Committee notes, how-
ever, that, as a matter of policy; the tax laws should not necessarily
strive too hard to provide special treatment for lump siun distributions
not directed to providing for retirement. The Committee notes also
that contributions to pension and profit-sharing plans are almost the
only form of earnings which receive the special treatment of paying no
tax during'the saving period; in view of that great advantage, one
might question whether the capital gains advantage is required.

While no change in the Bill is suggested, it might be well for the
Senate Finance Committee Report with respect to section 515 to dis-
cuss the effect of the $5,000 exclusion from gross income allowable
under section 101(b) of the Code and the deduction from gross income
for estate tax under section 691(c) of the Code, in the case of a future
lump sum distribution upon the death of an employee. While the
Commissioner is to determine by regulation the extent to which future
lump-sum distributions are taxable, it would seem advisable for the
Senate Finance Committee Report to suggest that all of the $5,000
exclusion (to the extent otherwise allowable) should be applied to
reduce the "capital gain" portion, and none of it'applied to reduce
the "ordinary income" portion, of such a lump sum distribution, in
view of the fact that the $5,000 exclusion is deemed to increase the
employee's contribution. See section 101(b)(2)(D) of the Code and
Reg. 1.402(a)-1(a) (5) and 1.72-8(b).

AItMLim'A10 O EA31XED" INCOME

Section 802 of the Bill, § 1348 of the Code

Geuseial
The Bill, taken as an integrated unit, hopes to limit the "arbi-

trage" between capital gains and ordinary deducti, ns taken in respect
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of items which, when sold, will produce capital gains, to limit deductions
against earned income of those items creating economic value, and
to limit the deferment of income from high bracket years to low bracket
years. Part of this policy is to lower the rate of taxation on current
earned income, thereby reducing an individual's need to resort to
these devices. The Committee believes that if the Congress thinks these
devices are wrong, it should eliminate them; if it believes they should
be permitted in part, in should permit them in part. But if the desire
is to reduce or eliminate the arbitrage or the tax motivation in the
types of transaction mentioned, a reduction in rates in the upper
brackets with respect to all income, not just earned income, would be
substantially more effective.

"Earned Income"

Under the Bill, the concept of "earned inome" is derived from
section 911 of the Code. That concept is a gross income concept. It
is believed that it affords inadequate concepts for the new maximum
rates on "earned income."

Section 911(b) of the Code provides:

"For purposes of this section, the term 'earned income'
means wages, salaries, or professional fees, and other amounts
received as compensation for personal services actually rendered,
but does not include that part of the compensation derived by the
taxpayer for personal services rendered by him to a corporation
which represents a distribution of earnings or profits rather than
a reasonable allowance as compensation for the personal services
actually rendered. In the case of a taxpayer engaged in a trade
or business in which both personal services and capital are material
income-producinr factors, under regulations prescribed by the
Secretary or his delegate, a reasonable allowance as compensation
for the personal services rendered by the taxpayer, not in excess
of 30 percent of his share of the net profits of such trade or busi-
ness, shall be considered as earned income."

The Committee believes that the "30%" rule should certainly not
be applied since it is completely arbitrary.

Other difficult questions arise with respect to the characterization
of income as "earned" in a partnership, such as any personal service
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partnership in which capital is not an income producing factor. Is all
of the distributive share of a partner "earned"? Or is part of a
partner's distributive share "earned" by employees for the partner?
If a person spends $1.00 for canvas and $5.00 for paints, and from
these items creates a masterpiece which sells for $20,000, is the $20,000
earned? The inventor has similar problems. A person builds a house
with materials he buys. He thereafter sells the house. Is some part
of the proceeds "earned"? What about earnings over a period of yearsI
May a man forego his salary in one year and receive double salary in
the next ?

Problems arise also with allocation of expenses. Suppose a prac-
ticing lawyer is also engaged in the real estate investment business.
Must he apportion his expenses between his law business and his other
activities ? And if so, how should he do it? Again, a man and wife own a
store which is not making much money; they work hard in the store
and draw no salaries. 'Mey all of the profits, not in excess of reasonable
compenSation, be considered salary ?

Is a distribution from a qualified pension plan, other than a capital
gains distribution, earned And if not, should it not be? It has
not received the benefits of the 50% maximum limitation.

These are but a. few of the problems of determining the amount of
"earned income." ....

Portnula

The formula in the Bill for, determining the amount of taxable
income which is attributable to "earned" income seems incorrect. The
numerator of the formula is the "earned income" under section 911(b)
of the Code; this is a gross income figure without deduction for expenses
otherwise deductible in computing adjusted gross income. The denom-
inator of the fraction is adjusted gross income which has many deduc-
tions taken out.

The Effect of the 60% Rate

The 50% rate, as presently in the Bill, after reflecting the various
rate reductions provided by the Bill; will afford a married individual
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with $125,000 of adjusted gross income and $105,000 of taxable income
a tax savings of approximately $220. It does afford greater benefits
to individuals with greater earned income, but the number of individuals
with greater earned incomes is relatively small.

The Bill and the Summary by the Staffs of the Joint Committee on
Internal Revenue Taxation and the Committee on Finance seem incon-
sistent in the treatment of income which is not earned income. The
Summary seems to indicate that, if a person has earned income in such
an amount that a portion would be taxed above the maximum rate of
50%, and in addition other income, the other income is taxed at the
lower rates and the earned income is superimposed on top to be subject
to the maximum rate. The Bill does not so provide; it leaves all of the
non-earned income in the highest brackets to be taxed as though the
earned income were not subject to the 50% limitation. Perhaps the
Bill should provide that the earned and the non-earned income will be
included ratably in each bracket.

Averaging

The 50% maximum is not made available to taxpayers who use
income averaging. The House Report cites complexity as the reason
for this, but the result is illogical and the Committee believes an attempt
should be made to integrate the 50% maximum and the averaging
provisions.

RESTRICTED PROPERTY AND OTHER DEFERRED COMPENSATION

Sections 321 and 331 of the Bill, § 85, 402(b), 403(c) and 1354 of
the Code.

Restricted Stock

The Committee believes that a revision of current law in respect
of "restricted stock" may be justified, but basically the amendments
should be limited to the elimination of (i) the taxation at capital gain
rates of the appreciation in property during a period in which the prop-
erty is being "earned out", and (2) deferral of the receipt of taxable
income to low-income future years by reason of certain relatively insig-
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nificant and tax-motivated restrictions on transferability never really
intented to limit the economic value of the stock in the hands of the
employee. The Committee believes, however, that the enactment of a
provision that would impose current tax on more than the fair market
value of property and would require the payment of tax prior to the
time at which the recipient can sell or otherwise realize on the property
is difficult to justify, particularly in light of the relatively insignificant
revenue gains anticipated.

Section 321 of the Bill in effect establishes forfeitability (of a
limited type) as the touchstone determining when ordinary income will
be recognized by reason of a compensatory transfer of property. While
transferability would also trigger current tax liability, a forfeitability
condition without restrictions on transfer is 4.or all practical purposes
meaningless unless, perhaps, for a donative transfer. While it may
not bestow any meaningful right, permitting sale (even if forfeitability
survives) might in some cases allow the employee a limited realization
from the property and in theory might justify the imposition of tax.
There seems to be no reason, however, why the transfer of forfeitable
property by gift (possibly other than to charity) should result in the
recognition of income, if forfeitability survives the gift. (The Treasury
Report of September 30, 1969 concurs with this.) Under the current
regulations "(Aond the Treasury Report), any income realized on the
laterlapse of'&he restriction would be ordinary income to the employee
or constitute income in respect of a decedent to his heirs; this result
could easily be insured under the Bill.,

Under the Bill, a transferee of restricted property will recognize
incotre when the property" is not subject to a substantial risk of for-
feiture. Such risk is present if the transferee's rights are conditioned
upon the future performance of substantial services, but in other cases
resolution of the question depends upon all the facts and circumstances.

The committeee' believes that the Bill might appropriately be
amended to specify that - meaningful agreement not to compete may

onstitU~ 'e a Substantial forfeiture risk. In some circumstances, such

a#e '?its are recognized as having substance for other purposes
udeite Cods, suoh as in connection with the sale of a business or the



1605

making of an employment contract. More significantly, non-competition
agreements are an important consideration to many employers, and can
be expected to become more important in light of ever increasing
specialization of the functions of employees, increased life expectancies
and lower mandatory retirement ages. The Committee believes that the
viability of such agreements should be recognized through a deferral of
tax liability or many employers will be forced to abandon the necessary
imposition of such conditions upon their employees.

The Committee also believes that if a forfeiture condition of any
sort is to be disregarded under the Bill, consideration should be given
to allowing the employee a credit, under section 1341 or an analogous
provision, for taxes paid with respect to property, if such property is
later forfeited. Since the receipt of the property will have resulted ia
income to the employee only because of a statutory presumption that the
forfeiture condition is insubstantial, it would be fairer to treat the trans-
action as a complete wash for tax purposes if the presumption proves
incorrect.

The Bill should specify whether and to what extent income recog-
nized in respect of restricted property is earned income for purposes
of new section 1348 (the 50% maximum tax rate provision). Presum-
ably, any income recognized at the time property is transferred to the
employee is earned income and not deferred compensation, but the fact
that proposed section 85(a) merely provides that such amounts "shall
be included in gross income" while section 85(c) (2) specifically states
that income recognized upon the release of a restriction which by its
terms will never lapse is "compensation" might lead to a contrary
construction.

Under the Bill, the amount of income that is recognized when
property becomes transferable or it is no longer subject to a substan-
tial risk of forfeiture is determined by the "fair market value" of
the property, computed for this purpose "without regard to any
restriction other than a restriction which by its terms will never lapse."
The Treasury Department's proposal would have also specifically taken
into account restrictions imposed by, or solely to comply with, federal
securities law, and the House Report does not explain the failure to
include this provision. In view of the numerous court decisions taking
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into accouit such factors in valuing stock, the Committee believes that,
subject to the comments below, the Bill should be amended to provide
that Securities Act restrictions shall be taken into account in determin-
ing value, or an explanation for the omission should be given.

Securities Act restrictions on unregistered stock present special
problems. Since Securities Act restrictions are not absolute prohibi-
tions on transfer and since the sale of investment letter stock is a
common occurrence, it i possible to determine the effect on value
of such restrictions in a particular case with a fair degree of accuracy;
such restrictions generally reduce fair market value from 20% to 30%.
The Committee recognizes the argument that such restrictions gen-
erally are not intended to restrict the economic benefits ultimately
available to the employee since he does not intend to. sell until he
may do: so under the law. Further, such restrictions do not reduce
the economic value of continuing to hold the stock. While the Commit-
tee recognizes that the receipt of compensatory stock subject only to in-
vestment letter restrictions can be a taxable event, the amount realized
at that time should not exceed the fair market value of the stock, de-
termined by taking into account in such valuation'the investment
restrictions, unless there is a covenant to register the stock. If there
is coyv9nant to register, it is doubtful that the value should be reduced.
Een if there is not a covenant to register ut the employer in fact
registers the 'stock at its expense within some short period, say 12
months,' lifter the transfer of the shares' the Committee would not
consider it unfair to impose an additional ordinary income tax under
the r ules'of proposed section 85(c)(2) applicable to (i) the cancella-
tion perpetual restrictions, or (ii) to the gain upon any sale,
to the extent of the discount from fair market value computed with-
out: restrictions.

The Bill provides for the recognition of additional compensation
income if a perpetual restriction is cancelled and the taxpayer
does not eAblishthaf the cancellation was not cofI pensatory and that
the emplyer will n6t treat the cancellation as compensatory. the
latter requiremeht0oid appear to permit a non-compensatory cancella-
tion "to be turned into deductible compensation merely because an



1607

employer claims a compensation deduction, even though this might be
because of uncertainty or protective caution. The Bill should be amend-
ed to deal with such possibilities. Further elucidation of the criteria for
non-compensatory cancellation should also be provided. The Commit-
tee believes that a failure to purchase shares, at a formula price should
in no event be considered compensatory if the formula restriction
carries over to a third party purchaser.

The Bill would subject to current taxation compensatory prop-
erty transferred to any person subject only to the restriction that
it may not be sold or otherwise disposed of for a specified period,
and would base the tax upon the full fair market value of the prop-
erty without any discount by reason of the restriction. In theory
there are some similarities between these restrictions and Securities
Act restrictions in that while normal channels are not available for
dispositions it should be possible to make a disposition of the bene-
ficial interest by contract. However, ,this is not altogether the same
as disposing of unregistered stock subject only to an investment agree-
ment, and as a practical matter nothing comparable to the established
market for investment letter stock exists for stock subject to out-
right prohibitions on transfers for a limited period. Accordingly,
the Committee believes that current payment of tax may not be
justified in this situation, provided that tax liability (at the time such
restriction on transfer lapses or is released) is determined with refer-
ence to the taxpayer's marginal tax rates at the time the property was
received. It is suggested, therefore, that tax liability be deferred until
the property becomes transferable but that the tax imposed at that time
be not less than the aggregate increase in tax for the taxable year in
which the property was received (or, if subject to a forfeiture con-
dition when received, for the year in which the employee's rights be-
came non-forfeitable), under throwback rules analogous to those to
be applied to deferred compensation payments under section 331 of
the Bill.

Non-qualified Employee Trusts
Subsection (b) of section 321 would amend sections 402 and 403

of the Code to provide that amounts eohtributed by an employer to a

33-865 0 - 69 - pt. 2--45
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non-exempt employees' trust and premiums paid by an employer for a
non-qualified annuity shall be included in income in accordance with
new section 85. In addition, any current distributions from a trust
during employment would be fully taxable without regard to any basis
the employee might have therein. However, undistributed trust income
would not be taxed currently to the employee.

This provision highlights the different tax treatment afforded by
the Bill to restricted property and to unfunded deferred compensation
arrangements, since a transfer to a non-exempt trust for later distribu.
tion to the employee is analogous in certain respects to both a current
transfer of restricted property and a mere contractual promise to pay
compensation in the future. The House chose to deal with contribu-
tions of property (including cash) to a trust under the restricted prop-
erty rules, probably because it believed that it would be anomalous to
provide a different tax rule for direct transfers of compensatory stock
than for transfers of such stock to a trust. This leads to some curious
results.,

Under section 331 of the Bill, if no trust were used, deferred cash
compensation payments would be taxed under a new throwback rule at
the marginal tax rates in effect when the deferred payments are deemed
earned, even if the employee's right to the payments is forfeitable until
paid. If, on the other hand, a contribution is made to a forfeitable trust,
the same payments from the trust will be taxed Without any throwback
at the marginal rates in effect when the payments are received by
employee, assuming that the trust interest does not become non-forfeit-
able prior to such payment. If the trust becomes non-forfeitable, the em-
ployee is taxed under the Bill, contrary to present law, at the time the
trust becomes non-forfeitable, even though the employee cannot obtain
any monies from the trust. The same rules will apply if property is
contributed to the trust.

The changes embodied in section 321(b) of the Bill, as applied to
stock or other property contributed to a non-exempt trust, point up the
difficulties in this area. Since, for example, property in a non-forfeitable
trust is by its very nature not transferable by an employee, an appro-
priate result might be to treaf distributions therefrom like deferred



1609

compensation or like restricted stock subject to restrictions so long as
it is in trust. While either of such rules might be justified logically,
the rule of the Bill is most difficult to justify.

Nothing is said in the Bill about the amount of or the timing of the
employer's deduction in respect of contributions to such a trust. Since
the Service is still contending for no deduction whatsoever for contri-
butions to a forfeitable trust, the Bill should make some provision
therefor.

Other Deferred Compensation

Section 331 of the Bill would add to the Code a new section 1354
that would apply if an individual who has performed services receives
a deferred compensation payment exceeding $10,000 in any year. The
section would provide that the tax on such excess shall not be less than
the lower of (1) the aggregate increase in tax resulting from adding
the deferred compensation to the employee's taxable income ' for each
year in which such deferred compensation in excess of $10,000 is deemed
earned or (2) the tax determined by multiplying the number of taxable
years in the period during which the excess is deemed earned times
the average of the increase in tax resulting from adding to the employ-
ee's taxable income for the 3 years during the last 10 years of such
period in which his taxable income is highest, the portion of such excess
deemed to have been earned in each such year. The provision would not
apply to certain non-discriminatory plans or to the ratable portion of
any payment attributable to a taxable year beginning before 1970, or
beginning before 1974 if paid pursuant to an obligation binding on
July 11, 1969.

The above provision would, in effect, place a cash basis taxpayer
on the accrual method with respect to covered deferred compensation
payments, where that would produce a higher tax, but would continue
deferral of tax liability until the time at which income would ordinarily
be realized under the cash method and apparently would apply the
tax rates current at that time if that would produce a higher tax. If
a throwback rule is adopted, it should be made clear that it will apply
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regardless of whether a tax based on inclusion in the year received
would be smaller or larger.

In any event, the Committee believes that the throwback provision
is discriminatory, will be difficult to interpret and administer, does not
address itself to significant tax avoidance and should not be enacted in
light of the insubstantial increase in revenues that will result. If any
amendment of the current law governing unfunded deferred compensa.
tion arrangements is deemed necessary, the Committee believes that
section 331 should be substantially amended. The Committee concurs,
however, in the Treasury Reports' recommendation that the entire area
of deferred compensation, together with related areas, needs signifi-
cantly more study before appropriate equitable legislation can be
recommended.

Unlike restricted stock plans, deferred compensation arrangements
such as unfunded pension plansand phantom stock plans do not have
any capital gain possibilities under present law and are not subject
tocriticism on the ground that what is compensation is improperly
being transformed into tax-favored capital gain. Moreover, such
arrangements are tax-balanced in that a compensation deduction is
allowed the employer, even if on the accrual method, at the same
ti#me and in the same amount as compensation income is recognized to
the eziployee. The only possible objection to the current tax treatment
of deferred compensation is that, i some cases, it results in the inclusion
of ,9o4rensation in an employee's income in retirement years when it
ix anticipated that lower bracket rates Will apply (although this antici-
pateI result does not always occur)rather thanduring the term of his

employment. This result, conceded by the Internal Revenue Service
in Revenue Ruling 60-31, is firmly based on the cash method of tax
accounting, under which a taxpayer recognizes income only when he
aCtUally or constructively receives payment or when he receives the
economico benefit of a payment to another. Unfunded deferred com-
pensation will be considerably less attractive to such persons in the
future by reason of the 50% maximum tax on earned income, and thus
the application of new section 1354 Will be limited as a practical matter
primarily to middle-level executives, whose reduction in tax by reason
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of forward-spreading is minimal. Consequently, there should be less
urgency to cure any problem which may be thought to exist under
present law.

Because forfeitability conditions serve an important function for
employers, as previously discussed in connection with section 321 of the
Bill, the Committee believes that present tax treatment at the very least
should be preserved for deferred compensation arrangements under
which the employee's rights are not vested but are forfeitable for failure
to perform services or for violation of a substantial covenant against
competition; without such treatment, it will be difficult if not impossible
for employers to utilize forfeiture provisions to retain the services and
loyalties of their employees. Therefore, section 331 should be clarified
to insure that there will be no change in the present tax treatment of a
deferred compensation payment if the employee's rights to the payment
were forfeitable, by reason of failure to perform substantial services or
to observe the terms of a meaningful non-competition agreement,
immediately prior to the receipt of such payment (assuming that such
payments can really be called deferred where further affirmative con-
sideration in the form of a continuing covenant not to compete runs
from the employee to the employer). The exclusion from the throwback
rule of such compensation payments subject to such a forfeiture pro-
vision will give recognition to the business.motivated nature of such
restrictions, will recognize the legal concept that the compensation is not
earned until all conditions to its payment have been satisfied, and will
permit employers to impose such restrictions upon their middle-level
employees and executives.,

The term "deferred compensation" is not defined in'the Bill or the
House Report. In addition to making it clear that compensation is not
earned (and, therefore, not deferred) intil all conditions to its payment
are satisfied, the application of the Bill should be limited to cases in
which the employee has, during employment, some contractual right to
the payment. Termination bonuses or voluntary pensions should not
be covered.

The Bill applies only to individuals who -perform servicesfor any

person, and thus not to trusts, estates and, presumably, partnerships,
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but it is not clear whether it flows through 'earned income" as compen-
sation to partners. It applies to independent contractors as well as
common-law employees. There seems to be no valid reason why the
throwback rule should not apply to a partnership or indeed a subchapter
S corporation rendering the same services. Extension to ordinary cor-
porations is unnecessary in light of the lack of any substantial gradua-
tion in tax rates.

The Bill applies only to deferred payments to persons who per-
form services. This limitation raises substantially the same kind of
problems discussed in connection with the 50% limitation of rate to
"earned income". Thus, it is questionable whether the Bill extends
to an artist or writer who sells property, such as a painting or a novel,
he has created while not under contract to a gallery or publisher and
with- no significant capital outlay. If the exclusion of such cases was
intended, this should be made clear. The Bill should make it clear what
the rules are to be in such cases, and such rules should be consistent
with those applicable in computing "earned income" for maximum rate
purposes.,

The amount of tax payable under section 1354 is dependent upon
a determination of the period during which the deferred compensation
paytaent is deemed to have , been earned. Section 1354(b) provides
6nldy that such period isz (1) the employee's entire period of service
with the employer (or any predecessor or successor or parent or sub-
iary, Which terms are uindefined) or (2) a portion of such period

if properly attibutable thereto under regulations to be prescribed.
While the Committee believes that the complexity of this problem may
effectively preclude .the inclusion in the Bill of more detailed alloca-
tion rules, some general guidelines should be laid down, especially as
to tie portion of a djefrred payment that is properly attributable to
years before 1970.: For instance, under plans, such as a phantom stock
plan, which determin e the eventual amount of deferred payments not
only by reference to deemqd employer contributions but also by inclu-
sioi of the dividends paid upon and the appreciation in value of the
shares in which such contributions are deemed to have been invested,-1 ob t u only the m of
pibe.4i l'e-0i o gs" hould probably iludehdt theo and ' t of

tM ~i~.i*O ootriitalotiibut also, any, dividehids thereon anid tAppr6-
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ciation therein, whether occurring before or after 1970, since such
dividends and appreciation are not properly attributable to services
rendered in later years. In addition, since most employees do not have
access to company records which might permit them to make a mean-
ingful allocation, any allocation furnished by the employer should be
deemed presumptively correct, with the burden being placed on the
Internal Revenue Service to prove the allocation unreasonable. If an
employee has earned deferred compensation through 1969 which is not
subject to the new provisions but is to be taxed under existing law, the
provision of section 1354 which deems the deferred compensation earned
after 1969 (or after 1974, if subject to a contract now in effect) and
subject to the section to have been earned over the entire period of
service of the einployee seems strange.

Since it will be extremely difficult (and seemingly impossible in the
case of annuities) to make any meaningful allocation of deferred com-
pensation payments made after an extended period of service, by
reason of the necessity for maintaining records not only of the em-
ployec '_ income but also of internal credits and apportionments under
the plan, the alternative method of computing tWe tax set forth in
section 1354(a) (2) is likely to. be relied upon by many taxpayers.
This alternative will result in the highest possible tax for most employ-
ees, who attain their maximum earnings level immediately before retire-
ment, since it is based upon the 3 highest income years during the last
10 years of the period during which the payment was deemed earned.
To mitigate this harsh result slightly, the Committee believes that at
the very least the subsection should be amended to permit reference to
the average earnings during the 10 year period.

QUALAIIV PsANSoF SUBOIAPT -S ComoA~XoNs

Section 541 of the Bill, § 1379 of the Code

Section 541 of the Bill would add to the Code a new section
1879, applicable to taxable years of corporations beginning after
December 31, 1969. This section would amend the present corporate
qualified plan rules, as applied to subchaptjr S :corporations, in
three respects: (a) forfeitures under a stock bonus or profit-sharing
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plan which provides benefits for shareholder-employees (persons who
own, actually or through family attribution, more than 5% of the out-
standing stock) could not benefit shareholder-employees; (b) contri-
butions under an exempt plan paid on behalf of a shareholder-employee
would be subject to special excess contribution rules; and (c) no deduc-
tion carryover from a subchapter S year to a non-subehapter S year
would be permitted. The House Report indicates that the purpose of the
section is to subject persons who wish to incorporate for business
reasons, but desire to be taxed in a manner similar to a partnership,
to limitations similar to those applicable to partnerships under H.R. 10.

The Cpommittee believes that (i) consideration of this amendment
to the Code should be deferred until the, Treasury Department study
of qualified plans and deferred compensation is completed, (ii) consid-
eration of the amendment should be made a part of such study, and (iii)
if Uch consideration cannot be deferred, the amendment should not be
adopted in itf; present form because it complicates the Code unduly by
adding another layer of "qualified" pension plans (regular plans, H.R.
10 plans and plans under the proposed amendment). In addition, it
Would undoubtedly result in inconsistency between plans of subchapter
S ebrporatioas and plans of 'professional corporations". If the amend-
ment is adopted, the COmmittee recommends that the provisions with
respect to B.R. 10 plans be made consistent with the amendment.

TOe OBll does not subject qualified plans of subchapter S corpora-
tions and sJareholder-employees thereunder to many of the restrictions
presently applicable under H.R. 10 to partnerships and owner-em-
ployees. For instance, the, normal non-discrimination requirements of
section 401 (a) would apply to subchapter S plans, rather than the man-
datory coverage of all full-time employees with 3 years of service
required under H.R. 10; lump-sum distributions to sharieholder-em-
ployees under a subchapter S plan would be eligible for capital gain
treatment ,,and for the limited capital gain treatment proposed by sec-
tion 515(a) of the Bill)'; voluntary contributions by shareholder-em-
ployees ould not be limited, as under H.R. 10, to the lesser of 10%
of eompeusation', or $2500 (or prohi ited entirely if only owner-
employee4 are covert ,by . plan); immediate vestig of the rights of
.IiWAshr !holder partidipalits would notbe reqiiredlfor ' subchapter S
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plans; and subchapter S plans would not be subject to the H.R. 10 rule
that distributions to owner-employees may not commence prior to age
591/2 and must commence prior to age 70Y2. The Committee believes
that the restrictions contained in the Bill are sufficient to prevent abuses
of the qualified plan privilege by shareholderemployees and does not
favor extending any additional H.R. 10 provisions to subchapter S
plans. The Committee believes that consideration should be given to
eliminating or liberalizing such H.R. 10 provisions as they apply to the
qualified plans of unincorporated businesses.

The Committee believes that new section 1379(a) of the Code,
which would deny exemption to trurts under stock bonus or profit-
sharing plans of subchapter S corporation unless such plans provide
that forfeitures attributable to any contribution deductible in taxable
years beginning after 1969 may not inure to the benefit of shareholder-
employees, is justified in light of the exclusion of, and is preferable to,
the H.R. 10 mandatory vesting provisions. The House Report technical
explanation states that forfeitures will be considered to inure to a share.-
holder-employee's benefit only if taken into consideration in computing
the amount to which he (or his beneficiary) will be entitled under the
plan. The Committee understands that the use of forfeitures to reduce
future' contributions under the plan, which might otherwise be con-
sidered to benefit the shareholders by increasing retained earnings,
would be permitted, as well as the allocation of forfeitures among par-
ticipants who are not shareholder-employees. This point should be
clarified.

INCOME AvaAOiNG

Section 311 of the Bill, §§ 1301-1305 of the Code

Under the present law, the benefits of income averaging apply only
if the taxable income in the year in question (the computation year)
is more than 1331/3% of the average income for the preceding four years
(the base years). The Bill would change this to 120% and would
thereby allow a larger number of taxpayers in an expanded number
of situations to have the benefits of income averaging on a larger sum.
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The Bill would also change existing law so as to include in the in-
come averaging calculations the following types of income which are
presently eloluded: capital gains, income attributable to gifts and be-
quests, and wagering income. The Committee approves these changes.
If, however, the alternative tax computation applicable to net long-term
capital gains is retained as recommended in the Treasury Reports, the
inclusion of such capital gains in averaging may have to be reconsid-
ered. The Committee notes, however, that the elimination of such gains
from averaging would defeat much of the simplification sought to be
achieved by the Bill.

'Under current law, a taxpayer loses the benefits of certain provi-
sions if he elects to use income averaging. These are: the use of the
special tax table for adjusted gross incomes of less than $5,000, the
averaging provisions applicable to distributions from H.R. 10 plans, the
exclusion of certain earned income from sources without the United
States and the exclusion of certain income earned from sources within
possessions of the United States. To these, the Bill would add the new
averts ing provisions applicable to distributions from accumulation
trusts and the 50% tax rate limit on earned income. Thus, any taxpayer
electing the general averaging provisions of section 1801 et seq. must
forego, not always very logically, a number of possibly beneficial alter.
natives, the most important of which probably would be the 50% tax
rate limit on earned income. This type of election could lead to frequent
mistakes by unsophisticated taxpayers and at the very least might
require a number of alternative computations. The Committee believes
that such refinements should be avoided if at all possible and urges
that an attempt be made to integrate these special benefits with the
general averaging rules.

DEBT FINANCED ACQUIBIToNS

Section 411 of the Bill, § 279' of the Code

The Committee recommends that section 411 of the Bill not be
adopted because (i) its affirmative provisions will virtually never
apply because one of the tests for its application is that the indebted-
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ness be subordinated to general* creditors, a provision which will
rarely if ever be included in indebtedness of the type intended;* (ii)
the section may be a trap in respect of the right to deduct interest, even
as to the first $5,000,000 of interest allowed under the provision,
in view of the provision (section 279(i)) that, "No inference shall be
drawn from any provision in this section that any instrument desig-
nated a bond, debenture, note, or certificate or other evidence of indebt-
edness by its issuer represents an obligation or indebtedness of such
issuer in applying any other provision of this title"; (iii) it is too
complex; and (iv) it is essentially a regulatory and not a revenue rais-
ing provision.

If the section is to be adopted, some technical problems with its
provisions are set forth below.

The applicability of the section should be limited to those trans-
actions which result in the direct or indirect ownership by the acquiring
corporation of at least a majority interest in the stock or assets of
the acquired corporation. Only in such cases does there exist the
concentration of economic power which the section is designed to
discourage. Thus, the "except" clause in section 279(b)(1) should
be revised to read as follows:

"provided that, after such acquisition, the acquiring corpora-
tion owns, directly or indirectly, more than (one-half] [two-thirds]
of the total value of all classes of stock of the acquired corporation
entitled to vote or more than [one-half] [two-thirds] of the total
value of the [gross] [operating] assets of the acquired cor-
poration."

The Senate Finance Committee Report should make clear that, once the
majority ownership test (as well as the other three tests) is met, in-
terest would be disallowed on all obligations previously or subsequently
issued to acquire any portion of the acquired corporation's stock
or assets. In addition, to prevent a technical evasion of the provision,
an attribution of ownership rule, applicable to members of an affiliated
group, should be provided.

* The Treasury Report ,of September 30, 1969 recommended this provision
be amended to provide that subordination need be only to a substantial amount of
indebtedness.
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The above revision would also clear up the ambiguity now present
in section 279(b) (1) as to whether the assets of the acquired corpo-
ration in question are its gross assets or its assets net of liabilities.

To remove the ambiguity inherent in the word "generally" as
used in section 279(b) (2), that word should be eliminated and the
phrase "at least a majority of" should be inserted between "sub-
ordinated to" and "the claims of".

It seems inappropriate to calculate a corporation's debt-equity
ratio by reference to the adjusted basis of its assets, as is provided
in section 279(c) (2). The adjusted basis may bear little relation to
the fair market value of the assets, which is a more accurate measure
of the corporation's ability to pay its debts. It is that ability which
is being, or should be, tested in this section. Although it may be more
difficult to value assets than to determine their tax basis in many cases,
the task is not insurmountable and is already required under numerous
provisions of the Code. Thus, the phrase "fair market value" might
be substituted for "adjusted basis for determining gain" in section
279(e)(2).

The definition of annual interest in section 279(c)(4) fails to
specify the year to be used in calculating the amount of interest in
question. The House Report states that the comparison is to be made
with the acquiring corporation's annual interest cost on its total indebt-
edness "as'of the time of determination". Presumably, under section
279(c)(1) this mean the last day of the taxable year in which the
corporation acquisition indebtedness is issued. Such a test fails to
take into account any future maturities of the corporation's other
indebtedness which might significantly reduce its projected interest
coat and thereby increase its ability to pay the interest on the corporate
acquisition indebtedness. It would seem that at least short-term ma-
turities, such as payments of debt principal required to be made within
one year after the end of the year in which the corporate acquisition
indebtedness is issued, should be eliminated from indebtedness for the
interest computation, unless it is clear as of the end of the year of
igsuence that such debt will have to be refinanced.
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In section 279(c)(4)(B), intercompany interest on indebtedness
between the acquired and acquiring corporations (or any other mem-
bers of the affiliated group) should expressly be eliminated, since such
interest is not a true economic cost when the two corporations are
viewed on a combined basis.

The Bill leaves unclear whether interest which has been disallowed
under section 279 would be treated as dividends, for example, for the
purpose of the intercorporate dividends received deduction, the divi-
dend exclusion for individuals and the provisions of section 301.

LIMITATION ON DEDUCTION OF INTRST

Section 221 of the Bill, § 163(d) of the Code

The Bill would amend section 163 of the Code (relating to the inter-
est deduction) by adding a new subsection (c) providing in general that
in case of a taxpayer other than a corporation (except a subchapter S
corporation) the amount of "investment interest" allowed as a deduc-
tion shall not exceed the sum of:

"(A) $25,000 ($12,500 in the case of a separate return by a
married individual), and

(B) The amount of net investment income (as defined in para-
graph (3)(C), and

(C) An amount equal to the amount by which the net long-
term capital gain exceeds the net short-term capital loss for the
taxable year."

It also provides that the amount of disallowed investment interest for
any taxable year shall be treated, except for the purpose of the $25,000
allowance, as "investment interest pad or accrued in the succeeding
taxable year." It goes on to provide definitions for computing the
amount of "net investment income".

The Committee agrees with the Treasury Reports and recommends
strongly that thigh provision not be enacted without further in-
tensive study. The need for this is indicated by some of the
technical problems with respect to the provision set forth below.
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The Bill provides in subparagraph (4) that the $25,000 allowance
shall apply "with respect to the partnership and with respect to each
partner". This provision is ambiguous and should be clarified. For
example, does it mean that the allowance should be allocated among
partners (assuming a particular marital status for each partner and
assuming each would or would not file a joint return with his wife) with
partnership interest income and expense and other items necessary to
a computation flowing through to the partners? If this route were fol-
lowed, the $25,000 would only be allowed at the partner level. Again
would it mean that investment income also would flow through to the
partners? Or does it mean that the partnership receives one allowance
and each partner a separate allowance with a portion of the individual
allowance being used up by the partnership allocation ? Or does it mean
the partnership receives one $25,000 allowance so that any particular
partner may receive an allocation allowance from, say, 25 partnerships
even though the aggregate' of such allowance exceeded $25,000 for a
particular partner?

No carryover is allowed for the $25,000 allowance. It is only
allowed for disallowed investment interest. Consideration should be
given to the carryover of an unused $25,000 allowance.

The carryover provisions where partnership, joint ventures and
.yndc~kates are involved are unclear. Does the Carryover apply at the
partnership level? Or is it allowed only to the individual partners?
Whichever result is-desired, careful consideration will be required to
achieve the desired result on an equitable basis.

From the provisions of the Bill, it is not clear whether a carry-
over :is limited to the next succeeding taxable year or subsequent tax-
able years. Section 221 would seem to limit it to the next succeeding
taxable year; the House Report would seem to indicate it could be
carried over to any subsequent taxable years. It may be that the provi-
sions of section 163(d) (2) which provide that the amount of "disallow-
ed investment interest for any taxable year shall be treated (except for
the purposes of paragraph (1) (A) [the $25,000 allowance], as ipv,,est-
ment iWterest paid or accrued in thQ, succeeding taxable year" might
possibly be interpreted as giving rise to a computation of investment
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interest in the first succeeding taxable year which would give rise to a
carryover to a subsequent year. If this is intended, the provision
should be clarified.

The provision of section 163(d) (4) (B) with respect to a net
operating loss of a subchapter S corporation is difficult to interpret.
It states that such net operating loss shall be "deemed an investment
interest deduction to the extent such investment interest is allowed
as a deduction to the corporation"; it goes on to provide that "Section
1374(d) shall be disregarded to the extent such net operating loss
deduction is deemed to be an investment interest deduction." While
the paragraph is silent as to whether or not this loss flows through to
its shareholders, it would seem that, unlike the partnership, there
is to be a complete flow-through of interest expense (without any
apparent reduction for any investmentt income" of the subchapter
S corporation) without reduction by or allocation of the $25,000
allowance at the corporate level. The partnership and partners, on the
one hand, and the subchapter S corporation and its shareholders, on
the other, should be treated more consistently.

"Investment income" is defined as:

the gross amount of income from interest, dividends,
rents, and royalties and net short-term capital gains derived from
the disposition of property held for investment, but only to the
extent that such gross income or such gains are not derived from
the conduct of a trade or business."

While "interest income" has been difficult enough to define under the
Code in the past, it is necessary for this and other provisions of the
Bill that it now be defined more precisely. Further, the year of receipt
must also be determined with particularity. For example, does interest
include:

(i) guaranteed payments under section 707 of the Code to a
limited partner;

(ii) original issue discount under section 1232 of the Code;
(iii) interest paid on deferred compensation;
(iv) -imputed interest under section 483 of the Code; or
(v) -contingent interest paid upon an obligation only out of

earningsT
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The timing of the inclusion in income as "investment interest"
income is particularly troublesome in respect of original issue discount
under section 1232 of the Code, as presently in effect, but it may not be
so difficult if section 413 of the Bill is enacted which calls for accrual
of the discount even in the case of cash basis taxpayers. Interest paid
on accumulated deferred compensation, if such interest is to be treated
as "investment interest" rather than as compensation, also may pre-
sent a timing problem.

The gross income derived from rentals under a net lease seems
to single out unnecessarily one' form of investment. Either similar
types of investment income should be included or rentals under a net
lease excluded.

Investment expense is offset against investment income if "directly
connected with the production of investment income". It would be
advantageous for a taxpayer to have investment income unreduced
by "directly connected with expenses". This is an ambiguous and
difficult phrase with which to contend. It is suggested that more
specific language be inserted so that taxpayers will not have their
investment income reduced by expenses which they never considered
to be "directly connected with" their investment income. This same
type of problem will arise with respect to some L.T.P. items for L.T.P.
purposes and for allocation of deductions purposes in determining the
net amount of L.T.P.

The concept of investment interest being interest incurred or
continued to purchase or carry "property held for investment" gives
rise to a multitude of problems of the type which have caused prob-
lems for years in determining under section 265(2) of the Code inter-
ost expenses incurred or continued to purchase or carry tax-exempt
securities. For example, is all interest paid by an investment bank-
ing partnership excluded since the partnership is engaged in trade
or business, or is there some allocation made if it carried securities
in an "investment account"? Is the same answer applicable to a
subchapter S corporation in view of the principle that everything a
corporation does is done as part of its business? Suppose an in-
dividual incurs interest ,expense In buying a home, pledging --iot only
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the home but marketable securities for the loan ? If allocation is in-
tended, the allocation formula should be stated specifically.

Probably the most serious problem in connection with proposed
section, 163(d) of the Code is its applicability to interest incurred
on indebtedness involving net leases which interest will be paid after
1969. In many cases, the partnership or syndicate in question obtained
a tax ruling from the Internal Revenue Service which allowed the
interest deduction. Many cases cover real estate which consists of
U. S. government buildings (principally post offices). It may be im-
possible for the investors or partners to rearrange the partnership
or syndicate indebtedness without substantial economic detriment in
which event the loss of the interest deduction will undoubtedly result
in great economic hardship. This result seems unwarranted, and some
provision alleviating this difficulty should be enacted.

Section 163(d) would seem to apply to interest expenses during
the period of construction of a building which will ultimately be the
subject of a net lease. This raises not only the problems set forth
above, but may have serious effects upon construction, for example, of
multiple dwelling units.

DEPRECIA tO ALowED REGULATED INDUSTRES

Section 415 of the Bill, § 167 of the Code

Section 451 of the Bill would amend section 167 of the Code
by adding subsection (1) dealing with depreciation allowed to regu-
lated industries. The effect of the provision would be to "freeze" the
method of depreciating bth existing and new public utility property
to the method which was in effect on July 22, 1969. The purpose of
this part of the Bill is to stop rate-making authorities from requiring
the utilities to flow through the tax savings of accelerated depreciation.

Without regard to the technical provisions of the.Bill, and recogniz-
ing the potential revenue loss involved if the provision is not adopted,
the Committee believes that section 451 should not be adopted because
it constitutes special tax legislation directed against one industry and

33-865 0 - 69 - pt. 2--48
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does not- constitute a depreciation provision of general application.
Further, the provision is inflationary.

If the provision is to be enacted, arbitrary effect of the cut-off
date for electing accelerated depreciation should be ameliorated, and a
utility which had indicated by some objective event (such as keeping
regulatory records, filing elections, or filing registration statements)
that it had intended to adopt an accelerated method of depreciation
should be allowed to elect. The Committee concurs with the recom-
inendation of the Treasury Reports that such changes be made.

STOCK DIvwnmDS

-Section 421 of the Bill, § 305 of the Code

The changes in section 305 passed by the House appear to have
a much broader scope than curbing the specific and rather specialized
abuses that the House Report indicates were the aims of the changes.
Because of the confusion cast on certain normal transactions, such as
reorganizations, by the Bill, it is believed that the matter should be
restudied and that legislation at this time should not go beyond T.D.
6990. It is further noted that the concept of "proportionate interests"
which would be incorporated into the statute without definition under
the Bill was much discussed under the Internal IReve'lue Code of
1939 and ultimately rejected in connection with the adoption of the
1954 Code because of its vagaries and elusiveness.

At a minimum, the Bill should be amended to make it clear that the
broad provisions such as the reference to "any trarT action having a
similar effect" will not apply in the following areas: (i) to the issuance
of stock in connection with reorganizations; (ii) to redemptions in con-
nection with nornd sinking fund requirements, and purchases in antici-
pation thereof; (iii) to normal purchases for treasury stock purposes;
and (iv) to normal anti-dilution provisions providing for adjustments in
conVersion ratios, for example, on account of extraordinary cash dis-
tributions.
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The disproportionate distribution provision proposed under the
Bill (proposed section 305(b) (2)) would apply if the distribution, or a
series of distributions, "has the result" of the receipt of property by
some shareholders and an increase in the proportionate interest of
others in the corporation's assets or earnings and profits. This pro-
posal would appear to be substantially broader than that recommended
by the Treasury Department in its tax reform proposals issued April
22, 1969. Under the Treasury proposal, a disproportionate distribution
would result only if the stock or rights were distributed in conjunction
with a taxable dividend distribution, i.e., a distribution to which sec-
tion 301 applies. The proposal in section 421 of the Bill is not so
limited; it would apparently be possible to have a property distribution
made to some shareholders which qualifies as a redemption under sec-
tion 302 or 303 of the Code, but which nevertheless would cause a stock
distribution made to other shareholders to be subject to tax. More-
over, the proposal in the Bill is not expressly limited, as was the Treas-
ury proposal, to stock distributions made within twelve months before
or after property distributions or to distributions of stock and property
made pursuant to a single plan. Under the Bill, there would apparently
be no time limit applied and it is not clear that any series of distributions
would have to be made pursuant to a plan. So long as a property distri-
bution, whenever made, when combined with a stock distri-
bution, whenever made, "has the result" of a distribution of property
to some stockholders and an increase in the proportionate interest of
others, the stock distribution would or could be taxable. The Committee
recommends that proposed section 305(b) (2) be amended to limit the
application of the disproportionate distribution rule to situations where
the property distribution constitutes a taxable divided distribution
under section 301, and that stock distributions be made taxable only if
made in conjunction with a related taxable dividend distribution, incor-
porating the Treasury's original proposal that a stock distribution
would be considered related to a property distribution if made within
twelve months of such distribution or if both distributions are pursuant
to a single plan.

The concept of the disproportionate distribution provision of the
Bill is not that any increase in a shareholder's proportionate interest
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by reason of a stock dividend is automatically taxable; it applies only
where one or more shareholders of a corporation receive property
distributions while others receive stock distributions increasing their
proportionate interest. While the examples cited in the Treasury's
original proposal and in the House Report involve transactions in which
there is a property distribution with respect to one class of stock and
a stock dividend having the effect of correspondingly increasing the
proportionate interest of other shareholders, the provisions of section
421 as drafted do not require that there be any equivalence or relation
behveen the amount of the property distribution and the value of the
stock distribution. Since the principal tax avoidance arrangements to
which the Bill is directed presumably involve property distributions
accompanied by corresponding stock distributions of substantially equiv-
alent value, consideration should be given to limiting the application of
the disproportionate distribution provisions to such situations, although
this would seem to present insuperable administrative problems.

The Bill would treat distributionsof section 306 stock as property
distributions for purposes of the provisions of the disproportionate
distribution and distributions in lieu of money exceptions to section
305(a). The exact implications of this proposal are far from clear.
The House Report states that if aL corporation with two classes of com-
mon stock distributes a common stock distribution with respect to one
Class and a section 306 stock distribution with respect to another class,
the distributions on both classes would be taxable, since the section 306
stock 'distribution is considered a property distribution. Suppose, how-
ever, a cash distribution is made with respect to one class and section
306 stock is distributed ith respect to the other. Is it intended that
the seCtin 306 stock be taxable, not because it is property, but because
it represents an increase in the proportionate interest of the sharc-
holders roebiving it?

... It i presumably intended that the treatment of section 306 stock
4istributions as property is only, for the united purpose, of the except
tions proposed to section 305(a), and that it is not intended by this
provision.to affect the tax treatment of preferred stock issued for bona
fide usines purpoes in connection with a corporatee 'recapitalization
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qualifying under section 368(a)(1)(E). If this is the intention, it would
be helpful to include a statement to this effect in the Senate Finance
Committee Report in order to avoid possible future controversy.

The Committee supports the provisions of the Bill limiting the
exclusion under section 305(a) to distributions made with respect to
common stock. Since preferred stock traditionally pays cash dividends,
it is not unreasonable to conclude that stock dividends on ordinary
preferred stock (except finti-dilution distributions on convertible pre-
ferred stock) are in effect a substitute for cash dividends and should
be taxed. Difficult questions may arise, however, as to whether unusual
classes of stock should be classified as "preferred stock'.' for this
purpose and whether "deemed" distributions under proposed section
305(c) should automatically be treated as distributions for this purpose.

The Committee questions the need for the special provision
(proposed Section 305(b)(3)) relating to distributions of convertible
preferred stock. The requirement that it be established to the satisfac-
tion of the Treasury that the distribution of convertible preferred
stock does not have the- result of a disproportionate distribution sug-
gests that an advance ruling would be necessary or at least highly
desirable whenever convertible preferred stock is to be distributed.
While it is not disputed that certain distributions of convertible pre.
ferred stock could have the effect of a disproportionate distribution, it
does not appear that separate treatment of such transactions is re-
quired. Taxpayers must in any event be prepared to show that the
distribution does not come within the disproportionate distribution
exception of section 305(b) (2).

The provisions of proposed section 305(c) would confer a broad
authority on the Treasury to prescribe regulations dealing with the
tax treatment under section 305 of changes in conversion ratios, re-
demption prices, redemptions under section 301 or other transactions
"having a similar effect." The Treasury proposals in this area (e.g.,
"constructive stock distributions") have in certain respects represented
substantial departures from present law, and the Committee, while
recognizing the complexities, believes that it would be more appropriate
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to provide a statutory basis for such proposals than to confer discretion-
ary authority on the Treasury. The experience with the regulations
issued under section 305, which were pending in various proposed forms
from 1956 until in 1969, indicates that a more detailed statutory frame-
work in this area is highly desirable.

The Bill would not be applicable to distributions of stock or
rights made or considered as made before January 1, 1991 with respect
to stock outstanding on January 10, 1969 or issued pursuant to a
contract binding on January 10, 1969 on the distributing corporation.
In cases to which the January 1969 Treasury Regulations would not
have applied, April 22, 1969, the date of the Treasury reform proposal,
is substituted for January 10, 1969. Pursuant to the House Report,
this transitional rule would apply only if the corporate capital structure
or corporate practices on January 10, 1969 (or April 22, 1969, if appli-
cable) provided for disproportionate distributions, or distributions of
stock with respect to preferred stock.

It is believed the transitional rules should be broadened to be made
applicable with respect to distributions made not only with respect to
stock 'outstanding on the applicable cut-off date, but with respect to
distributions made on stock distributed with respect to stock outstand-
ing on such date. Thus, if a corporation has outstanding 100,000 shares
of common stock and distributes in 1970 a 2% stock dividend, the
distribution of 2,000 shares would not be taxable; in the following year,
when another 2% stock dividend is distributed with respect to 102,000
shares, the 2,040 shares that would be so distributed should not be tax-
able. There is precedent for this approach under Regulations Section
1.305-2(b) (3) of the Treasury Regulations issued in January 1969.

Because the provisions of the Bill in certain respects differ signifi-
cantly both from the provisions of the 1969 Treasury Regulations and
the Treasury reform proposals, it would appear appropriate to change
the applicable cut-off date to August 2, 1969, the date of the Bill. Also,
to the extent that any regulations issued under the broad provisions of
section 05(o) go beyond the regulations already ir, effect, they should
*Ip1ly only'to stock issued after the issuance of such regulations.
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NATURAL RESOURCES

Section 501 of the Bill, § 613(b), 615, 617 and 636 of the Code

The Committee has no comments as to the appropriate rates for
percentage depletion. It notes, however, that the classifications in the
present law, especially in the hard minerals area, seem to be somewhat
arbitrary.

If a recapture rule is extended to all mining exploration expenses,
as is proposed in the Bill, there is no logical justification for failing to
provide for recapture of intangible drilling expenses in the case of oil
and gas wells, except as a form of subsidy which, for the reasons pre-
viously mentioned, is considered by the Committee as an inefficient
alternative to direct subsidies. However, in recognition of commit-
ments made on the basis of the present law, the Committee recommends
consideration of a grandfather clause applicable to intangible drilling
and exploration costs incurred or committed prior to the effective date
of any change in the present law.

The withdrawal of percentage depletion from foreign oil and gas
wells provided in section 501(a) of the Bill is opposed by the Treasury
Reports on the ground that it will ultimately result in increased foreign
taxes and no additional tax to the United States. The Committee does
not agree that this result is necessarily true, but it also believes that
there is little or no justification for treating foreign wells owned by
U. S. taxpayers different thau domestic wells or, for that matter, foreign
mines different than domestic mines.

Section 501(e) of the Bill (added. after the Bill was reported by
the House Ways and Means Committee on August 2, 1969) provides
that the percentage depletion rate in the case of oil shale would be
based on the value of the oil extracted rather than on the value of the
rock itself (which has little if any value). The change is accomplished
by amending section 613(c) (4) of the Code to include certain treatment
processes as mining in the case of oil shale and would have the effect of
overruling private rulings previously issued by the Internal Revenue
Service. Subject to the comment made above with respect to subsidies,
the Committee has no comment on whether this change is appropriate,
but it notes that the Bill is silent on the effective date of the changes
made by section 501(e). For the sake of consistency with the effective
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date provision of section 501(a) (2) of the Bill, the Committee recom-
mends that the amendments made by section 501(e) of the Bill apply
to taxable years beginning after July 22, 1969.

Section 501(b)(1) Of the Bill would add a new section 636(a),
which would treat a production payment carved out of mineral property
as a mortgage loan on the mineral property rather than as an economic
interest in the property, and a new section 636(b) which would treat a
production payment retained on the sale of a mineral property as a
purchase money mortgage loan which would not be considered a retained
economic interest. Income front the property subject to such produc-
tion payments, including proceeds in respect of the production pay-
ments, would be taxable to the owner of the working interest when
received (subject to the depletion alkwance), and the cost of producing
the mineral used to satisfy such production payments would be deduc-
tible by such owner whon incurred.

The Committee agrees with the principle that production pay-
ments which have the economic effect of mortgage loans should not be
permitted to distort the reporting of income and expenses for tax
purposes. However, the Bill is not limited to production payments hav-
ifig th s effect but would grant the Commissioner broad authority to pre-
scribe regulations specifying both the "existence" and the "amount"
of any production payment which would be subject to this treatment.
Definition of these items should be provided in the statute, but if this
is not deemed feasible, at a minimum, guidelines to be applied in pre-
scribiing regulations should be indicated. Otherwise, attempts might
be made to bring royalty, net profits and other arrangements into the
ambit of production payments.

Section 501(c) (1) of the Bill applies to expenditures which are
made after July 22, 1969 (the day after the House Ways and Moans
Committee approved these provisions). The Committee recommends
that the language of new section 615(h) be changed to read "which are
paid or incurred after July 22, 1969" to conform with section 617 of
the Code (as amended by section 501(c) (2) of the Bill). The Committee
also recommends that the parenthetical description of section 617 of
the Code contained in section 501(c) (1) of the Bill be amended to read
"(relating to the deduction and recapture of certain mining exploration
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expenditures)" in order to conform with the new caption contained in
section 501(d) of the Bill.

The Bill does not include the tentative proposal of the House
Ways and Means Committee to remove the capital gains treatment
presently available to the owners of coal and domestic iron ore roy-
alties under section 631(c) of the Code. The Committee believes that
this special capital gains treatment should either be extended to all
similar royalties or replaced by a direct subsidy to the iron ore and
coal industries.

CEARITABLz REmA NDER TRUSTS

Sections 201(e), (f), (h) and (i) of the Bill, §§ 170(h), 664, 2055(e),
2106(a) and 2522(c) of the Code

Substantive Provisions

These sections of the Bill would disallow income, gift and estate
tax deductions for charitable remainder interests unless the interest is
in the form of a remainder interest in a trust which is a "charitable
remainder annuity trust" or a "charitable remainder unitrust" as
defined in the Bill. These definitions are quite narrow and specific, and
would incorporate entirely new concepts into the Code.

The House Report (pp. 58-60) bases this change on the assertion
that in the usual trust where the income is payable to an individual with
the remainder to charity, it is possible under present law to favor the
income beneficiary over the remainderman "by means of manipulating
the trust's investments".

On the other hand, the changes proposed in the Bill are revolu-
tionary in nature. By far the vast majority of trusts with which the
members of the Committee have had any contact are neither "charitable
remainder annuity trusts" nor "charitable remainder unitrusts".
Were this proposal to become law, it would be necessary for lawyers
to review all their existing wills and trusts of living donors to revise
if possible any of those which contain charitable remainder trusts of the
common variety providing income to an individual for life and re-
mainder to charity. While experienced and sophisticated tax attorneys
may be able to do this in time, the measure would create a trap for
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the unwary in the case of practitioners who are not particularly familiar
with the intricacies of the tax law, especially since it would require a
revision in what has been fundamental practice in drafting trust agree-
ments and wills for many years.

The Committee recognizes that one aim of the Bill is to sim-
plify the problem of valuing charitable remainders. However, the
valuation rule that would be required under the Bill, as outlined in the
House Report, would be novel and highly complicated. The Committee
believes that a more direct effort to presojibe realistic valuation rules
under the existing regulation authority, including an attempt to equate
them to the expected investment of the trust assets, would be a wiser
approach, It is noted that areas other than charitable deductions are
subject to the same abuses under the .present valuation rules.

Effective Dates
The Bill would apply for income and gift tax purposes to transfers

made after April 22, 1969, which was the date of the Nixon Adminitra-

tion proposals in the area of tax reforms, although the Nixon Adminis-
tration proposals did not include this proposal. The Treasury Report
of September 30, 1969 recommended changing the effective date for
income tax purposes to August 2, 1969. The Committee agrees with
this change and urges that it be adopted for gift tax purposes too.
Under the circumstances,, to apply on April 22, 1969 effective date
would be unconscionable.

The $111 applies in the estate tax area to decedents dying after the
date of enactment. This date or even the August 2 date would be
unfair since it would require the changing of wills prior to the enact-
ment 'of legislation without knowing exactly what that legislation will
cntain. The Treasury Report of September 4, 1969 recommended an
eif,.tive date of December 31, 1970 for this reason, and the Com-
niftee concurs with this recommendation.

The September 4 Treasury Ieport also' recommended that the estate
tax provsi0ns should not apply to trusts "heretofore" created thatL

canuot be amended The Committee agrees, but it also believes they
should not apply until December 31, 1970 to revocable trusts created
prior to August 2, 1969 or to trusts created under the will of a decedent
Wo ies before December 31, 1970. ,
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Charitable Deductions for Trusts and Estates
Section 642(c) now provides, in the case of a charitable remainder

trust or estate, that there shall be allowed a charitable deduction for
"any amount of the gross inconle, without limitation, which pursuant
to the terms of the governing instrument is, during the taxable year,
paid or permanently set aside" for charity. Section 201(f) of the
Bill would delete the words "or permanently set aside", with the
result that, unless the trust was exempt as an "annuity trust" or a
"unitrust" under the new definitions, the charitable remainder bene-
ficiary would lose 25% (or more if the capital gains tax is raised) of
the capital gain, which would be paid in Federal income tax under the
Bill, rather than being set aside for the charity.

As a matter of public policy, it is questionable whether such a
provision should be enacted. If the proposed section is enacted, how-
ever, a step-up in basis to fair market value oii the date of enactment
should in fairness be included in the Bill since the Bill taxes all
capital gains realized and set aside for charity after the date of enact-
ment of the Bill. (Bill § 201(j) (6)) Such a step-up in basis is provided
for in section 101(a) of the Bill with respect to the 7127 (2% under the
Administration proposal) tax on the income of private foundations.
Section 101(a) of the Bill provides that "in determining net capital
gain or loss [for purposes of the 7/2% tax]-(A) The basis of
property held by the private foundation on December 31, 1969 and
continuously thereafter to the date of its disposition shall lie deemed
to be not less than the fair market value of such property on Decem-
ber 31, 19690"

Because of the apparent oversight ii section 201(f) of the Bill
in not providing a step-up in basis, fiduciaries of charitable remainder
trusts and estates may be compelled before the Bill is enacted either
(1) to cross their entire portfolios (i.e., selling and repurchasing within
a short time the same stock) in order to insulate current appreciation
from the proposed capital gains tax under amended section 642(c) or
(2) to diversify their entire portfolios for the same reason.

Under section 201(i) of the Bill, "annuity trusts" and "unitrusts"
would be exempt from income tax. Section 201(j) (8) of'the Bill states
in effect that the amendment exempting unitrusts and annuity trusts
"shall apply to transfers in trust made after the date of enactment of
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the Act." Such amendment, if retained in the Bill, should apply to
transfers in trust made at any time.

RzPAL OF TUB UNLIMITED CB mTABLE DrauonoN
Section 201(a) of the Bill, § 170(b) (1) (C) of the Bill

Present law allows a taxpayer an unlimited charitable contribution
deduction for any year if in 8 out of the 10 preceding taxable years
the total Of the taxpayer's charitable contributions plus income taxes
(determined without regard to the tax on self-employment income)
exceeded 90 percent of his taxable income (computed without regard
to the charitable Contributions deduction, personal exemptions, and loss
carrybacks).

Under the Bill the unlimited charitable contributions deduction
would be eliminated for years beginning after 1974, with interim
reductions up to 1974.

The Committee expresses no opinion as to whether or not the
umlimitel deduction should be repealed. It notes, however, that persons
with small incomes, as well as the few publicized cases of those with
high incomes-would be 'affected by the repeal. It also notes that even if
the untaxed appreciation on property given to charities is eliminated
from the L.T.P. and allocation of deductions I accordance with the
Treasury Reports, the allocation of deductions proposal is likely to have
a very severe impact on persons with large incomes who are taking
advanfage of this provision, anol may thus eliminate or substantially
reduce the abusek that have caused public concern. If contrary to the
Treasury Reports the appreciation element in charitable gifts of prop-
0tty is'retained as an t.T.P. for purposes of the limit on tax prefer-
ences and the allocation of deductions provisions, or even allocation of
deductions alone, the effect oii such persons would be even more severe.

AcCUmtnLATroN Tausms, MULTIPLE_ TRUSTS, ETC.

Sections 341 and' 342 of the Bill, §§ 665-669 and 667 of the Code

Uimited Throwback

Section 341'of the Bill provides that in the case of accumulation
trusts (including multiple trusts) the distributees are to be taxed on
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distributions of accumulated income in substantially the same manner
(as near as may be) as if the income had been distributed to the dis-
tributees when it was earned by the trust. The taxes paid by the trust
on the accumulated income in effect will be considered paid by the
distributees for this purpose.

The Bill would eliminate the 5-year limitation of present law which,
except in the case of distributions from a foreign trust created by a
United States person, taxes the distributee only on that part of the
distribution of accumulated income which represents income earned by
the trust in the five years immediately prior to the distribution. The
Bill, in effect, also eliminates all the exceptions to the throwback rule
under present law (including the exception for income accumulated
prior to the beneficiary's attaining the age of 21 and the exception for
a final distribution of the trust made more than nine years after the
last transfer to the trust).

In determining what portion of a distribution by a trust represents
a distribution of accumulated income, the rules will continue to be sub-
stantially the same as under present law.

Under the Bill the tax liability of the distributee on the accumulated
income may be computed, at the election of the beneficiary, either accord-
ing to the "exact" method, which in some cases would require preserva-
tion for many years of income tax returns of the trustee and the
distributee, or according to a "shortcut" method.

Under the shortcut method the tax, in effect, is averaged over the
number of years in which the income was earned by the trust. First
a fraction of the accumulated income is included in the distributee's
income for the year of distribution and for each of the two immediately
prior years. Thus, if the accumulated income is attributable to ten
years, then one-tenth of the amount distributed would be included in the
income of each of such three years. An average yearly additional tax
for the 3-year period is determined and that amount is then multiplied
by the number of years to which the trust income relates.

While the Committee recognizes that any shortcut method of
necessity has to be arbitrary, it believes it would be fairer to employ a
5-year period ending with the year immediately prior to the year of
distribution, rather than a 3-year period ending with the year of dis-
tribution. The distributee's income for the year of distribution can be
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expected to be abnormally high, as compared with his income for previ-
ous years, because of the income received by him upon the distributed
amount subsequent to the distribution.

The-Committee is far from clear as to how it is proposed, under
the shortcut method, to determine the amount of tax which had been
paid by the trust on the accumulated income; the Bill would seem to
require that an exact method be used to determine this. Presumably,
if the distributee is unable to prove the amount of such tax payment by
the trust for some years, the distributee will suffer. In view of the
probable loss in many cases of all records as to the amount of taxes
paid by the trust on the accumulated income for some years, the
Committee recommends that the distributee be permitted to take into
account the taxes paid by the trust on such income for the 3 or 5-year
test period and then proceed to compute the taxes paid by the trust
for the period of accumulation on the basis of a formula using such

Income for Benefit of Grantor'i Spouse
Section 342(a) of the Bill would amend section 677 of present law

which makes the income of a trust taxable to the grantor when it is
earned if the income of the trust, without the approval or consent of any
adverse party (such as the income, the beneficiary or the remainder-
man), is, or in the discretion of the grantor or a nonadverse party, or
both, may be, (1) distributed to the grantor, (2) held or accumulated
for future distribution to the grantor, or (3) applied to pay premiums
on policies of'insurance on the life of the grantor. ' The amendment
would change the term"''grantor"' to read "grantor or the grantor's
spouse"where section 677 (a) refers to income which may be distributed
tO or for the benefit of "the grantor". Thus, a grantor would be
taxed on the income of a trust whenit is earned if it may, without the
intervention of an adverse party, be (1)' distributed to the grantor or to
his spouse; (2) held or idccuniiiated for 'future distribution 'to the
grantor or to his spouse; Ior (3) applied to the payment of premiums
on policies of inbitrance on'the life of the grantor or of his spouse.

The tfouse Report states (et p. 97) that this provision "is not to
apply where another provision of the Code requires the wife to include
in her gross income the income from a trust", but section 342 does not
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explicitly so provide. Subject to clariflation of this, the Committee has
no objection to the provision. This change would not be limited to
accumulation trusts, but it does not seem inappropriate to tax the
grantor on income which can be distributed to his spouse even though
it is actually distributed to another beneficiary (such as children).

RwL ESTATE DwimcATIoN

Section 521 of the Bill, §§ 167 and 1250 of the Code

Section 521 of the Bill would amend section 167 of the Code to pro-
vide that new section 1250 property (other than certain residential
property) would not be eligible for either the double declining balance
method or the sum of the years-digits method of depreciation unless:

1. construction commenced before July 25, 1969; or
2. a written contract With respect to any part of the construc-

tion or for permanent financing was entered into before July 25,
1969.

In the case of used section 1250 property, depreciation would be
limited to the straight-line basis as to acquisitions after July 24, 1969.

Section 1250 would be amended so as to make recapture applicable
to all depreciation deductions in excess of allowable straight-line depre-
ciation after July 24, 1969.

Under the Treasury Report of September 30, 1969, a percentage
reduction in the amount of excess depreciation recaptured with respect
to sales of new residential housing in the hands of the original owner
would be provided. The Treasury also recommended that the recapture
rule of existing law be retained without change for certain Federally-
assisted projects under so-called FHA-221(d)(3) and FHA-236 pro-
grams. The Committee recommends that similar treatment be afforded
to state sponsored residential housing programs.

Section 167 would also be amended by the Bill to provide for elec-
tive 60 month straight-line amortization of rehabilitation expenditures
for low or moderate income dwelling units, not including hotels, motels,
inns or other residences where more than one-half the units are used
on a transient basis.

The Committee has no comment on the policy considerations in-
volved in these changes.
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The Bill fails to make any provision to protect purchases of used
section 1250 property made after July 24, 1969 pursuant to binding
contracts entered into before that date. It would seem unfair to de-
prive such purchases of the tax treatment to which they were entitled
at the time the contract of purchase was entered into. Protection has
been included in the Bill with respect to contracts to construct new
property entered into before July 25, 1969.

Paragraph (3) of the proposed new section 167(j), dealing with
depreciation on newly constructed property, provides that rules similar
to the' rules provided under section 48(h), dealing with suspension of
the investment credit, for treating certain transferees as the trans-
ferors shall be applied. No similar provision is contained in paragraph
(4) of section 167(j), dealing with depreciation for used section 1250
property. No cogent reason exists for this discrepancy. The rules of
section 48(h) involve situations which do not appear to fall within the
abuse sought to be curtailed.

Section 167 (j) (2), as it would be amended by the Bill, would retain
the',for mer rates of accelerated depreciation only for residential build-
ings with respect'to which 80% or more of the gross income is derived
from the use of dwelling units. It would encourage, therefore, only the
construction of buildings which were primarily dwelling buildings,
rather than the construction of dwelling units'' There would be no in-
centive to build dwelling units in buildings where more than 20% of the
income is derived from sources other than dwelling units (as defined),
although such buildings could present a large potential source of living
space.

Construction of mixed-use buildings, including such uses as off-
street parking, shops, consumer services, restaurants, small theatres,
and in some cases, Office space, may offer the most rational use of urban
space. In New York City it has been proposed that dwelling units be
built above a base structure consisting of a school. These uses not only
provide additional amenities for the residents of the area, but also tend
to increase the efficient use of the urban area.

It is recommended that the 80% gross income test (or perhaps a
test based on space would be more appropriate) be used only for 'ho
purpose of determining whether the basis of the entire structure may
be depreciated under an accelerated method. Accelerated depreciation
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should be permitted with respect to all new dwelling units. This can
be accomplished through allocating basis as between dwelling areas and
non-dwelling areas in proportion to the gross income derived from (or,
perhaps more appropriately, the space occupied by) each respective
area. In this connection service type buildings, such as schools, which
are not to be commercially used, should be included in the residential
portion. Failure to make such changes will probably result in com-
plex arrangements to divide ownership of dual-purpose structures by
carving out air rights or other unusual layers of ownership of realty.

MULTIPLE CORPORATIONS

Section 401 of the Bill, §§ 46, 179, 821, 823 and 1561-1564 of
the Code

Getseral
Section 401(a) of the Bill would amend section 1561 of the Code

to provide that each controlled group of corporations shall share a
single $25,000 surtax exemption, a single $100,000 accumulated earnings
credit, and, in the case of life insurance companies, a single $25,000
small business deduction, to be apportioned among the various com-
ponent members of the group equally or in any other manner they
choose, subject to regulations, except that in any case where a corpora-
tion has a short taxable year which does not include a December 31,
it will receive a fractional surtax exemption equal to $25,000 divided
by the number of corporations in the group on the last day of the short
taxable year and a similar fraction of the accumulated earnings credit
or small business deduction for life insurance companies. Section
1562, allowing such a group to elect multiple surtax exemptions,
would be repealed.

Section 401(a) would be fully effective for taxable years com-
mencing after 1975. In the interim, percentage reduction would be
provided by section 401(b) of the Bill.

Section 46(a) (2) of the Code limits the investment credit to 50%
of the tax liability in excess of $25,000 (25% during a suspension
period). Section 46(a) (5) requires that the $25,000 be apportioned
among the members of an affiliated group, but the term "affiliated
group" is used here only to apply to the parent-subsidiary relation-

33-865 0 - 69 - pt. 2--47
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ship as defined in section 1504 (dealing with consolidated returns).
Section 401(e) of the Bill would modify section 46(a)(5) to cover all
controlled groups within the meaning of section 1563, as amended by
the Bill, which includes brother-sister groups. The $50,000 limitation
on "used Section 38 property" is also limited under present law in
the case of affiliated groups within the meaning of section 1504, but
"more than 50%" is substituted for "at least 80%" for this purpose.
Section 401(e) of the Bill would redefine the meaning of "affiliated
group" in section 48(c)(3)(C)' to conform to the definition of "con-
trolled group" in section 1563 although it would retain the 50% rule.

There is no explanation in the 1962 Committee Reports why an
80% rule was used in defining an affiliated group for the purpose of
limiting the investment credit, but a 50% rule was used with respect
to the limitation on used property, nor is there any explanation why
the distinction should be perpetuated. Certainly, few, if any, enter-
prises in the 50% to 80% area would form multiple corporations
merely to avoid the $50,000 limitation on used section 38 property,
especially in view of its imminent repeal. If anything, such an enter-
prise is more likely to form multiple corporations to take advantage
of the full credit for the first $25,000, yet this is not covered.

Section 179 of the Code allows an additional $10,000 deduction for
first year depreciation. Section 179(d) (6) requires that this limitation
be apportioned among the members of an affiliated group, as defined
in section 1504 except that "more than 50%" is substituted for "at
least 80%". Section 401(f) of the Bill would substitute the concept
of a controlled group, as used in section 1563, as amended, but with
the retention of the 50% rule.

Section 821(a)(1) imposes a tax on mutual insurance company
(other than life or marine) taxable income at a rate of 22% or, if less,
-it 44% of the taxable income in excess of $6,000. In section
821(c)(1)(A), which imposes an alternative tax fer certain small
mutual insurance companies, a $3,000 deduction is allowable. Under
section 501(c)(15), if a mutual insurance company (other than life
or marine) has gross investment and premium income of less than
$150,000 (with certain other adjustments), it is completely exempt from
tax. Section 401(g) of the Bill would require a controlled group of cor-
porations' within thl meaning of section 1563 to apportion each of these



1641

dollar amounts ($6,000, $3,000 and $150,000), and certain other amounts
pertaining to the computation of the taxes on such companies.

Definition of "Controlled Group"
A "controlled group of corporations" is currently defined in sec-

tion 1563(a) essentially as an 80% parent-subsidiary chain, a brother-
sister group 80% of whose stock is owned by a single individual, trust
or estate, or a combination thereof. Certain stock held by employee
benefit trusts and corporate employees, and in a brother-sister group,
by a principal (5%) stockholder, other than 50% owner, is excluded
from the computation. Constructive ownership rules are set forth in
section 1563(e).

Section 401(c) of the Bill would redefine a brother-sister group.
A group would exist if there are five or fewer individuals, trusts or
estates who own the requisite 80% of the stock, but only if such
persons also own 50% oF the stock, taking into consideration only
the stock which is owned in identical proportions in all of the
corporations.

The House Report and the Treasury Department's recom-
mendations give the following as an example of the rule dealing with
50% of the stock owned in identical proportions: A owns 70% of X
corporation and 30% of Y corporation; B owns the rest of the stock
of the two corporations. A controlled group exists because together
they own 80% and, counting only the 30% each owns in both X and Y,
they own 60%. If, however, A owned'80% of X and 20% of Y, and B
owned the rest, there would not be a controlled group, since only 40%
was owned in identical proportions. The policy for distinguishing the
two situations is unclear.

How is a group to be ascertained in the following situation:
Corp. Corp. Corp.

Stockholders X Y Z
(Individuals) (M) (%) (%)

A ...................... 50 40 10

B ......................... 40 10 50

C ......................... 10 50 40

100% 100% 100%
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A, B and C ineet the 80% test with respect to corporation X, Y and
Z, but only have 30% of the stock, considering only identical holdings.
Thus, X-Y-Z is not a controlled group. Yet considering only X and Y
as a group, and ignoring Z, A owns 40% in both, and B and 0 own
10% each in both, for an aggregate of 609, so X-Y is a controlled
group. However, the same can be said for X-Z, or Y-Z. Hence, X-Y,
or Y-Z, or X-Z is a two member controlled group, but not X-Y-Z. One
corporation should get a full surtax exemption, and the other two
should share another, but which one, if any, gets the full exemption?
Perhaps X, Y and Z should each have one-half of a $25,000 surtax
exemption, adding up to three-halfs in the aggregate. Either solution
is far from being a satisfactory interpretation of the statute, and
similar solutions may be even more impossible to reach in more com-
plicated matrices.

No changes in the constructive ownership rules under section 1563
are proposed in the Bill. Under these rules, stock ownership is not
attributed from a parent or adult child unless the individual already
owns 50% of the stock, or from a spouse if the individual owns no stock
of, and is not a director or employee of, the corporation, does not
participate in its management, the stock is not subject to certain
restrictions which run in favor of the individual or his children, and
the corporation derives not more than 50% of its income from royalties,
rents, dividends, interest and annuities. Thus a sophisticated taxpayer
can avoid the rules by having one corporation in his name, another
in his wife's, and possibly others owned by his parents or children.
.The exception for attribution from a spouse has been justified in the
past on the grounds that many wives own their own businesses, but
there is no requirement that the two businesses be unrelated to each
other.

Policy Considerations

The legislative history indicates that the surtax exemption was
designed to help small businesses, but nowhere in that legislative
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history is there any analysis of what constitutes a small business. The
BiU's definition of a controlled group in terms of corporations owned
by five or fewer individuals who have an 80% interest in the venture
does not accomplish this. Nor does the second part of the test, 50%
ownership counting only stqck owned in identical proportions. In-
deed, the failure to attribute stock owned by a spouse, or by adult
children or parents except where the individual in question already
owns 50% of the corporation before such attribution, would permit
extensive avoidance of the proposed new restrictions.

It would be advisable to consider an entirely different means of
securing the desired result.

MOVING ExPzNSzS

Section 231 of the Bill, §§ 82 and 217 of the Code

The proposed amendments, while enlarging somewhat the kind of
"moving expenses" which are deductible, would eliminate the exclusion
under existing law for reimbursed expenses and would increase the
itmileage test" from 20 to 50 miles.

In eliminating the reimbursement of expenses, it is believed that
the proposal is moving in the wrong direction. When an employer
reimburses an employee's expenses, there is a self-policing mechanism
and the additional convenience to the Internal Revenue Service of
accumulating similar expenditures in the same place for auditing pur-
poses. Administrative convenience would not be served by making it
necessary for these expenses to appear on the individual employees'
returns in order to be deductible.

No justification for increasing the mileage test is given in the
House Report, and it seems particularly inappropriate at the present
time when a large portion of employee moving is occasioned by the relo-
cation of businesses from urban to suburban areas.
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PRIVATE FOUNDATIONS

Section 101 of the Bill, §§ 170, 501, 506-509, 4941-4947, 6033, 6034,
6104, 6652 and 6684 of the Code.

General

The Bill would subject private foundations to a series of seven new
levies of which two would be called income taxes and five would be called
excise taxes. A simplified outline of the new imposts follows:

Code I Tax

506 7%' Tax on Net Investment Income (the Treasury
Reports recommend 2%)

507 Tax on Termination of Private Foundation Status:
either

(a) Aggregate tax benefits since 1913 or
(b) Value of net assets

4941 Taxes on "Self Dealing"
5% of amount involved, on Self Dealer
2%% on Foundation Manager
200% on Self Dealer if not corrected
50% on Manager (not in excess of $10,000) if not

corrected

4942 Taxes on Failure to Distribute Income
15% of undistributed income
100% if not "corrected"

4943 Taxes on Excess Business Holdings
5% of excess holding
200% if not corrected

4944 Taxes on Investments which Jeopardize Charitable
Purposes

100% on Foundation
50% on Manager

4945 Taxes on Taxable Expenditures (Propaganda, elec-
tioneering, lobbying, etc.)

100% on Foundation
50% on Manager
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All of these levies, except possibly the tax on net investment
income, are frankly regulatory devices rather than taxes imposed
for the purpose of producing revenues. Indeed, the excise taxes are
described in the Holise Report as providing "a graduated series of
sanctions,"' "a graduation of sanctions," "a series of sanctions,"
"limited sanctions," "more effective sanctions." (H.R. Rep. No.
91-413 (Part 1) 21, 25, 30, 31, 33)

The Committee has in general serious reservations concerning the
wisdom or propriety of the wholesale inclusion of purely regulatory
provisions in the Code. In general, it is felt that the Code should con-
line itself to tax matters, leaving to other titles the provision of systems
of regulation with appropriate penalties and fines. There is some
theoretical justification for inclusion in the Code of the approach
adopted in section 507 of recovery of tax benefits arising from tax
deductions allowed and income treated as exempt if it appears that
funds with respect to which such benefits were allowed are not in fact
used for the approved charitable purposes. A fair and reasonable
provision along this line might be worked out, although as noted below
the Committee does not believe that section 507 as now proposed is
either fair or reasonable.

As for the "excise taxes," they are in fact penalties or fines and
it is believed that in must cases the penalty will turn out not to fit the
crime. More appropriate penalties could obviously be fixed in each
case by appropriate proceedings before a court and the Bill in effect
assures that such penalties, in addition to the penalties provided in the
bill, will be levied under local law. Under proposed section 508 a pri-
vate foundation would be required to amend its governing instrument
to prohibit actions which would incur liability for the new excise taxes.
If in fact such taxes are incurred, then under proposed section 6104
(section 101(e) of the Bill) the appropriate state official is to be noti-
fied. Since the action giving rise to tax liability will have been a
violation of the governing instrument, there will be a breach of fiduciary
duty and the state official, being on notice, will undoubtedly take appro-
priate action, including possibly action to require the guilty person to
restore to the foundation the amount of any excise tax incurred.

The Committee believes that the penalty provisions raise serious
questions of due process and the exercise of Federal powers, including
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the broad question of whether the granting of tax exemption may
appropriately be used as a basis for the levying of penalties and fines
unrelated to the tax benefits accorded and in respect of acts which are
otherwise innocent. While there may be other grounds on which the
Federal regulation of private foundations can be justified, such as on a
showing that their activities have interstate effect, the Bill does not
purport to justify or apply the penalties on such other grounds. There
also appear to be serious procedural due process questions, such as
whether, if a manager is to be fined (under the guise of a "tax") for
engaging in a particular act, the burden of proof should be shifted to
the government. As a policy matter, puch penalty provisions may make
it extremely difficult to persuade resposible persons to act as trustees
or managers.

The Committee accordingly disapproves the "graduated series of
sanctions" approach of the Bill and suggests that some other approach
be considered. It might be fruitful, for example, to consider whether
at least in some cases the income tax deduction in respect of a gift to a
private foundation should be deferred until the foundation applies or
in some way irrevocably commits the gift to a specific charitable
project.

Tax on Private Foundation Investment Income

(a) Imposition of Tax

It has been brought to the Committee'3 attention that the levying
of an income tax on private foundations may jeopardize their status
as tax-exempt organizAtions under the laws of certain foreign countries
where such status is dependent on their being treated as tax exempt
under United States law. It has been suggested that if a tax measured
by income is imposed, various states and localities may regard private
foundations as no longer tax-exempt in nature.

One of the reasons alleged for imposing the tax on investment
income is to defray the cost of the vigorous and extensive administra-
tion believed to be needed in order to provide appropriate assurances
that private foundations will promptly and properly use their funds for
charitable purposes. The House Report accordingly concludes that
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the tax may be viewed as being in part a user fee. (H.R. Rep. No.
91413 (Part 1) 19)

Under these circumstances, it is suggeed that the possibility be
considered of changing the tax to a "user fee," imposed as an excise
tax on capital rather than income, which might make it possible for
private foundations to maintain the position for purposes of foreign
law and state and local law that they continue to be tax-exempt organi-
zations under United States law.

(b) Net Investment Income Defined

The brief definitions under proposed section 506(b) may not be
broad enough in scope to cover all items of income which should probably
be included in the tax base. Thus, for example, gains in the amount of
the original issue discount under section 1232 from the exchange or
retirement of bonds and other evidences of indebtedness issued at a
discount are presently treated under the Code as gains from the sale or
exchange of property which is not a capital asset. They would there-
fore appear to be excluded from the definition since they would con-
stitute neither gross investment income nor net capital gain. Under the
proposed revision of section 1232, the ratable monthly portion of origi-
nal issue discount to be included in income is still not specifically desig-
nated as interest. (See the reference to a special ruling at 4 CCH 1969
Stand. Fed. Tax Rep. [ 4147.022, holding that the excess of proceeds of
bankers acceptances and commercial paper over cost is not interest.)
In addition, the capital gains to be taken into account are only those
arising from the sale or other disposition of property used for the
production of interest, dividends, rents, and royalties, and property
used for the production of unrelated business income. GaiLs such as
those from the sale or exchange of nondividend paying stock or un-
developed real property would apparently be excluded.

A better approach might be to frame the definition of gross invest-
ment income in terms of other well established and long used provisions
of the Code, such as those defining fixed or periodical income subject
to the 30% withholding tax under sections 871 and 881 of the Code,
with such exceptions and additions as might appear appropriate. With
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respect to capital gains, it appears that the approach might be to include
all capital gains with certain exceptions such as gains on the sale of
facilities used by the private foundation in direct furtherance of its
charitable purposes and gains on the satisfaction of pledges of support
to organizations specified in proposed section 170(b) (1) (B) by trans-
fers to such organizations of appreciated property.

Tax os Termination of Private Foundation Status

The Committee recognizes that it may be appropriate to recover
the tax benefits derived from classification as a section 501(c) (3) or-
ganization to tho extent that funds are not in fact used for the purposes
for which charitable deductions and tax exemptions were allowed. If
this is the rationale, the remedy proposed is excessive since it may be
assumed that the assets or at least the income of the foundation must
still be used for what at common law are basically charitable purposes.
The reason for voluntary or involuntary disqualification may, for ex-
ample, simply be that the foundation finds that furtherance of its char-
itable purposes requires a certain amount of support of appropriate
legislation and plans to spend a modest amount for this purpose while
the rest of its funds will continue to be used for approved charitable
purposes.

At the very least, it seems that the foundation should be allowed
a credit based on amounts in fact spent for approved charitable pur-
poses. Note that if there is no credit a foundation of some years stand-
ing which has commendably spent its income and any capital apprecia-
tion on charitable grants may be wiped out by the interest charged on
the tax benefits alone, while one which has hoarded its funds may be
able to pay the tax and come off relatively well.

In any event, the Committee considers that the requirement that
the foundation surrender all its assets if it fails to prove the amount
of tax benefits derived by itself and its substantial contributors for
past years back to 1913 raises a serious question of due process of law.
It is patently unfair to require at the present time the production of
records of events which may have to go back over more than half a
century, during which time there was no notice to anybody of a require-
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ment that ancient records be kept. In order to avoid the imputation
of unfairness, the recovery of tax benefits should be limited to F period
no longer than it is reasonable to suppose that tax returns and other
records may be kept in the ordinary course. It might, for example, be
argued that it was not unreasonable to base a lax on the aggregate tax
benefits realized during the five years preceding the change of status.

Under proposed sections 507(c) and (d), the value of assets, meas-
uring the amount of the tax unless it can be shown that the aggre-
gate tax benefit is less than the value of assets, is the higher of the
value on the first day on which action is taken by the foundation which
culminates in its ceasing to be a section 501(c)(3) organization or
the day on which it ceasc4s to be a section 501(c) (3) organization. More-
over, for the purpose of determining liability for tax, the tax is deemed
to be imposed on the first day on which the above action is taken. The
House Report states that this provision is intended to permit the re-
covery of the value of transferred assets under chapter 71 of the Code,
relating to liabilities of transferees and fiduciaries. It is the view of
the Committee that such liabilty is not warranted to the extent that
assets have been transferred in pursuance of legitimate charitable
purposes.

Section 507(e) (2) would permit the Secretary to abate the tax if
the private foundation, in view of the voluntary or involuntary ter-
mination of its status as a section 501(c) (3) organization, distributes all
of its assets to one or more organizations specified in proposed section
170(b) (1) (B) (churches, schools, hospitals, publicly supported chari-
ties, etc.) which have been in existence for five years. In view of the
fact that under these circumstances the assets transferred will be
devoted to approved charitable purposes, the Committee sees no pur-
pose in giving the Secretary any discretion with respect to the abate-
ment or requiring that the donees have been in existence for any
particular length of time.

Special Rules with Respect to Section 601(c) (8) Organizations

Under paragraph (1) of proposed section 508 (g), the governing
instrument of a private foundation must require the foundation to
distribute its income for each taxable year in such manner as to avoid
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the tax on undistributed income under section 4942. Under section
4942, the amount treated as undistributed income for purposes of the
tax may in fact not be income at all but a percentage of fair market
value of assets. In order to avoid ambiguity, it would therefore seem
preferable to require the governing instrument to provide for distri-
bution of amounts sufficient to avoid the tax under section 4942 without
reference to whether such distributions are out of income or principal.

Under this subsection, a private foundation "shall not be treated
as an organization described in section 501(c)(3) which is exempt
from taxation under section 501(a)" unless its governing instrument
includes certain required provisions. On the other hand, an organiza-
tion organized before January 1, 1970 "shall not cease to be treated
as an organization described in section 501(c) (3) because of a failure
to comply" with this requirement. A possible interpretation is that a
pre-1970 private foundation which fails to comply remains a 501(c) (3)
organization, contributions to which may be deductible, but becomes
subject to tax on its income. It seems unlikely that this was the intent
and the provision should be clarified.

"Private Foundation" Defined

"Private foundation" is defined generally to include any organiza-
tion described in section 501(c) (3) with stated exceptions. The defini-
tion, fails to exclude foreign organizations although elsewhere it is
assumed that foreign organizations do not come within the category.
Thus, in section 4942(g) (1) (A) (iii), a qualifying distribution for pur-
poses of the excise tax on the failure to distribute income does not
include a contribution to "an organization which would be a private
foundation if it were a domestic organization."

It can scarcely be the intent to apply all the different categories
of income and excise taxes to foreign foundations and the failure to
exclude them appears to be an oversight.

Taxes on Self-dealing

If taxes are to be imposed on acts of self-dealing between dis-
qualified, persons and foundations, a reasonable measure of the tax



1651

might be the amount of benefit conferred on the disqualified person.
No such reasonable standard is applied in any general way by section
4941. It is true that in the case of excessive compensation, the measure
of the tax is the amount regarded as excessive. In the case of services
rendered or property loaned by the foundation, the intent is probably
to measure the tax by the value of the services or the value of the use
of the property. However, in the case of a sale of property by a dis-
qualified person to a foundation, no reasonable measure is applied.
Apparently the tax is to be imposed even though the sale is at a
bargain price. Section 4941(e)(2) defining the term "amount in-
volved" states that it is the greater of the amount of money and the
fair market value of the other property given or the amount of money
and the fair market value of the other property received. According
to Part 1 of the House Report (p. 23), this is the greater of the value
of what the foundation gave or what it received. According to Part 2
of the House Report (p. 9), the amount involved is the greater of the
amount of money and the fair market value of the other property given
to or received by a disqualified person in a self-dealing transaction.
A more natural reading might be that the amount involved is the
greater of the amount given to the foundation or received by the dis-
qualified person. Any interpretation may leave the question of
whether what was given or received was the net value of the property
after subtracting the value of what was received or given. In any
event, there is not necessary relation whatsoever in such provisions
between the measure of the tax and the value of any benefit conferred
on a disqualified person.

(a) Initial Taxes

Paragraph (1) of section 4941(a) imposes a 5 percent tax on the
participation of a disqualified person in an act of self-dealing and
paragraph (2) imposes a 2Y2 percent tax on the participation of a
foundation manager in an act of self-dealing. Section 4946(a) defines
the term "disqualified person" to include a foundation manager.
Accordingly, both taxes would appear to apply cumulatively to a founda-
tion manager who participates in an act of self-dealing whether or not
he participates on his own account. It is not believed that this is the
intent.
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(b) Additional Taxes

As in section 4941(a), under section 4941(b), both the taxes on
disqualified persons and on foundation managers would literally apply
to a foundation manager.

(c) Self-dealing

The special rules in section 4941(d) (2) should exclude from the defi-
nition of self-dealing the furnishing of goods, services or facilities by
a foundation to a disqualified person in connection with personal serv-
ices rendered to the foundation by the disqualified person.

Taxes on Failure to Distribute Income

(a) Adjustment of Distributable Amount Where Distributions
During Preceding 5-year Period Have Exceeded Income

Section 4942(i) in effect provides a 5-year carryover for distribu-
tions in excess of income. It is not clear whether distributions by
existing foundations in years prior to 1970 may be taken into account
for purposes of the carryover. In addition, it appears that new founda-
tions which make distributions in excess of income in their early years
should have the benefit of the carryover. It is recommended that the
provision be revised to permit the carryover from years prior to 1970
arr' further to permit the carryover if the aggregate qualifying distri-
butions for such part of the 5-year period as the foundation has been
in existence exceed the distributable amounts.

(b) Operating Foundation

The Committee is concerned that the definition of operating founda-
tion may not be broad enough to cover all cases in which the contributor
should be allowed a qualifying distribution. The first requirement for
meeting the definition, that substantially all of the income must bo
expended directly for the active conduct of the activities constituting
the purpose or function for which the operating foundation is organized
and operated, appears to be an appropriate test. The second require-
ment is met if either (i) substantially more than half of the assets
are devoted directly to the charitable activities or (ii) substantially
all of the support is normally received from five or more exempt organi-
zations not under common control with the recipient or from the gen-
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eral public and not more than 25 percent of the support is normally
received from any one such exempt organization. An active foundation
which has such an endowment that more than half of its assets cannot
be devoted directly to charitable activities may therefore be excluded
because of the nature of its source of support. The statute takes a
most indirect approach to what appears to be the real concern: that
contributions from other private foundations be expended promptly.
It is recommended that this problem be met by a direct requirement
that not only income of an organization seeking to qualify as an operat-
ing foundation be expended for its charitable purposes but that sub-
stantially all contributions received from private foundations also be
expended in the current or next succeeding year.

Taxes on Excess Business Holdings

Section 4943 imposes an initial tax at the rate of 5 percent and an
additional tax at the rate of 200 percent of excess business holdings of
a private foundation, as defined in the section. Where disqualified per-
sons control the business and, in the case of an incorporated business,
own 20 percent or more of the stock, the private foundation must dis-
pose of all but 2 percent of the stock. Moreover, except in the case
of holdings owned on May 26, 1969, the disposition could not be by sale
at fair value to the disqualified persons without attracting the tax on
self-dealing. The statute would provide a 10-year period to dispose of
present holdings or holdings acquired under the terms of a will exe-
cuted on or before July 28, 1969 and a 5-year period to dispose of other
excess holdings acquired by gift or bequest.

The Committee is concerned that in some cases the disposition may
not be possible within the 10-year period or the 5-year period, at least
without substantial loss to the foundation. Such a case might arise,
for example, when the only practical occasion for the foundation to
realize a fair price would be to join in a negotiated or public sale of
the controlling interest by the disqualified persons who had contributed
to the foundation. The disqualified persons may, however, not desire
to or have an appropriate opportunity to sell within the required
period.
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It is accordingly recommended that a provision be added permit-
ting the Secretary or his delegate to extend the period beyond 10 years
or 5 years in cases of hardship.

Taxes om Taxable Expenditures

Section 4945 provides penalty taxes on taxable expenditures made
by private foundations, to be levied against the foundation at the rate
of 100 percent of the amount of the expenditure and against the founda-
tion manager, who knowingly agrees to the expenditure, at the rate
of 50 percent.

(a) Taxable Expenditure

Taxable expenditures are defined in section 4945(b) as follows:

"For purposes of this section, the term 'taxable expenditure'
means any amount paid or incurred by a private foundation-

"(1) to carry out propaganda, or otherwise attempt to
influence legislation,

"(2) to influence the outcome of any public election (in-
cluding voter registration drives carried on by or for such
foundation),

"(3) as a grant to an individual for travel, study, or
other similar purposes by such individual, unless such grant
satisfies the requirements of subsection (e),

"(4) as a grant to another organization (other than an
organization described in paragraph (1), (2), or (3) of section
509(a)), unless the private foundation exercises expenditure
responsibility with respect to such grant in accordance with
subsection (f), or

"(5) for any purpose other than for a purpose specified
ini section 501(c) (3)."

The statement of the Chairman of the Committee on Federal Legis-
lation of the Association of the Bar of the City of New York, which
has already been filed, criticizes these provisions in some detail and the
Committee on Taxation endorses these criticisms. Thus, the Committee
feels that voter registration drives are in general to be encouraged
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and should be penalized only if carried out in a flagrantly selective and
partisan manner. The restrictions surrounding grants to individuals
for travel, study, or similar purposes are so severe that they may well
result in the elimination of such grants by private foundations. The
expenditure responsibility required to be exercised in connection with
grants to other organizations, including the requirement "to gee that
the grant is spent solely for the purpose for which made," is so on-rcs
that many foundations will feel it impossible to make such grants.

Paragraph (1), quoted above, paraphrases the limiting language
in section 501(c) (3). There is, however, a most important difference.
Under section 501 (c) (3), no substantial part of the activities may be
"carrying on propaganda, or otherwise attempting, to influence legis-
lation." Under the taxable expenditures provision, any attempt to
influence legislation which involves an expenditure may attract tax
with no de minimis rule. Moreover, the practical effect may be to
amend section 501(c) (3) since section 508(e) womld provide for termi-
nation of twrr exempt status if there are willful repeated acts or a willful
and flagrwat act giving rise to liability for tax under chapter 42. Termi-
nation of the status would of course trigger the tax on termination
under section 507. In addition, since the governing instrument must
under section 508 be amended to prohibit any acts attracting the chap-
ter 42 taxes, and the appropriate state officials are to be informed,
further penalties will be applied under local law. Finally, the new
section 6684 of the Code (added by section 101(c) of the Bill) would
levy a further penalty equal to the amount of the tax for repeated
liability for tax under chapter 42. Added together, these potential
taxes and penalties, which may be applied as a result of merely minimal
attempts to influence legislation, apply in terrorem tactics to a very
sensitive area involving freedom of expression.

(b) Certain Activities Expressly Included

Section 4945(c) goes on to include as taxable expenditures amounts
paid or incurred in:

"(1) any attempt to influence legislation through an attempt
to affect the opinion of the general public or any segment thereof,
and

33-a6s 0 - 69 - pt. 2--48
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"(2) any attempt to influence legislation through private corn-
munication with any member or employee of a legislative body, or
with ,ny other person who may participate in the formulation of
the legislation,

other than through making available the results of non-partisan analysis
or research."

This gloss on the traditional words "carrying on propaganda, or
otherwise attempting, to influence legislation" would apparently expand
the meaning of that term well beyond the limits set by the present
regulations which deny section 501(c) (3) exemption to "action organi-
zat ions" as well as beyond any limits set by the courts. The Committee
believes that the restrictions on freedom of expression by or on behalf
of charitable organizations under the present statute as interpreted by
the Treasury and the courts approach the limit of advisable or even per-
missible restraint. They can perhaps be justified by pointing out that
the only sanction is withdrawal of the privilege of tax exemption which
need not have been accorded in the first place. There is, however, a
valid counter-argument that the grant or withdrawal of a privilege
should not be used as an instrument to suppress First Amendment
freedoms. The approach of the Bill is especially odious at this time
when Congress and other organizations are urging individuals and
institutions to participate actively in government and politics, and
Congress is considering legislation to finance political parties through
tax deductible contributions. Further, any real inhibitions on "fair
comment" on proposed legislation certainly should not be encouraged.

The provisions of section 4945, taken together with other provi-
sions of the Bill, would first expand to some unknown degree the area
in which private foundations are denied license to express opinion and
then, by a system of compounding penalties, in effect prohibit such
expression within the area. The Committee disapproves the provisions
in question.
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ILLINOIS STATE BAR ASSOCIATION,
October 23, 1969.

Senate Finance Committee,
New Senate Offloe Building,
Wa8heington, D.C.

GENTLEMEN: Enclosed herewith are the views of the Council of the Section on
Federal Taxation of the Illinois State Bar Association, with regard to the
following features in the Tax Reform Bill of 1969, currently before the Commit-
tee: Subchapter S Corporations, Deferred Executive Compensation, Tax Treat-
ment of Charitable Contributions, Income Averaging, Corporate Mergers and
Multiple Surtax Exemption. The absence of comments on other proposals of
the Bill should not be construed to mean that the Section on Federal Taxation
of the Illinois State Bar Association either agrees or disagrees with said
proposals.

Very truly yours,
JOSEPH Z. Sunow, Chairman,

Section on Federal Taration.
STATEMENT OF THE ILLINOIS STATE BA AsSOCIATION, SECTION ON FEDERAL

TAXATxON 19(0-1070

. SUBOHAPrEE S CORPORATIONS

Section 541 of the Tax Reform Bill would limit pension plans for shareholder-
employees of Subchapter S corporations to approximately the same limitations
imposed in this respect on the self-employed under H.R. 10.

This proposed limitation became part of a "package" of changes to the entire
Subchapter S area worked out by the Treasury and a special group from the
Committee on Partnerships of the Section of Taxation of the American Bar
Association which in the aggregate would have made Subchapter S corporations
more nearly taxable as partnerships. The Council of the Section on Federal
Taxation of the Illinois State Bar Association (hereinafter the "Council") is of
the opinion that If an enterprise which is incorporated still wishes to be taxed
as a partnership, then it would seem to be proper for such corporation to accept
the detriments of partnership taxation as well as its benefits. There Is no Justi-
fication for giving this group the best of both the partnership and the corporate
worlds as far as taxation is concerned.

However, Subchapter S corporations are in fact corporations, and the present
provisions of Subehapter S do not entitle such corporations to partnership
taxation. Subchapter S corporations do not presently have all of the benefits of
partnership taxation, and they should not, therefore, be subjected to the same
detriment.

Further the limitations imposed by H.R. 10 are overly restrictive and are
discriminatory. They should not be broadened to another group of taxpayers,
but instead H.R. 10 should be relaxed or even eliminated In favor of rules that
are Identical with respect to both the employed and the self-employed.

In any event the Council believes there should be no limiting amendments to
Subchapter S until the entire revision of that subchapter Is considered by Con-
tcess, and even then any change in the law with respect to pension benefits
should be made a part of a Congressional review of the entire field of pension
benefits and should be enacted If at all as part of a general revision In that area.

U. DETERRED EXECUTIr COMPENSATION

1. Stook Options
The provisions of law governing the taxation of stock options remained sub-

stantially unchanged from the date of their enactment in 1950 until 1964. Con-
gress carefully reviewed the treatment of stock options in connection with the
Revenue Act of 1964, and concluded that stock options were fundamentally sound
as a type of tax-favored incentive for employees. However, it did conclude that
the rules applicable to such options should be tightened in several important
respects. For example, the period in which an option may be exercised was
shortened from 10 to 5 years, the period that stock must be held after an option
is exercised was lengthened from as little as 6 months to 8 years, and the minf-
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mum option price was raised from 85% to 100% of the fair market value of the
stock at the date the option is granted.

The Council believes that the stock option provisions are basically working
in the way intended, and that there are no evidences of abuse Which would
require another reexamination so soon t ter the extensive revisions made in 1964.
Some have argued that the stock option provisions are an unwarranted tax
incentive and should be repealed. This argument has been made since the stock
option provisions were included in the law in 1950, and was rejected by Con:
gress when it reviewed the treatment of stock options in 1964. Others argue
that certain of the 1964 amendments, for example the 5-year limit on the period
in which an option may be exercised, are too restrictive. However, the Council
believes that more experience Is needed under the 1964 amendments and that
it would be premature to again revise them at this time.
2. Restricted Stock Plans

At one time the courts, with the acquiescence of the Internal Revenue Service,
took the position that if stock received by an employee upon exercise of an
option is subject to restrictions which substantially affect its value no tax will
be imposed either when the stock is received or when the restrictions lapse. The
Internal Revenue Service issued regulations in 1966 which were designed to
close this unwarranted loophole. Under these regulations the employee is subject
to tax, at ordinary rates, when the restrictions lapse, but the tax is limited to
the spread between the option price and the fair market value of the stock when
the option is exercised or when the restrictions lapse, whichever is lesser.

The so-called restricted stock plan is merely a variation of the option described
above, and the Internal Revenue Service formally ruled early In 1968 that the
restricted stock plan would be taxed under the rules of the 1956 regulations.

The Internal Revenue Service became concerned over the spreading use of
restricte-1 stock plans and Issued proposed regulations a few months ago which,
in the case of restricted stock plans, would tax the spread between the purchase
price and the value when the restrictions lapse as ordinary compensation.

The Council ts not persuaded that the restricted stock plan is an inequity
calling for remedial legislation by Congress. The employee who purchases stock
under a restricted stock plan immediately pays full value for the stock. He does
not have an option on the stock, and so he immediately bears the full risk of
any gain or loss on the investment. At the same time he is locked into his invest-
ment since he is usually prohibited from selling the stock or borrowing on it for
a period of time.

The arrangement does not result in a loss of revenue on balance. It is true
that any gain to the employee is taxed as a capital gain, and that such gain is
not taxable until the stock is sold. However, his employer does not receive a
deduction at any time for the amount of such gain. In most cases there would
probably be some small loss of revenue if the gain were taxed to the employee
as ordinary income and the employer were allowed an offsetting deduction.

In the opinion of the Council, it is not at all clear that the restricted stock
plan produces an inequity. It is an arrangement which has distinct disadvan-
tages both to the employee and his employer which must be paid as the price for
the tax advantages. We are not convinced, based on experience to this date, that
such plans are an undesirable compensation device which Congress should
restrict or regulate at this time.
3. Deferred Compcnsato Contracts

The Internal Revenue Service published a ruling in 1960 which holds, in sub-
stance, that an employee and his employer may agree to 'defer the payment of
part or all of his compensation, and that the employee will not be taxed until
such deferred payments are received. The agreement to defer compensation
must be made before the services are performed and the agreement must be
backed only by the employer's promise to pay-it must not be funded.

The tax treatment of deferred compensation contracts had been clouded with
uncertainty for 20 years or more and the ruling, which is clearly supported by the
case law, removed the confusion which had long prevailed in the area. The Coun-
cil believes that the ruling not only is sound under the law but that it reaches a
fair result. The employee is not permitted to turn his back on income after it is
in fact earned. The agreement must be executed before the services are performed.
Moreover, the employee is currently taxable if the agreement Is funded and the
employee's rights are nonforfeltable. We believe that an employer and his em-
ployee should be free to agree on the time that an employee will receive his com-
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pensation, and that the employee should not be taxed until he actually receives the
compensation when the conditions described above are met.

II. TAX TREATMENT OF CHARITABLE CONTRIBUTIONS

Such questions as the maximum amount which should be allowed as a char-
itable contribution deduction, whether a deduction should be allowed for chari-
table contributions in addition to the standard deduction, whether deductions
under a specified percentage of adjusted gross income should not be allowed as
charitable contributions, and whether the deduction for gifts of appreciated prop-
erty should be limited to the cost of such property, are fundamentally questions
of tax policy on which the Council generally does not wish to express a view.
However, we would like to raise two basic questions which we believe the Com-
mittee should carefully weigh in considering the proposals to allow a deduction
for charitable contributions in addition to the standard deduction, but to allow a
deduction only to the extent that charitable contributions exceed some percentage
of adjusted gross income.

1. The fundamental principle underlying the standard deduction is that it
serves as an alternative to itemizing various personal deductions. The funda-
mental justification for the standard deduction Is that it simplifies the Federal
income tax system, both in terms of administration by the Internal Revenue Serv-
ice and compliance by taxpayers. The Council believes that the fundamental prin-
ciple of the standard deduction is sound and that there is a strong presumption
against the desirability of any exceptions permitting taxpayers to claim certain
deductions in addition to the standard deduction. If an exception is made for
charitable contributions It is difficult to see why an exception should not also be
made, for example, for heavy medical expenses. The proliferation of such excep-
tions would be inconsistent with, and seriously undermine, the purpose and long
term usefulness of the standard deduction.

2. Congress should consider very carefully whether a denial of any deduction
for contributions below a stated percentage of adjusted gross income would seri-
ously affect the amount of charitable giving. The Treasury Department has indi-
cated in the tax reform studies released early this year that the disallowance of
deductions under the 3 percent level. would increase revenues by $1.5 billion and
affect 21.6 million taxpayers who itemize deductions, while the allowance of a
charitable deduction outside the standard deduction would involve an annual
revenue loss of about $440 million. The Treasury Department implies that chari-
table gifts under 3 percent of adjusted gross income are routine ani will be made
without regard to the availability of a tax deduction. The Counci is concerned
about the correctness of such a conclusion, We believe that the proponents of the
proposed disallowance of charitable contributions below a stated level should bear
the burden of proving that the proposal will not significantly affect the amount
of charitable giving. It is reasonable to expect, in the absence of evidence to the
contrary, that a proposal which will increase tax liabilities by a net amount in
excess of one billion dollars will affect the amount of charitable gifts.

IV. INCOME A', ERAGING

1. Whether the restriction inpresnt law limiting income averaging to those casec
where there is an increase of one-third above the average income of th four
prior years should be modified.

There were two stated reasons for limiting income averaging to cases where
there was an increase of one-third above the four-year average and restricting
benefits to Income in excess of that amount: (1) to limit the number of cases
to which income averaging would apply to a manageable level, from an admin-
istrative standpoint, and (2) to make the averaging rule available where it was
needed most, In cases where the fluctuation in income levels varied widely.

Unfortunately, the result of the application of the limitation is that there can
be a rather wide fluctuation in income without very much in the way of tax relief.

We doubt that the elimination of the limitation would impose any insurperable
administrative burden on the Internal Revenue Service. The limitation of the ap-
plication of the statute to cases where the averageable -income exceeds $3,000
already eliminates most of the administrative burden. If, as we Qater suggest, the
adjustments to taxable income and average base period income are simplified, the
verification ,f a taxpayer's Schedule G computation should be a simple matter.

The Council is of the opinion that Section 382 should be amended to cover
those few situations not now covered by it-i.e., loss carryovers in B reorganiza-
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tons and actual changes in ownership which do not constitute changes in stock
ownership under Section 382(u)-and the application of Section 2609 to loss
carryovers should be eliminated.

The Internal Revenue Service and the courts have strained the language of
Section 269 inordinately, particularly in the area of loss carryovers, and we
think that in the interests of good administration, the rules applicable to loss
carryovers should be set forth objectively and exclusively in Section 382.
2. The taw treatment of bonds or debentures received for stock in a merger.

What is presumably referred to here is the method of acquiring stock of a
corporation In exchange for bonds or debentures, convertible or otherwise, il
such a manner that the recipient of the bonds or debentures treats the trans-
action as an installment sale, deferring taxation on the gain until the bonds
or debentures are disposed of, and the issuer of the bonds or debentures deducts
the interest thereon from its taxable income.

M.R. 7489, recently introduced, provides: (1) that a bond or debenture
issued by a corporation or by a government or political subdivision thereof,
with interest coupons attached or in registered form, shall not be treated as an
evidence of indebtedness of the purchaser for purposes of the installment sale
provisions of the Code; and (2) that where a corporation acquires stock of
another corporation, and more than 35 percent of the consideration for the
acquired stock consists of "evidence of indebtedness of the acquiring corporation
or of other property attributable to borrowing by the acquiring corporation," the
interest otherwise deductible with respect to the evidences of indebtedness or
other borrowing or with respect to any refinancing thereof shall be reduced to the
amount obtained by multiplying the interest by the fraction which 35 percent
bears to the percentage of the consideration representing evidences of indebted-
ness or such other property.

From a tax standpoint, we do not think this type of transaction presents an
abuse situation. The recipient of the stock or debentures will ultimately realize
his gain, or his estate will. Assuming that the bonds or debentures are true
Indebtedness of the acquiring corporation, the acquiring corporation should
get Its full interest deductions. If there is abuse, it lies in the fact that this type
of transaction is being used by conglomerates to acquire sound corporations with
unsound securities, and this may well be an appropriate situation for statutory
revisions in other fields of the law. We do not think that the revenue laws are
the best vehicle for curing this sort of abuse.
3. Whether the present income averaging provision should bo sirnpUflcd and

made available for capital gains and certain other types of income.
Average base period income is computed under the statute by adding to base

period taxable income excluded income earned from sources without the United
States, and by subtracting therefrom capital gain net income (50% of the
excess of long-term gains over short-term losses) and net income attributable
to property interests acquired by gift, bequest, devise or inheritance. Adlasted
taxable income for the year to which averaging is applied, is comiputed by
subtracting from taxable income the following items:

1. Capital gains net income.
2. Net income from gifts, bequests, etc.
& Income from wagering.
4. Income from sales of oil and gas properties to which Section 632 of

the Code applies.
5. Income from claims against the United States to which Section 1347

of the Code applies.
6. Excess of community-earned inccme over income attributable to

services.
7. Income of owner-employees subject to Section 72(m) (5) penalty.

In converting adjusted taxable Income to averageable income in addition to
the previously discussed limitation to the excess over 133%0 of average base
period Income, there is a further reduction for the excess of average base
period capital gain net income over capital gain net income for the computation
year.

While most of these adjustments are probably justified as a ma ,ter of abso-
lute fairness, they make the Schedule G a most complex document, and one
which is Inordinately time-consuming in preparation for taxpayers and their
representatives.
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The Council thinks that the interests of good administration and simplified
return preparation would be best served by eliminating all the foregoing
adjustments from the income averaging provisions, and simply providing that
income averaging will apply to the excess of the taxable income for the com-
putation year over the four-year base period average taxable income. Some
taxpayers will receive minor windfalls, and some will suffer minor inequities
from such a simplified computation, but the overall result will be fairness
and simplicity.
4. Whether inconic averaging should be available whcre the income in the

current year Is belotw, instead of above, the average iMeome in the four
prior years.

This suggestion would appear to be logical, but It might require considerable
further complexity in the statute, and there Is, of course, a built-in relief where
current income drops, in the form of lower tax brackets.

V. POSSIBLE REVISIONS OF TAX PROVISIONS RELATING TO CORPORATE MERERS

1. The extent to ichfeh net operating loss carryovers should be available where
one corporation is acquired by another.

The case law since the enactment of the 1954 Code has demonstrated that
the combined arsenal of Sections 260, 382 and 482 and the Libson Shops decision
(under the 1939 Code) has provided the government with more than adequate
ammunition to eliminate most abuses in this area.

In any event, we feel that H.R. 7489 way lead to unintended results. With
respect to the restrictions imposed upon the availability of the installment
method, there is a real danger of hardship in the ordinary situation, where stock
in a family corporation must, for any number of reasons, be sold. Unless the
installment method is available, it is unlikely that the shareholder will sell other
than for cash, and this will mean that the sale wHil be made, not to the corpora-
tion or its employees or to other family members, but to some purchaser with
a ready concentration of wealth. One more family corporation will have
disappeared.

Regarding the provisions disallowing interest deductions where stock of a
corporation is acquired, and part of the consideration Is debt or property attribut-
able to debt, there are several objections: (1) we see no valid reason why interest
deductions should be disallowed on debt issued to acquire stock and allowed on
debt issued to acquire assets; (2) we think that the 35 percent of consideration
permitted to be In the form of debt is too low, and will simply result in 65 percent
of the consideration being in alternative forms--warrants and convertible pre-
ferred stocks, for example, and (3) we think that the phrase "or other property
attributable to borrowing by the acquiring corporation" will cause the same
difficulties of construction as the phrase "Interest incurred or continued to pur-
chase or carry obligations" has under Section 265(a) of the Code.

VI. MULTIPLE SURTAX EXEMPTION

Whether the multiple 3artax exemption should be eliminated, perhaps over a
period of years, in the case of a related group of corporations.
Improper or unrealistic multiplication of the corporate surtax exemption is

a matter of long continuing concern. Prior to 194, four major controls existed:
1. Section 48 authorizes rtallocation of gross income, deductions, credits

or allowances between or among. organizations in order "* * * to prevent
evasion of taxes or clearly to reflect the income of any of such organiza-
tions. * * *" Disallowance of multiple surtax exemptions may be effected
under section 482 by reallocation of taxable income of related corpora-
tions to a single member of the related group. See Hamburgers York Road,
Inc., 41 T.C. 821 (1963).

2. Section 269 authorizes reallocation or disallowance of gross income.
deductions, credits or allowances where (a) control of a corporation (defined
as ownership of 50% of total combined voting power of stock or 50% of
total value of all classes of stock) is acquired by a person, persons or corpo-
ration, and (b) " * * the principal purpose for which such acquisition
was made is evasion or avoidance of Federal Income tax. * *" (Emphasis
added.) Section 269 clearly affects multiple surtax exemptions. See Treas.
Reg. I 1.26-3(b). It has been treated as more or less interchangeable with
section 1551. See, e.g., Bush Hog Mfg. Co., Inc., 42 T.O. 713 (1964).
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3. Section 1551 authorizes disallowance of surtax exemptions and the
accumulated earnings credit where (a) a corporation or less than 6 persons
(who are In control of a corporation) transfer property to a newly created
or previously inactive controlled corporation (defined as ownership of 80%
of total combined voting power of stock or 80% of total value of all classes
of stock), and (b) the transferee corporation does not establish, by a clear
preponderance of the evidence, "* * * that the securing of such exemp-
tion or credit was not a inajor purpose of such transfer." (Emphasis added.)

4. Section 61, bolstered by the theory of "disregarding the corporate entity"
provides a basis for disallowance of multiple surtax exemption by dikregard-
Ing multiple corporations. See, e.g., Aldon Homcs, Inc., 33 T.C. 582 (1959).

These methods of control are uncoordinated: They contemplate different opera-
tive situations, different control relationships among multiple entities, and differ-
ent burdens of proof. They have been used c-mulatively or alternatively in shot-
gun approaches to multiple corporation problems. See, e.g., Kcssmar Conet. Co. v.
(Jomm'r, 336 F. 2d 865 (9th Cir. 1965); Bush Hog Mfg. Co., supra; Samuel
Napsky, T.C.M. 284 (1965); The Ereneco Truck Co., T.C.M. 072 (1963). Thus,
while the "evil" of improper or unrealistic multiplication of surtax exemption
Is readily grasped, the control devices, particularly when joined In a statutory
broadside, are complex and most confusing.

Sections 1561 through 1563 were enacted in connection with the reduction of
the rate of the normal corporate tax. The legislative history of the Revenue Act
of 1984 indicates that modification of the corporate rate structure was Intended
to encourage small businesses which operate in corporate form. However, "while
your Committee recognizes the importance to small business of reducing the tax
on the first $25,000 of income from 30 to 22 percent, it also recognizes that this
substantial tax reduction should not provide an added inducement to existing
medium and large corporations to split up into multiple corporations." H. Rep.
No. 749,88th Cong. 1st Ses. 117 (1963).

Section 1561 provides for apportionment of a single surtax exemption between
or among corporations which are "component members" of a "controlled group of
corporations." Section 1563 contains definitions and special rules relating to
control, stock ownership and constructive ownership of stock. These definitions
and rules tend to narrow the application of section 1561 to situations more limited
than those within the contemplation of prior statutory provisions affecting the
surtax exemption. Section 1562 offers "controlled groups" the privilege to elect
to enjoy multiple surtax exemptions upon payment of an additional tax of 6
percent on the first $25,000 of taxable Income. The rule of section 1561 and the
election of section 1562 do not prevent the application of other or further controls
imposed under other statutory theories.

Unlike other statutory theories, the apportionment required by section 1561 is
automatic: If related corporations constitute a "controlled group," section 1561
applies without regard to "tax avoidance purpose" or "clear reflection of income"
or the like. Such an automatic rule facilitates administration, but in a particular
case it may tend to :-ndermine Congressional intent to encourage small business.
Perhaps this explains the limitations of the section 1563 definition of a "controlled
group," particularly in regard to brother-sister relationships where one person
must enjoy the 80% control required. Perhaps this also explains the escape route
of section 1562 which Is likely to be chosen by all "controlled groups" which have
total combined taxable Income in excess of $32,500. See Bittker and Eustice,
Federal Taxation of Corporations and Shareholders 1 13.33 at 685 (2d ed. 1966).

The definitional limitations of section 1563 ameliorate substantially the impact
of section 1561 (particularly in the case of brother-sister corporations). The
escape route of section 1562 undermines the attempt to curb improper multipli-
cation of the exemption: Multiplication is made somewhat less advantageous,
but the "inducement. . . to split up into multiple corporations" remains. Thus,
real control of improper multiplication remains to be secured by pre-1964 pro-
visions, viz., sections 482, 269 and 1551.

The Council of the Section on Federal Taxation favors elimination of the
multiple surtax exemption and the broadening of the group which may be subject
to apportionment of the exemption. At the same time, it is concerned that an
automatic rule may impose an Inappropriate burden on developing small business
in a particular case; It would prefer that controlled groups be allowed to
demonstrate non-tax avoidance on non-tax motivated purpose, or, perhaps, even
"small business purpose" which would be facilitated by and would justify
multiple allowance. This might he accomplished by repealing sections 1561 and
1582 and by modifying section 1551 so as to: (1) broaden the application of sec-



166M

tion 1551 beyond the operative situation where "the transferee corporation was
created for the purpose of acquiring such property or was not actively engaged in
business at the time of such acquisition," and (2) permit apportionment of the
surtax exemption rather than complete disallowance to one or more related
corporations.

The Council of the Section on Federal Taxation strongly favors review of all
controls upon improper multiplication of the exemption to the end of simplifying
the present complex of statutory theories.

STATEMENT PREPARED BY DUDLEY SWIM, CARMEL, CALIF.

PROCEDURAL RECOMMENDATION

Lay over tax revisions for another year to afford thorough, balanced study on
behalf of taxpayers-not just government. "Reform" should also be from tax-
payer's point of view-as well as government's. A staged emotional blitz is no
background for major tax revision.

SUBSTANTIVE RECOMMENDATIONS

1. Estate Taxes (Give the widow a chance) :
(a) Levy only after death of second spouse.
(b) Maintain present practice of establishing new capital gains cost base

at market.
2. Inflation Adjustments:

(a) Spread Interval between tax brackets to reflect Inflation (presently
spreads should be doubled to adjust for less than 50 dollar).

(b) Provide for adjusting cost base of capital assets (on sale) to reflect
inflation-otherwise capital gains tax can become a capital levy (confis-
cation).

3. Stock Options: End special favor for few in this corporate pilfering device;
instead establish less discriminatory upper tax brackets (maximum 40-,50%) ;

4. Capital Gains (Encourage needed capital formation) :
Retain tax at 25% after a holding of one year, less one percentage point

for each additional year of holding; if rate raised to 35%, then reduce by
21/1 percentage points for ea h additional year of holding.

5. Foundations: Exempt only gaehuine charities-not those engaged in political
activities. Continue to allow donor to deduct market value of donation,
regardless of cost.

6. Double Taxation on Corporate Earnings: Eliminate this discriminatory prac-
tice by allowing stockholder, on dividends received, full credit for corporate
tax paid.

7. Universal Incone Taratiott: If proposition that everyone should pay sonw
income tax (regardless) is to be adopted, then let It apply at both ends of
the income spectrum-not just to the few at the top but also to the many at
the bottom, if only a token for latter.

I. P ETAOE

POLITICS OR EQUITY

This 1969 Revenue Bill has been trumpeted as a measure of "reform"! But
by what standards?

Apparently, the proposed radical changes are the product of a scheme care-
fully developed by a small cliqui! over a period of years and sprung suddenly
in a spirit of fanaticism. Credit must be given for the obvious success In making
the cunning schemes of a few appcar as the righteous demands of the many.

The key word In the build-up has been "reform." It Is a well-worn political
device to label one's objectives as "reforms"-an unctuous term Implying virtue
to the proponent and evil to the opponent. Likewise, the term "loophole" is
applied to any provision not liked, As for "discrimination," let it be remembered
that any "provision" in the Revenue Act is open to anyone who may choose to
qualify thereunder.
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BASIO POLICY

Tax policy should be motivated by a constructive approach toward generating
revenue. 7 should not be a response to the emotions of the envious. It should not
penalize the fortunate, nor punish the thrifty and hard-working. No one should
be "soaked", neither the rich nor the "unrich".

The function of taxation is not to lock the door to financial success.
Unusual courage, talent, and application should be encouraged and rewarded-

not thwarted. Our whole civilization, which benefits the many, is the creation of
a relative few down through the ages. Our response should be gratitude and
encouragement--not prejudice or hate--for outstanding, constructive
achievement.

II. PROCEDURAL REcoMIIENDATION

Consideration of a bill involving such a multitude of major changes in our
tax laws should be laid over until at least January 1971 (only slightly more
than one year) to enable broad, deep, and objective study for all concerned, to
the mutual benefit of the government and taxpayers. Those who have concocted
these "reform" schemes have obviously been engaged in the process for years.
The taxpayers have really not had an opportunity to prepare and present their
case.

An emotional blitz is no background for such a serious and far-reaching under-
taking as restructuring our fundamental tax laws.

Reference is made to the penetrating and masterful analysis prepared by
Dr. Raymond J. Saulnier for submission to this committee. The published sum-
mary was well entitled "Tax Reform: Exchanging Old Inequities for New".

II. SUBSTANTTvE RrOo1mExDATiONS

ESTATE TAXES

Our system of taxing an estate on the death of the first spouse is cruel.
1e bieadwinner usually goes first. At the husband's death, the widow is

confronted not only with the cessation of his earnings but also with a severe
shrinkage In the estate caused by estate taxes and high probate costs. This
reduced estate then becomes her sole source of income for the support of herself
and her dependents.

As though all this were not enough, the widow soon finds her sharply reduced
income taxed at the markedly higher incomo tax brackets of a single person.

Why not at least defer the estate tax until the second spouse dies?
The existing system of adjusting in an estat% the decedent's cost base to

market value at the time of death or one year later should be maintained. It is
only fair in the face of the heavy burden of estate and inheritance taxes, which
themselves constitute a capital levy at far higher rates.

Ooncoeters of this proposed "reform", i.e., to levy capital gains taxes in addi-
tion to the severe burden of eqtate and inheritance taxes, apparently had not
reached adulthood at the time of the 1929 crash. There were repeated and tragic
instances of widows being left with estates that were bankrupted by the impact
of the multiple tax load. That kd to amendments to prevent the recurrence of
such tragedies. Now should we start to turn back on this progress?

INFLATION ADJUSTMENTS

The present tax bll is silent on the glaring inequities prodwued by the major
inflation that has been experienced in this country.

Such inftion has the effect of stepping up the severity of a graduated income
tax. The between-bracket intervals in the presently prevailing rates should be
doubled to afford relief from the automatic increase of the tax take caused by
the arrival of a 500 dollar (or less).

Unless the tide of pseudo-!lberal Ism that has been producing run-away gov-
ernmental spending Is reversed, inflation could reach the point where the
efetve over-all income tax levy under the present scale of graduated income
tax rates would reach 50% or higher in the case of the average wage earner.

In the capital gains treatment, provision should be made for the adjustment of
the cost base (on a sale) for the shrinkage in the value of the dollar. The sale
tofay for $0000 of an asset bought in 1946 for $10,000 would show no real
galn-ohy a break-even after adjustment for the shrinkage of the dollar.
Taxing eueb an unreal capital gain undeif our present tax system subjects one
to a capital levy-Le., confiscation of part of the property.
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SrOCK OPTIONS

The stock option device was developed as a deliberate tax loophole to cir-
cumbent in part for management the vastly Increased tax burden that came
with the emergence of big government in the United States.

Why should special and sheltered treatment be provided for the very few?
(What is needed Is a less harshly discriminatory top income tax bracket--such
as 40-50*.)

Stock options have become the modern form of corporate pilfering. The abuse
is miowballing. With options being granted in the amount of say 5% of the
outstanding stock on each round, stockholders in not many years can find them-
selves diluted out of one-half of their ownership.

Philosophically, profit Is the reward for the assumption of risk. Stock options,
in this sense, are simply a betrayal of the private enterprise system. They offer
a hit-and-run, riskless profit-a free ride.

There is no legitimate incentive that a stock option plan provides that cannot
1K) better accomplished by ft firmly committed stock purchase (carrying) plall
with the stock being acquired in the open market, which eliminates the run-
away dilution of stockholders' equity. There is in fact no dilution. 1%ireover,
management acquires a continuing stock ownership--and must bet on itself as
must the stockholders.

CAPITAL GAINS

Here again, are the proposed revisions In respect to capital galn really
"reforms" or are they born of bias, prejudice, and lack of understanding of the
role of capital?

Capital is derived from savings-the excess of one's income over expenditures.
Sometimes it is defined as "stored up" labor.

Never has there been such need for capital as exists today. The amount of
capital required to provide the average job in industry has risen sharply. Super-
size airplanes, automation, the computer, and vast research programs pose espe-
cially heavy, still newer demands for capital. Ever since the industrial revolution,
made possible by the invention of the steam engine, the name of the game has bcen
substituting capital for labor, thereby emancipating tho tcorkingman from drudg-
cry and raising the standard of living opportunity for everyone.

Yet, the provision of support capital has been substantially impeded by gov-
ernmental action. Heavy and steeply graduated income taxes have retarded
growth of available capital. More than 38 years of almost continuous, massive
Federal deficits, largely since the emergence of big government, have absorbed
vast amounts of private capital in competition with industry.

Inflation is tagged as our number one domestic problem. The more attractive
saving Is made, the greater will be the diversion of income from expenditure to
savings, the less the inflationary pressure of spending, and the greater the de-
velopment of capital for facilitating the increase of production.

Risk-bearing is a further role of capital.
Speciously it Is sometimes argued that capital gains should not be treated

differently from earned income. But who is contributing more to economic prog-
ress In our America-(a) a professional bureaucrat safely ensconced in the
civil service with a job practically guaranteed for life, to say nothing of a very
comfortable pension, and who spends his days concocting schemes further to
restrict the individual, or (b) an electronics engineer imbued with a vision who
musters his own savings and those of friends and courageously launches a new
enterprise (with all its inherent risks) to provide our society with new or better
products and more employment for an expanding labor force?

With ever more young people being brainwashed to seek "security", the more
the 'ihucements that should be offered to encourage the assumption of entrepre-
neurial risks. Enterprise provides the mainsprings of our economic society.

The bill as passed by the House Increases from six months to one year the
minimum holding period for long-term capital gains. This Is reasonable. (I so
advocated before the House Ways and Means Committee.) But there should be
a scaling down of capital gains rates for longer holding. It Is suggested that
the maximum effective basic rate of 25% heretofore in effect be maintained and
sealed down one percentage point for each additional year of holding beyond the
one-year initial period. If the rate is to be Increased to 35%, then it Is recom-
mended that the effective maximnun rate be reduced 2/j percentage points for each
additional year of holding beyond the first year. There Is, In general, an obvious
correlation between the length of holding and the extent of the economic
contribution.
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Moreover, provision should be made for adjusting the cost base on the sale
of assets to offset the shrinkage in the dollar. (See section on "Inflation Adjust-
ments", page 5.)

FOUNDATIONS

May you see fit to continue the present tax exemption for genuinely "charit-
able" foundations.

But foundations engaged in political activity, even though such activity mas-
querades as "do-goodism", should be taxed. The Ford Foundation and the octopus
it has created may fall under this latter category.

To encourage private charity, the revenue act should continue to allow the
donor to deduct the full market value of a donated asset regardless of the cost.

While private charity is offensive to those who are scheming -to have all charity
flow from government, i.e., a socialist state, the encouragement of private charity
is essential to the maintenance of a free society in the finest traditions of our
America.

DOUBLE TAXATION ON CORPORATE EARNINGS

This discriminatory practice of doubly taxing corporate earnings-first through
the corporation and then through the individual stockholder on dividends
received-should be eliminated by allowing an individual taxpayer to take
full credit for corporate taxes paid with respect to the earnings distributed
to him as dividends.

UNIVERSAL INCOME TAXATION

Great concern has been expressed that an infinitesimal few have been law-
fully avoiding all taxes. Of what consequence is it that two hundred out of a
population of two hundred million derive their income entirely from tax-free
bonds? Who is wronged? They are legitimately lending to state and local gov-
ernments at a reduced rate and, furthermore, are suffering a severe capital
loss from the erosion of the dollar, to say nothing of incurring the extreme market
depreciation currently prevailing in municipal bonds.

Inestment in tax-free bond is open to anyoew.-If it is such a prize, why not
more people taking full advantage of it?

While closing this alleged "loophole" to two hundred in the higher income
groups, the bill would open a gigantic loophole to three million in the bottom
income tax brackets by raising exemptions. The loss of revenue from this new
loophole would be massive.

If we are to adopt the proposition that everyone directly pay some income
tax, should it not apply at both ends of the income spectrum-to the many at
the bottom, if only token, as well as to the few at the t' p? Or is the emotional
rebuke to be expected from the demagogue to much to bc braved by some?

STATEMENT OF JOHN P. MEEIIAN ON BEHALF OF THE NATIONAL AssociAToN OF
LIFE UNDERWRITERS

The following comments concerning the Tax Reform Act of 1969 (H.R. 13270)
are made on behalf of the National Association of Life Underwriters (NALU). I
am John P. Meehan of Boston, Massachusetts, a Trustee of NALU and Chairman
of its Committee on Federal Law and Legislation.

The National Association of Life Underwriters (NALU) is a trade association
composed of 949 state and local life underwriter associations representing a
membership of over 100,000 life insurance agents, general agents and managers
residing and doing business in virtually every locality in the United States.

While NALU, as a part of the business community, is generally interested in
many of the proposals contained in F.R. 13270, it is particularly concerned
with proposed reform In three areas:

(1) The proposed tax treatment of retirement plan contributions on behalf
of shareholder-employees of Tax Option Corporations (Subchapter S Corpora-
tions) ;

(2) The proposed tax treatment of lump-sum distributions from pension or
profit-sharing plans, and

(3) The reorientation of the application of the unrelated business income
tax.

The comments following are confined to these areas.
On the subject of Subchapter S Corporations I am pleased to be able to tell

your Committee. that we are also speaking for the National Small Business
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Asocation which, as your Committee knows, is made up of over 36,000 small
businesses in this country, which are vitally concerned with this aspect of the
tax reform bill.

I would like to note at this point that NALU is also concerned with the pro-
posed reform in the areas of deferred compensation, stock dividends, and multi-
ple and accumulation trusts. With a view to consolidating testimony, NALU is
not commenting on these sections, but would like to associate itself with the
statement presented to this Committee by James B. Irvine, CLU, President of
the Association for Advanced Life Underwriting (AALU) and Vice Chairman
of our Committee on Federal Law and Legislation on these subjects. The AALU
is a conference of NALU.

L TAX OPTION (SUBCH1APTER 8) CORPORATIONS

Section 541 of H.R. 13270 proposes to amend Subchapter S of the Income Tax
Chapter of the Internal Revenue Code by adding a new section 1370 which
would require a shareholder-employee of a Subchapter S corporation who also
owns more than 5% of the corporation's stock to include in his gross income
contributions made by the corporation on his behalf under a qualified retirement
inco me plan to the extent such contributions exceed 10% of his salary or
$2500, whichever is less. These proposed limitations are similar to those contained
in the Self-Employed Individuals Tax Retirement Act of 1962 (the Keogh Act).

In reporting the bill, the Ways and Means Committee explained its rationale
in recommending this provision by emphasizing the similarity between this
kind of a corporation and a partnership or proprietorship. The Committee felt
that a tax avoidance device had been created to the extent that partnerships and
proprietorships could incorporate and elect Subchapter S status to escape the re-
strictions imposed on retirement programs for these unincorporated organiza-
tions. The Committee rationalized that an organization seeking to be taxed in a
manner similar to a partnership should be subject to the same H.R. 10 limita-
tions as a partnership.

While the Committee makes it quite clear that the target of the provision
is tax avoidance, no probative evidence of tax abuse or intent to avoid taxes by
Subchapter S corporations is offered or even discussed. Indeed, the calculations
of the Committee itself indicate that the Treasury's loss of revenue with respect
to this particular device is quite small. Although there are approximately 200,000
Subchapter S corporations today, the committee notes in chart 6 of its report
(H. Rept. 91-413 (Pt. 1) ) that this change in the law will produce less than $2.5
million additional revenue by 1979. This is only about four-hundredths of one per-
cent of the additional revenue expected to be raised by H.R. 13270 by that year.

NALU realizes that revenue neutrality is a goal of this bill and that it is not
intended as a revenue raising device. However, if tax avoidance is the problem
to which section 541 is directed, then surely the problem could not have been
great or even significant if less than $2.5 million can be gained by halting this
alleged tax avoidance practice.

Even if the tax avoidance allegation were valid, this would form no basis
for taxing these corporations like partnerships. Nor can NALU agree that part-
nerships and Subchapter S corporations are so similar in organization or opera-
tion to warrant this change.

This very point is stressed by Professor Boris Z. Bittker of the Yale Uni-
versity Law School in his book Federal Income Ta.zation of Corpora4ione and
8hareholder8. Professor Bittker notes, "More important than labels, however,
is the fact that an electing corporation remains a corporation-not only as
a matter of state law, but also for many federal income tax purposes. This
point cannot be overemphasized, because it is often erroneously said that Sub-
chapter S permits corporations to be treated as partnerships. In point of fact,
there are many differences between a partnership and an 'electing small business
corporations.' Even while the election is in effect, corporate redemptions, liquida-
tions, reorganizations, and many other transactions are governed by the tax
law applicable to corporations, rather than by the law the partnerships; and if
the election is terminated, the corporate income tax will once again become fully
applicable. Recognizing these facts, some commentators have sought to sum them
up in a label-pseudo-corporation,' 'conduit-corporation,' and 'hybrid corpora-
tion,' to say nothing of more barbarous coinages like 'oorpnership' and 'pseudo-
type corporation.' The author prefers the more neutral terms 'electing corpora-
tion' or 'Subchapter S corporation,' however, because they serve as a constant
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reminder that the corporation does not cease to be a corporation by electing to
come under Subchapter S."

In making the election, the only significant change from a regular corporation
which a small business undergoes is that corporate income and losses are passed
directly to the shareholders and cease to have consequence to the corporate
entity itself. To treat the pension plans of Tax Option Corporations differently
from those of other corporations would only complicate the operation of small
businesses seeking Subchapter S status for other sound business purposes.

If the owners of an established smail business decide that in the interest
of sound financial operation it is wise to elect Subchapter S status, they will
find, if this provision of H.R. 13270 is enacted, that they are confronted with
an alarming array of major and very complicated decisions. The retirement pro-
gram of every shareholder-employee may have to be revised to compensate for
the 10%-$2500 limitation. The corporation will also have to determine to what
extent any restructuring of the retirement program for shareholder-employees
may require or make desirable the. restructuring of the retirement program for
other employees. Any change of this nature of course must consider the possible
consequences to employee-employer relations, particularly if the restructuring
results in smaller retirement contributions for long-time employees.

If restructuring of a retirement program is thought desirable, consideration
must be given to the disposition of long-term contractual obligations designed to
meet the company's obligation under the old plan but which may not be appro-
priate to the needs of the revised retirement program. If, for example, the
original program is funded by life insurance, it may be necessary to lapse some
policies, the premiums for which do not meet the requirements of the new plan,
and acquire others at considerable additional cost.

If -the small business corporation is capable and willing to surmount these
difficulties, the shareholder-employees will discover that the retirement program
available to them as shareholder-employees of a tax option corporation is sub-
stantially smaller than that of any other corporation. The retirement programs
available to corporate employees, of course, contain none of the H.R. 10 re-
strictions. The HI.R. 10 limitations applicable to owner-employees in a pro-
prietorship or partnership do not limit the retirement program available to
owner-employees with less than 10% ownership in the organization. However.
the limitations which would be applicable to Subchapter S corporations would
include all shareholder-employees with more than 5% ownership in a corporm-
tion. This particular discrimination against small business corporations is
entirely unexplained in the Ways and Means Committee report on H.R. 17230.

The net result of all this is to inject federal income tax back into the picture
as a primary consideration in choosing a form of business operation. This is
the very problem Subhapter S was created to prevent.

NALU feels there is no need for new restrictions on small business corpora-
tions and urges this Committee to recommend that Section 541 of H.R. 13270
be deleted in the final version of the Tax Reform Act of 1969. As I said earlier,
we are joined In this request by the National Small Business Association.

IT. TOTAL DISTRIBUTIONS FROM QUALIFIED PENSION AND PROFIT-SHARING PLANS

Section 515 of H.R. 13270 proposes to revise Sees. 402(a), 403(a) and 72(n)
of the Internal. Revenue Code to the extent that-total distributions of the funds
accumulated in qualified pension and profit-sharing plans taking place within
one year of the employee's death, separation from the employer's service, or
death after retirement shall be eligible for capital gains treatment only as to
the net taxable portion of the contribution made by the employer.

The Ways und Means Committee in recommending this element of itax re-
form not om .s its reason for change that the present treatment enables highly
compensated employees to convert substantial amounts of deferred compensa-
tion from its regular ordinary income treatment to capital gains and that the
Committee considers it appropriate to restrict the extent to which lump-sum
pension distributions receive more favorable capital gains treatment than pen-
sion income received over a period of retirement years.

NALU questions whether the objective here sought by the Ways and Means
Committee is most appropriately achieved by this change in tax treatment.

On page 154 of the report accompanying H.R. 13270, the Committee has set
forth an example of the treatment afforded lump-sum distributions under present
law as compared to the treatment for those same distributions under the proposed
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law. In the example given, the Committee notes that an effective tax rate of 25%
is now )aid on lump-sum distributions of qualified pension and profit-sharing
plans, whereas under the House -proposal an effective rate of 66% would be paid.
The report points out that the special capital gains rule of Section 402(a) (2)
presently results in a tax differential of 41%. It goes on to say that if the special
five-yeai forward averaging provision of the proposed law is used, the effective
tax rate will be 57%, or a tax differential of 32%.

In making these comparisons, however, the report does not discuss the rate
differentials produced by this same suggested change if -Section 511 of H.R.
13270 also becomes law. Section 511 proposes to repeal the alternate capital gains
tax for individuals. In discussing the effects of enactment of Section 511, the
Ways and Means Committee indicates that the capital gains tax rate would be
increased from 25% to an effective rate of 32.5% after 1971. If we use the same
example as cited in the House Report but assume an effective capital gains
tax rate of 32.5 %rather than 25%, the rate differential will be 33.5% and 24.5%,
rather than 41% and 37%, respectively. Thus, whatever "abuse" or "loophole"
the House is concerned with will already be substantially restricted, without
changing the tax ,treatment of lump-sum distributions.

If we add to this the proposed adjustment in the individual tax burden as set
forth in Sections 802. and 804 of the bill which sets the maximum income tax
rate for individuals at fifty percent, it can readily be seen that whatever objective
is sought by the amendments contained in Section 515 are to a large extent
achieved by reform measures in other sections of the bill.

The Ways and Means Committee is concerned that present law unduly benefits
highly compensated employees. At page 154 of the Report, the Committee states
that presently ". . .he more significant benefits accrue to taxpayers with ad-
justed gross incomes in excess of $50,000." However, as the bill is written, the
adoption of the provision relating to lump-sum distributions would only penalize
employees who are not highly compensated and would not have the sweeping
effect on highly compensated employees that Is visualized by the Ways and
Means Committee.

Under Section 802 of the bill, the maximum tax rate would be 50% and this,
taken together with the increase in the capital gains tax rate from 25% to 32.5%
would mean that the future differential in the tax treatment of lump-sum dis-
tributions would be only 17.5%, rather than the 41% suggested in the example
given in the House Committee's Report.

Any undue tax advantage a highly compensated employee might have under
present law will have been curbed without the necessity of touching this par-
ticular and highly desirable provision of the Code. Increasing the tax on lump-
sum distributions would adversely affect all employees who need and deserve the
present tax treatment of lump-sum distributions from their pension or profit-
sharing plans. F'or example, consider the employee who is retiring because of a
total and permanent disability and who wants to purchase a joint and last sur-
vivor annuity for himself and his wife. The enactment of Section 515 of H.R.
13270 would sharply increase the tax lie would have to pay on his distribution
and would therefore substantially reduce the annuity available to this individual
and thereby his monthly income and that of his wife for the rest of their lives.
Also consider the situation of a widow, who because of the untimely death of
her husband, is faced with the necessity of receiving his deferred compensation
in lump-sum, if she is to keep the children in college, pay the mortgage on the
home and still have enough to pay the expenses of her late husband's estate.
Unless her independent income is substantial, this provision will weigh sub-
stantially on her ability to maintain her household.

We think the House has placed too much emphasis on "highly compensated
employees" in this regard. Consideration should be given to employees as a
class. The millions of employees in this class are not highly compensated and
they should not be penalized by the enactment of this provision of the bill.

III. ADVERTISING INCOME

In December 167, the Internal Revenue Service amended Income Tax Regula.
tions Sections 1.511, 1,512 and 1.513 to permit the taxation of advertising income
which tax exempt organizations derive from magazines, Journals and similar
publications. In Stctioa 121 of H.R. 13270, the House Ways and Means Com-
inittee agrees with the Service position. NALU feels that this reorientation of
this rule is unnece.,sary and unduly restricts vital functions of exempt organi-
zations.
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As enacted In 1950, the unrelated business tax was to be a tax confined to In-
come from a trade or business regularly carried on by a tax exempt orguni-
zation, but which was not substantially related to the purpose for which the
organization was granted its income tax exemption.

The law did not propose to tax the Income from every trade or business regu-
larly carried on by a tax exempt organization. So much of the income from
a trade or business regularly carried on by the exempt organization which was
related to the organization's exempt function was to continue to be exempt,
even though competition between the exempt organization and non-exempt corpo-
rations would result. It was recognized that a trade or business might form
an integral part of the function of a tax exempt organization.

The concept embodied in the Treasury position and approved by the House
Ways and Means Committee in effect eliminates from the requirements for
taxation that an operation be a trade or business and that it be unrelated.

The amended regulations, in clarifying the term "trade or business," pro-
vide that the term Includes "any activity" carried on for the production of
Income from the sale of goods or performance of services. The phrase "sub.
stantially related" has been clarified to mean "contribute importantly."

Since every exempt organization has several trade or business activities, by
breaking the exempt organization into several activities and requiring each to
stand the "contribute importantly" test, the Internal Revenue Service can
virtually destroy the tax exempt status of any organization subject to these pro-
visions of the code. Any exempt organization which tries to divorce itself of
all business activities which may result in taxation under the amended regu-
lations, as a practical matter, will so divorce itself of activity as to be almost
dormant. This is particularly so if we consider that an activity may become
taxable without regard to Its relationship to the exempt purposes of the or-
ganization.

-In this Instance, the Service ruled and the Ways and Means Committee agreed
that all advertising is to be considered unrelated, ergo, that no advertising can
in any way be related to any tax exempt purpose of any exempt organization,

But, in fact, the publication of a magazine or other journal, with accompany-
ing advertisements, Is an essential function of most exempt organizations. One
of the basic reasons Individuals or corporations associate in the form of a trade
or professional association is to facilitate the free exchange of ideas and prod-
ucts of mutual Interest to a particular trade or profession. For this function
to be meaningful and useful, the exchange must be frequent, the information
disseminated must be comprehensive and the process of dissemination must not
be prohibitively expensive. A magazine, circular or similar publication is a per-
fect tool for this purpose.

A magazine or other similar publication enables an association to collect, at
any one point in time, the Ideas and products of a variety of experts that would
be impossible in any other forum. At the same time, by charging some of the con-
tributors a fee for the use of the publication as a forum for the presentation of
their products and Ideas, the expense to the association is kept to a minimum.
In many cases, these activities provide the association with extra revenues to
apply to the general enhancement of association activities. Some of the ideas
and products presented in association publications are presented in the form of
commercial advertising, which Is a universally accepted and effective method of
disseminating this type of information. If this basic tool of communication is to
be curtailed by taxing the revenues it produces, a vital function of the associa-
tion will be Imperiled.

Life Association News, the official publication of The National Association of
Life Underwriters, is a monthly publication averaging approximately 130 pages
of which about 50 percent is advertising. The magazine will accept only ad-
vertising which describes a service or a product that is of value to the life in-
surance agent in his capacity as an agent. This includes advertisements of the
availability of newsletters and/or books containing information of concern to
the life insurance industry and advertising concerning new insurance products
and/or services available to the agent from various sources. This advertising
is an extremely valuable and effective tool in any Asociation's performance of
Its obligation to keep its membership informed. While it is not our purpose to
suggest that all advertising in a publication of a tax exempt organization is
related to the organization's exempt purpose or any other tax exempt purpose, we
feel that It is totally arbitrary and illogical to conclude that all advertising is
unrelated to tax exempt purposes.
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When Congress recognized that certain activities In our society imde Such
important social contributions that their development should be encouraged by
exempting them from federal taxation, it recognized to a certain degree a com-
petitive advantage was being afforded these associations over the business op-
eratlins of other non-exempt organizations. However, it was felt that this was
an acceptable price to pay for the promotion of the socially desirable activities
involved. Unless Congress is going to retreat from this policy, so much of Sec-
tion 121 of H.R. 13270 as relates to the taxation of advertising income of exempt
organizations should be deleted.
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Written Testimony Received by the Committee Expressing an
Interest in the Subject of Tax-Exempt Organizations

STATEMENT OF TIIE SISTERS OF MERCY OF THE UNION IN THE UNITED STATES OF
AMERICA, SUBMITTED BY, SISTER MARY REGINA CUNNINGHAM, R.S.M.,
SUPERIOR GENERAL, SISTERS OF MERCY OF THE UNION, BETHESDA, AID.;
31R. JOHN H. RHUDE, VICE PRESIDENT, SISTERS OF MERCY; AND MR. RONALD E.
HEINLEN, FROST AND JACOBS, ATTORNEYS AT LAW

This statement is submitted to express the views of the Sisters of "Mercy of the
Union in the United States who render service to the sick, uneducated and the
poor in 84 hospitals, 433 elementary schools, 98 high schools, 17 child-caring
homes, 14 homes for the aged, and 43 schools of nursing throughout the United
States. These institutions are non-profit, tax-exempt institutions under 501(c)
3 of the Internal Revenue Code.

The Sisters of Mercy have been active in the United States since 1843 and
while a Catholic Community of Religious Sisters, neither they individually nor
their numerous institutions receive any financial support from the Catholic
Church. They are solely dependent upon revenues generated by their works In
health, education and welfare and upon charitable donations from friends and
benefactors.

The Sisters of Mercy of the Union are not opposed to equitable tax reform.
However. owing to the expanding nature of our services to a burgeoning public
in the areas of health, education and welfare, with the concomitant spiraling
costs and other mounting needs to upgrade the quantity and quality of hospital
care and education, we are opposed to any measums that will thwart the in-
.t-ntive to make charitable gifts to our in.titntions and ultimately limit our
capability to serve those in need. Presently our institutions are facing a serious
financial crisis in terms of escalating costs. To remove these traditional incentives
for charitable giving which our hospitals, colleges, schools and holies depend
upon heavily for operational needs and capital expansion could jeopardize our
institutions to the point where many much-needed works we perform will be
severely cut back and/or abandoned. In our past experience private philanthropy
has shown concern and imagination in helping us render service to the public. A
lessening of this assistance and stimulus from the private sector, to our way of
thinking, will result ultimately in the necessity of increased government funding
to maintain our works. The cost of education and hospital care will soar to
greater heights without traditional forms of tax-incentive gifts.

For instance, In our hospitals, incneo from endowninent funds or gifts re-
stricted by donors to provide services for designated patients in effect reduces
the payment for those services. Thus such gifts can lessen the total valid needs
of the hospital to provide services. This lowers the third party reimbursement
formula to hospitals (such as Blue Cross), resulting in lower hospital costs to
the patient.' Curtailing charitable giving to hospitals, homes for aged, schools
and colleges would do more than close the door.s of a number of our Institutions;
it could also close the door on a long-standing virtue of this country: charity.

Donors to the Sisters of Mercy have made gifts primarily out of charity
- . . the desire to assist and perpetuate our services. However tax incentives
have served as a catalyst to such giving. often enabling the donor to contribute
In excess of what he originally anticipated. Thus such tax Incentives are a "com-
pel to action" and a means whereby funds can be given by not just an affluent
few, but by many who are often In middle Income groups, thus enlarging the
charitable support base. This is especially true of charitable gift annuity and
life Income agreements. (See page 5).

I Statement on Financial Requiremeints of Health Care Institutions and Servtces, American
Hospital Association, 1969.
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The complexity of IH.R. 1327C as it relates to charptable giving is of great Conl-
cern to us. We feel such complexity of itself will lessen the incentive to give to
charity. Definitions differ considerably, making it increasingly difficult for the
average donor who cannot retain sophisticated gift and estate tax counsel to
assess his charitable gift potential.

H.R. 13270 contains several provisions which are designed to correct certain
alleged "abuses" iii the area of charitable deductions. The net effect of these
provisions, If enacted, could be to reduce the total number of dollars given to
support worthwhile charitable activities.. Because the Sisters of Mercy are -o
heavily dependent on the financial support of private donors, \re are vitally
concerned about this legislation and believe that certain of its provisions would
pose a serious threat to the Sisters in carrying out their charitable activities.

We are particularly concerned about the proposed treatment of gifts of ap-
preciated property and of charitable remainder trusts.

APPRECIATED PROPERTY

H.R. 13270 would introduce a set of complex and arbitrary rules governing
the contribution of appreciated property. These rules could very materially reduce
the private support given to charitable organizations such as the Sisters of
Mercy. While H.R. 13270 contInues present law with respect to contributions
of securities so that there Is a deduction for the full fair market value of the
securities without a capital gain on the appreciation, other provisions of the
Bill go far toward emasculation of this Important provision.

Under section 302 of the Bill, Individuals would be required to allocate certain
personal deductions (Including charitable contributions) proportionately between
their taxable income and their so-called tax preference amounts to the extent
they exceed $10,000. Included among tax preference amounts is the appreciation
in the value of property donated to charity to the extent the appreciation was
deducted and not included in income. Thus, while the Bill purports to continue
the incentive under present law for making gifts of appreciated securities, it
at the same time In part removes that incentive by its complicated provisions
governing the allocation of deductions.

For example, if a taxpayer with $100,000 Income makes a gift of securities
worth $30,000, with a zero basis, he would have /th of his charitable deduction
disallowed. And the more tax preferences the taxpayer has the greater the dis-
allowance would be. Thus, if a taxpayer has $100,000 taxable income, plus $50,000
in untaxed capital gains (a tax reference amount) and he makes a gift of
securities worth $30,000, with a zero basis, he would have 7Aths, or almost
one-half, of his contribution disallowed.

Under these circumstances a donor may understandably be more reluctant to
make a charitable contribution, or may defer a contribution which he otherwise
would have made because of a substantial capital gain or other tax preference
amount in the current year.

Accordingly, we urge that the untaxed gain on gifts of appreciated property
be eliminated as a tax preference amount and that charitable contributions be
eliminated as one of the deductions which must be allocated between taxable
income and tax preference amounts.

Secondly, we strongly urge that H.R. 13270 be amended so as to eliminate the
provisions which would either Impose a tax on or deny a deduction for the
appreciation in value of gifts of so-called "ordinary income property", tnngihle
personal property, and future interests. These provisions, If enacted, could effec-
tively curtail the making of many gifts (such as inventory) now received by The
Sisters of Mercy. If it Is valid to provide an incentive for making gifts of
appreciated securities, there is no reason to deny similar treatment to gifts of
other types of property. Thie exceptions of HR. 13270 would introduce a needles
complexity Into the Code and could deprive charitable organizations of desirable
private support.

Thirdly. we wish to express our concern over the provisions of H.R. 13270
governing bargain sales of appreciated property. Under present law. bargain sales
are encouraged, and the possibility of obtaining a gift by bargain sale where an
outright gift cannot be obtained, is a Valuable alternative. H.R. 13270 would
reduce the attractivene.ss of the bargain sale alternative and would hamper fund
raisers in their efforts to raise money.

In addition, the bargain sale provisions of I.R. 13270 could undermine a
method of fund raising which some of the Institutions of The Sisters of ,Mercy
have embarked upon and which has become Increasingly popular among charita-
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ble organizations in recent years, namely, the use of gift annuities. A gift annuity
lrovi(les a means by which a donor can make a contribution to a charity in return
for the charity's agreement to pay the donor a fixed annual sum each year for
the rest of his life. Under present law part of the amount contributed is con-
sidered as the cost of acquiring the annuity, and the remainder is deductible as a
charitable contribution.

Uiider H.R. 13270 a transfer of appreciated property for a gift annuity could
be, construed as a bargain sale on which the donor would be required to pay an
immediate capital gains tax, even though he has received no cash payment, but
only the promise of the charity to pay him a fixed sum each year. To treat the
"plirchase" of a gift annuity as a bargain sale could hinder charitable organiza-
tions. such as The Sisters of Mercy, that are utilizing a gift annuity program as
a fund raising tool.

We, therefore, urge that if the bargain sale provisions of H.R. 13270 are to
be retained, it be made clear that they do not apply to gift annuity programs.

CHARITABLE REIAINI)ER TRUSTS

l'(ier l)resent law a donor who sets up a trust providing that tile income is
to be paid to a named beneficiary and the remainder is to pass to a charity
is entitled to a deduction for the commuted value of the remainder interest.
t1.R. 13270 would deny a deduction for this common form of charitable giving
by providing that a deduction would be allowable only if the trust was a
"un!trust" or an "annuity trust" (i.e., a trust which pays either a fixed amount
or percentage of income ,to the life beneficiary).

The alleged "abuses" of the charitable remainder trust under present law
hardly seem to justify the elimination of this important means of charitable
giving.

We are particularly concerned about the effect of these provisions because they
could eliminate a very substantial source of financial support under a program of
deferred giving which some of the Institutions of The Sisters of Mercy have
adopted, namely, the use of so-called life Income plans. Under these plans a donor
makes a contribution to a charity, and, in return, the charity agrees to hold the
amount contributed and to pay the donor for his life the equivalent of the ipcome
earned on this amount. With respect to this type of program, the "abuses" at
which the provisions of H.R. 13270 are directed are virtually non-existent. The
"trustees" of the life income fund typically are persons friendly to the charity
and not to the donor; thus there would be no tendency to favor the life income
beneficiary over the charitable remainderman.

We, therefore, urge that the provisions of H.R. 13270 limiting the benefits of
charitable remainder trusts be stricken. If this is not considered appropriate,
then these provisions should exempt transfers made pursuant to life income
programs sponsored by the charity itself.

SUMMARY SHEET-WORKS OF THE SISTERS OF MERCY OF THE UNION IN THE
UNITED STATES OF AMERICA

We have 84 hospitals; 17,000 beds; 360.000 inpatients; and 2,500,000 outpa-
tients, 43 schools of nursing, 3,100 students; 10 colleges, 7,500 students; 433 ele-
mientary schools, 165,000 students; 98 high schools. .50,000 students; 14 homes for
aged, 3.000 residents; and 17 child caring homes, 2.500 children.

COMMVNITY-OWNED INSTITUTIONS OF THE SISTERS OF 'MERCY OF THE UNION

BALTIMORE PROVINCE

Villa Mercy. Daphne. Alabama Mercy High School. Baltimore, Mary-
Convent of Mercy, Mobile, Alabama land
Martin de Porres Hospital, Mobile, Ala- Mercy Hospital. Baltimore, Maryland

ba 111a Mercy Villa, Baltimore, Maryland
St. Joseph's Infirmary, Inc., Atlanta, Mt. Saint Agnes College, Baltimore,

Georgia Maryland
Mount (( Sales Academy, Macon, Mount Washington Country School for

Georgia Boys (Mount Mercy Convent), Balti-
St. .Joseph's Hospital, Savannah. more, Maryland

Georgia Sisters of Mercy Provinclalate. Balt-
St. Vincent's Academy, Savannah. more. Maryland

Georgia
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COMMUNITY-OWNED INSTITUTIONS OF TIlE SISTERS OF 'MERCY OF TIlE UNION--CoII.

CIIICA11O PROVINCE

St. Joseph Mercy hospital, Aurora,
Illinois

Mercyville Institute of Mental Health,
Aurora. Illinois

Mercy 111gh School, (Chicago, Illinois
Mercy Hospital and Medical Center,

('hicago, 1111nois
Mother McAuley High School, Chicago,

Illinois
Our Lady of Mercy Convent, Chicago.

Illinois
St. Patrick Academy, Chicago, Illinois
Sisters of Mercy Provinctalate, Chicago,

liblnois
Siena High School. Chicago. Illiiiols
St. Xavier College, Chicago, Illinois
MeAuley Residence, DeKalb, Illinois
Marquette High School, Ottawa, Illinois
Mercy |I, spital of I)avenlort, l)aven-

Ix)rt. Iowa
Merey Hospital, Iowa City, Iowa
Mercy Hlospital. Ma rshalltown, Iowa
Mercy Hospital, Janesville, Wisconsin
St. Catherti, Residence for Young Wo-

men, Milwaukee, Wisconsln
Mercy High School. (Our Lady of

Mercy Convent), Milwaukee, Wiscon-
sil

CINCINNATI PROI.NCF

SIsters of Mercy Provincialate, Chicin-
nati. Ohio

Lake St. Joseph, ('restwood, Kentucky
Academy of Our Lady of Mercy, Louis.

Ville, Kentucky
Assumption Hilgh School, Louisville,

Kentucky
The MeAuley, ILuisvllle, Kentucky
Mount Mercy Convent. Pewee Valley,

Kentucky
Our Lady ,of Mercy Hospital, Morgan-

field. Kenticky
Our Iady of Mercy Hospital, Owens-

boro, Kentucky
Convent of tile Divine Will, Cilenitnati,

Ohio
MeAuley Hi1gh School. Cincinnati, 01110
Mother of Mercy 1H1gh School and

Academy, Cincinnati, Ohio
Edgecilff College. Cillilllnati, Ohio
Our Lady of Mercy Hospital, Chnchl.

nati, Ohio
Our Lady of Mercy Hospital, Cold-

water, Ohio
The Siena Home, )ayton, Ohio
Our Lady of the Pines. Fremont, Ohio
Mercy Hospital, Hamilton, Ohio
St. Rita's Hospital. Lhna. Ohio
Mercyerest, Springfield. Ohio
Mercy Hospital. Springfield, Ohio
Mercy Hoslital. Tiflin, Ohio
McAuley High School, Toledo, Ohio
Mercy Hospital, Toledo, Ohio

St. Charles Hosplital. Toledo, Ohio
Mercy Menorial Hospital, lrbana, Ohio
St. Bernard Convent and Academy,

Nashville, Tennessee
St. Mary's Memorial Hospital, Knox-

ville. Tennessee
Mother of Mercy Novitiate, Kingstom,

Jamaica
Iount ('laver Conveut, Manchester,
jllllaca

Convent of MIerey, Alpha, Kingston,
Jallitell, W'est Inies

Mount St. Jo.',idh Convent and Acad.vinty. Mandeville. Jamaica, West
Indies

I)ETRoI'r PROVINCE

Mercy IHospital, Bay City, Michigan
Mercy Hospital, Cadillac, Michigan
Mount .Mercy Academy, Grand Rapids,

Mihchiganl

St. Gertrude Convent, Grand Rapids,
Michigan

St. Mary's Hospital, Grand Rapids,
3ichigan

Mercy Hospital, Grayling, Michigan
Mercy Hospital, Muskegon, Michigan
Mercy College of Detroit, Detroit,

ihchigian
Our LJady of Mercy Ihos pital, )yer,

Indiana
Sisters of Mercy Provinclalate, Farm-

Ington, M ii ga11
Our Iady of Mercy High School,

Farnington, Michigan
Mercywood Hospital, Ann Arbor,

Michigan
St. Jospli Mercy Hospital, Ann Arbor,

3chigan
lA-11h1 Y. Post Montgomery Hospital,

Hattie ('reek. Michigan
1ount Carnel Mercy Hospital, Detroit,

Mi'higan
9t. Joseph 1ercy Hospital, Detroit,

Michigan
St. Joseph Mercy Hospital, Pontiac,

Michigal
Mercy Hospital, Port lhuron. Michigan
St. Joseph Mercy Hospital, Cliniton,

Iowa
St. Joseph Mercy Hospital, Cresco,

Iowva
Mercy Medical Center, Dubuque. Iowa
St. Joseph Mercy Hospital, Fort Dodge,

Iowa
St. Joseph Mercy Hospital, Mason City,

Iowa
t. Joseph Mercy Hospital, Sioux City,
Iowa

St. Joseph Mercy Hospital, Waverly,
IowI

Mery Hospital, Jackson, Michigan
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(' NIUNITY-()WNEI INSTITUTION OF TilE SISTERS OF MER('Y OF TIlE UNION-Coil.

St. l.awrence ios)ital, Lansing,
31ichigan

Saint Etluiea, Bell Vista, Argentina,
Sm uth Aumerica

Mater Misericordiae, Buenos Aires,
Argentina, South America

Saint Mary's, San Antonio de Areco,
Buenos Aires, Argentina, South
America

NEW YORK PROVINCE

Mercy College, Mt. Mercy-on-Ihudson,
)Didlis Ferry. New York

Sisttrs of Mercy Provincialate, Mount
Mercy, Dobb,; Ferry, New York

Madonna tHome of Mercy Hospital of
\Vatertown. Watertown. New York

Mercy lo(slpital of Watertown, Water-
tiviii. New York

Mercy (Ueneral Ilhspital, Tupper Lake,
Nmv York

St. Francis Hospital of Port Jervis,
Port Jerv'ls. New YOrk

Tie I'ihlein Mercy ('enter. Inc., Lake
llaci(d. New York

Our Lady of Victory Academy, 'Mount
.Mercy-on-the IHudson, Dobbs Ferry,
New York

St. 'athernie At'adamy, Bronx, New
York

Susan Devin Residence, Bronx, New
York

OMATIA PROVINCE

Mount 1t. Mary Academy, Grass Val-
ley. California

St. Elizabeth Hospital, (Convent of
Mercy), Red Bluff, California

Mercy Hospital, Denver. Colorado
Mercy lHos)ital. Durango. Colorado
Mercy llospital. Nanlm, Idaho
Salut Anthony Community Hospital.

Pocatello, Ilalh
St. Joseph's Mercy Hospital, Center-

Ville, Iowa
Mercy Hospital, Council Bluffs, Iowa
Bishop Drumm Home, Des Moines,

lowa
Mercy Hospital, Des Moines. Iowa
St. John's Medical Center, Joplin, 3Mis-

souri
St. Peter's Convent of Mercy, Joplin.

Missouri
Sisters of Mercy Faculty Residence,

Knisas ('ity, Misourl
Archbishop Bergen Mercy Hospital.

Omaha, Nebraska
College of Saint Mary, Omaha,

Nebraska
Maryview Convent. Omaha, Nebraska
Mercy High School, Omaha, Nebraska
St. Catherine's Hospital, Omaha,

Nebraska

St. \'livcent's Hlorae, Omaha, Nebraska
Sisters of Mercy l'rovinotlahte, Omaha,

Nebraska
Mercy Ilospital, Devils Lake, North

D lakota
Mercy Hospital, Valley City, North

Ii kota
I Mercy Iospital, Villistoi, North

)akota
St. 'atlerime's Residence and Nursing

('enter. North Bend. Oregon
Mtount" St. Joseph's Residence and Ex-

tended ('are Center. Portland. Oregon
Mercy Hlospital, Roseburg, Oregon

PROVINCE OF PROVIDENCE

Salve Regina College. Newport, Rhode
Island

St. Mary Convent aud Academy-Bay
View. Riverside, Rhode Island

St. Joseph Convent ai1 School, Pine
Harbor, Pascoag, Rhode Island

St. Francis Xavier Convent and Acad-
enty. Providence, Rhode Island

Mt. Saint Mary Convent and Academy,
Fall River, Massachusotts

Sisters of Mercy Provincialate, Cunl-
lerland, Rhode Island

3t. St. R ita ('omveuit, ('umberland,
Rnode Island

Convento San Vincente de Paul, San
Pedro Sula. hlondurps, Central
America

Convento Iarla Regina. La Ceiba, HIon-
duras, ('Central America

Convent of Our Lady of Orange Walk,
Orange Walk Town, British Hon-
duras, Central America

St. Catherine Convent and Academy,
Belize City, British Honduras, Cen-
tral America

ST. LOUIS PROVINCE

Sisters of Mercy Provincialate, St.
Louis. Missouri

Mercy Junior College, St. Louis.
M Issour i

Warner Brown Hospital, El Dorado,
Arkansas

St. Anne's Academy, Fort Smith,
Arkansam

St. Edward Mercy Hospital, Fort Smith,
Arkansas

Mount St. Mary Academy, Little Rock,
Arkansas

Mercy Hospital, Fort Scott, Kansas
St. Margaret's Mercy Hospital, Fre-

donla, Kansas
St. Ilizabeth's Mercy Hospital, Hutch-

Inson, Kansas
Mercy Hospital, Independence, Kansas

-. - '1~~~~ I .~' -~-. - - - .,
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COMMUNITY-OWNED INSTITUTIONS OF TIE SISTERS OF MERCY OF THE UNION-COil.

Holy Name of Jesus Convent and
Academy, New Orleans, Louisiana

Mercy Hospital, New Orleans, Louisiana
St. Martin Convent of Mercy, St.

Martinville, Louisiana
Mercy Hospital-Street Memorial, Vicks-

burg, Mississippi
St. Francis Xavier Academy, Vicksburg,

Mississippi
McAuley Hall, St. Louis, Missouri
St. John's Mercy Hospital, St. Louis,

Missouri
Mercy Villa, Springfield, Missouri
St. John's Hospital, Springfield, Mis-

souri
St. Joseph Convent of Mercy, Webster

Groves, Missouri
Mercy Hospital, (Oklahoma City Gen-

eral), Oklahoma City, Oklahoma
Mt. St. Mary, Oklahoma City, Oklahoma
Convent of Mercy, Shawnee, Oklahoma
Mercy Hospital, Brownsville, Texas
Luearlan Manor, Brownsville, Texas
Mercy Hospital of Laredo, Laredo,

Texas

'Mercy tlospital, Slaton, Texas
St. .Josepl's Hospital, Hot

Arkansas
Springs,

SCRANTON PROVINCE

College Misercordlia, Dallas, Pennsyl-
va nia

Mount Aloysius Junior College, Cresson,
Pennsylvania

Sister of Mercy Provincialate, Dallas,
Pennsyl va ia

Mercycrest Convent, Harrisburg, Penn-
sylvania

The Mercy Hospital of Johnstown,
Johnstown, Pennsylvania

Mercy Hospital, Scranton, Pennsylvania
Mercy Heights Hospital, Scranton,

Pennisylvanlia
The Mercy Hospital of Wilkes-Barre,

Wilkes-Barre. Pennsylvania
St. Mary's (onvent, Wilkes-Barre,

Pennsylvania
Sacred Heart Convent, Georgetown,

Guyana, South America

AMERICAN ChIENFICAL SOCIETY,
Washington, D.C., September 11, 1969.

Hon. RUSSELL B. LONO,
Chairman, Finance Committee of the U.S. Senate,
New Senate Offce Building, Wa8hington, D.C.

DEA MR. CHAIRMAN: I am availing myself of the opportunity of addressing
this communication to you In this form rather than requesting an appearance
before the Committee, as I did In the House of Representatives before Chairman
Mills' Committee, for several reasons.

You no doubt are aware of the fact, Mr. Chairman, that the American Chemical
Society, which was organized in 1876, was given its present corporate life by the
Congress of the United States in Public No. 358, Chapter 762, First Session of
the 75th Congress; signed Into law by Franklin D. Roosevelt on August 25, 1937.
It also should be noted that the Society numbered In excess of 116,0)O members,
nation-wide, as of August 31 this year. It is the largest scientific and educational
society In the world devoted to a single discipline.

Now as to my reasons for not seeking an appearance; first, it would appear that
the House Ways and Means Committee, by and large, with the single exeception
of its handling of the unrelated business revenue tax, handled the problems
Involving the American Chemical Society, of which I am President, in appropriate
fashion.

Secondly, I am leaving for Germany today to be gone for a number of weeks
on matters which are most important to both the American Chemical Society and
to chemistry in the United States generally.

And third, it is obvious to us that your Committee will have number of wit-
nesses from Government Fnd many from various areas in the private sector
on the many subjects cc. red by the Tax Reform Bill which are more contro-
versial than the items in which we are Interested. Accordingly, we believe that the
Committee should not have witnesses piled upon It Just. for the sake of making
a record. Thus we respectfully ask that lur remarks be Incorporated in the
record for purposes of review and markup when 4he tax bill takes Its final form.

I appeared before the House Ways and Means Committee on February 25, 1969,
and presented a statement In behalf of the Society, a copy of which I attacll
hereto along with the Appendices which were attached to that statement.* I

*Th ' appendices were made a part of the official files of the committee.
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wouhl ask that my letter to you, Mr. Chairman, and the statement submitted to
the House of Representatives be made a part of the record of the hearings of this
Committee relating to the Tax Reform Act of 1969.

The oi area which we wish to call particularly to your attention is that of
the definition of a private foundation as it relates to the definition of a scientific,
educational and literary society in the proposed amendments to the Act. We
believe from the Act, as passed by the House of Representatives and we are
convinced from the wording of the reip)rt accompanying same, that the American
Chemical Society and like organizations are not affected by its aniendments con-
cerning private foundations. We do earnestly believe and hope that your C(',,rmit-
tee will clarify this language so that all can clearly delileate between the private
foundations which have admittedly been the subject of (onsi(ierable controversy,
and organizations of the nature of the American Chemical Society which clearly
serve the, public interest in the fullest sense of the word.

Tie primary point ini which we (ifter with the House Committee is in its loro-
loised treatment of unrelated business income which is discussed beginning at
page 44 of the report accompanying H.R. 13270 and continuing on through the
middle of page 51. We disagree with the posltlon of the House of Representatives
both as to its interpretation of the present law and its suppK)rt of the regulations
advanced by tile Internal Revenue Service ii December, 19067, and in the House
effort to make the law applicable to a segment of time activities of all organization
which are not separately incorporated but are an integral part of the carrying out
of the exempt functions of the organization.

The very fact tit the House admits that the nraxinliliinl revenues estimated
from these sources is $5,000,000 a year in the first five years of the proposed im-
position of the tax is evidence enough of the de minimis al)proach from a tax
standpoint which can only result In harm to inany organizations such as our
Society. These dollars are highly inlrtant to the carrying out of our related
functions and miniscule in the total tax consequences to the public of the United
States. It should be noted that the Society filed a return this year in accord with
the 1967 regulations and no tax was due because of a loss on our publications.

We further are of the firm opinion that the tax laws are not the appropriate
areas to decide what i or isn't unfair competition in a business sense. It has been
our view that unfair competition lay in a trade regulation atmosphere and is
also better reviewed by the Federal Trade Commission and the Acts relating
thereto, or the departmentt of Justice in -the Airtitrust I)ivision. We believe it a
dangerous precedent to have the tax laws conmingled with this concept. Ac-
(ordingly, we strongly urge the Senate to review this proposed provision in the
Tax Reform Law and ask that you oppose the position of the House in this field.

In conclusion, I again urge that you and your staff pay particular attention
to the statement which I delivered before the House on February 25, 1969, and
the attachmnents thereto.

I sincerely believe that the best interest of our country would Ie better served
by following the apl)roach we have outlined in relation to this area of the tax
lw.

Again, I sincerely believe that the House of Representatives has agreed with
us in all major fields except the unrelated business income area, and we do ask
once again that the Senate clarify the definition of private foundations vis-a-vis
quasi public bodies such as the American Cherileal Society.

Cordially,
WALLACF. R. BRODE, President.

STATEMENT OF I)R. WALLACE R. BRODE. PRE.SIDNT, AMERICAN CHEMICAL SOCIETY,
BEFORE TIlE WAYS AND MEANS COMMITTEE

In Relation to Paragraph 1 (4) of tiM Notice of Hearings Issued by the
Committee on Ways and Means of the House of Representatives In Reln-
tion "to whether advertising income hiouhd Le clmaracterlzed as unrelated
Ill the case of magazines and other peri,,ilcals published by exempt or-
ganizations where the editorial matter of the publication ik, related to its
exelipt funetiom"

Chairman Mills and gentlemen. I am Doctor We!lace R. Brode. President of
the American Chemical Society, an organization founded in 1876 and reincorpo-
rated by an Act of the Federal Congress in 1937, which represents the largest
scientific and educational organize ftion In the United States. devoted to a single
science.
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I wish to express to you my appreciation for the privilege afforded me to
represent my Society and Its 113,000 members on this important matter. To
conserve the Commiittee's time, I have attached five appendices to this state-
ment. I am accompianied by the Society's General Counsel, Arthur B. Hanson,
and Dr. B. R. Stanerson, the (.ix. ty's Executive Secretary.

I support fully the statement submitted by Mr. Hanson before the Int(.rnal
Revenue Service in 1967 when unrelated lmsiness taxable income was the sub-
ject of hearings upon proposed regulations which the Internal Revenue Service
was desirous of imposing.

Subsequent to these hearings. the Service did impose these regulations in
December, 1967, to become effective upon the taxable year 1968. As a consequence
the Society will fle a return this year for the year 1968 insofar as its revenues
from advertising are concerned. I might add. that preliminary reports indicate
that our Society, due to a deficit, will be subject to little or no tax for the year
196S, but this in no way negates the Importance of our appearing before you and
our request to this Comiitt*-,e that the entire matter le reviewed by the Federal
Congress and not be done by administrative flat in contravention of the e!-CL.
intent of Congress as indicated in the 1950, 1952, and 1954 amendmeifts to the
Federal Internal Revenue Code relating to exempt organizations.
If in the wisdom of the Congress, it should be decided that tax exempt scientific

and educational organizations of the nature of the American ('heroical Society
should be taxed on their revenues, from any sources, we would submit two major
Items. First, this determination is one for the Congress and the Congress alone,
and, secondly, should such a determination be made, we are firmly convinced that
It would be contrary 'to law to endeavor to impose such a tax in the fashion In
which it has been suggested by the Internal Revenue Service under the regula-
tions to which we object.

Under the landmark case of Grosjean v. 'American Press, decided unanimously
by the Supreme Court of the UTnited States in 19?6, it is the clear intent of the
United States Supreme Court that advertising cannot be separated from other
editorial content in a publication and singled out for the imposition of a tax. This
was found to he an abrogation of the First Amendment of the Constitution.

We do not believe that this ('ommittee or the Congress has any desire to do
other than to support this decision of the Court which has been upheld from time
to time subsequent 'thereto. We urge that the Committee counsel review this case
in detail, for although the case involved daily newspapers, the briefs submitted
'with the case and the decision itself make no differentiation as to the fact that
one cannot take a publication and make ic into t piecemeal subject of taxation. In
saying this, I want to make It clear that we do not contend that the Congress could
not take away tax exemption from exempt organizations and make them liable
for income taxes in accord with the normal tax structure in the corporate bust-
tess tax laws of our country. In that event a levy would be made on the business
of the Society as a whole jusrt as 1i done with a normal business for profit It
would not be a levy against an inseparable part of an exempt function as is
endeavored to be done in the regulations adopted by the Internal Revenue Serv-
ice In December, 1967. Thus, these regulations suffer from the further defect of
discriminatory treatment of the taxpayer.

We feel that the example just given should not be the subject of these hearings
for we know of no one in 'this country who would desire to take away the
exemptions granted by this Congress to organizations such as the American
Chemical Society.

Now to my second point: can one separate a segment of a publication from
the remainder of the publication for tax purposes? It should be clear that the
regulations adopted by the Internal Revenue Service in December. 1907, are
inappropriate In their effort to declare a part of a journal as separate from its
remainder for purposes to taxation. I have submitted as Appendix D copies of
the February 17 lqqiue of Chemical & Engineering Yews. the official journal of the
Society. The advertising content of the magazine is as much a part of the editorial
content as Is the news commentary and the scientific feature articles which are
contained therein. The magazine is a whole. It should not be broken down Into
parts. Looking at this in another way, were the Society to go out and buy a
publishing buslnesq devoted to manufacturing, not science, but in the broad field
of reports on what industries which use chemicals are doing, then It might rightly
be argued that the operation of such a business would be taxable.

O)ur Society publishes twenty journals, all of which are clearly devoted to
one or another segment of the scientific.and teaching aspects of the discipline
of chemistry and In the case of the weekly rhrtnical & Engincering News, the
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official organ of the Society, it is devoted to broad chemical and scientific inter-
ests. The i.lvertisig carried in sonie of these journals is merely an incidential
extension of these JouLnals which helps in a small way 'o defray the over-all
costs of publication and to assist the Society in carryAlg out the very exemipt
functions which this Congress gave to it in its Charter ir. 1937. See Appendix C.

To tax unrelated business income, I suggest that you must have an unrelated
business. The business of the Anierician Chemical Society-the promotion of the
science of chemitry-has, by charter and rulings been declared tax exempt.
The fact that Incidental advertisiflg revenue comes to a part of its business as a
non-substantial portion thereof, should not open the floorr for the tax collector
to harrass the Society in its exempt functions.

The argument advan(.e(l by the Internal Revenue Service that by taxing thi,
income as unrelated business income It will provide a fairer ineais for business
publications to compete with the Society is inal)t. Figures which becante avail-
able only this past week from McCan-n-Erickson's annual report, report that
newspal)ers in the United States during tho, year li8 grossed $5,237,000,000 in
advertising revenue; television $3,142,000,000: magazines generally $1.318.000.000;
radio $1,145,000,000 : direct mail advertising $2.612.000,000; and swo-called business
papers and magazines $718,000,000. There are no accurate figures as to what the
tax-exemlpt organizations' publications grossed in advertising revenue in this field,
but the best estimate we have lIeen able to develop is less than $30,000,000.

Appendix C shows the circulation and advertising revenue attributed to
Cheical & Engincering News. a copy of which is attached as Appendix 1). This
magazine Is not strictly in competition with any others in this field. It is devoted
principally to the S3ociety's operations and exempt purposes and its gross adver-
tising revenue to the Society for the year 1968 came to less than $3.000.000. It is
obvious from an examination of Appendix C that the other journals listed do not
compete with commercial publications, and certainly the advertising revenue from
our combined journals of a little over 4 million dollars present a miniscule factor
in the Society total business of about 25 million dollars in 1908. Half of this
total of 25 million dollars represents direct subscriptions to publications. In 1968
we (1had a deficit of more thanl half a million dollarss and had to draw on our
reserves to balance our anmal budget. Ve feel that these figures, by their very
nature, show that this problem of a relative minor advertising income to our
total operations and the deficit or non-profit character of our budget does not
merit the intensive consideration given to it by the Internal Revenue Service.

1 wouId like to make an additional eommnent. If this Committee does not direct
the Ii-ernal Revenue Service to repeal the regulations we have noted then we
would ask that the committee consider introducing as one of the amendments
in your proposed tax revision bill. language similar to that introduced by Repre-
sentatives Watts of Kentucky and former ('ongres;muan Curtis of Missouri. or
Congressman Battin of Montami, just this January 6, in the form of H.R. 2057,
which would make It clear that the Internal Revenue Service is not to declare as
unrelated business income, that advertising Income generated by advertising In
-agazines which is clearly related to the exempt functions of the organization

In question.
In conclusion let ne again thank this Conmmittee and you. 'Mr. Chairman, for

this opportunity to appear before you today to express these views.
Respectfully submitted.

AMERICAN CHEMICAL SOCIETY,
By WALLACE R. BRODIE. President.

COUNCIL ON LAW-RELATED STUDIES.
Cam bridge, Ma8s.. Scpthntbcr 30, 1969.

'lio). RUSSELL B. Oo,G,
"lItairinan, Comm ifttcc on Finaite,
U.N. Senate. Washington. D.C.

W.,AR SENATOR LONG: I am subimittig this letter commenting on II.R. 13270,
Title I. "Tax Exempt Organizations", for inclusion In the, record (of the hearing on
that bill before the (''onnittee on Finance.

I write as president of a newly-reated foundation, the Council on In-Relnted
Studies. and al-o as Fe.,enden Professor of l4Aw Emeritus in the Iarvard Law
School. The Council is financed by a grant by the Walter E. Meyer Research
Institute of Law. which has been the only grant-giving foundation having the
advancement of justice through law as its primary purpose. The functions of
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the Council are to plan, encourage, support, and, on occasion, conduct research
on problems of contemporary social importance with significant legal asp-cts,
drawing chiefly for this purpose on members of faculties of law and of the
social and behavioral sciences.

I foresee a short and seriously restricted existence for the new Council If the
House Tax Reform Bill should become law. Like that of any new foundation
created by another, our prospect of achieving "operating" statLs, as defined in
the Bill, is dini indeed. It is ironic that the compliment paid in the House Com-
mittee Report to the usefulness of intermediary foundations should have been
accompanied by tests for their survival that endanger many established insti-
tutions of this type and, as a practical matter, preclude the creation of new
ones.

If the Committee on Finance were to develop, and the Congress to adopt, a
concept of a foundation engaged in the conduct, support, or encouragement of
research which would place foundations so engaged in the same tax category
as colleges and universities, nany of the perverse effects of the House Bill would
be removed. I strongly urge the favorable consideration of amendments pro-
posed with this in view. However, if this solution were unacceptable, a helpful
though a less beneficial solution could be achieved by broadening the category
of "operating foundation." This would reduce the damage that the restrictive
tests for an "operating foundation" would wreak. At the same time, it could
preserve the Committee's objective of assuring prol pt application of a foun-
dation's funds to the objects of Its bounty. This solution would require a pro-
vision modifying the alternative test of an "'operating foundation" found in
14942(J) (3) (B) (i).

Enlarging the Concept of "Operating Foundations". The test in subparagraph
(B) (I) prescribes that substantially more than half the "assets" of the founda-
tion be "directly devoted" to activities constituting its purpose. "Assets" is a
concept broad enough to cover money received and expended currently. Thus,
a foundation receiving gifts or grants amounting to $1,000,000 in a taxable year
and expending $700,000 of that amount in that period directly in support of its
actlvities would seelli to satisfy the language of the subparagraph. However, the
subparagraph is widely viewed as limited to physical kissets.

Accordingly, to make it clear that monetary assets expended each year would
satisy (B) (1), a clarifying addition would seem called for. Thus, there might
be inserted after "devoted directly to" In line 5 on p. :34 the following: "or,
before the first day of second (or succeeding) taruble year after the as8cts'
receipt, are expended directly for the active conduct of,." This would permit
support from a narrower source than that required by (B) (i). but. unlike
(B) (i), it would not permit the foundation to accumulate more than 35% of
tile support it received.

In view of the importance of the question to many foundations, the Report.
If not the provision, should make clear whether the making of grants by a
foundation created for the purpose of making grants (onstitltes the devotion
of its assets "directly" for activities constituting its purpose.

Broadening the Concept of "Qualifying DiistribWtions". The chief reason a
new foundation must struggle to become an "operating foundation" if it is to
survive is the Tax Reform Bill's concept of "qualifyng distributions." The tax
compulslon that all distributions to nonoperating foundations be paid out of
capital which the Bill would impose on all private foundations would certainly
deter most of them from contributing to such grantees. As a consequence. the
new foundation could not secure all its sulpixrt from five or more exemptt orga-
nizations". none of which gave it more than 25% of Its total support-a rule that
I have termed the "5-and-25 test."

Ths discrimination against new foundations could be eliminated without
serious sacrifice of the Bill', objectives by the adoption of either one of two
amendments to § 4942(g) (1) (A) (i) defining "qualifying distributions." The
first of these alternatives would amend the section by adding the underlined
words to subparagraph (i) so that the provision would read in part as follows:

(1) IN GEINERAL.-For purposes of this section, the term "qualifying dis-
tribution" means

(A) any amount paid out to ac.omplish one or more purposes described in
section 170(c) (2) (B), other than any contribution to . . . (i) a private foun-
dation which is not an operating foundation (as defined In subsection (J) (3)).
unless it distributed *ubetanttally all the support it receives to persons other
than private foundations before the first day of the 8(eod (or any succeding)
taxable year following its rcocipt.
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Another alternative might l)e stated as follows, substituting the following
language for that underlined in the preceding version: une.s it distribittth all
of each s ch contribution to prsois othr than private foundations before the
first dayl, etc.
These provisions wouli permit gifts to non-operating foundatiomis to be "qual-

ifying" while leaving ie grantees subject to "expenditure responsibility." The
former version is more restrictive in that it applies to all (if the grantee's sup-
port whereas the latter operates on a gift-by-gift basis. However, tile former
uses "substantially all" rather than "all."

Bugs in the 5-ald-25 Te,t. There i a serious ambiguity in the much-discussed
5-and-25 test in subparagraph (B) (it) that I hove lint seeln coiilmliented on.
Suppose a private foundation receives 40% of its support from grants and comi-
tracts by one federal government department or agency mid 60% from grants
by five private foundations, the largest grant from any of tie five being 20%
(of the total. Is the federal government or each granting agency an "exenipt
organization" within tihe meaning of subparagraph ( B) (ii) ? If so. thein the
foundation may not qualify as an "operating foundation" because one of the
"exempt organizations" supporting it gives it over 25% of its support. despite
the fact that that support is received by tie foundation for performing public
services, advancing government objectives. If. on the other hand, government
sources do not (onstitute "exempt organizations." then the foundation is equally
barred because its support (other than gross investment income) does not all
come from five or more exempt organizations.

Governmental bodies (governmental corporations excepted) are not included
in the long list of "exempt organizations" in $'501(c), even though gifts to
governmental bodies are tax deductible. I assume that the governmental bodies
do not fall within the term generall public" in (B) (ii). However, if that con-
struction were Ilaced on the latter term. the test in (B) (ii) still would not
make sense. Thus, though 80% of a foundation's support cane for the govern-
ment (qua "general public"), the foundation would fail to qualify as an "oper-
ating foundation" if it received the balance of its support from only four
foundations.

Still another uncertainty in the 5-and-25 test is whether gifts for endowment
are "support." Suppose normally 20% of the contributions received by a private
foundation came In the form of bequests for endowment; the rest of the funds
it receives come from five foundations, none of which give 25% of the 80C.
Would the endowment gift be "support" and so preclude the legatee foundation
from qualifying since all of its support does not come from "exempt organiza-
tions" or the "general public"? Existing foundations may have endowment and
still qualify. To deny new foundations the right to acquire endowment unless
all the gifts creating it meet the 5-and-25 test seems arbitrary. On tile other hand,
to exclude gifts for endowment from "support" is also anomalous. To do this
would allow a foundation to qualify as "operating" by reason of five smail
grants from foundations where nearly all its funds take the form of gifts for
endowment and Investment income. The 5-and-25 test is basically unsound.

Grants to Indiriduals.--.The substance of this provision (§ 4945(e)) does not
seem objectionable. hut the requirement that it be "demonstrated to the satis-
faction of the Secretary or his delegate" that each grant falls within tihe ap-
proved categories or purposes strongly suggested that advance clearance at the
Treasury would be required. This would almost certainly be productive of (elays
which. would surely (1lsrupt tile l)lans not only of most of tile individuals in-
volved but also of the Institutions at which they were planning to study. The
volume of applications to be cleared would be great, anid one can readily ell-
visage then mounting on officials' desks.

Post-audit seems a much better means of handling this problem-if it really
is a problemm and not simply an uncertainty caused by ambiguous language. To
obviate the question, the clause beginning "if it is demonstrated . . ." oil line
24 of p. 47 through "it" in line 1 on p. 47 should be stricken. In Its place might
he substituted : lesss the Secretary or his delegate finds that is neither .. ."
In line 3 on p. 47 "nor" should then he substituted for "or." This language would
seem consistent with the pos't-audit handling of the grants.

Influteneing Legislation. The chief concern which § 4945(b) (1) and (c) have
created among foundations supporting studies dealing with controversial public
affairs springs from uncertainty as to the meaning of "nonpartisan research
and analysis." However, underlying this question is another one which may be
still more important for grant-giving foundations. Where a foundation conducts
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and publihes studies itself or engages in demonstration or action programs, it
will, of course, be subject to the limitations the provisions impose. But what is
the responsibility of a foundation that gives a grant to a university to enable a
professor to conduct research or a demonstration or action program-or makes
the grant directly to the individual scholar? If the i)urpose of the grant as
presented In the application to the foundation contemplates an objective program
of research or experimentation to ascertain social facts or to test a social
program and if the grantor foundation has no knowledge of an improler in-
tention, surely the foundation should not be subjected to strict liability for
the tax'because of the professor's subsequent partisan behavior or his "private
communication" with legislators. The foundation's purpose in making the grant,
not the grantee's behavior after receiving it, should be the test of tax liability.

If a grant had not been fully paid when the grantor foundation learned that
the grant's ternis had been departed from and that the grant was being used to
influence legislation improperly, the foundation might be taxable for subsequent
payments. Surely, however, a grantor foundation should not be expe,.t'. to
keep its grantees under continuous surveillance. Even the provisloji for
penditure responsibility" does not seem to require that, and it applies on113
grants by one foundation to another.

Though I aim confident that, properly interpreted, the provision does not Ini-
pose strict liability on grant-making foundations, I doubt that this is widely
understood. Therefore, a clarifying explanation in the Committe,?'s report would
be desirable. The explanation should make it plain that, subject to subsection
(f) Imposing "expenditure responsibility", a grant paid in good faith by a private
foundation to support a nonpartisan study of a subject relating to existing or
proposed legislation would not constitute a taxable expenditure ei"en though the
independent recipient used the product of his research or experiment in all
Improper attempt to influence legislation.

"Nonpartisan research or analysis." This phrase has surely been questioned
by many others, but it has special importaI('e for foundations such as the
Council on Law-Related Studies which contemplates studies in area where there
may be need for law reform. However. as the previmis loint Indie ite., it %A'vonl
appear relevant only where action alleged to give rise to a taxable expenditure
is taken by the foundation's own staff or by others with its connivance. If the
foundation denies liability for such action, its defense will turn on the meaning
of the quoted phrase.

"Nonpartisan" ordinarily suggests "not related to a political party's position."
However. it Is sheer chance whether political parties have taken positions on
any given law reform proposal. In any event, the taxable character of a research
expenditure should not turn on the relation of a researcher's conclusions to a
party's position. It seems equally clear that a researcher should not have to
be neutral or silent on controversial issues that lie has studied lest the founda-
tion employing or supporting him be subjected to a heavy tax. Presuntably what
is intended is that an objective statement based on the research or experiment
shall not subject the foundation employing or supporting the researcher to
taxation. If so, I suggest the substitution for "the results of nonpartisan analysis
and research" in subsection (c) the following: "a nIalemlent of the retuits of
objective analysis or the findings and Conclusions of objective research."

Though lacking the political flavor of "nonpartisan", "objective" is not crystal
clear. Its use should be accompanied by a gloss in the Committee's report making
plain that analysis and research may be "objective" even though they lead to a
position on one side or the other of a controversial issue. The question -goes
basically to the fairness of an analysis or of a study's findings and the con-
elusions drawn from them.

"pendture Responsibility". Though subsection (f) requires a private foun-
dation making a grant to another foundation "to see that the grant is spent for
the purpose for which made," it is not clear what the effect would be of the
grantee foundation's departure from the terms of the grant. Is strictly liability
to be imposed on the grantor, requiring it to pay a dollar's tax.,or everY dollar
it discovers has been diyerte4 from the grant's terms? This would, deter any
found tion from making grants to any other found.Ation unless the grantor
exetc=d strict control over the grantee and thereby extended the power it en-
.oved by iteason of Its superior resource%. Surely this drastic, untoward con-
beqtRe'e is not inten4ed& Paragrph (1) In subsection (f) is unwise.and ir-

~'; ~~j4$~ j -
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The problem posed by paragraph (1) is accentuated by the fict that the terms
and conditions of grants can seldom be drawn with specificity. Research Is con-
stantly encountering the unexpected ; adaptation is essential. If a major depar-
ture from the original plan seenis called for, the grantee will apply to the grantor
and will ordinarily be granted permission to change his research plan. This
procedure, coupled with the reports re(luired by sub.sectlon if), should afford
sufficient expenditure control. If it were thought necessary, a new paragraph
(1) could be substituted for that in the Bill, reading as follows:

(1) to include in each grant a condition that no s8b.itantial departure be
made from the purpose of the grant unless the grantee Mhall have obtained
the (pproral of the grantor.

The amendments and clarifying additions to.the Committee report that I have
proposed would diminish the deterrent to-Yl eded research AfAt .§ 494 now con-
stitute.q. However, as applied to foundations designed to conduct,; support , or
encourage research, its benefits d(uld not be proportionate to the handcaps it
would impose. I wish therefore o reiterate my support of proposed azmendtuents
which would )lace foundatifs having responstble!tJf-arch objectives ilk the"
same category as colleges a)m0 universities. .

Very truly yours,
ilDAV F. CAPERS.

Ti AAImuiCA A55 3L9?,Ovi'PTR uM% GEOIIsTs,
Tula k_*-?11 eptcsqqber 1, 1969.

Hon. RussmLL It. LON
Chairman, Senate Finl ne Committee,
U.S. Senate Office Bui dilg, ;
Washington, D.C.A a ", -..

)rAs SRNATOR LO.: TleAnrhan A.ation of, VetrblInl Geologists, Ine..

headquartered ini Tula, (khhonla, Is a se(4ltiflc or ailrittiqn of 15,000 petrole-
111 geologists, exelpIt under Section 501t )of the flternal e ue Code. TheA<z:'w-filthol i z deeply (mverned nkout Itfie ta.x-,aeforflr billii R 13270)r,,vhich Is

now before your Senate inanee Coumtttee. "- ... ."
We are e.specially cot -erned about the proposed, setion re arding a4fertising/

income, which would ha e the effect of legislafing a insept rable portion of a/
non-profit organization in a distinctly twpjarate, unrelated, t xabW business: /

-(c) Advertising, etc., htivities.-,m-the purpose of think, eftion, the teyi
'trade or business' inclu( s any activity W-leh4&.Arried on for the pro~iuc-
tion of income from the saP of goods or the performance of service$. For
purposes of the preceding se Kence. an activity does not lose Identify as a
trade or business merely becau. t Is carried on within a largep/incmplex of
other endeavors which may, or ma,-ziqt, be related to the.omaxpt purposes
of the organization." -_ .... f- -

We maintain the position as stated in our brief, filed with the House Commit-
tee on Ways aild Means (pages 137,9-1386, Tax Reform, 1969, Part IV of 15,
Hearings Before the Committee on Ways and Means, House of Representatives,
91st Congress, 1st Session on the Subject of Tax Reform) that the advertise-
ments carried in the Association's monthly scientific Bulletin are "related"
to the exempt purposes of the Association. We would also state that the adver-
tising function is not a separate business, and income from advertisers is, in
fact, vital financial support of an essential scientific journal. In many cases, ad-
vertisers consider the purchase of an ad in our journal as a "charitable"
contribution.

We also wish to point out that, except for a possible loss of exemption, there
Is now no civil penalty for failure to file, or for lateness in filing, an exempt
organization return. Under HR 13270, as reported out of the House, there will
be a sanction of $10 per day up to a maximum of $5,000 imposed upon an orga-
nization which fails to file, or is late in filing, the forms. Many organizations
such as AAI'G, may have difficulty in complying with these requirements, and
there I. a reasonable expectation that enforcement will be impossible.

Many of the Association's fiftyftWo affiliated geological societies, being auton-
oMous organizations of volunteers, suffer an innate, unavoidable, and peren-
nial discontinuity between successive administrations. Tme breaks do not hinder
the fulfillment of these societies' fundamental puilose to bring stimulating pro-
grams of scientific Intrest to their professional members, but the hiatus in ad-
ministrative continuity renders them incapable of responding to a requirement

33- l5--6-pt. 3--50
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that they behave like nonexenipt business organizations. These organizations and
their thousands of counterparts in other scientific disciplines deserve to be nour-
ished for the good of the nation's economic future, rather than to be taxed and
penalized, possibly to the extent of ultimate, if not immediate, destruction.

For these reasons, we believe that the sanctions now included in HR 13270 are
arbitrary, unreasonable, and fundamentally unsound. We therefore respectfully
request that consideration be given to our earnest position.

Very truly yours,
KENNETH H. CRANDALL, AAPG President.

STATEMENT OF THE AMERICAN ASSOCIATION OF PETROLEUM GEOLOGISTS

BEFORE THE HOUSE COMMITTEE ON WAYS AND MEANS

SUMMARY OF STATEMENT

Gentlemen of the committee, the American Association of Petroleum Geolo-
gists. Inc., a tax exempt organization under section 501(c) (6) of the Internal
Revenue Code of 1954, and its 15,082, members are unalterably oppose(] to the
taxation of income received from the sale of advertising in journals published
by tax-exempt organizations. The American Association of Petroleum Geologists
is particularly disturbed by the Treasury Department's issuance of Regulations
proclaiming such advertising Income to be taxable as unrelated business income
under section 511 through 513 of the Internal Revenue Code of 1954.

The American Association of Petroleum Geologists publishes The American
Association of Petroleum Geologists Bulletin In which appear scholarly s(ien-
tifte articles for the education of its members. To help defray publication ex-
penses a certain amount of advertising is sold. Advertisers, however, are care-
fully screened so that only advertisements which will update members' know-
ledge of materials and services related to petroleum geology are included. The
American Association of Petroleum Geologists does not actively compete with
magazines of general distribution for advertisers.

Actually, it is probably incorrect to refer to much of the "advertising" In the
Rulethi. as advertising at all. Certainly in many cases it is not "advertising"
In the usual commercial sense of the word. Rather, It is support of a scientific
and educational journal by companies and persons Interested in the advance-
ment of the science of petroleum geology. It would be more accurate to refer to
them as contribintorq than as advertisers.

However, after 17 years of settled interpretation to the contrary, the Treas-
ury Department has usurped the legislative function by declaring that all such
advertising Income Is, per 8e, unrelated business income. The Treasury Depart-
ment Regulations, sections 1.512(a)-i Example (2) and 1.513-1(d) (4) (iv)
Example (7), are not supported by the words of the statute or by the legislative
history of the statute. In fact, the Treasury Department appears to have totally
disregarded the legislative history and purpose of the unrelated trade and busi-
ness income statute. These Regulations represent what someone in the Treasury
Department thinks the law ought to be, not what Congress has said the law is,
and they do not, therefore, respect the legislative process.

The effect of taxing such income will be to curtail, and in some cases to pro-
hibit. the publication of scientific and educational papers which ultimately and
directly benefit all mankind. The American Association of Petroleum Geologists,
therefore, urges this Committee to take positive steps to insure that such income
Is not taxed, by recommending to the Congress that legislation be enacted spe-
cifically exempting advertising income derived from the publication of a journal
which Is related to the purpose or function constituting the basis for an organ-
ization's tax-exempt status.

I. TnE AMERICAN ASSOCIATION OF PETROLEUM GEOLOGISTS, ITS PURPOSES, OBJECTIVES,
AND MEMBERS

The American Association of Petroleum Geologists. Inc., Is a Colorado cor-
poration with national headquarters at the AAPG Building, 1444 South Boulder
Avenue, Tulsa, Oklahoma. The Association is a tax-exempt organization under
section 501 (c) (6) of the Internal Revenue Code of 1954. The American Associa-
tion of Petroleum Geologists has an Ea~tern Section, a Gulf Coast Section, a
Mid-Continent Section, a Pacific Section, a Rocky Mountain Section, a South-
west Section, a Division of Paleontology and Mineralogy, and sixty affiliated



1689

societies throughout the United States.' Presently there are some 15,082 miew-
ber of the AAPG who are located in all 50 states and many foreign countries.'
The Association has stringet educational and moral character requirements for
membership.

The American Association of Petroleum Geologists was organized in 1917 to
promote the science of geology, especially as it relates to petroleum and natural
gas: to promote the technology of petroleumn and natural gas an(1 improvements
in the methods of winning these materials from the earth ; to foster the spirit
of .,ientific research among its members and to disseminate facts relating to
geology and technology of ljxtroletuu and natural gas.

Each month the Association publishes The American Association of Petroleum
Geologists BULLET1J which Is the principal method by which knowledge is
(lissemninatei amoi.g me Association's members. The format of the BULLETIN
is that of a sciovdilc and educational journal. The articles are written in a
scholarly manner, are highly technical and would not generally be read by lay-
men. The BULLETIN iN distributed by mail to AAPG mimembers and to a limited
number of interested subscribers, priicipally pl)ulic and university libraries. It
is not marketed generally, nor is it sold on newsstands. The BU'LLETIN serves
a very important purpose and the Association is Justifiably pround of the con-
tributions to the science of geology and to the art of technical writing and pub-
lishing which the BULLETIN has made throughout the years.

II. TilE AMERICAN ASSOCIATION OF PETROLEUM GEOLOGISTS BULLETIN, ITS FUNCTION,
NATUREZ OF ARTICLES AND ADVERTISING CONTAINED THEREIN

To help defray publication expenses The American Association of Petroleum
Geologists sells a limited amount of advertising in the BULLETIN. Advertising
is not, however, indiscriminately sold. No cigaret, soft drink or similar advertise-
ments will be found in The American Association of Petroleum Geologists
BULLETIN. The advertisers in the BULLETIN are carefully screened and only
those advertisements which will update members' knowledge of materials and
services related to petroleum geology are selected for inclusion. The BULLETIN
generally does not actively compete with magazines of general distribution for
advertisers.

An analysis of the nature of the advertising contained in the BULLETIN
shows that to a large extent It is institutional type advertising, that is, the corn-
pairy purchasing the space does not attempt to use the space to sell a particular
product, but merely to advertise the corporate name. This Is "good will" type
advertising. Actually, it is probably incorrect to refer to It as advertising at all.
Certainly it is not "advertising" In the usual commercial sense of the word.
Rather. it is support of a scientific and educational journal by companies and
persons interested in the advancement of petroleum geology. It would be more
accurate to refer to them as contributors than as advertisers.

This Committee Is aware of the kind of "advertisement" about which we are
speaking. Often a company will purchase a full page in a scientific journal and
merely have its name printed thereon. It cannot be said that by its action the
company is actively trying to sell the reader of the journal a patricular product.
What the company has done is to contribute to the Journal the price of the page
to helpl defray the cost of publication. It usually does so because it wishes to
encourage the continued publication of technical articles which are highly instruc-
tive, and essential to the professional practice of geologists on its exploration
staff.

The American Association of Petroleum Geologists invites the members of
this Committee at their convenience to thumb through a copy of the BULLETIN
to determine for themselves the nature of the advertising contained therein.

Despite the fact that the advertising contained in the BULLETIN is related
to geology and the Association's exempt purpose, and despite the fact that the
Association does not actively compete with commercial publishers for advertising
In general, the Treasury Department has taken the position by recently issued
Regulations that such advertising income is taxable as income from an unrelated
trade or business under sections 511 through 513 of the Internal Revenue Code
of 1954.

I The AAPG affiliated societies are listed in the Appendix attached hereto.
2 See Appendix.
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In Example (2) of Regulations section 1.512(a)-1 it is provided that:
Z, an exempt business league, lolilishes a monthly Journal which it sell.

by subscription to members and others. The articles and other edltorial
content contribute importantly to the accomplishment of Z's exempt purposes.
Therefore, the income attributable to journal subscriptions does not con-
stitute gross Income from unrelated trade ,r Iusiness. Ili connection with
the publication of the Journal. Z drivess incn.me from the regular sale of
advertising slace and services to commercial advertikers. Siice the provision
of conimervIal advertising space and service does not contribute Importantly
to the accon~llshment of Z's exempt purposes, Z''s Income from advertising
constitutes gross income from unrelated trade or business ...

And In Example (7) of Regulations section 1.513-4t d) (4) (iv), it is provided
that :

M. . (T)he advertising in Z's journal promotes only products which are
wVithin the general area of professional Interest of its members. Following
a practice common among taxable magazines which publish advertising,
Z requires its advertising to comply with certain general standards of taste,
fairness, and accuracy; but within those limits the form, content, and manner
of presentation of the advertising messages arix governed by the basic ol)jec-
tive of the advertisers to promote the sale of the advertised products. While
the advertisements contain certain information, the informational function
of the advertising is incidental to the controlling aim of stimulating demand
for the advertised products and differs In no essential respect from the
Informational function of any commercial advertising. Like taxable publish-
ers of adverting, Z accepts advertising only from those who are willing to
pay its prescribed rates. Although continuing education of its members in
matters pertaining to their profession Is one of the purposes for which Z Is
granted exemption, the publication of advertising designed and selected in
the manner of ordinary commercial advertising Is not an educational activity
of the kind contemplated by the exemption statute: It (lifters fundamentalliy
from such activity both In its governing objective and in its method.

Accordingly, Z's publication of advertising does not contribute Importniltly
to the accomplishment of its exempt purposes; and the income which it
derives from advertising constitutes gross income from unrelated trade or
business.

The American Association of Petroleum Geologists, its members and affiliated
societies find this position taken by the Treasury Department to le very alarming
and potentially stultifying. The position stated in the Regulations is that all
advertising income'is, per se, unrelated to an organization's exempt purpose. As
will be demonstrated, infra, this conclusion is wholly without support in the
statute enacted by Congress concerning unrelated business income and we urge
this Committee to recommend legislation specifically exempting advertising
income derived from the publication of a journal which is related to the purpose
or function constituting the basis for the organization's tax-exempt status.

II. THE TREASURY DEPARTMENT'S POSITION ON ADVERTISING INCOME Is ARBITRARY
AND IS NOT SUPPORTED BY STATUTE OR BY REASON

For a period of over 17 years after the enactment In 1950 of the Unrelated
Business Income Tax Statute, the Internal Revenue Service correctly interpreted
the statute as excluding income derived from the sale of advertising in journals
published by tax-exempt organizations, such as The American Association of
Petroleum Geologists.

In 1952 the Treasury Department issued Regulations Interpreting the statute
and defining the term "unrelated trade or business." For an activity to come
within the unrelated business income section it was said that there must be a
"trade or business" which is "regularly carried on" and which is not "substan-
tially related" to the organization's exempt purpose. This was the test as
developed by the Internal Revenue Service for the determination of whether or
not activity was, in fact, an unrelated trade or business.

This was the test in effect in 1954 when the entire Internal Revenue Code was
revised and reenacted. No change was made in the unrelated business income
sections by the Congress in 1954, The 1reasury Department has in effect, how-
ever, after over 17 years, redefined what it considers unrelated trade or busbues
income and specifically included in the Treasury Delmrtment's definition is In-
come received from the sale of advertising In scientific and educational jour-
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nals, such as The American Association of Petroleum Geologists BULLETIN.
Income from all advertising in such Journals is, under the new Regulations, auto-
matically included as unrelated business income. No analysis of the nature of
tie advertising to determine whether it is related to the exempt organization's
purpose is provided for. Indeed, under the new Regulations the nature of the
advertising is totally irrelevant since it is provided that no advertisement
could ever be related to an exempt purlmse. iUinder the Regulations, if it i adver-
tising it is unrelated and income derived therefrom Is taxable as unrelated
business income.

The Treasury Department's position in this regard is totally without rationale.
The new Regulations, as they apply to advertising income, have no basis in, and
are not supported by the statute on unrelated business Income as enacted by

'omgress. Te issuance of these Regulations represents an usurpation of the
legislative function by the Treasury Department. They represent what some-
ono in the Treasury Depmrtment thinks the law ought to be, not what the law
is as enacted by the Congress.

The Treasury l)epartiment attempts to justify its position by the argument
that the unrelated trade or business l)rovision was enacted for the purpose of
eliminating the competitive advantage of exempt organizations engaged in busi-
nesses not related to their exempt purposes over non-exempt organizations ell-
gaged in similar businesses. The premise of the Treasury I)epartment's argu-
ment is, of course, true. As this Committee well knows, the unrelated trade or
business statute was enacted to correct abuses by some exempt organizations of
their status. Certain exempt organizations had extended their operations Into
areas of competition with private, non-exempt organizations. The highly publi-
cized acquisition by New York University of the Mueller Spaghetti Company Is
one example of the abuse sought to be remedied by the unrelated trade or busi-
ness statute. But the extemsion of this statute by interpretation to cover income
from the --tale of advertising in a journal (lireetly related to the exempt orga-
nization's purpose is without reason or Justifification.

All the legislative history leading up to the enactment of the unrelated trade
or business statute Indicates that the Congress realized that an exempt organiza-
tion might properly have income from a source with some commercial aspects.
Congress knew perfectly well that organizations such as The American Associa-
tion of Petroleum Geologists published scientific and educational Journals which
contain advertising and there is not one shred of evidence that Indicates an intent
that income from this advertising would be covered by the legislation enacted in
1950. Indeed, there Is substatntial evidence to support the conclusion that such
income was not considered to be unrelated business income.

When this statute was under consideration, Representative Mason introduced
a bill which would have made taxable "income from any activity of a kind which
is recognized as all ordinary trade or business activity commonly engaged in by
persons for profit. . . ." This bill was rejected in favor of the bill enacted which
taxes income derived from an "unrelated trade or busines-s" which is not "sub-
stantially related" to the exempt purposes of the organization.

It is the failure of the Treasury Department to recognize the distinction be-
tween income derived from an exempt related activity which has commercial
aspects from income from an unrelated activity that has led to the Issuance of
the regulations making all advertising income ineludible as unrelated business
income.

Even if it Is assumed that Journals, such as The American Association of
Petroleum Geologists BULLE1TIN, have a competitive advantage in selling adver-
tising (and in view of the highly technical nature of the advertising in most
such Journals, this would seen' to be a highly arguable assunmption), this would
not lead to the conclusion tha all such income is from an unrelated trade or
business. It was not the intent of Congress to tax income from unrelated activ-
ities, such as the publication of a scientific journal, even though there may be
some competition with non-exempt organizations. Where the publication of a
Journal Is related to the tax-exempt purpose, the Income derived from the adver-
tising therein should not be taxable, and is not under any reasonable interpreta-
tion of the statute enacted by the Congress. By no stretch of the imagination can
advertising be described as a trade or business engaged in by AAPG; and to
the extent that "engagement" could be substantiated, it is' certainly not
substantial,
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IV. TAXATION OF ADVERTISING INCOME WILL RESULT IN TIlE CURTAILMENT AND IN
SOME CASES WILL PROHIBIT TIE PUBLICATION OF SCIENTIFIC AND EDUC 9TIONAL.
PAPERS

The effect of taxing the advertising income of exempt organizations will be In
many cases to inhibit the organization. Many such organizations, especially the
smaller ones, exist only because it is possible to communicate and educe ,e by way
of the organization's publication. But if advertising revenues are taxed, these
organizations will find it difficult, if not ill ssille, to continue.

The American Association of Petroleum Geologists and similar organizations
are not charitable organizations. They are, however, scientific, educational and
benevolent oragnizations incorrectly designated by Internal Revenue Service as
"business leagues." They are not organized for profit. All of the people iII the
United States, indeed all of the people of the world, benefit as a result of The
American Association of Petroleum Geologists' work. And the very thing that
benefits society the most is the research and scientific work that finds an outlet
in journals such as The American Association of Petroleum Geologists
B ULLETIN.

The American Asociation of Petroleum Geologists does not, of course, question
the power of Congres to tax income deprived from the sale of advertising in the
Association's journal. The American Association of Petroleum Geolof.lsts would,
however, question the wisdom of such a tax even if It were to br. imposed by
legislation.

It is assumed that this Committee will carefully consider the j ssibllty that
existing IRS regulations may tax many organizations out of existence. Per-
haps more Importantly, this Committee should take positive steps to see that
the Treasury Department does not, on its own initiative, tax these organizations
out of existence.

V. TIlE AMERICAN ASSOCIATION OF PETROLEUM GEOLOGISTS URGES TIlE ENACTMENT OF
SPECIFIC LEGISLATION EXEMPTING ADVERTISING INCOME FROM TAXATION

The American Association of Petroleum Geologists urges this Committee to
take positive steps to see that such advertising inco)me is not taxed, by recom-
mending to the Congress that legislation be enacted specifically exempting
advertising income derived from the publication of a journal which is related
to the purpose or function constituting the basis for an organization's tax-exempt
status. Such legislation has been l)ropsed and Introduced by Representatives
Curtis, Watts and others in the past, and we urge that similar legislation be
recommended to the House for passage.

Respectfully submitted.
Tir. AMERICAN ASSOCIATION OF PETROLEUM GEOLOGISTS,

By NORMAN C. SMITIT, E~xrcutive Dircctor

Soorr & Wirrrr CLINIC,
Temple, Tcx., September 10, 1969.

Senator RUSSELL LONG,
Chairman, Senate Finance Committee,
New House Office Building, Washington, D.C.

DEAR SEINATOR LONG: Upon careful analysis of H.R. 13270, the tax reform bill
reported out of the House Ways and Means Committee, and passed by the House,
I notice that the Committee did not Include an amendment which I had previously
suggested regarding the difinition of "debt financed" income. The problem centers
around the tax treatment of rentals from the 8cott and White Clinic paid to
Scott abd White Memorial Hospital and Scott, Sherwood and Brindley Founda-
tion. This bill would also effect other major medical centers in the United States
wherein clinic rentals are paid to a medical research or education foundation.

In December, 1967, Congressman Poage arranged for me to have an oral
conference with Mr. Leo Irwin, former Chief Counsel of the Ways and Means
Committee, and with several other members of the legal staff regarding this
problem which then came to my attention as t1.R. 126M3.

It was concluded front this conference that the wording of H.R. 12663 c would
create a problem for institutions such as our Clinic and Hospital-Foundation,
and that It was not intended to treat the Clinic rentals paid to our Hospital-
Foundation as unrelated business income through the new definition of "debt
financed" income to a tax exempt non-profit organization. It was also concluded
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that a proposed amend ent Should be adopted or that lie Iatter woull be cleared
up in the legislative history of the bill. The newly printed I.R. 13270 conti1is
the same wording its the old HJ.R. 12663 and nothing iII the report or supplemental
report of the Tax Reform Act of 1969 clarifies our situation.

III January, 1968, I brought this matter to the attention of Representative Bush
of the House Ways and Means Committee, explaining to him inlletalil the orgai-
zational setup between Scott and White Clinic and the tax-exempt foundation,
Sott and White Memorial Hospital and Scott, Sherwood and Brindley Founi-
dation. In order to determine if the definition of "debt financed" Iticoflie would
have an effect on medical organizations su(h as ours, Representative Bush re-
quested and received the enclosed analysis from Mr. George J. Leibowitz of the
Legislative Reference Service. Mr. Leibowltz prepared an excellent suniiary of
the p)roblent and I attach it hereto as Exhibit A. On February 8, 19%4, Representa-
tive Bush sent to me a letter wherein he had discussed the niatter with Mr.
John M. Martin, Jr., Chief Counsel of the Committee on Ways and Means and
received a reply front Mr. Martin indicating that it was not the intention on the
drafters of the introduced Bill to tax rental Income paid by a clinic to a tax-
exempt hospital-foundation, where the clinic is substantially related (aside from
the need for income or funds) to the activities of the lospital-Foundation. This
letter is attached as Exhibit B.

I call to your attention these previous contacts to Indicate that I believe that
it was strictly through inadvertence that the matter was no clarified through
either the Legislative Report or by Amendment in the House of Representatives.
Since this matter h:, not been clarified in H.R. 13270, as sent to the Senate, nor in
the Ways and Me; Committee Reports on said legislation. I respeetfully ask
that the Senate Finance Committee give its utmost consideration to clarification
of the wording of "debt financed" income in the present draft of H.R. 13270.

The exact wording which creates the problem is that which is located on Pages
96 and 97 of H.R. 13270 wherein. the term "debt financed" property is defined.
Under the first exception it lists "(A) any property ALL OF USE OF WHICH Is
RELATM . ." I would hope that the current test related to business leases might
be adopted which exempts Income received from a substantially related organi-
zation because there may be some doubt 'that the Clinic would be considered
"all related". There is no doubt that it is "substantially related" to the activities
of the Hospital-Foundation. A suggested amendment is enclosed which would
clear up the matter or it could be clarified in your final report on the legislative
history of the Bill. (Suggested amendment is enclosed as Exhibit C.)

This is a matter of utmost importance to us, Senator, and to the continuation
of an organization which delivered health care this immediate past fiscal year
to 75,870 patients from throughout the United States on a basis of the patients'
ability to pay. The medical research and education programs of Scott and White
Memorial Hospital and Scott, Sherwood and Brindley Foundation could he
seriously retarded if the Clinic rentals paid to the Hospital-Foundation are
deemed taxable through this definition of "debt financed" income. We are cur-
rently embarking on a $5 million expansion program which will Include addition
of two floors to the Clinic portion of our combined Hospital and Clinic building
and there is no doubt that we will have to a-sume some indebtedness to help pay
for this vitally needed expansion. It would appear from this new concept of "del)t
financed" income that, because the Hospital-Foundation would have to borrow
money to help pay for additions to the Clinic portion of the combined Hospital
and Clinic facility, the Hospital-Foundation will be penalized solely by the fact
that money must be borrowed to expand our facilities and our services.

The Scott and White Clin.c provides all of the out-patient medical and surgical
services of the Hospital-oundation, provides all of the research staff for the
significant research activities of the Hospital-Foundation; and provides all of the
training for residents and interns of the Hospital-Foundation. The medical care
provided by the Clinic to Hospital patients is given regardless of the patients'
financial ability. All patients determined to be total or part charity by the Hos-
pital-Foundation are also treated in like manner by the Clinic for professional
services rendered. Out-patients are treated by the Clinic doctors regardless of
their financial ability. All doctors of the Clinic are salaried, and the budget of the
Clinic is approved by the Hospital-FoPndatIon Board of Trustees. There Is no
doubt that the Scott and White Clinic substantially furthers the exempt purposes
of the Hospital-Foundation by assisting it to render a full range of hospital and
medical services to patients front throughout the State of Texas, the South-
western United States and from some forty other states in the country. I enclose
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as Exhibit 1) a brief statement outlining tile relationship between the Scott anti
White Clinic and the Hospital-Foundation.

The Association of physicians and surgeons (some one hundred and three senior
staff) is organized as the Scott and White Clinic and is a separate organization
from the Hospital (a non-profit Texas corporation), because ti Texas law does
not allow the corporate practice of inedlelne. The contractual relationship between
the Clinic and the H1ospital-Foundation Is a fifty year contractt ( made in 1953).

The present Internal Revenue Service Code an d Treasury regulations relat-
ing thereto, clearly establish that there is a "sulistantail relationship'" between
the two organizations. The new deilnition of "delt flirved" ilcoie, however,
should be clarified to allow the continuance of this colice)t which hIs allowed the
two organizations such as ours to continue Its outstanding programs of diagnosis
and treatment, medical research and medical education, ill of which has been so
meaningful to the continuation and advancement of high quality health care for
hundreds of thousands of patients who have received care at our institutions-
regardless of their ability to pay-since 1953 when our organizations were
structured and organized along the present lines outlined to you.

We respectfully urge the consideration of the Senate Finance Committee for
clarification of the definition of "debt financed" income as it presently appears in
HLR. 13270 Insofar as it might effect our own Clinic and Hospital-Foundation,
as well as others in the country which are established and operated along the
lines described to you in this statement.

Sincerely,
JAMIE H. CLEMENTS, Staff Attorney.

Enclosures.
EXHIBIT A

TiE TATRARY OF ('ONORES1,
Washington, D.C., Jannary 224 1968.

To: Hon. George Bush.
From : George J. Leibowitz, senior specialist in taxation and fiscal policy.
Subject: Effect of H.R. 12663 upon medical clinic astsociated with tax exempt

hospital, your letter of December 12, 1907.
This is in reply to your letter enclosing correslondence from Mr. Jaiile II.

Clements, Staff Attorney for the Scott and White Clinic. The clinic is affiliated
with the Scott and WIte Memorial Hospital and the Scott. Sherwood and
Brindley Foundation of Temple, 'T'exas.

Mr. Clements is concerned about whether H.R. 12063. which would Impose a
tax on unrelated debt-financed income of tax-exempt organizations, would un-
intentionally result In the tairation of rentals received by Hosiftal-loundatfon
from the Clinic. These rentals are not subject to taxr under present law (See-
tions 511 to 514), which taa'es business lease rents as unrelated business income,
by reason of an erceptiott in section 514(h) (3) (A) (i) which reads as follows:

3. Exceptions:
(A) No lease shall bw considered a business lease if'

(1) such lease is entered into primiarily for purposes which are sub-
stantially related (aside from the need of such organization for Income
or funds or the use it makes of the rents derived) to the exercise or per-
formance by such organization of its charitable, educational, or other
purpose or function constituting the basis for its exemption under section
501, or

Mr. Clements has questioned whether the rentals paid by the clinto to the
hospital.foondation would be excluded from "debt-flnanolal inoome" of the
Foundation just as tly are now excluded from, businesss lease incone." The
fact Is that the bill does contain as e rclusion from "debt-finaneed property"
similar to but not Identical to the present exclusion (quoted above) from a
businesss lease." The exclusion from "debt-financed property" read as follows:

except that such term does not Include:
(A) any property all the use of which is related (aside from tle need of

the organization for income or funds) to the exercise or performance by
such organization of its chartab '-, educational, or other purpose or func.
tion constituting the basis for Its exemption under section 501 (or, in the case
(.f an organization described in Sectlont 511(a) (2) (B), to the exercise or
performance of any purpose or function designated In section 501 (c) (3)) :
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Thus, the question bIlls down to wchther theme tio form ulation. of ercluRionar
language wouhl have an identical result in this particular Instance. On this, after
conversation with ('ommittee and Treasury lsersonnel, Mr. Clements continues
to have some doubt. consequentlyy , Mr. Clements hIs prolwsed additional Ian-
guage for the bill as follows:

Insert after line 9 on paige 1) (the. end of the General )eflnition of "debt-
financed property") the following sentenm, flush with the margin:
"All the use of a prolperty or a portion of a prolierty shall iv considered related
to the exercise or performance by ai organization of Its charitable, educational,
or other purlsse or function constituting the basis for its exemption, for purposes
of subparalgraph (A), if such prolx-rty is real property subject to a lease and
smch lease is entered into prima rily for purposes which are substantially related
(aside from the need of such organization for Income or funds or tile use It
miiakes of the rents derived) to the exercise or lperformianice by such organization
of its charitable, edcatiotal, or other purpose or function constituting the basis
for its exemption under section 501."

In your letter, you asked for my views as to whether Mr. Clements' proposal
would achieve tht, intended lirlimses.

My flrnt reaction wits that the pr ipo-v'd change might not be needed since the
(uoted exceptions seemed to be sufficiently simlar. Upon reflection, and some
discussion however, it would appear to be lcs th,n a complete ccrta,'nty that all
functions of the clinic would be regarded aa "related" to the purposes of the
hospital.

Accordingly, to be completely certain of the result, a change woulh be In order.
Mr. Clements' change aplears to accomplish the result satisfactorily. It might
be desirable to go one, .,tep further and introduce un example into the committee
report on the hill llke the one us,d in 1950 when the predecessor to Section
514(b) (3) (A) (i) was emcted. Tie 1950 example which could be modified and
used again. reads as follows :

"Your committee has amended section 423(a) (of the 1R39 IR Code, Sec-
tion 514(1b) of the IRV of 1954), as it appeared III the House bill to provide
tht no lease shall ie considered a Snu ijlement IT leasp if such lease is entered
into primarily for plrpose.s which are substantially related (aside from the
need of such organization for income or funds, or the use it makes of the
rents derived) to the exercise or performance by such organization Cof its
charitable, educational, or other purpose or function constituting the hasis
for its exemption under section 101. For example, where a hospital leases a
clinic to an association of doctors, the rents derived under such lease would
be excluded from the tax Imposed by this section If the lease was made for
purposes substantially related to the carrying on of hospital functions."

The material you received from Mr. Clements is returned herewith.

EXIIIT BR

CONGRESS OF TIE UNITED STATS.
Ho1sUtSE O RIJPRFSENTATIVES,

JVashington, D.C., Febriary 8. 1968.
JAMIEr H. CLE.MEN:TS.
Staff Attorney,
rott C &I1hite Clitic,

Temple, Tcx.
DEAR MR. CLEMENTS: Mr. John M. Martin, Jr., Chief Counsel of the Conan ittee

on Ways and Means. has advised me that it was not the intention of the drafters
of the introduced bill to tax rental income as you described. He also said that
your tunendment and Mr. Lelowitz's memo will be made available to the Legis-
lative Counsel's Office at the time the final bill is drafted.

It was a pleasure to co-operate with you on this subject and please let me
know when I may be of further assistance.

Yours very truly,
GEORGE RUSH, Member of Congrcs.
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NOVEMBER 30, 1967.
EXHIBIT C

PROPOSED AMENDMENT TO H.R. 12663

Insert after line 9 on page 9 the following sentence, flush with ithe margin:
"All the use of a property or a portion of a property shall be considered related
to the exercise or performance by an organization of its charitable, educational,
or other purpose or function constituting the basis for its exemption, for purposes
of subparagraph (A), if such property is real property subject to a lease for a
term of more than five years and such lease is entered into primarily for purposes
which are substantially related (aside from the need of such organization for
income or funds or the use it makes of the rents derived) to the exercise or per-
forniance by suc horganization of its charitable, educational, or other purpose or
function constituting the basis for Its exemption under section 501."

ExHIBrr D

RELATIONSHIP BETWFEN SCOTT & WIIITE CLINIC, AN ASSOCIATION OF PHYSICIANS
AND SURGEONS. AND THE TAX EXEMPT NONPROFIT ORGANIZATION, SCOTT & WHITE
MEMORIAL HOSPITAL, AND SCOTT, SHERWOOD & BRINDLEY FOUNDATION

Scott and White Memorial Hospital and Scott, Sherwood and Brindley Founda-
tion (one legal entity) Is a non-profit Texas corporation, organized and operated
exclusively for charitable and scientific purposes. Our designation as an exempt
organization under IRC(c) (3) was approved by the Internal Revenuf- Service on
October 6, 1953.

Scott and White Memorial Hospital and Scott, Sherwood und Brindley Foun-
dation operates a 315 tied charitable hospital; a School of Professional Narsing
which has graduated over 1200 licensed professional nurses; a resident and
intern training program which now includes some 60 physicians; and a Depart-
ment of Research which carries out an extensive program in medical research.

The institution occupies a 300 acre campus with several structures on it, the
main one being a combined hospital and clinic building. All properties, including
buildings and equipment therein, are owned by the Hospital-Foundation. Addi-
tionally, the name "Scott and White Clinic" is owned by the Hosp.1tal-Foundation.

The Hospital-Foundation, by contract dated August 7, 1950, hoases its Clinic
space, equipment, services of technicians and other personnel, and the name
"Scott and White Clinic" to an unincorporated Association of physiMans and sur-
geons. The Association (Scott and White Clinic) consists of one hundred and
three senior staff physicians, all of whom are on salaries. They receive no Indi-
vidual fees for services. The Association is a legal entity under Texas law and
is taxable as a Corporation for Federal tax purposes. In addition to operating an
out-patient clinic which had some 75,870 patient registrations last fiscal year, the
Association is responsible for carrying out many functi.ns related to the activ-
itles of the Hospital-Foundation. All Association physicians are members of the
Hospital medical staff (the Hospltal medical staff also has other physicians in
the area on its staff) ; Association physicians are responsible for training the
Hospital's residents and interns; they serve as instructors in the Hospital School
of Nursing; and all of the Hospital's professional research staff are members or
employees of the Association. The contract provides that patients who are
declared by the Hospital-Foundation as being total charity patients will not he
charged by the Association for professional services, and persons declared part.-
charity patients will be charged by the Association only those charges approved
by the Hospital-Foundation.

For the license and permission to use the name "Scott and White Clinic", and
for the use of the buildings, hospital properties and equipment of the Hospital-
Foundation, and for the services rendered by the employees and other personnel
of the Hospital-Foundation to the Association and its patients, the contract pro-
vides that the Association shall pay as rental to the Hospital-Foundation all net
profits of the Association over and above the salaries to members and employees
of the Association and the operating expenses of the Association. The Association
is required to submit its annual budget each year to -the Board of Trustees of the
Hospltal-Foundation, which has the right to approve or disapprove the Associ-
ation's annual budget. In event of disapproval, the Association must make such
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gross alterations in its budget as may be required to meet the approval of the
Board of Trustees of the Hospital-Foundation.

The aforementioned rentals paid by the Association to the Hospital-Founda-
tion are not presently computed as unrelated business taxable income under the
present law. (IRC 514(b) (3) (A) (1) and Reg. 1.514(b)-i (e) (1).)

ALPHA GAMMA RHo FRATERNITY,

De8 Plainc8, Ill., Septem ber 12, 1969.
IoN. RUSSELL B. LoNG,
Cliairm an, Senate Finance Corn mittcc,
U.S. Senate, Washington, D.C.

I)EAR SFNATOn LoNo: Alpha Gamma Rho Fraternity is very much interested
in the portion of H.R. 13270, referred to your Committee on August 8, 1969, which
would tax the investment income of college fraternities.

The effect of this proposal, If made law, would be to substantially hinder our
ability to assist in construction or improvement of student housing on (the cam-
puses of land-grant and other public agricultural colleges in the United States.

Alpha Gamma Rho is the fraternity for agriculture, having 43 chapters and
approximately 2,000 student members. The fraternity does not hold a substan-
tial investment portfolio nor does it derive a substantial portion of its income
from investments. Assessments have been made upon members for a building
fund, the maintenance and operations of which have been entirely in keeping
with clear public interest.

In our judgment, taxation of the income of fraternities-I income which is di-
rectly or indirectly devoted to developing leadership and character in young
Americans--places the development of human resources below the desire for
federal revenue. Such would be a grave and serious error in national policy.

We appreciate this opportunity to comment on the proposed legislation before
your Committee, and we respectfully request that this letter be included in the
record of the hearings.

Sincerely yours,
MAYNARD H. COE,
Executive Secretary.

Y!LORISSANT, Mo., September 30, 1969.
Hon. RUSSELL LONG, Chairman,
Senate Finance Committee,
New Senate Ocflce Buifding, Wash ington, D.C.

DR A SENATOR LONo: As a compulsory dues-paying union member who is in
full accord with a fair and Just "tax reform" bill, I have certain objectives to
H.R. 13270 In Its present form.

I work as a driver for the Yellow Cab Company In St. Louis. I've been a union
member all my adult working life. We drivers were stuck for several years with
the Teamsters as our collective bargaining agent, but we voted by secret ballot to
rel)lace them with the Seafarers International Union. Ever since that time we
have been saying, "Out of the frying pan Into the fire."

We belong to Transportation and Allied Workers of St. Louis Local #1. Our
parent union, the Seafarers International, has been the subject of much unfavor-
able publicity-and rightly so-because our salaried officials have spent several
fortunes on partisan political activities. Our International union has only 80,000
members, but last year It spent more than half a million dollars for political
purposes.

On April 3, 1968, the international's Political Activity Do:..tion Comnittee
sent checks totalling $100,000 to the coffers of various Democratic Party cam-
paign organizations. These checks were written just a few days after a member
of President Johnson's cabinet refused to send a fugitive from justice back to
Canada. Harold Banks, an official of the Seafarers International, had been con-
victed of assault and sentenced to five years In a Canadian prison, but he Jumped
bond and escaped to the United States. It may be a coincidence that these gen-
erous campaign contributions were made by the union after the Secretary of
State saved Banks from a prison sentence. But maybe it wasn't a coincidence.

We union members are sick and tired of having our money used to support
politicians who help union officials keel) us in bondage. Union officials are licensed
to compel us to pay dues in order to keep our jobs, and all union Income is exempt



1698

from taxation. The "tax reform" bill now before you would penalize founda-
tions for engaging inI political activities. I urge you to Impose the same penalties
on unions engaging in political action. All tax-exempt institutions should receive
the same treatment under our laws.

Sincerely yours,
ELMER FOERST.

RESOLUTION OF THE EXECUTIVE COMMITTEE , NATIONAL CONFERENCE OF STATE
LEGISLATIVE LEAVES, SUBMITTED By ('11AILES 0. I)AVIS, JR., EXECUTIVE SECRETARY

Whereas it is essential to the well-being of our Almericai federal system that all
levels of government -feral, state and local-be equipped to meet the clal-
lenges of our time, and

Whereas the Executive Committee of the National Conference of State Legis-
lative Leaders recognizes the need for improving state legislatures and welcomes
the cooperation and assistance of the general Public in bringing about legislative
modernization, and

Whereas the Citizens Conference on State Legislatures. a tax-exemipt 501 'c) (3)
organization, has had the assistance of the National Conference of State Legis-
lative leaders in joint efforts to involve the private sector iII strengthening the
legislative branch of state government, and

Whereas section 4.945 of HR 13270 places stringent limitations on the ability
of tax exempt organizations to influence legislation at the state level by: (1)
engaging in private communications with legislators and their staffs; (2) influenc-
Ing any election, whether or not candidates are involved: and (3) making luidivid-
ual grants to certain people Including state legislators, and

Whereas the state legislatures may be deprived of access to the free flow of
information and technical assistance as a result of proposed restrictIonis on the
valued aid of the private sector of our body politic mis an unintentional conse-
quence of HR 13270; now, therefore, be it

Resolved, That the Executive Committee of the National Conference of State
Legislative Leaders strongly urges the House of Representatives anl(d the Senate
of the United States to insure the "Tax Reform Act of 1969" does not Imljiose
new and additional restrictions which would impair the ability of tax--xt-nlit
organizations, such as the Citizens Conference on State Legislatures, to respond
to requests for aid from governmental bodies, to appear before legislative bodies,
to have free and open communication with public officials and to provide objec-
tive technical assistance and comparative information to legislative bodies and
public alike, so long as such organizations neither support or oppose candidates
for public office nor publicly support or oploe slcific matters of legislation : and
be it further

/Meolved, That the Executive Committee of the National Conference of State
Legislative Aeaders directs its Executive Secretary to Inform members of the
Congress of the United States of the cont'.?nt of this Resolution.

Adopted September 13. 1969. Washington, D.C.

BOY SCOUTS OF ANI.RICA.
Ne,, Brun.rwiek, N.J., September 11, 1969.

Subject: Concerns re Tax Reform Act of 1969.
CoiusiirmyE ox FINANCE.
U.S. Senate, New Senate Omffce Bildi,.g,
Washington, D.C.

GENTLEMIIEN: Boy Scouts of America has expressed Itself in formal presenta-
tions to hearings conducted both by the Internal Revenue Service and the Ways
and Means Committee of the House of Representative- concerning eleinents of the
Tax Reform Act of 1969. Sint both pre. entations contained material which we
believe your Committee should consider in its deliberations, we have attached
excerpts from both presentations to which reference is made in this written
statement to you.

Our several concerns stem from the fact that the ability of the Scout move-
meat iII the United States to fulfill its ('ongressionaily chartered purpose of
serving this nation's youth must be enhanced, not hampered, by conscious acts
of the federal government.

Proposals in the Tax Reform Act raise philosophical and financial consilera-
tions bearing on the subject of the privileges of exemption from taxation and the
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degree to which It should be limited, on one hand, or the activlles of tax.
exempt organize tons encouraged on the other hall(). Since, these pfhilosophicl
and financial consilderatlons bear Importantly on the proper approach to sev-
oral aspects in the 'Fax Reform Act which would aI)ply to 1Boy Scouts of Amerlt.
\ e would like to reiterate a portion of a statement made rtecently by B.SA to a
State study commlnsion concerned with kindred l,,ues

"* * * A number of justiflcations has been advanced for tit(, exemption front
taxation of property used for charitable purposes. First, and most Importanit.
ix that gorernwatnic dcsircs to cn'ouroylc certain atiriti k that go omotc th. gen-
Coal rclofare or foster hmiinaltariaun ideals or are iuhetcnly nicritorions. To
this eud, government als and stimulates these activities hy granting a tax
exeniptlon. We believe that S4couting Is such ain activity-an activity worthy
of encouragement whose funds should not bK, sapped by a tax * , *. Indeed,
when the congress s of the United States created the Boy Scouts of America in
1916. it said that Scouting was organized to promote * * * the ability of boys
to do things for themselves and others, to train them In Scouteraft, and to teach
them i atroltisin. courage. self-relian-e, and kindred virtues * * *. These words
charted a course for Scouting that it has followed with ever Increasing strength
to the present. Some rough measurement of the success of the Scouting movement
way be -,een In its rapid growth. The National Headquarters * * now charters
arid supervises more than 152.312 ('ulb 8cout Ia'ks, Boy Scout troops and Ex-
plorer posts. During 1068, a total of 4,608.000 boys and 1,639.000 leaders belonged
to the Boy Scouts of America, * * 0 the ranks of former members swelled to
more than 45,800,000 * * *. Since the beginning, fifty-nine years ago. Boy
Scouts of America has been one of the leaders In the effort to curb Juvenile
delinquency, to encourage good mental, physical and moral habits, and to kindle
and develop a spirit of community service and patriotism among this country's
youth. Our programs have been directed to molding good character by training
boys in leadership and self-reliance. And the benefits to society have been innum-
erable. Communities, both rural arid urban, have witnessed the worthy deeds of
Scouts--ranging from conservation of our natural resources to aiding comumuni-
ties struck by dtspsters.

"But today our most Important and nmt relevant contribution is our effor';
to help disadvantaged boys. In these days of Black Power and White Power. I
think you will find It refreshing and encouraging to hear about Boypower.
Scotting's BOYPOWER '71 program Is designed to serve boys in Inner-city and
rural poverty areas and to provide a (aml)lng experience for needy boys. These
programs were begun tit 1965 by cooperation between the National Council and
16 selected (local) councils * * . Through these programs, ise are just begin-
ning to open doors.

"Nearly 50,000 disadvantaged boys spent at least a week in the outdoors last
year as guests of the Scouts. Upon their return home, additional Scout u',4 7-re
formed In their nelhborhoodt.

"We believe that these activities must rate high in the scale of human values
We believe that these activities are most worthy of aid front government by thE
continued granting of a tax exemption. * 0 *

"Another justifieation for the cemption from taxation of property used foy
charitable purposes is that government may seek to encourage an activity that
gorernminent itself may find dieit or inappropriate or too coxtrot'ersfal to
undertake. Simply put. certain a(tivitles are better left in private hands. As F
zvsult private resources are utilized; ninny minds with many views are broug h
to bear on problem; tepre. is licersity anti plurallttt1 vaInN.aro fostered. (coU1t
Ing Is tn' excelleht example of thI. . Through a tax exemption, government cat
aid and stimulate the Scout movement while not controlling It.

"Finally, gorcrunacnt may grant a tar cjremptlon to an organization becs mist
of the fiscal adt'a atagee that gorernmcnt recci-ca from the organization. Tht2
means that the organization Is performing services necessary to the community
that government otherwise would be called upon to fund directly. Since the
charitable organization is supported in large measure by funds from the public
ioluntarily given, the burden upon government of partially supporting these
necessary services through tax relief is but a small measure of what it woul?
be if direct and total funding were required. "

'Statement on February 18, 1969 of Judge Arthur S. Lane to New Jersey Tax-Exempt
Property Studol Committee.
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The Tax Reform Act of 1909 is a co iplex proposal designed to accomplish
many worthy objectives. Elenients of this proposal most, however, be carefully
weighted by those potentially affected. Boy Scouts of America cannot speak
with authority to the total proposal but does feel concern over two major ele-
ments. This paper sets forth our general view of these elements. Attachments
referred to in this general view speak to each of the subjects in more detail.
First, tax saving incentivc8 and cliaritable contriburtions

Provisions of the Act regarding "Gifts of Appreciated Property", "Allocation
of Deductions", and "Life Income Gifts" tend to reduce the taxpayer's incen-
tive to make charitable contributions.! Many elements of the Act are sound.
However, the principles should be achieved without destroying traditional ilcen-
tives or making the guidelines to action so complex that prospective donors
decline to become involved. Just as the withholding system made the income tax
a dependable federal revenue source, so existing tax saving incentives for chari-
table contributions have sustained philanthropy as an endeavor of private citizens.
Second, application of unrelated bu8inesi Income tax

From the earliest hearing before the Internal Revenue Service, Boy Scouts of
America has maintained that although it does not seek to enter "unrelated"
business enterprises it does not agree the "unrelated business income tax" prop-
erly should be applied to activities which relate to the carrying out of its exempt
purposes such as the publication of balanced magazines for boys and adult leaders
containing both editorial matter and advertising concerning products, services
and programs intimately involved with the execution of the Scouting program.

We offered suggestions to the Treasury Department to assist it in distinguish-
ing between "related" advertising, which should not give rise to unrelated busi-
ness income and "unrelated" advertising, which would.' The only response has
been that because it is difficult to establish a simple definition of "unrelated" and
"related" advertising, all advertising will be considered "unrelated." The logic
of this conclusion leaves many questions unanswered.

These suggestions were repeated to the House Ways and Means Committee.4
We also suggested to the House Ways and Means Committee that it may be
inappropriate to treat all exempt organizations alike and that there were impor-
tant policy considerations which distinguished BSA; we recommended ways in
which legislation could be drafted which would exempt Boy Scouts of America
from legislation obviously aimed at others or at least permit the taxing authori-
ties to treat different cases differently. Although they are set forth in Attachment
C, we would like in this general statement to quote these recommendations to
you as they were stated to the House Ways and Means Committee:

"Boy Scouts of America suggests that consideration be given to one or more
of the following proposed courses of action,

"1. It has been proposed to Congress that general legislation be adopted
rescinding the new regulations as they apply to all tax-exempt organizations.
The passage of such legislation of general applicability would, of course, cure
the problem insofar as Boy Scouts of America Is concerned. If the Congress does
not wish to go so far, it might consider whether the facts warrant distinguishing
between exempt organization publications which are distributed principally to
members of the organization (membership being characterized by active partici-
pation in the programs of the organization, not just by subscription to the publi-
cation) and all other exempt organization publications.

"2. If the Government prefers to deal with the problem on a case by case
basis, there are several approaches by which, given the fact that tlere are con-
siderations which distinguish Boy Scouts of America's position from that of
exempt organizations generally, the Government could assist Boy Scouts of
America:

"(a) Legislation 5 could be adopted which would add to Section 501 (c) (1)
of the Internal Revenue Code a new category of organization defined (in
general terms) as corporations organized by Act of Congress which satisfy
the exempt organization tests of section 501(c) (3) and Section 170(c) (2).

'The impact on the Scouting movement and our views of these provisions is discussed
in Attachment Al-"Effect of Tax Reform Act on Public Support of Scouting.

$Excerpts from presentations to the Internal Retenue Service Attachment B.
4 Excerpt from presentation to Ways and Means Committee, Attachment C.
& Our suggested course of action speaks ini terms of legislation. It might be more expe-

ditious and preferable for other reasons if the results here sought to be achieved could be
effected through administrative action. Boy ilcouts of America requests that those to whom
this position statement is addressed consider the possibility of such admilnistrative action.t
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"Reclassification of BSA as such a new type of 501(c) (1) would afford a
practical solution to the problems created for it by T.D. 6939.0

"(b) Legislation could be adopted which would leave BSA's present classifica-
tion unchanged but would expressly exempt Boy Scouts of America from Internal
Revenue Code Sections 511-514 (the unrelated business income (tax). Such
legislation could be in the form of an amendment to Section 511(a) (2) (A) or
a separate law granting Boy Scouts of America relief from the unrelated business
income tax.

"(c) Legislation could be adopted exempting Boys' Life from the operation
of T.D. 6939. There are a number of ways such legislation could be worded. One
possibility would be to provide in the legislation that the publication of advertis-
ing by Boy Scouts of America in Boys' Life and Scouting is an activity substan-
tially related to the charitable and educational purposes of Scouting for which
Boy Scouts of America was granted tax-exempt status. One way of accomplish-
ing this result without expressly characterizing advertising in Boys' Life and
Scouting as "related" (and thus raising the issue of how to distinguish the BSA
situation from that of other organizations) would be to provide that, in com-
puting BSA's unrelated business income, if any, there shall be excluded any
net income received by BSA from the publication of its magazines, if such net
Income is used in the furtherance of BSA's exempt purposes. (In this connection,
compare IRC Section 114.)

"(d) Legislation could be adopted distinguishing between 'related' and 'un-
related' advertising in publications of Boy Scouts of Ainerica-i.e., treating as
an activity substantially related to the exempt purposes of Boy Scouts of Anmer-
ica the publication in its magazines of advertising of products, services or pro-
grams directly related to means of achieving the exempt purImises of Boy Scouts
of America."

Although these recommendations appeared to receive a sympathetic welcome
by the Ways and Means Committee, they were ignored when the act was drafted.
We seriously urge these recommendations to you.

In our official statements we have pointed out that Scouting requires every
legitimate resource if it is to pursue its purpose of serving youth In these de-
manding times. The erosion of these resources as contained in the Tax Reform
Act Jeopardizes this movement's ability to function within traditional fiscal
policy.

We appreciate this opportunity to present our continuing concern to the Sen-
ate Finance Committee.

Very truly yours,
IRVING FEIST, President.

ATTACHMENT A

Boy SCOUTS OF AMERICA, LOCAL COUNCIL FINANCE SERvICE

EFFECT OF TAX REFORM ACT ON PUBLIC SUPPORT OF 8COUTINu

We feel that the long-standing position of the Federal Oovernmenc in encour-
aging the support of charitable organizations, such as Scouting, through the
allowance of tax deductions for charitable contributions should be continued.
The problems facing our Nation today call for an increase and not a decrease in
the support of Scouting by the private sector through laws that encourage char-
itable contributions. Should the Tax Reform Act of 1969, as passed by the House,
be passed by the Senate in its present form, it cannot help but greatly diminish
charitable contributions and, in the long run, prove detrimental to the Nation
as a whole.

At the root of the considerations Involved In whether to allow deductions for
charitable contributions is each citizen's personal conviction about the Impor-
tance of voluntaryism in America. The intangible benefits of voluntaryism come
from involving the individual citizen In the personal support of a specific volun-
tary cause. The more this responsibility is felt, the healthier democracy will be.

The Boy Scouts of America is strongly in favor of legislative changes that vill
correct the abuses that have arisen under the present tax law. However, we

* Although BSA can suggest technical wording by which any of the solutions suggested
by it in this presentation could be implemented, we have felt It would be presumptuous
and premature to go into such detail at this time.
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believe that several of the prolxsed provisions are not limited to correcting these
abuses but are so broad as to dilnilsh tile Incentive toward charitable giving
and destroy much of the vitality of charitable organizations. ihese provisions
are discussed below:

1. Gifts of Appreciated Property: The present law allows a deduction equal
to the fair market value of the property given to charity. Under the proposed
provisions, It the donor transferred tangible personal property or certain other
types of property or engaged i a bargain sale, he would have to limit his chari-
table deduction to his cost or otler basis unless he included the appreciation in
his income. Would a potential donor not be more likely to hold the property or
profit from the appreciation by selling the property for his own account?

The Impact of the proposed provisions is clear : BSA and other bona fide chari-
table organizations will be deprived of an important source of Income. The im-
portance of gifts of al)preciated property to Scouting cannot be overemphasized.
Much of the land now devoted to Scout camps was purchased with the income
from gifts of appreciated property. In the past ten years, BRA has received
gifts of appreciated property, which . had a fair market value of approxi-
mately $5,000,000, nearly $6,500,000 i 1918. In addition, trust funds maintained
by many local councils are the re.ipients of gifts of appreciated property. For
the continued growth of these trust funds, which are essential for a strong
Scouting program, the icentive for such gifts must he maintained. The loss or
diminution of such an important source of Income would greatly curtail Scout-
ing programs and plans.

2. Limit on Tax Preferences (LTP) and Allocation of Deductions: Those
types of property (such as securities) that are not included in the provisions
taxing the appreciation of gifts of property to charitable organizations such as
BSA are subject to tax under other provisions. Under the Tax Reform Act. a
donor of appreciated securities to BSA would be faced with two new and un-
favorable tax consequences. First, the amount of appreciation is a "tax prefer-
enee" item, A portion of this amount together with other items of tax preference
naay be taxed under the ITVI provisions. thereby rtquiring very complicated
computations, (Indeed, the LTIP provitons and the prvislon4 dealings with aiho-
cation of deductl6ns ar so 1-0milex that they'niay dtseotn'a$e charthblte de-
giving by their very complexity.) Second, the donor may be required to allocate
his deductions between his taxable income and his untaxed appreciation so that
his allowable deductions will be reduced. Would this donior not be more likely
to hold the securities or sell then for his own account rather than incur a tax and
reduce his deductions because he gave the securities to charity?

3. Deferred Gifts: Both the provisions concerning charitable gifts of appreci-
ated property and those concerning charitable trusts will affect deferred gifts to
charities.

A. Charitable Remainder Truats..-The law presently affords a donor a deduc-
tion for the value of the charitable remainder where property is transferred to
a trust which provides that the Income is to be pald to a non-charitable beneflcl-
ary with the remainder to go to charity. We believe that this treatment should
be maintained. The Tax Reform Act would disallow a deduction for a transfer
of property to fund a charitable remainder trust and would allow a deduction
only for a. transfer to a charitable remainder annuity trust or a charitable re-
inainder unitrust. We do not believe that the complicated provisions of the
charitable remainder annuity trust andthe -ebaritabile renialit&t, udiitiiMf Ahould
be-substihited fAr the widely used and readily understood charitable remainder
trust.

We would also stress that the general reasons given for the change in the law
by the House do not apply to BSA's charitable remainder trusts. The House
would deny a deduction In the case of the charitable remainder trust because
it fears that the charitable remainder might be Jeopardized by investment in
high-risk, high income securities, by giving the charity only a contingent re-
muainder Interest or by allowing invasion of the charitable share. However, we
would point out that the abuses sought to be corrected are not possible in the
case of BSA since BSA administers these trusts under its Deferred Giving
Program.

B. Charitable Remainder Annuity Tru,9ts and Charitable Remainder Uni.frs * .- Fi ven thetransfer of property to a ,charitable remainder annuity trust
or a charitable reminder annuity unitrust would Incur unfavorable tax treat-
ment. The appreciation of the property transferred would be subject to tax, as
described under headings 1. and 2. above.
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C. ('ht rit bh' (ift .1n iith.'.--In order to reduce the tax lheleflts of imr-ain
-Sies to charity, tie(, Tax lieforin Act provides tit the t'o,- t eoor l adjusted ml

of apipreclatel property ,-old to charity for less than Its fair tarkt value is to
he allocated between the portion of the lirolprty -'ld and the portion of the prop-
erty donated oil tle basis of the fair market value of each portion, thereby in-
creasing Ihe taxable g i recognized ol the sale. We are concerned that the
transfer oif property to a eiarity Il return for an annuilty may ho treated it.s a
bargain sale, where the fair market value of the ltprperty exceeds thv value of
the annuity. Such treatment will Increase the nuitint of gain recognized by the
annuitant. Also, under the proposed bargain sale- provisions, the annuitant will
Ibe taxed on ai portion of the appreciation even where hi, eot or adjusted basis
exceeds the actuarial value of the annuity. Thi. treatment will deprive organi-
zations such as lISA of a major source of support.

The Boy Scouts of America feels strongly that the long-established tax it-
eentiyes should be maintained. Such incentives are well-known, easily regulated.
not subject to flagrant aluse. and have provided vital support to Scouting pro-
grains. That reform, modernization, equalization and regulation are necessary
will not be denied. Many elements of the Tax Reform Act are sound. However,
the principles sought to be established can be achieved without destroying the
traditional incentive or making it so difficult to give that the prospective donor
is discouraged from giving.

IATTACIIMENT B

EXCERPT FROM LETTER TO COMMISSIONER OF INTERNAL REVENUE, DATED .,TUNE 22,
1967, CONCERNING PROPOSED REGULATIONS UNDER SECTIONS 512 ANY) 513 OF THE
ConE.

"RELATED ADVERTISING INCOME SHOULD NOT BE TAXED

Based on the legislative mandate that income from only unrelated trades or
businesses is taxable,' only ulnrelatcd advertishig income of an exempt organiza-
tion publication should be subject to tax if a decision is made to tax advertising
Income. Under the approach suggested herein, Income from related advertising
arising from the sale of space in a publication for the advertising of a product,
service or program that directly relates to a means of achieving the purposes of
the exempt organization which publishes the publication would not be taxable:
income from unrelated advertising would be treated as income from unrelated
trade or business and taxed accordingly.

The proposed regulations themselves recognize that in proper elrcumstances
advertising income received by an exempt organization may properly be con-
sidered related Income. It is submitted that the publication of advertising by un
exempt organization, in a periodical which is distributed to further the organiza-
tion'4 exempt, purpoles, of products, services and programs directly related to
tie carrying out of such exempt purposes is no less related to the exempt purposes
of the organization than the publication of the editorial content of such ,a periodi-
cal. An examination of Boys' Life, a magazine published by Boy Scouts of
America, readily demonstrates this fact.

Boy Scouts of America was incorporated by an Act of Congress of ,Tune 15,
1916 to promote
"* * * through organization, and cooperation with other agencies, the ability

of boys to do things for themselves and others, to train them in Scouteraft. and
to teach them patriotism, courage, self-reliance and kindred virtues, * *
39 Stat. 228. 36 U.S.C. 123 (1954).

Among the many activities conducted by Boy Scouts of America in the fulfill-
ment of its exempt purposes are its extensive camping and outdoor, recreational.
arts and craft, thrift, vocational development, safety and hobby development

'There Is substantial doubt whether the proposed taxation of Income from a component
element of n trade or busines.s as unrelated business Income Is in accord with law. Tile
leirlslativo history shows that Con. ress evidently intended to tax income from the opera-
tion of a business enterprise as a whole that was not s ubstantlally related to the purposes
of the exempt organization : there was no miggestion that the unrelated business tax was
to be imposed on component part of a busipess enterprises. See eq.. H.R. Rep. No. 2310.
Alst Cong.. 2d Sems. 37 (1940) : S. R-p. No. 2375. 81st Cong.. 2d Sess. 20. 29 (1950) : 116
Cong. Ree. 0274 (1050) (remarks of Rep. Sabath) : Hearings before the nouse Ways and
Means Committee on the Rvenue Revision of 1950. 81st Cong.. 2d Seas. 19 (191SA) (re-
marks of Seeretary of the Treas rv Snyder). However, this objection, while not conceded.
will not be fully discussed here since it Is understood that other organizations will comment
,n this matter at length.

33-)65-0-pt. 2-51
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lirogralns. An Inportallt instrumiitnt fto' ilIplei, ntltng these 1Irograws is tht,
publication off-

"* * *a l)4r lt-lal f[towts' lfc'] for all IhoYS or Scout go lrovhllng whiolsoile
stories id other material of itltertest an(d e'd(liit mia value whiell %Vil stI1uillic
aibtloa and help cliaracter deelolliit of boys..All ,4toritv' itid al itf'itc l WIlI
bc in hai'mniol with the( pri irph of N(outilf/ (in laid d(eirv. In h' ,'.out (it/h finl
Luw." National lly-laws Artielth XXlIi. §2. at 11G;. (,mipluisls added.)

As the proposed regulatios recogilize ill tit ( se (Of tlih editorial ,ontenit of
publicatlons of other exempt organizations," the editorial content of IM1/.s' LIP'.
with its variety of articles relating to Scouting, contributes importantly to the
exenmpt purposes of Boy Scouts of Anerica. Similarly, advertising il ItollS' Life
which relates to outdoor an(1 cmlinirg eqiuijin'it, clothing alpatel *1ri(1 foot wil'r
alppropriate to Scouting ietivities (llm1u0h of which hears tile official I t'inlbloil of
Boy Scouts of America). handicrafts, safety devices and hobby and vocational
development directly serves to itlilhelnflt the activities that make up the Scouting
program.

UNRELATEI) ADVERTISING INRIXIME 8101 TI,l lIE ON 5JliEIIEi) UNREI.ATED RISINISK INCOME

ONLY IF IT CONSTITUTES A SUBSTANTIAL PROPORTION OF ALL ADVI:RTISING IN(N)ME

Boy Scouts of America further recommends that no advertising income be tax-
able if 80 percent or more of such Income in any one tax year is derived4 frol the
sale of related advertising. The suggested approach introduces a test of sub.
stantiality which accords with the statutory mandate that a tradh, or business
need only be substantially, not wholly, related to the performance of an exempt
organization's purposes for the income therefrom to be tax-exempt. Additional
statutory support for such a test comes from other sections of the unrelated
business income tax provisions of the Code, such as Sections 513((,) and
512(b) (14), as well as other sections of the Code and the regulations thereunder.
The adoption of a fixed percentage test (80 percent) eases the administrative
burden of the Internal Revenue Service in a nianner consistent with applicable
law. This approach is restrictive in that the advertising must relate diretly to a
means currently used by an organization to achieve its exempt purloses In order
to qualify as related advertising, and thus makes Jlny Inqnlry into pro. rctecl (r
speculative activities of an organization unnecessary."

ATTACI.MENT B

EXCFRPT FROM ETTFR TO ("OMMISSIONER OF' INTERNAL REVENUE, I)ATF0 Ji 2,S,

1007, CONOERiNo PRoPosED MEUlATIONS UNDER SECTIONS 512 ANI 1513 om.' rmr: (oin:

AsaumptIonst Undetrlying the BSA Proposil..-B Bforte disellSshitg the applivla-
bility of the proposed distinction between related and unrelated advertising to
situations other than Botts' IfiP, magazine, we wish to re-enuphuisize strongly
two points made in our written and oral presentations on behalf of Boy Sconts
of America.

First, In our view a proper interpretation of existing law requires that a
determination whether the publication by an exenipt organization of a IXriWlh(all
or other publication constitutes the carrying on of all unrelated trade or business
must be made by looking at the trade or business as a whole and not by consider-
Ing the publication of editorial matter and advertising as separate businesses.
The legislative history which supports this reading of the unrelated business
income tax provisions of the Internal Revenue Code is cited in the footnote on
page 5 in our June 22nd presentation : presentations inade to the Service on lbhalf
of other exempt organizations have persuasively articulated this point. Although
we will not pursue the point here we do wish to say once again that by making
the proposals in our June 22nd presentation we did not Indicate any agreement
that a component element of a trade or business may properly be taxed as an
unrelated trade or business.

Second, if the Service decides to view the publication by an exempt organlzatio,
of advertising as a trade or business separate from its publication of editorial
matter, the Service must. under the legislative mandate of Sections 511 4 of
the Code, determine whether that business is related or unrelated to the exempt
purposes of the organization. That such a determination may in some cases be
difficult to make or in some cases may result In a judgment that all or a sub-

2 Prop. Treas. Reg. It 1513-l(d) (4) (iv) Ex (6) and 1.512(a)-1(d)(8) Ex (2).
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S1111011tlJriti()ll of1 allvertililkg inrrli'i III it JPortil-1lJ11l jilililic11ioli Is relt-104 lip

fiet t Jul . tile In ten l-1 Rvlit ode10i~ Iivli l's it 4I0 4-1-1111 fill t11111 iN' 11111 lh. wI et 114'

etJil 1-1.h ogil. loIIT~ III ilw iult 1-4 i li Or 1 thy h litel ('tI i co X'lli ite I iirI4-sist'

isig its it separatte t ritie orI husliivss, It imist thn talke' the( ,,v',I step ill esti ai
lish, gilidelies W11l01 will fililow (il'torlll filtlollni 411 lse by (1150 141sis w111ller

o'vgl iiz/.1ti0115. TI'il' l-(V1511118 to thit' I iP()04' r('gilili tilll!' WI wich1 we' )fll- (' Slgge'51(h
a11re not only it woirkale 111(1117 of' doling thi ill 41 a re til-h ean 11(1111 qied by thle
CIis tself.

ATTACIINIENT C

l'I4FSNTATION ON lilluAity 25, 11itM19 TO COIMIlIEFK (IN' WAYS AND NMKANS

ilIOV H(OUTH OF' AMERIC(A

Mr C111111i1-11511 Ill( IV( ltll- (f h e Ctlili ve X'4lt ('filly t1l s'111'-iail (f llrev

11114 would like', ol bi)('1J t (f Iloy Sm'(uts of A iiteivii toi express8 jipif(r'ihi tion for
tills oppjot llIlty to e'xpre'ss oi41 wi VI'W 4lilct'riling 5('v4'fhli of the Issuevs relin g
to tatx exemlpt, orgitnixit 1111 whii. rh1e before tills ( oJnliiit tee for 14111idy. WP fire
particularly Intereste-d Ili, till(] ish51 today toi t'linnilt'll onl, first, thlt' ali~catfii
oft I ht lle 1 t'l-01tedl buJsiness Ilicoiie tax to tillinet hldv(rt isig reveles of our two
li111gllzliles, 1i0I/R' 1if llt] re 111( 111ptil, Illia, Sm'olidi, oil the ('fr('t oil 'coiitiig (If tile
l1(10111loll of jiity le'gislationi thillf w~oiild po'Vitlt (1('i o 11 for chaitale~( ('4,11 rlhl-
tion~s 4111ly to the eten~lt thety e'xceed(it1 cortli liJffeltll of theW lord'ss Incomfe.

The' Ploxop/ikal aind Financial NOW/nrc of thec QfuIions Rcfore U7-.-We are
pl('11ted that tll('5is sit's are before this foruiili i)('Cl 1151 till' sublje'ct (of lhen irivi-
lvoe of exeliltioll fromJI taii l and41 11( thet (eglet' toi whicht It should bte 1 llIltte, oil
the 010ol Ini(1, or the ac(tiities (of tax ('xeiljt ()rgllixationls eiclurllgel, oil the
other hand, raises lllosophlefal Ii111111110:nlli j11 (18111)18l be-st cvilishleredh by till
legislative branichl of govt'rnllriit. hBefo' gilig our v'iews Oni Ite twoi subjects
fi154'185,4l Ili our1 piresentthion1, I wou4ldh~ like it) read~ to yolt t1 short excerpt frin
a1 prPeentaltion made litst ii'('k by BSA to it state Stud~y ('lillilissionl (lefpllliillg
tile 1)115ilo lld 1111(1 finaill I W11804 (if tax ('xeliptioii sillvth 1110 words. Ili our
viw. 11154) appiy to the fillitters before its here tomily. Latst %vvek 4o111 spokinkS iiI

IHilltid ouit tilt--
0* * A number (f Justlflealtn ha11 1118ieii livini1l( for the exeJIliptioi11 from

tai tion Of' proIKwrty iis(( for charlitalel 1ui11svs. Firsti, andi iiuoxt fJ1 etloo ntil, Is
that qen'e'rmcnt desireR to eneoilreigje eci'ii(1(1 ohlitha lit proiiiotc thrc rtiral
welfare or foster hietientarlan ideals en' are in/u erently icuriforlois. lit) tis mid(,
goviernmilent 111(18 mid stinitilates the met i'!tles by granting it tlix ('x('Jlitoll. We'
blJ('i4ve that. H4outtig i.s such tilt fletIviIty-1il activity worithy of PiJ('otrflge'let't
whose5( funds1 should nt 1b0 sapped by a1 tax * 0* . indeedi, whenl the.' Ciit-P08
of tile UiTlit( States4 createdI tile BOY Scouits oif Aioeriei Ii 19)10, It sid that
Sc'outinlg was organizet4 to romolte * * * tile ability (if bolys to (do things for
thi-'itselves 1111( others, to tllIn tllell In Suolt~kra ft, and1( to tl'11ti1 thii nltrlitkall,
courage, self-re'liance, and kindred1 virtues * * *. These words t'haurlt.d at ('luirs(
for Scoutinig that It hais followed with ever-lIncreaslng Htrengffi to thet present.
S ome rough lineasuremlent of tile' muc('t'NS Of tile S('OItilig IIlOVPIIlt'llia.%~1' 8p0S11
in Its rapid growth. The National Hleadlquarters * * * now charters alit siiper-
vises more thlan 152,312 Cub Sc0o1t packs, BOY Scout troops. and Explorer posts.
During 1968, a total oIf 4,608,000 boy3s and( 1,639,0 leaders belongedl to) the Boy
Scouts of Ainerica, * * the ranks of foriner Jileflbers mwelled4 to mIore than
V,866),666, * * * . Sinc the beginning, fifty-nine years ago, Boy Scoiutm of
Anmerica has been 0o10 of the leadeors Ii the effort to curb juvenile delinquency,
to encourage good mental, physical and moral habits, and to klindle 1111( developJ
a spirit of community service anld piatriotisnm among this coulltry's youth. Our
Programs have been directed to mnolding good character by training boys Ini
leadership and self-reliance. Anti the benefits to wo'iety have been Innumerable.
Comfin I nties, both rural andt urban, have witnlessed the worthy deeds of Scouts-
ranlging from conservation of our natural resources to aidhing comnfities struck
by (liflei4terl.
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But today our most important and most relevant contribution is our efforts
to help disadvantaged boys. In these days of Black Power and White Power.
I thit you will find it refreshing and encouraging to hear about Boypower.
Scouting's Boypower '76 program Is dcs!gvrod to serve boys in inner-city and
rural poverty areas and to provide a camping experience for n.,dy boys. These
programs were begun in 1965 by cooperation between the National (Couitc!" aP1d
16 %elected [local] councils * * *. Through these programs, we are just begin-
ning to open doors.

Nearly 50,000 disadvantaged boys spent at least a week In the outdoors last
year as guests of the Scouts. Upon their return home, additional Scout units
were formed in their neighborhoods.

We believe that these activities must rate high in the scale of human values.
We believe that these activities are most worthy of aid from government by the
continued granting of a tax exemption. * * *

Another justification. for the exemption from taxation of property used for
charitable purpo. 8 is that government may seek tM encourage an activity that
governnwnt Itself may find difficult or'Tnappropriate or too controversial to under-
take. Simply put, certain activities are better left in private hands. As a result,
private resources are utilized; many minds with many views are brought to
bear on problems; there is diversity and pluralistic values are fostered. Scouting
is an excellent example of this. Through a tax exemption, government can aid
and stimulate the Scout movement while not controlling it.

Finally, government may grant a tax exemption to an organization bccau.e
of the fiscal advantages that government receives from the organization. This
means that the organization is performing services necessary to the community
that government otherwise would be called upon to fund directly. Since the
charitable organization is supported in large measure by funds from the public
voluntarily given, the burden upon government of partially supporting these
necessary services through tax relief is but a small measure of what it would be
if direct and total funding were required. * * *" 1

I. The Unrelated Busincss Income Tax Should Not Diminish the Adrertisiny
Revenues of Boys' Life and Scouting.-With these general principles in mind,
let me turn first to our views concerning the Impact of the recent administrative
expansion of the unrelated business income tax. The publication on December 11,
1967 of T.D. 6939 by the Internal Revenue Service has created potentially serious
and far reaching problems for Boy Scouts of America. This new regulation will
subject to Federal income tax for the first time, at rates applicable to commercial
businesses, the net advertising income of Boys' Life magazine and Scouting maga-
zine which are published by Boy Scouts of America."

The Boy Scouta of America urges that responsible government officials, both
elected and appointed, give careful consideration to the propriety and conse-
quences of this new regulation which will deprive the Scout movement of one of
its traditional and principal financial resources and place in jeopardy the ability
of Scouting to finance Itself. Concerted and effective government action to remedy
the situation and remove this new tax burden from Scouting is essential if the
Scout movement is to continue to maintain itself through its own resources.

A. The Arguments Advaneed in Support of the Regulation Do Not Apply to
Boys' Life Magazine.-Proponents of the new regulation, including the IRS itself,
defend the Imposition of the tax on the ground that inclusion of advertising in
a periodical published by a tax-exempt organization constitutes unfair competi-
tion with the commercial press. It is important to recognize that Boys' Life
magazine is not interested in competing with the commercial press. Boys' Life
speaks essentially only to those in the Scout movement; virtually 9 of every 10
(86%) of its approximately 2,400,000 subscribers are Scouts or Scouters. Boys'
Life is not sold on the newstand to the general public and its readership is made
up principally of male youths from ages 8 through 17. The magazine is published
to provide a medium of expression of the principles and programs of Scouting
to those within the Scout movement. Advertisers wishing to reach readers of the
type included in the Scout movement find Boys' Life a helpful avenue to this
specific reader group.'

1 Statement on February 18, 1969, of Judge Arthur S. Lane to New Jersey Tax-Exempt
Pr~prty Study Comnmittee. 1

s For convenience in the balance of this statement we have referred only to BOus'9 Life.
The statements made, however, also apply to Scouting mag azine.

&All of tHes -approximately 1,600,000 subscribers of the 6~crsting Magazine are persons In
the Scout Movement.
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B. Boy Scouts of America Presctted Cogent Ra.ons to the IRS Why the
Regulation Should Not Be Adopted.-Boy Scouts of America made careful and
detailed written and oral presentations to the Internal Revenue Service support-
ing Its position that the proposed regulations which became T.D. 6939 should not
be adopted. These presentations demonstrated that

(1) the new regulations are inconsistent with the intention of Congress when
it passed the unrelated business Income tax In 1950;

(2) the new regulations are inconsistent with the 17 year history of the inter-
pretation of that tax;

(3) there Is no basis in the tax law for splitting one integrated actity-the
publication by an exempt organization of a periodical in furtherance of its exempt
purposes-into two enterprises, viz. the publication of editorial matter which
is conceded to be "related" to the exempt purposes of the organization and the
l)ublication of advertising which arbitrarily is deemed to be "unrelated" to those
exempt purposes; and

(4) contrary to the IRS assumption that alt advertising necessarily Is un-
related to the exempt purposes of an organization, the advertising contained
in Boys' Life magazine In the main is substantially related to the e.rempt pur-
poses of Boy Scouts of America and. therefore, even If it were approprIate to
adopt the IRS approach of splitting publication of a magazine into components
comprised of publication of editorial matter and publication of advertising
matter, advertising Income of Boys' Life should not be subject to tax.

C. What is the Issue?-Boy Scouts of America is seriously concerned with
the apparent erosion of Government support of Scouting. Scouting enjoys the
individual and public endorsement of most elected and appointed officials of
the Government. Accordingly, it is distressing to Boy Scouts of America when,
in spite of declared interest by the Government in furthering the Congressionally
ordained objectives of Scouting and the principles which Scouting seeks to
promote, the Government adopts regulations that reduce the ability of Scouting
to perform for the good of the country and its citizens programs that otherwise
must be carried forward by the Government itself.

Boy ,'couts of America does not believe that the current unhappy position
In which it finds itself was the result of a deliberate policy decision by Govern-
ment directly at Scouting-rather Scouting has become the unfortunate victim
of a general policy which was not designed with BSA in mind but which hits
BSA very hard nonetheless. If this is the case, Boy Scouts of America can only
plead for relief before the problem is compounded beyond correction.

The question Is sim ple.-Is it time desire of the Government of the United
States to continue to allow Scouting to carry forward without the burden of
taxation its declared program of character development, citizenship training,
mental and physical fitness?

We believe the answer 18 also simple.-The Government of the United States
does agree that the Scout 'movement serves a valued national Interest. Recogniz-
ing Scouting's Congressionally chartered responsibilities, the Government wishes
to assure the Scout movement of its continuwd support and specifically urges
it to direct Its resources even more aggressively towards serving our nation's
youth, helping them to prepare to master the changing demands of the nation's
future.

D. What Can Be Done to Remedy This Serious Situation.-Boy Scouts of
America suggests that consideration be given to one or more of the following
proposed courses of action.

(1) It has been proposed to Congress that general legislation be adopted
rescinding 'the new regulations as they apply to all tax-exempt organizations.
The passage of such legislation of general applicability would, of course, cure
the problem insofar as Boy Scouts of America Is concerned. If the Congress does
not wish to go so far, it might consider whether the facts warrant distinguish-
ing between exempt organization publications which are distributed principally
to members of the organization (membership being characterized by active par-
ticipation in the programs of the organization, not Just by subscription to the
publication) and all other exempt organization publications.

(2) If the Government prefers to deal with the problem on a ease by case
bad:i,, there are several approaches by which, given the fact that there are
considerations which distinguish Boy Scouts of America's position from that
of exempt organizations generally, the Government could assist Boy Scouts of
America:
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(a) Legislation ' could be adopted which would add to Section 501(c) (1) of
the Internal Revenue Code a new category of organization defined (in general
terms) as corporations organized by Act of Congress which satisfy the exempt
organization tests of Section 501(c) (3) and Section 170(c) (2). Reclassilica-
tion of BSA as such a new type of 501 (c) (1) would afford a practical solution to
the problems created for it by T.D. 6939.8

(b) Legislation could be adopted which would leave ISA's present classifica-
tilon unchanged but would expressly exempt Boy Scouts of America from Internal
Revenue Code Sections 511-514 (the unrelated bminess income tax). Such legis-
lation could be in the form of an amendment to Section 511{, .)f 2) (A) or a
separate law granting Boy Scouts of America relief from the unrelated business
income tax.

(c) Legislation could be adopted exempting Bo.Y'Lifc from the operation of
T.D. 6939. There are a number of ways such legislation could be word(-d. One
possibility would be to provide in the legislation that the publication of adver-
tising by Boy Scouts of America in Boy.' Life and Scouting is an activity sub-
stantially related to the charitable lind e(lucational purposes of Scouting for
which Boy Scout. of America was granted tax-exempt status. One way of ac-
complishing this result without expressly characterizing advertising in floy.'
Life and Scouting as "related" (and thus raising the issue of how to distinguish
the BSA situation from that of other organizations) would be to provide that,
lit computing BSA's unrelated business income, If any, there shall be excluded
any net Income received by BSA from the publication of its magazines, if such
net income is used in the furtherance of BSA's exempted purposes. (In this
connection, compare IRC Section 114.)

(d) Legislation could be adopted distinguishing between "related" and "un-
related" advertising in publications of Boy Scouts of America-I.e., treating as
an activity substantially related to the exempt purposes of Boy Scouts of
America the publication in its magazines of advertising of products. services,
or programs directly related to means of achieving the exempt purposes of Boy
Scouts of America.

II. The Congress shou ld not adopt legislation which will tend to discourage
br -ad-based public support of exempt organ izations such a8 Roy Scuout.!' of
A nterice.

The point here is simple and can be stated very briefly. We do not see how
Scouting as we now know it could survive legislation which inhibited private
philanthropy by eliminating the charitable contribution deduction or limited its
use to wealthy donors by imposing a floor of 2 or 3 percent of adjusted gross
Income on deductible contributions. Scouting depends on grass roots support-
on individual contributions by millions of interested donors throughout the
country. In 1967, the local councils of the Boy Scouts of America received 92.8
percent of their total revenues from gifts. both as a result of direct campaigns
and through Chests and United Funds. We estimate that the average gift to
Boy Scouting was under $8.00.

No one can predict how many Iotentini. donors would be eliiminated if the
charitable contribution deduction were curtailed," but there can be no doubt that
there would be a loss and Scouting would have to 'urtall its programs with the
unhappy result that some segment of the public, presently supporting our
activities, would be lost to us and their loss would cost us more than dollars.

I will not dwell further on this point because I know others will make more
complete presentations to you concerning it. Do not let the brevity of my remarks
on -this point indicate to you that there is any limit to the concern which we
feel regarding this issue.

4 Our Fuggeated courses of action speak In| terms of legislation. It wight be more ex)edi-
tious anC, preferable for other reasons If the results here sought to bp achieved could he
effpcted through administrative action. Boy Scouts of America rpmiftts that those to whom
this nosition Statement is addressed consider the possibility of such administrative action.

£ 9 Although BSA can suggest technical wording by which any of the wolutions sugrgested
by It ,i this presentation could be Implemented, we have felt it would be presumptious and
premnture to go Into sueh detnAi at this time.

* In 1966. of the 27 million persons who Itemized their deductions and their Income
ta* retUrns, 52.7 percent contributed 3 percent or less of their adjusted gross income.
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ST. C,1[AlLES, MO., Septinbcr 30, 1969.
SENA'E FINANCE COMMITTEE,
lWashington, D.C.

1)EARI Sias: I am grateful for your willingne.ss to give consideration to this
written statcnient oil the tax-refori bill. It is Iheiiig sent in reply to a tlegrain
I received from the Coumnmittee's chief counsel, Mr. Vail.

I work for the McIonnell-J)ouglas Corporation In St. Louis as an hourly-
rated wage earner. A collective bargaining agreement between the tax-exempt
International Association of Machinists and the corporation requires me and
all other employees to pay dues to the union every month. regardless of our
opinion of the IAM.
Beig a registered Republican voter, I am galled by the fact that this union

is practically an arm of the I)emocratlc Party. Its paid officials are always active
i campai qls to elect Democrats, and their activities are financed in part by
money I have earned. They are taking unfair advantages of the union's tax
exemption, an(d I protest.

I am 62 years of age and have three children at home 'to support. The loss of
my job would work a hardship on us all, so I hesitate to withhold my dues from
the union an( risk being fired.

What can I do to remedy this injustice? As I see it, the only tiling I can do
under these circumstances is appeal to Members of Congress to stop giving
favored tax treatment 'to unions that abridge the rights of working men and
woion.

What good does it do us to go to the polls and vote for the candidate of our
choice if our union is using our money to defeat that candidate? Money talks, and
our political freedom is being violated ruthlessly.

I also ask that government spending be reduced so that tax relief can be
given to us overburdened taxpayers.

Thank you for giving me an opportunity to share my thoughts with you.
Respectfully yours,

STEWART A. GOFF.

STATEMENT OF GLASS CONTAINER INDUSTRY RESEARCH CORPORATION

Glass Container Industry Research Corporation ("GCIRC") submits this writ-
ten statement in lieu of appearance respecting an apparently unintended, but
potentially serious, defect in Section 121(b) (3) (A) of f.R. 13270, which would
add a new Section 278 to the Internal Revenue Code. GCIRC is a membership
corporation organized not-for-profit under the laws of Ohio, for the purpose of
conducting a research program for the glass container industry. It undertakes
projects of general interest to 'the glr ,nta"iner Induistry, results of which are
given to its menl)ers. Although mer ,ership in GCIRC is open to all glass con-
tainer manufacturers, not all have joined. While many of the smaller glass
container manufacturers are members, several of the largest are not.

luring the twelve-year period from 1957 through 1968, GCIRC's entire gross
receipts consisted of $3,442,980.65 dues from members and $804.72 interest, the
latter lrinvirily from Federal income tax refunds. During this same period tile
total costs of operation before Federal income taxes were $3,021,569.72, leaving
a net excess of receipts over costs before taxes of $22,215.65. In nine of the twelve
year, the sole source of receipts was membership dues. In seven of the twelve
years viemhership dues exceeded costs before taxes by a 'total of $111,027.75, and
in five of these years, costs exceeded niembership dues by a total of $89.555.07.
The Internal Revenue Service has specifically ruled that membership dues paid
to (CIRC are deductible business expenses of Its mnembem.

G('IRC presently Is engaged In litigation with the Internal Revenue Service
over whether It is a tax-exempt organization. Should the Government prevail in
this litigation, as may well happen, apparently GCIRC would be an organization
described In proposed new Section 278, namely a non-exempt membership
corporation operated primarily to furnish services to members. 1lroposed new
Section 278 states that organizations to which itts provisions apply will be allowed
deductions in each taxable year for the costs of furnishing services, goods or other
items of value to members only to the extent of the membership dues or other
membership income received during that taxable year. There apparently Is no
provision for carryover or carryback of disallowed deductions to other taxable
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y tars and no provision which would restrict the application of Section 278 to
organizations where membership dues or receipts constitute personal, recrea-
tional or other non-deductible expenses of the members. If it is the intent either
that Section 278 would not override and preclude application of the net
operating loss carryover and carryback provisions of the Ccde or that Section
278 would apply only where membership dues and receipts are non-deductible
expenses of members, then it is respectfully submitted that such intent should
be clarified.

The remainder of this statement is made on the premise that proposed Section
278 as passed by the House of Representatives would preclude the application
of the net operating loss carryover and carryback provision of the Code to costs
disallowed by Section 278 and that Section 278 Is intended to apply irrespective
of the deductibility of membership dues and receipts by the members.

Proposed new Section 278 in effect treats non-exempt cooperative membership)
corporations in the same manner as the present Internal Revenue Code treats
gamblers. On an annual basis, net gains from gambling are taxed and net losses
from gambling are permanently non-deductible. It should be elementary that no
cooperative operation can exactly balance membership receipts and costs on an
annual basis even though overall operations are conducted for members at cost.

Section 278 makes no distinction between investment income and membership
income. It would permanently disallow costs of membership operations where
sole receipts were from members and no investment income existed. If proposed
new Section 278 had been in effect during the twelve-year period from 1957
through 1968, GCIRC would have been permanently disallowed deductions for
almost $90,000.00 in costs and taxed on approximately $111,000.00 in membership
dues even though during this period its entire Interest receipts totaled only
$804.72. No policy reason is stated !n the House or Staff reports for such a result
and none is apparent If the real intent is merely to tax investment Income, Sec-
tion 278 in the form passed by the House seems a clear case of overkill. Its result
will be to impose an irrational and possibly prohibitivetax burden on non-exempt
cooperative membership organizations where Investment income is de minimus
or even non-existent.

If the objectives of proposed new Section 278 really are as stated at page 49 of
House Report No. 91-413 (Part 1), at page 25 of House Report No. 91-413 (Part
2) and at pages 29-30 of the Summary of H.R. 13270 prepared by the staffs of
the Joint Committee on Internal Revenue Taxation and the Committee on Fi-
nance, it is respectfully suggested that one or more of the following three modi-
fications should be made to Section 278 as presently proposed:

1. Limit the application of Section 278 to non-exempt membership organiza-
tions where the membership dues and other membership receipts are personal,
recreationJI or other non-deductible expenditures of the members and do not
apply Section 278 to non-exempt membership organizations where the member-
ship dues or other membership receipts are deductible business expenses of the
meinbers:

2. Abandon presently proposed Section 278 and substitute a provision which
would, irrespective of all other provisions of the Code. impose a minimum tax-
able income on the prescribed non-exempt membership organizations equal to
Investment Income received each year.

3. If the approach of presently proposed Section 278. is retained, add a provision
to the effect that any costs of membership operation d0sallowed for a given
taxable year by Section 278 may be carried back or forward to other taxable
years, under the provisions applicable to net operating loss carrybacks and carry-
overs, to the extent membership dues and other membership receipts exceed
membership operating costs in such other taxable years.

ERNEST GRUENING,
September 26, 1969.

Hon. RussL, B. LoNo,
U.S. Senate,
Waehtngton, D.C.

DmAn RUssELL: While I am wholly sypppatbetic with and applaud the Con-
gress's efforts to put an end to tax evstibn through the proposed tax reform,
the language as passed by the House would have a disastrous effect on many
worthy educational and charitable efforts.
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As you may know. I have heen deeply concerned with the need of family plan-
ning and the related population problem for many years, and am serving on a
voluntary basis as a consultant to the Population Crisis Committee, a tax-exempt
educational organization under Section 501(c) (3) of the Internal Revenue Code.

Thib bill itself now exempts colleges and certain other educational institutions
as well as hospitals and medical facilities. I would strongly urge, in line with this
thinking, that organizations dealing with the important population problem
here and abroad, either from an educational or research point of view, or the
medical aspects of family planning, be similarly exempted.

Specifically, I suggest that a new exemption section under 201(a) (1)B of the
Tax Refomn Bill as passed by the House be included, as follows:

"An organization whose major purpose is educational and research activities
relating to population and family planning problems or operation of family plan-
ning clinics wherever located."

I would think that this exemption would not be controversial. It is directly
in line with nearly fifty public statements on population by former President
Johnson. It would help to implement President Nixon's recent population Message
to the Congress in which he stressed the need for private agencies In this field
to supplement the Government's efforts.

Sincerely yours, ERNEST ORUENIN.

CENTURY TOWNHOUSEs,
September 9, 1969.

Hon. WENDELL WYATT,
House of Rcprc.esntativcs,
Washington, D.C.

DEAR Sm: We are engaged in the business of building townhouses in the area
of Portland, Oregon. The type of homes we are promoting make it possible for
an individual, particularly in the qower or middle income bracket, to own his own
home and also to insure that all of the neighboring houses in the tract will be
properly maintained. In most instances, the tract will provide certain common
areas for recreation and the beautification of the area which tend to make resi-
dential living more enjoyable for the home owners.

With the skyrocketing costs of housing, the difficulty for the average wage
earner to own a home of his own and make the payments thereon has become
Increasingly more difficult and it Is for this reason, as I am sure you are aware,
that townhouses, condominiums and similar developments have become so popu-
lar, since these methods do give this class, of people the opportunity to enjoy
a better home than if the person acquired a custom built home for a similar
purchase price.

In the development of a townhouse tract it is desirable to have the owners
in a given area become shareholders or members of a non-profit corporation
which will-

(a) Own and maintain the common areas, and
(b) Collect from each owner a sum each year for the connon maintenance

of all townhouses for the following items:
(1) Exterior painting,
(2) New roofs,
(3) Such other exterior care as is common to all of the properties, and
(4) Maintenance of Iawns, yards and other common a reas.

The need for a new roof occurs between once every 8 to 15 years. The need for
painting occurs every 3 to 10 years, dependng on the quality and type of paint
used, and the other items at various times of frequency. The shareholders and
property owners, when they contribute to the corporation, are making an expendi-
ture which to them is generally a nondeductible expense for tax purposes.

The Internal Revenue Service has taken the position that the payments by the
shareholders to such a corporation are taxable income to it, without any offsetting
deductions, until the money is used, at which time we assum-e the Internal
Revenue Service would allow the expenditures as deductions to tie corporation.
This. In effect, penalizes this type of a housing development In that a corporate
tax would be paid for the number of years the reserves were being built up for
painting, repairs, and capital improvements. In effect, the money expended for
home Improvements would be taxed twice-once upon the receipt of the income
and secondly, when received by the corporation.
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As has been set forth, the homeowner in creating these reserves has initially
a non-deductible Item and it is therefore inequitable, upon the part of the.;e people
that in order to provide reserves for maintaining their homes and to beautify
the surrounding area, that they should indirectly have to pay an ad(litonal tax
simply because they choose to use the corporate entity to provide these services.

Slice Congress is now considering tax reform, we as citizens assUile that such
reform goes both ways. that is, inequities which allow taxpayers to avoid tax
where they should be taxed should be eliminated and inequities which cause
those to ,e taxed when Congress really did not intend for them to be taxed should
likewise be corrected.

It Is, therefore, hoped that you will consider our suggestion while 11.R. 13270
is being considered by the Senate, to discuss with the Honorable Mark 0. IIatfleld
and Honorai.,le Robert W. Packwood. Senators frozi Oregon, the l)rOposed aniend-
ment to be added to Title 1, Subtitle B, Section 121 to provide the aforesaid
exemption from Income tax for corlprations formed for the sole iliritose of pro-
viding services to owners of condominiums, townhouses and similar housing
developments. It is, of course, expected that such corporations would be taxed
on their true income from interest, (lividends or other gains earned an these
reserves. This could be accomplished by making the proposed amendment subject
to the provisions of Subtitle 8, Section 121(b) (1) (a) (3) of H.R. 13270 (Relating
to definition of Unrelated Business Taxable Income). A sugges.ted amendment
and explanation thereof to be introduced oin the floor of the Senate and/or tihe
House Ways and Means Committee is submitted herewith.

This letter and proposed amendment have been prepared for me by Mr.
Garthe Brown of Jones & Brown. Mr. Brown advises me that he is well acquainted
with you and would be more than glad, if you choose to discuss the matter with
him by phone or otherwise, or to do anything else which might assist your under-
standing of the matter and assistance in causing the matter to be given appro-
priate attention by the Congress of the United States.

Very truly yours,
WILLIAM GUAEPEI.

EXPiANATION OF TIE AMENDMENT TO SECTION 501 (C) OF THE C1O)E

Exemption from taxation of certain housing corporations (Section 121 of tile
bill and 501 (c) of the Code) Present Law-

Under present law, a non-profit corporation organized to provide services,
such as maintenance and improvements, to townhouses, condominiums, and sin-
ilar dwellings or the common areas contiguous to such buildings i subject to the
tax inilmsed by Section 11 of the Code.

General Reasons for the Change--The tax exemption for corporations orga-
nized to provide services and improvements to its members' dwellings and tile
common area surrounding such dwellings is designed to place the member in
substantially the same position as if he had spent his Income on his home and
its surrounding area without the intervening separate organization. It is felt
that it is equally important to exempt such corporations from tax as it is
to exempt such social clubs described in Section 501 (c) (7) of the Code from tax.

The amendment provides that 95 percent of corporation's gross receipts must
Ie derived from assessments or contributions from the members in order to
insure that the cost of the services provided to the members has not been defrayed
by Income derived from providing similar s-ervices to non-meimilkrs at a profit.
Similarly, such corporation's investment income is subject to tax to prevent tax-
free dollars to be used to provide services to the members.

Section 501(e) of the Internal Revenue ('ode of 1954 is amended to read as
follows by the addition of the following subsection (18) :

(18) 0orporations not organized for profit. but operated exclusively for tile
preservation, maintenance and repair of houses, apartments or dwellings of the
members of such corporations; and the preservation, maintenance. landscaping
and operation of the common area owned by such corporations situated con-
tiguous to such houses, apartments or dwellings, if :

(A) No part of the net earnings of such coriorations inures (other than
through the rendition of services) to the benefit of any member of tle cor-
poration or other person, and

(13) 95 percent or more of the gro(*i rceipts- of snch corporation c,)n-
sists of amounts collected from members and amounts contributed to the
corporation by such members for the sole purpose of providing such services .

Section 121(b) (1) (a) (3) (A) of Subtitle B of tI.R. 13270 is amended by delet-
Ing the "or" after "(9)" and inserting "(10)" or "(18)".
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STATEMENT TO TIE COMMITTEE ON FINANCE OF TIlE TT.S. SENATE BY TIE

BENE\'OLENT AND PROTECTIVE ORDER OF ELKS

The Benevolent and Protective Order of Elks Is a fraternal beneficiary order
operating under the Lodge system and exemit from income tax under Section
5)1(c) (8) of the Internal Revenue ('ode of 19-54. The Grand Lodge of the Order
Is located in Chicago, Illinois, and there are local lodges located throughout the-
U'nlte(d States. In determining that the Order is exempt from tax, the ('ommis-
sloner of Internal Revenue has issued a group exemption to the Grand ILodlge
which also applies to local lodges which meet the qualifications established by
the Grand Lodge.

We of the Order have reviewed provisions of ilR. 13270. the Tax Reform Bill
of 19.69, as they apply to organizations exempt from income tax under tit( pro-
visions of Section 501(c) (8) of the ('ode. We won(l respectfully like to call to
the attention of the Committee two a-pects of the Bill which we believe merit
further consideration.

1. Section 121(b) of the Bill amends Section 512(a) of the ('ode by providing
that unrelated business taxable income of organizations exempt from tax under
Sections 501 (c) (7), (8). (9) and (10) includes all gross income of su('h organlza-
tions except only their "exempt function income" which is a term defined in the
amendment generally as dues, fees, charges or similar amounts Ilmld by members
of the organization, less only deductions dire tly connected with the production
of gross income other than exempt function Income. This amendment has the
effect of not only taxing the gross income from an active business unrelated to
the exempt function of the organization, but also of subjecting to Income tax the
passive or Investment income of the exempt organizations set forth above.

We believe that the total effect of this amendment pro(luces a result which is1
unsound as applied to the activities carried on by the Grand Lodge of the Be-
nevolent and Protective Order of Elks. We are particularly concerned about tax-
ing the investment Income earned by the Grand Lodge and local lodges. We harye
no objection to taxing the income from the ative conduct of an unrelated musi-
ness. We however respectfully suggest that consideration be given to exelmpting
all investment income at both the Grand Lodge and local lodge levels. The in-
vestment income of our local lodges is relatively small In most instances but
nevertheless an Important consideration in the furtherance of their charitable
aid community service activities and we resptctfully suggest that at the very
least. consideratim be given to exempting the investliuent income of each indi-
vidual Lodge not in excess of $10,000 annually.

Investment Income is used by the Grand Lodge to support activities which it
regularly carries on and which we believe are of significant social and national
importance. These activities include:

(1) Comlrehensive programs for U.S. Military Veterans (onflned to I.S.
Veterans Hospitals such as multi-type e,'tertaintents, vocational training with
therapeutic value and recreational progra us.

(2) Welcoming programs for U.S. Servicemen returning from Viet Nam.
(3) Americanism Programs designed to preserve our Country and its heritage.

These programs include (a) Get-out-the Vote (I) Know Your America Week
4(c) Bill of Rights Day (d) Freedom Week (e) Flag )ay Observance (f) Inde-
endence )ay (g) Citizens' awareness of the Canons of American Citizem;hip

and reeml)hasis on the Reslet to our Flag.
(4) Youth progranis designed to build our youth Into law abiding. useful and

upright adults. These programs include (r. ) sponsorship of 1100 Boy Scout
Troops (b) participating with and sponsoring Girl Scouts anl Canmpfire Girls
(c) providing manpower and financial resources for Boys' and Girls' Clubs (d)
fostering character building and encouaging youth leadership by annually mak-
ing awards of $33,000 to outstanding youth leaders (e) providing annually edu-
('ational. sc-holarships for youth totaling $500,250.

(5) Working with each State Elk Association in effecting itq multi-major
projeKts which are (a) 3 Vocational Rehabliltation ('enters () ('erCbral 11l.y
Treatniment Hospitals and Centers (c) Operating approximately 75 mobile (Cere-
bral palsied treatment units each staffed with a therapist (d) 6 crippled chil-
dren's hospitals (e) 1 children's colony (f) 4 crippled children's progralns (g) 1
cancer research assistance program (h) 1 eye clinic (i 1 eye bank (j) 9 youth
camps ( k) 3 handhapped children's programs (1) 3 mobile dental clinics for ds-
abled children (m) 3 speech and hearing clinics. Total operating eot of these
projects approximately 5 million dollars.



1714

OUR SERVICES ARE EXTENI)ED TO ALL IN NEEI)-RL(ARI)LESS OF RACE,
COLOR, CREED OR NATIONAL ORIGIN

Also, our 2130 Subordinate Lodges have many charitable and community ser-
vice programs. Last year S million dollars were spent by these Lidges.

The Order operates a iome for Elks incapable of earning a livelihood; and
under certain conditions provides assistance to worthy and needy members who
are disabled.

We believe that the Grand Lodge is to lie distinguished from social (.1lbs ex-
empt under Section 501(e) (7) of the Internal Revenue Code and discussed in
the Report on I.R. 13270 of the Committee on Ways and Means of the House
of Representatives, where investment income could be used to increase the recre-
ation and pleasure benefits available to social club members at no increased cost
to them. The activities carried on by the Grand Lodge and described above are
not of any direct benefit to members of the Order but rather are of direct bene-
fit to the communities in which they are carried on and are of a quasi-charitable
nature. If the investment income of the Grand Lodge Is subjected to tax and if
only those deductions can be taken which are directly connected with the pro-
duction of that income, Important programs of the Grand Lodge will have to be
significantly cut back In order to provide the money necessary to pay the tax due.

We submit that the result which will flow from subjctlig the investment In-
eome of the Grand Lodge to tax is a wholly unwarranted and seriously Ill-advised
use of the taxing power. We would have no quarrel with the amendment If this
investment income were used to directly benefit members of the Order by making
available increased recreation and pleasure services at no Increased cost to
them. However, this Is simply not the case as the amendment is applied to the
Grand Lodge.

The amendment exempts from tax as unrelated business taxable income that
investment income of an organization exempt under Section 501(c) (8) which
is permanently committed to charitable purposes as that term is defined in Sec-
tion 170(c) (4) of the Internal Revenue Code or which Is used to provide for the
payment of life, sick, accident or other similar benefits to members. We suggest
that our objection to the amendment could he overcome by broadening this ex-
emption which the amendment itself contains to include investment income
which Is not used by either the parent Lodge or any of the local Lodges of any
organization exempt from tax under Section .501(c) (8) either directly or indi-
rectly for the recreation and pleasure benefit of members. This approach would
meet the purposes of the amendment as set forth in the Report of the Committee
on Way and Means, and at the same time would not result in the taxation of In-
come which is used to support Important programs which beitefit the entire
community.

2. As already pointed out, Section 121(a) of the Bill would subject to tax all
Income from the operation of a business carried on by an organization exempt
under Section 501 (c) (8) of the Code which is unrelated( to its exempt purpose.
We are In full agreement with this provision. However, we believe that it may
well be in conflict with Regulations promulgated by the Secretary of the Treas-
ury under Section 501(c) (8). Treasury Regulation 1.501 c) (8)-1(b) states in
effect that an organization exempt under Section 501(c) (8) may not engage in
any business not directly connected with its exempt purpose without Jeopardizing
Its exempt purpose. We have long believed that there was no statutory basis for
this Regulation, since it would preclude such an organization from operating an
unrelated business no matter how insignificant. Apparently In recognition of this
problem, we understand that the Internal Revenue Service has not attempted to
revoke the exemption of organizations exempt under Section 501(c) (8) if the
amount of Income which they derive frqjn an unrelated business actively con-
ducted is very small in comparison to the r total receipts. Nevertheless the Reg-
ulation referred to above i still in full force and effect. We might mention that
a similar Regulation is al o applicable to social clubs exempt under Section
101(c) (7).

By taxing the income from an unrelated business acti'tely conducted by an
organization exempt under Section 501(c) (8), the House of Representatives
must have Intended that such an organization could operate such a business
without jeopardizing Its exemption, whic4 is In direct conflict with Treasury
Regulation 1.501(c) (8)-(b). Therefore, we recommend that Section 121 of the
Bill be amended to make it clear that the operation of an active business, even
though unrelated to its exempt purpose, will not itself jeopardize the exemption
of an organization exempt under Section 501(c) (8) of the Code. If the unre-
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lated hbusine0:M 'econmes so significant a portion of the organization's activities
that the organization no longer can be said to be operated for its exempt purlse,
there is ample judicial precedent for revoking the organization's exemption in a
body of law which has developed with respect to organizations exempt under
other subsections of Section 501(c) and which havy- been authorized by statute
since 1950 to operate an unrelated business.

Resuectfully submitted,
FRANK HISE,

(;rand Exalted Riler.
FRANKLIN J. FITZPATRICK,

Grand Secretary.

AMtERIC.,N MEDICALL ASSOCIATION
Chicago, Ill., October 6, 1969.Senator RUSSELl. B. Loxo.

Chairman, Cominttee on Finance,
U.S. Senate, Wa~hfngton. D.C.

I)AR SFNATOR L.ONG: The American Medical Association wishes to submit Its
views on H.R. 13270, now pending before your Conunittee.

This organization and many other tax exempt, non-profit groups, Including
the National Education Association, the American Bar Assoclation, the Ameri-
can Dental Association, the Boy Scouts, the Girl Scouts, church groups, and all
the civic groups and the state and county component groups of all these organiza-
tions appeal to the Senate Finance Committee for a..istance. All of these groups
which publish journals, pamphlets, etc., are in need of relief by way of a short
amendment to the lIouse-passed tax bill.

We are willing that net journal advertising and other pamphlet and publication
sales income be subpect to federal corporate income tax-but, IRS has stated
that it will, if the House-passed language prevails, not permit consolidation of
all types of publishing Income in arriving at a net taxable income. IRS will,
unless the present language is clarified, tax the advertising income separately
without permitting a consolidation of the other publishing business Income, such
as sale of pamphlets, etc. As an example, the American Medical Association pub-
lishes nearly 2,000 pamphlets to educate the public about health subjects. All of
these are sold at anywhere from ten cents to twenty-five cents per copy. Many
are aimed at school-aged children and are on subjects such as marijuana, smok-
ing, exercise, care of the body, etc. We cannot always be assured of making a
profit on pamphlets of this type, and we have a better opportunity to realize a
not profit on publications which carry advertising, like the Association's journals.

We seek tax equality with commercial businesses which have more than one
publication. A for-profit publication company may, for Instance, market ten pub-
licatlons-if eight of these make a profit and two suffer a loss in any given year,
consolidation of the financial experience of all is permitted to determine a net
taxable income. We are simply seeking an amendment of one sentence to be added
to the House language which will accomplish equality In taxation as shown by
the attachment.

Sincerely,
ERNEST B. HOWARD, M.D.

Exccu tire Vice President,
American Medical A8sociation.

Section 121 (c) of H.R. 13270, amending Section 513 of the Internal Revenue
code by substituting the following new subsection. Proposed addition underlined.

(c) Advertising, Etc., Activities.-For purposes of this section, the term
"trade or business" includes any activity which is carried on for the production
of income from the sale of goods or the performance of services. For purposes of
the preceding sentence, an activity does not lose identity as a trade or business
merely because it Is carried on within a larger aggregate of similar activities or
within a larger complex of other endeavors which may, or may not, be related to
-the exempt purposes of the organization. Provided, that the activities carried
on by an organization in the sale of publication, and advertising in any of such
publications may, at its option, be treated as a single unrelated trade or business.
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STATEMENT NIY THE~ AMEIlOAN PSYCiIIATRic AsSOCIATION 1 PRESHEN'rii 1IY
BARTHOLO)MEW IV. I ((SAN, D)EUTY MEDlICtAL, IRECTORt. UN 0PosrI~voN To
Plioposmls To TAX I N(MtE Fitom Ai:RfrKisImo iN U'iOFlE81ONAI. .Io1'IcNIN

Mr. Chalimain and Membe~rs of tilt, ('omnit tv I int Dr. llarllioloie NV.
I logan, Di )epty Medical IDirotor of t he A nterivcai P.-Aychiat rle Assoviat imi, tiht

I will testify III o1.1s)-dtion1 toit til' l'.. TIrollsury 1 )prtielC meat' 1.111ru1iZ whichl
Wvouild tax whalt It llste "tillrelit ted' bulsinless. invomel of talx exemptt'd oigaiii-
vit Ionmstivuc as otrs.

Tille Treasitry I )elmrtmetW 's idlhg relattes to t li rv~tenne our Assoiion , till(
othersm liIke it. dlerive from itadvertislig lit Its *oirils. We object to thlt ruling on,
tluik grounds that It Is ait varincv witil the Intent otf tlo ('tigress andII therefore
lacks legal validity ; thatt thle ruling Is not, Ili the national Interest Nvci se It
threatens to withdlraw at neasuire of timmelil suplsirt essential for "exclutsively
t'dilvatilnl anld setililt' orgliltiza iolls'' to variry oil thl gtodm works; thalt (let
ad~verti1sing publisil Ini mir jotrinalo I very imiucl reil, to4 our piurlioses: (hut.
thlt, ruling promuises tii signltleaut gai lii thiamieil irt n to the- 1Trtastivy
1)'part zient ; antt t hat. the ruling, If allowed to stand, maty suhiect th lit u rt
fluttitillg of Ii55(WI11tiolI's such ats ours to te ilt iii'i judgments of it federl,
agency whichi, lit our vlt'w, Ik uijialllled to imake thin. I will t'laboratt' hriefly
oil tlit'so l)iIits.

lOIITHUi ANDI IOALIiTY

(*onsuitatloti with Itewal and thunalt t'xlsrts leads its to Ilk hue belif tilat theP
Dejnirtinent of the Trmistiry had Iii) ant horlty to issuew the reguluitiont lit tlit(
tirst llact'. We fully shatre% the( sentluni'ut aiy t'xirt'SSe by.N the Americani
Medical AmsucItilon, to wit :"Ili tliilt tevoite Atct (if 1070O, Congress inteted to
tax the nino derived1 by certain typetis of exempuht organflywitioiis froiu operating
tll ordhinalry bimsiss Wil'hi is ltit substantilly related to tlit' purpose' eonst tut-
Ing the bisim for theIvr exemila. Whalt Con1gress 11111 11iul1t, as. shown Ini the
history behini Sect lous rll-514 oif tilt ('ode, was to tax tilt itouu( of sit'h Wisi-
nesses8 a1s at umuacrovil or tire factory owned bly till exempt orgmalAtlimi. It is
abuihtiitly clear that the' term mmnrlato'd tradel or business' wats Inteude-d to
aply to it substantially unrelatted Wiuss entity or ct'oniieat enterprise. Tile
tax 1.s imposed Oil inCOiie derive'd from 'imuy iuirtlatt'd I rale or luxitiess' and N07'

oii irt'hiittl imew fr'om it trade or' usiess, Dit voi~empphated hy tl~t' pI)) hwsvi

Thuts, we believe that the( regulation is4. Ii eet, unlawfuil. since It presulitvs.
that aniy advertimIng Ii t ratle and professional journals Is I'unrehited" to the

irpuoset; of the orgaiation and ats If It we're income from a tiurly lhiitziK'utt't
bluesiii' enterprise,.

Formerly, the IDepartinent. of tilt, Treiaury defti a "reltetd trade or busimiess"
Its I"substai it lally relaited4 If the~ jori'm'Igw purpose' of suchi trade or business Is to
further -the piurpiose for which (t(,- organization is granitedI eXtemption."1 Fair
enough. But thet, neiv reguition njil-muretlyI. does4 aIWay. With ite "lprit'iil)ui
purposely test aind simputly jproemu' thant advertising imeo from professoual
journals equates with an unrelatted lIndependent busies oik'ratloui.

iNOr IN TlE NATIONAL INTEREST

Wv.''I ('imlot spetik for other liolilrotit, vitvat lonaI, charitahlt', and suchi orgill-
zuttimmi beyond asking the 4que-t loum: W~herein does thelt, Mituli IlItt'reAt HiP III
a federal Intervenition which would have 4he piotential of JeolardlizIng their
future Income? Where are they to derive the remimrcts to fund their Roodi torksa'
1.4 there a suggestion lin the Treasury IDepartn!9tit'm reguulntfomi that the work of
these private sectors lin our economy im really not so implortant after all, and had
perhaps better be done by public finantting?

So for tit; our own Assoiation Is votiieriieti, however, there is not a single enter-
prim, lin which It euuago which does not have to dto dIrectly with one of thn four
MOMte objectives of our Constitutioni which nre:

To further the0 Ntudy of the nature, treatment, and Imrtentlon of mental dis-
orders and to promote mental healthh,

'rI) promote tie care of the mentally III;

i ExemW~tfroiu Income tax under Section 501(r)(8), formerly Hection 101(o), of the#-
Internual Rvt nue Code as all organilattoit "organized and operated excluilvely for cdumea-t
tional and metentifto purpwo."



1717

To fur-ther the Intert-Sts, the t itai ill(] i thle iidvailieitielt of sartlisd oif
nil hospital s for inettal dlisorders, oit outvittielit services, umi iof till otlier ngencies4
coilcerlitod wit it( invlitiluleOi, socim. l , egidal ix-jcts of t hese disorde-s:

,r~o imika' .vaiable pisycionatric kiied-lge tO other brantclwes oa medicine, too
othieri NV~ives, and1( to tile' IulliliI.

'flise O1J'ttii's arei rellected mliove aill lit ouir pubmlicat ions Irogra lam, 111)10 Wy
tilt, ApncII1(mf Journal (if l'.ychitlry. thit' ,Imnritl (fifDJ 11111 ftlU and Comii iyi~
1'1-viiiitry/, a ndl I'.4I/(lihitric Ncrs wIhlve a vi' tilte wdiy thr-ee that delrhve limvouaie
from advert isinig. These Journals are tile niedimi t hrolgh which1 we advance tsvhimil
t i ic knowledge amid exer-t leadership Ill the hield. Most of our staffT atil( otlict'
favilils it'are assignmed toi thlir pr-oduct Ion. Without tliimni the Assoc~lit Ion Is at
veill K reed. They l ie time vvry bliioe iof (lilt loiig, Advert isilig revet'ie ma11kt-s

tilth lvssihle. Anid It ll11t1y lie, 10mIt ed (lilt litI nolssimg thalt we hatve nann11y immure
sitlveliized lalbica t olis'. wvlthmit advertIsig, that lin tit wise pay for themselves
mill m11I.3 priaerly be Nieowed a1S 811ISIdIA4d ItyN thOSP lt (10i.

It m111st lhe 1110Iii fst to t ilojecttlve observer,. dithare no, "profit s" as sudi lit till
Associa tion sm-ch as Ours. Th'iere ar ti a fortmuies lidulg m11de1. 'No stock Is Issued].
'No divIdenlds4 an, pa iii Most (or tilie 11111 iijxwer energy that goes IWiO our, 1irogra his
on thle patrt of hunidredls of leading svientists who, serve onl its boards, coniiiittees,
and11 task forces, Is altogether tiinconilis'lsitedi. Only the staiTf Is paid, a11ad modestly
lit that.

Ill 811111 it 11111 i's nao policy seouse to itiestioli thle relatively mleagel' Incoime of
suell ain orgati17atlohl whti One considevrs not only how and why thlt, Income Is
ilrodhlced but also the lim-lises. for which It Is vNjk'lh(ed.

ilt,' Auiv-el I'sycliat vie As-sociation puwilshes three jourmaIs which derive
sittistaim iInconte from m vert isluig. TlIls advert Ishg stakes four forms: (1I)
advertisements or diruigs used In everydaky pr11-t014e hby ps.Ychiatrists anad Ot her
pisidi1Vt115; (2) adivtt isvllei' tit or rCS.SIOIllId anid st'lviltiit mieet ilgm aimd of
p-rfesimil 1ifterature~k of h itt-rt-st to Ibiyskiaas: (3) adetsmnsof hilut il-
ions such ats prIvate hospils and sJ4'cimilizet servIces to 111'ilai 1;ad (4

clmssilled nwtiees or liotlees oif Job viteanles lin the fleld of jpsychinatry.
Weo salililt that aill of these formsi of advertising tire intlinittely relatted to our

phlrixits. It Is at matter of not simmal concerns to us thaut psychmlitt rlsts aind manty
other P11'sli~ls eeai so mu11ch oil dIrug aldvert lsemiits to learn tbolt niew
developments and products tin tme fid (and we tire (doing something about It).
Bu~t thlt, fact Is4 ti ht they do Ilarn ill thkis way. about new dIrags, IliiCAHtOiiS. a1111d
coutralntlieatlons for their use, mid Other Information of practical value. We- may.
Indeed, be thankful. that we have such informantive drug advertisemenuts, regui-
lated is they are by the Food amnd D~rug Administration and so carefully a rtleum-
toted by the advertisers. What could be more relaltedl to Our lpurlioses tMani to
dlsseminiite much inforiuiition to Our mnembersY

Surely, there canil Ie 1no quiestioi aout the reitediiesst of mudertisements of the
uicomiing professIonal maeet ings of otir Own anid many other professional socilees
lin the tiold of which there are qvores, till of whom iu vsh to curry thet- interest (of
psyehiatrists fin attening their meetings . Thet, sclentific med lug Is a not her one of
the chief larchatinismns.1 1)y ivhIicii proft'ssloiaal tmid researchi Informat ion is dist-1
mu attd Ill the 11el.

Nor votild one Interpret advertlshaig by privatte ilet-al liosiltis, psycliologic il
test lug services, hospital eitiipunemt firms. etc., its mlih\'mted. This kind of adver-
tinllg I:4 mani11festly Ill thet lmit tire of tiln "Iniformitilon service'" to Ouir mieiabers wiill
tite dIissinina thA HMOf Ilifoili~at ion which will muuvatcve standards of treat lment
and care lit thet fleld is4 tilt' iuint es-4ece or tilie t'yimm~.t dvir', of our very WMing.

y thet ma m1 token, the pIlisiting Of notices of jot) vatcanciies Is l1'raImps one
of the( nmst crucial services thaut we rcaider to the myrInd of psychlIaitrIc trm~t-
meait failitle's which standl it eonstant mind despe-rate need of more lwrsonnle).
All (of tis mus4t: be iewed inl thle 'onltext of thet general im irnwer shortage thail
exists across tilie board.

In short, there i 11io1thilng Ilm thle Iniconme derived froimi these paid advertisements
:11141 loileeueit thit Is in tiny seuse miirt'lmted to the information dissenitlnt-
lag famttion of the Amiericain IPsychluitrie Assotelatlomi. '11ie 81111'11e1 may $111m1d o? the
Income that derives from tlei u'xhlits4 tit our aunmil ineetligs. We mire not lint the
bus1i ness of promote lug the. sale of detergents, or spaghiettI, or frid chlIckenl for
profit, We are lit the Imhiv.nem of ndvminving ti't treatment lind care of thle mInt'italy
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lII qnd the promotion of mental health in Auierica and of furnishing our people
with all. the information we can that will sharpen their tools to further this
singular endeavor.

WHAT GAIN FOR THE U.S. TREASURY?

It is simple enough to fill out the Treasury Department's new Form (990--T)
for reporting "unrelated business taxable income." But we venture that the early
returns from associations such as ours are scarcely going to show any excess of
"gross receipts" from "unrelated business" over "costs of operations." So far as
our Association is concerned, I can assure this Committee that a trial run in
filling out the form shows a slight excess of "costs of operations" over "gross
receipts." The depletion of our resources In the coming fiscal year is not serious.

What concerns us Is what the future holds if this precedent is allowed to
stand. What value judgments in years to come will the Treasury Department
bring to bear on our accounts? In what respects will they find our assessment of
"costs of operation" improper? Who knows? All we know is what it takes to
support our programs and publications, which we consider very much in the
public interest. There is no reason, however, to think that Treasury Delmrtment
personnel ill always agree. They will make the rules, not us, and we don't think
they are qualified to do so in this social context. We think, rather, that this is a
decision for the Congress to make in the context of evaluating the social useful-
ness of "exclusively educational and scientific" organizations such as the Ameri-
can Psychiatric Association.

IN CONCLUSION

It is impossible and improper, in our view, to separate out any of our relatively
modest income-from members' dues, from sale of publications, from advertising
in our journals, and from public and private grants-as "unrelated." It all goes
Into thse same pot to support the educational purposes we have espoused for 125
years.

With the Chairman's permission I would like to conclude this testimony with a
short pamphlet on the history, purposes, and programs of the American Psychi-
atric Association which was written for the edification of new members.2 I should
be surprised if one could read this pamphlet and honestly conclude that it would
be in the national interest to jeopardize our Association's effectiveness in any
way by threatening taxation of any part of its modest income.

We very much hope that this distinguished Committee will see eye to eye with
us and reverse the regulation of the Treasury Department by legislative action.

KITOIEN EQUIPMENT FABRICATING CO.,
Houston, Ter., October 3, 1969.

Hon. RUSSELL B. Lox0,
Chairman, Senate Finance Conmittec,
Wahington, D.C.

DEAR SENATOR LONo: The most glaring loophole in the federal income tax
law is the exemption given to the income of labor unions. Nothing was done to
close this hole in H.R. 13270, the House passed tax reform bill which is now being
considered by the Senate Finance Committee.

Labor unions have been the most vociferous of all organizations in demanding
tax reform and the closing of tax loopholes. The reforms unions demand are
aimed at further increasing the heavy tax burden borne by American business,
and the so-called loopholes on which unions have concentrated their attacks are
those applying to business, such as the investment tax credit, real estate deprecia-
tion write-offs, and the oil depletion allowance. Such tax provisions were placed
in the law to stimulate Investment by private enterprise so as to strengthen the
national economy and provide more jobs and more goods and services for the
American people.

Unions, through dues extracted from working men and women-frequently
against their will, have amassed billions of dollars which they have invested in
all types of income producing property and enterprises--income that is tax
exempt under present law.

There is no Justification for tax exemption of union investment income.
M.R. 18270 would make the investment income of churches and foundations and

a The pamphlet referred to was made a part of the oMelal files of the committee.
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other exempt groups subject to taxation for the first time. 1IlY1 ('lURIIE',
BUT NOT UJVIO.X%?

The use by unions of their tax exempt income from both flues and lnvesttments
for direct contributions to favored political candidates and to maintain elaborate
and expensive lobbying apparatus in Washington is highly improper.

Union officials and lobbyists have been complletely silent on te iminequitable
tax advantages enjoyed by their organizations, while leveling their criticism
at the tax advantages for non-union businesses. The House Ways and Means
Committee, unfortunately, let them get by with it.

I strongly urge the Senate Finance Committee to amend H.!. 13270 to elindi-
nate the tax exemption presently giren to the inrc.tmnent income of labor i0nions
and remove tMe tax exemption front inioni wlii-h make political contribution,
attempt to influence legislation, or engage in forms of political activity.

Respectfully yours,
.. A. IIOLSTIEN.

STATEMENT OF TIE STATE COMMUNITIEs AIl) ASSOCIATION, 8VlBMmT'rE1) nY
A. VAN W. HANCOCK, PRFSIDNT

My name is A. Van W. Hancock and I am President of the State Conimunlties
Aid Association of New York. The Association is a statewide voluntary organiza-
tion founded in 1872. and aids communities in the development of health and
welfare resources. Our service programs include c.imunnity counseling, research,
experimental projects and inter-agency coordination. We work closely and pro-
ductively with voluntary and governmental agencies.

We have a governing Board of 30 conlnmunity-minded lay citizens front all parts
of New York State, all of then recognized as leaders in the fields of finance, law,
business, and in the case of the women, social welfare activities. We have a
membership of soine 300 prsons and a highly qualified full-time staff.

Our Association is vitally concerned with those l)rovisions of I.R. 13270 which
categorize it as a private operating foundation. We are not a fouiidation, nor
are we private. Oi the contrary, we are a public service organization with a long
history of service to the people of New York State. We believe many other public
service agencies, both local ar.d national, also find themselves mistakenly labelled
foundations under the tax reform bill.

We are confident the House of Representatives intended no such result. In
distinguishing among 501(c) (3) agencies, the House bill draws a line based
upon the nature of financing, without due regard for an organization's purpose
and program. In seeking to curb questionable activities by some grant-making
foundations, the House bill cast a wide net-and snared many organizations,
including our Association, that were not intended to be affected.

On behalf of State Communities Aid A,sociation I would like to suggest a
simple way that we and similar organizations could continue to enjoy the rights
and benefits of 501(c) (3) agencies dedicated to community betterment in such
fields as health and welfare, without detracting in any way from the objectives
of the bill.

First, however, I believe I should sketch briefly the Justification for describing
State Communities Aid Association as a public service organization. We were
founded 97 years ago by a number of distinguished and public-spirited citizens
who were dismayed at the squalid conditions in hospitals and alnshouses.

In our early days, a time when nurses were recruited from outcasts and
derelicts, our Association set up the nation's first training school for nurses, at
Bellevue Hospital in 1873.

When the mentally ill were banished to attics and almshouses, the Association
in 1890 worked closely with state officials to create the state mental hospital
system.

At a time when homeless children roamed the streets, our Association i 1898
formed a committee to place them in private homes through foster care or adop-
tion. Eventually, adoptions for more than 8,000 children were arranged.

In 1906 another committee was formed on after-care of the mentally ill, and
this eventually became the New York State Association for Mental Health.

In 1907 our Association created a committee to combat TB, then the leading
cause of death. This evolved Into the New York State Tuberculosis and Respira-
tory Disease Association.

More recently, in 1949, the TB Association and the SCAA joined in organizing
the New York State Heart Assembly.

83-8605--69-pt. 2-52
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In recent years our Association has had great interest in home care and home-
maker services, and in 1966 helped organize the New York State Council for
Hlomemaker-Home Health Aide Services. We provide staffing and office space
for the Council.

For 75 years we have maintained county committees In rural areas to foster
services for indigent children. We are linked with planning councils in urban
areas by giving secretariat services to the New York State Association of
Councils and Chests.

Currently we are offering consultation to communities that are interested in
developing coordinated health services, especially in home care. Recently we
slonsored social research on community organization and the consultative
process. We are developing procedures to evaluate community programs for the
aging. We give graduate social work students field training. We conducted a
31-month social research program on casework with multi-problem families. Wt
are supporting public agency efforts on Comprehensive Health Planning. And
we have many other program interests in various stages of development.

In addition, Board members and staff serve on at least nine advisory connis-
sions to state agencies or the state legislature, thus serving as a resource to
government. Also, Board members and staff are actively involved in a score or
more voluntary groups-including the American Public Welfare Association,
American Public Health Association, National Conference on Social Welfare.
Family Service Association of America and the United Community Funds and
Councils of America.

This, I submit, is not the kind of activity that characterizes foundations.
It is true we derive a large proportion of our operating income from dividends

and interest. But this is the yield of principal funds built up over many years
by numerous contributors, most of whom had been active as volunteers within the
Association. It is not an investment fund provided by a single individual, a family,
or a commercial corporation.

In fact, our Association has always considered it a valuable asset that ly
prudent management we could finance most of our service programs in this
fashion, rather than divert the time and talents of staff from program to
annual fund-raising campaigns, or frequent appeals for governmental grants.

In addition to our investment income, we receive annual contributions from
a number of donors, and we frequently receive project grants from foundations
and government agencies.

As I mentioned earlier, we have a suggestion that would correct the In-
advertent designation of our Association and other organizations as private
operating fofindatons-and do so quite simply.

We urge you to consider adding a fifth subsection to Section M09 (a) of the bill
approved by the House of Representatives. This would add a new category, public
service organizations, to the sevrnl types of organizations already excluded in
the bill-churches, schools, hospital; and public charities, among others.

We suggest it be recognize, that public service organizations are formed by
concerned individuals to meet specific public needs-and these individuals then
seek the funds required to do the Job-whereas a foundation comes into being
with the establishment of a fund, usually made available by a single individual,
family or corporation. I do not suggest that foundations are not in fact valuable
instruments for the common good-quite the contrary. I do suggest they have a
different genesis and different method of operation.

Contributors to public service organizations like mine do not exercise control
of operations or influence the election of officers, directors or members. In the
case of unrestricted contributions, the governing board of the organization has
the choice of using contributions to finance current activities, or investing the
money to provide continued income.

The investment of contributions can yield a steady, generally reliable income
In dividends and/or interest, enabling the organization to maintain a capable
staff, an uninterrupted program, consistency of service and stability of opera-
tion. By continuing to invest contributions and bequest!; over the years, an
organization may accumulate a relatively large principal fund, producing as
much as 50 to 60 percent of its total support in dividend and Interest income-
but it Is an important distinction that the funds were given by a variety of
contributors, and not by donor-creators.

We do not presume to propose statutory language, but we suggest several
criteria to define a public service organization.

First, it must have been formed to engage in public service, as distinguished
from making gifts to other organizations.
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Second. it raises funds from a variety of contributors, who do not exercise
control over the organization's program, use of funds, election of members, or
election of the governing board. In sone instances, of course, the contributor
may restrict his gift to some specific phase of the organization's work.

Third, it is governed by a Board whose members serve without compensation,
and hires a general inembership significantly larger than the governing Board.

In short, we believe that such public service organizations should not suffer
inapl)ropriate restrictions based solely on a finai.cing formula, and that con-
sideration should be given their origin, purpose, organization, manner of opera-
tion, and contribution to the public good.

Should the Committee so desire, we at State ('ommunities Aid Association
would of course be happy to cooperate with Committee staff to facilitate the
addition of an appropriate exclusion clause to Section 509(a) of H.R. 13270.

We thank you for this opportunity to testify, and would be glad to answer
1i11y questions.

I'PPER 1)AABY, PA., Septeniber 29, 1969.
1101. RUSSELL LONG.
('huirman, Senate Finatinc ('owimithee.
Ncw ,cnatc Office Building, lVashington, D.C.

DEAR SENATOR LONG: I amn writing to you and other inembers of the Senate
FinanLcial Committee about the "tax reform" bill approved in August by the U.S.
House of Representatives, II.R. 13270.

Can House members face the American people with clear consciences after
voting to (1) tax churche, and foundations and (2) exempt from taxation the
income earned by millions of dollars Invested by labor union officials in various
businesses?

I am a dues-paying member of Local No. 307, Moving Picture Operators Union,
affiliated with the International Alliance of Theatrical Stage Employees and
Moving Picture Machine Operators (TATSE). I won reinstatement in my union
after being expelled by vindictive officials who tried to prevent me from speak-
ing out, against the evils ot compulsory unionism. I also blocked an attempt by
those officials to increase wage assessments without Constitutional authority and
requirement under Federal Law.

Much of my dues money Is used for purposes other than what would be classi-
fied as proper collective bargaining. I vehemently deplore my union's practice
of digging into the dues money for political purposes and spending the money
to support and finance political campaigns for candidates I am opposed to.

Last week you were urged by AFIr-CIO President George Meany to "improve
and strengthen" the "tax reform" bill. Did he say anything about the tax loop-
holes enjoyed by labor unions? He's probably in favor of closing all loopholes
except his own.

Organized labor claims to be a watchdog against social ills. If it is, union
officials will want to make sure they are not In the privileged class-especially
when previously exempt institutions stand to be taxed under the legislation
your Committee is now considering.

Certainly Congress has an obligation to see that unions neither misuse their
members' funds nor enjoy "special benefits" from -the use of those funds at the
expense of all taxpayers. I urge you to tax the unrelated business income of
unions and revoke the tax exemptions of unions that spend compulsory dues for
partisan political activities.

Respectfully yours,
VELIO IACOBUCCI.

STATEMENT o THOMAS M. JENKINS, ATTORNEY, SAN FRANCISCO, CALIF.

I am Thomas M. Jenkins, attorney, No. One Kearney Street, San Francisco,
California. My appearance today is as a legal representative of the California
Association of Homes for the Aging, Sacramento, California, and as immediate
past president of the American Association of Homes for the Aging, 315 Park
Avenue South, New York, N.Y.

The members of these two organizations and their counter-parts give care t
over one-half million elderly persons in the United States. They are particularly
concernel with those portions of H.R. 13270 which can have a major effect on
the care of the aged. Much has been said to you about specific provisions of the
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Tax Reform Act. I will limit my testimony to one area-the effect on houilsiIg and
care for the aging in the United States.

I start with the fundamental premise that taxation is not an end unto itself
but is only a t, cans by which income is realized to meet needed service's. One very
badly needed service, ever Increasing, is additional facilities and care for oulr
older population.

This committee Is acutely aware of the growNth in number of those over (15,
as well as the extraordinary increase in costs of their care. particularly in the
medical field. Over 80% of the long term care facilities built in the United States
in the past 20 years are under the auspices t-f non-profit organizations, mostly
church oriented. In the San Francisco Bay Area alone, over 70 million dollars
has been put into the field of the aging by such non-profit groups in the past ten
years. This amount is multiplied many times over when the entire country is
considered. And tils major contribution of hundreds of millions of dollars is
by the private sector-that Is, ttot tax monies

By the proposed act, this source of funds, this participation by the voluntary
segment of our oxclety, is, as many previous speakers have stated, greatly endan-
gered. It Is an extraordinarily serious threat to voluntarlsm as a part of the
American way of life. Specifically, it is my oplinon that it will drastically alter
and curtail existing facilities and Is a death knell to any new ones.

Without detail or reiteration our concerns lie with:
(a) The definition of private foundations:
(b) Taxation of Income of non-profit organizations:
(c) Placing charitable contributions iln the "allocation of contribltIons"

category;
(d) Limitation on gifts of appreciated property: and
(.e) Restrictions on "political" activity--other than party or candidate

action.
Let me be specific on the matter of definition of private foundations. I anm

personally aware of a number of homes for the aging, who, through contribu-
tions over a period of many years, have acquired endowments which produce
income. As a result they are able with that income to give service to many
residents without financial means, who are not qualified for major aid programs
and have no place else to go. The new definition would put these homes in the
"private foundation" classification, impose a tax on income, and require distribu-
tion of both current income and a proportion of Invested assets. The net result
and only course of action far such Home would be to reduce the number of eco-
nomically deprived persons they serve and take in others with some financial
resources. This, we subrint, Is contrary both to the objectives of our Homes, to
tho voluntary system, and indeed to the entire rationale of tax reform.

There is another major problem in this area of "private foundation" definition.
Certain local jurisdictions, including the State of California, l ave by statute
required a 501(c) (3) exemption as a prerequisite to exemption from local prop-
erty taxes. Under the proposed definitions, many homes for the aging would lose
their exemption and thus also lose their local property tax exemption. This
would again have only one result-an increase in the per capita cost of care
(conservatively estimated at $30 per person per month) and a drastic reduction
in the economically deprived residents who could be served.

We are firmly convinced that this is not the result that Congress intends. There
are many studies, and this Senate has conducted many hearings, which clearly
establish that homes for the aging are a much needed community service. They
should be encouraged, not emasculated. We, therefore, strongly urge that. as has
been done for hospitals, the definition of "private foundation" be changed and
that Homes specifically be classified as exempt organization.

I shall not repeat the cogent arguments already made many times over on the
problem of allocation of charitable deductions and limitations on appreciated
gifts. In the form proposed by this bill, the net cost to the American taxpayer of
service to the aging will be many times the potential saved by this "reform".
For It is quite clear that homes for the aging will lose a major proportion of the
gifts which they now received. Those sums can only be made up by additional
aid programs which must of necessity come from tax funds. Again, we are sure
that this is not the intent of the Congress and urge reconsideration.

We feel strongly that the American Association of Homes for the Aging has
been of Invaluable assistance to Federal agencies In the preparation of standards
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and guidelines in the housing and medicare lieldl. The knowledge of thousands of
well qualified workers in the field of the aging, worth many millions of dollars,
has been giVen1 willingly and freely to agencies, personnel and legislative coiiunit-
tees. In California, repres'entatives of the California Association of Hiomes for
the Aging are called on with increasing frequency by members of the legislature,
their staff assistants, by the directorr of Social Welfare, and many others. Rell-
anice is placed in the background and experience of highly motivated members
of the non-profit assocttions. This would be lost. or very seriously restricted, by
th present bill, and we urge deletion of the language or major re-writing to
acconiplish the valid purpose of prohibition of partisan activity.

To sunumnarize:
(1) Homes for the Aging should be classed as needed (omunnity service or-

ganizations and, like hospitals, be specifically not included in the terni "private
foundations".

(2) Restrictions on gifts of appreciated property to qualified non-profit tax
exempt organizations should be eliminated.

(3) Any "Income tax" on qualified non-profit orga niltIons should ibe rigor-
ously opposed.

(4) The language on "political activity" should be amended in a major manner,
to save the invaluable knowledge and assistance which is given to government
by representatives of non-profit agencies and associations.

We commend your serious consideration and again offer our assistance.

SPRINGFIELI, VA., September 29, 1969.
lon. RIT,88ELL B. LONG,
('hbirnan. U.S. Senate Finance Committee.
Ne senate O.tee Building, Wasl ington, D.C.

)EAR SENATOR LONG: The tax reform bill nowv being considered by your Coin-
mittee was written to discourage managers of private foundations from spending
foundation money for political purposes. Unfortunately, there is nothing in the
bill to discourage union officials from spending union money for political pur-
poses. I sincerely hope the Senate will correct this oversight.

I am employed as a locomotive engineer by the Richmond, Fredericksburg and
Potomac Railroad Company. In 1941 I voluntarily joined the union represent-
Ing my craft on the R. F. & P. After twenty-eight years I am still a dues-paying
member of the Brotherbood of Locomotive Engineers, which Is a tax-exempt
organization.

I think everyone has a constitutional right to support a labor union, a church,
a veterans organization, or any other private association. I also think the laws
of our country should uphold everyone's right to withhold his supI)ort from

private organizations, including labor unions.
Although Virginia has a Right-To-Work Law forbidding compulsory unionis'n,

it does not apply to railroad employees. We are covered by the National Railway
Labor Act. It originally prohibited time compulsory "union -Ahop," but Congress
amended the Act in 1951 to permit the compulsory unionization of employees
governed by this law.

('onsolquently, I will be penalized by the los of my joh if I stop paying dues
to the Brotherhood of Locomotive Engineers. Otherwise, I would not hesitate to
withdraw from the brotherhood because I am not in sympathy with its political
aims. Some of the money I am paying in the form of dues is being used by officials
of my union to support political candidates I will not vote for.

My political freedom Is being violated by a private organization which enjoys
special tax privileges. It is not required to pay taxes on either its dues income
or the income It receives from business investments. And the officials of this
union are brazenly spending some of this income for partisan political purposes.
I urure the Senate Finance Committee to an.end H.R. 13270 for the purpose of
revoking the tax exemptions of labor unions engaging In partisan political ae-
tivitles. Thank you for your consideration of this request.

Res-pectfully,
GRAYSON JOHNSON.
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ARENT, Fox, KIN' NER, PLOTKIN & KARN,
Wah ahinigton, D.C., ,cptemibcr 25, 1969.

Re Ambiguities in Section 121(b) (1) of H.R. 13270, relating to fraternal beneflci-
ary societies.

Hon. RUSSELL B. LoNG,
Chairman, Committee on Finance,
United States Senate, Washington, D.C.

DEA SE.NATOR LOG: I represent the nai B'rith, a fraternal beneficiary
society. There are several ambiguities in the provisions of H.R. 13270 which ex-
tend the unrelated business income tax to fraternal beneficiary societies (.swetion
121(b) (1) of the Bill, adding section 512(a) (3(B) to the Code). I have previ-
ously brought this matter to the attention of the Staff of the Joint Committee on
Internal Revenue Taxation and to the attention of Mr. Ingolla of the staff of
your Committee. I believe it highly desirable that this matter be clarified by the
Committee on Finance.

The proposed section 512(a) (3) (I) of the Code, defining "exempt function
income", could be interpreted as excluding from the tax only amounts paid
directly by members to the society. Furthermore, the exemption could be Inter-
preted as being inapplicable to payments for insurance policies insuring the life
and health of the dependents of members of the society.

It is my understanding that the tax Is not to apply to a fraternal beneficiary
society where (a) gross Income is derived directly or indirectly from members in
connection with activities related to its exempt function, or (b) gross income is
derived from members (directly or indirectly) mis consideration for providing
Insurance for the dependents of members.

INDIRECT PAYMENTS

Instead of carrying insurance themselves and thereby causing the risks to
be shared among all members, III recent years fraternal beneficiary societies
have arranged for insurance companies to Issue group policies for the protection
of the life and health of the members and their dependents. This not only provides
a more efficient administration of the insurance for the benefit of the members,
but also permits the insurance to be carried on an optional basis; In this way
the risks and benefits accrue only to the members who participate, and there is
no risk to the members who do not participate in the particular insurance program.

In such a case, the members may pay the premiums directly to the insurance .
company, and the Insurance company then may pay part of the money to the
fraternal beneficiary society for its services in establishing the program, for its
administrative costs, and for retrospective adjustments in rate reflecting good
experience under the program. In substance, these are indirect payments to the
fraternal beneficiary society from its members for an activity related to its
exempt (beneficial) function.

Similarly, the society may arrange for a travel tour for its members through an
independent travel agency, where the fellowship and education provided will
promote the fraternal purposes of the society. In such case, the members may
pay the travel agency which in turn may make some payments for its services
to the society; these payments to the society by the travel agency are indirect
Iayments by the members for an activity related to its exemlpt (fraternal)
function.

It Is my understanding that the Bill Intends to continue to exempt from tax
the.e indirect payments by members.

My understanding of the intent with respect to the foregoing example is sup-
ported by the following parts in the House Committee Report which states (at
p. 47) that-

"the bill continues to exclude from 'unrelated business income' earnings from
businesses related to an organization's exempt function-such as an insur-
ance business run by a fraternal beneficial association for its members",

and that the Bill would tax-
"these other membership organizations on all income other than that derived
from rendering services to the members." (Emphasis added.)

However, in order to avoid unnecessary controversy on this, it is requested that
the Committee make the clarification described below.

I
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-MEMBERS' DEPENDENTS

One other matter needs clarification.
Historically, fraternal beneficiary societies have provided insurance for the

protection of their members and the dependents of members. Indeed, this is one of
the basic reasons for the formation of such societies, and section 501(c) (8) of
the Code specifically provides that a condition of the tax exemption of a society is
tile providing for the payment of life, sick, accident, or other benefits to the
members or thcir dependents. Accordingly, it seenis obvious that income from
insurance (as well as other activities which are related to the exemption) pro-
vided for dependents of members would be included in the definition of exempt
function Income.

However, section 512(a) (3) (B) would exempt from tile tax income paid to the
society as consideration for providing 'members of their guests" goods, facilities
or services in furtherance of the exemption of tile organization. An overly techni-
cal interpretation of this provision could result In a holding that a dependent of
a member is neither a "member" not a "guest" of a member in the context of the
exemption of income from irsuranee programs provided by the society, even
though income from insurance provided for members Is clearly exempt from
the tax. This obviously is not the intention of the Bill.

In view of the foregoing ambiguities on this matter, I would very much appre-
elate any clarification which can be given by the Committee on Finance. I respect-
fully suggest that this could be done If the report of the Committee on Finance
explaining the foregoing provisions contained a statement of the type attached
to this letter.

Since I have previously discussed this latter with tihe staff of your Commuittee
and of the Joint Committee on Internal Revenue Taxation, I am taking the liberty
of sending them copies of this letter.

Respectfully submitted,
EDwIN L. KAHTN.

ATTACK MENT

PROPOSED EXPLANATION FOR INCLUSION IN REPORT OF COM MITEE ON FINANCE

(Note: The following explanation is a revision of a sentence which begins oin
line 24 of page 47 of the Report of the Ways and Means Committee (Part 1).)

"Explanation of provision.-In extending the unrelated business income
tax to virtually all exempt organizations (only governmental Instrumnentali-
ties, except colleges and universities, would remain outside Its scope) the bill
continues to exclude from 'unrelated business income' earnings from busi-
nesses related to an organization's exempt function-such as the earnings
received directly or indirectly from Its members by a fraternal beneficiary
society In providing fraternal activities or insurance benefits for its members
on their dependents. For example, if the fraternal beneficiary society directly
provides insurance for its members and their dependents, or arranges with
an1 insurance company to make group insurance available to them, the
amounts received by the society from its members for providing, or from the
insurance company for arranging, for this exempt function will continue to
bo excluded from the unrelated business income tax."

STATEMENT OF GEORGE W. KEITEL, JR., DIRECTOR OF BUDGET, UNITE!) CHURCHc BOARD
FOR NVORLD MINISTRIES

Gentlemen, I am George W. Keltel, Jr., Director of Budget for the United
Church Board for World Ministries on the 16th Floor at 475 Riverside Drive,
New York, N.Y.

The United Church Board for World Ministries is tihe oldest Missionary Board
in the United States, with a charter in 1810 as a non-profit charitable corporation.
domiciled in Massachusetts with offices at 14 Beacon Street, New York at 475
Riverside Drive, and St. Louis at 1720 Choteau Avenue. The United Church Board
for World Ministries has 404 missionary personnel serving in 32 countries, with
financial support 6o educational, medical, national leadership training, r-fugee
and rehabilitation and communications programs in a total of 70 countries.
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The United Church Board for World Ministries is the overseas instrumentality
of the United Church of Christ, wlvich has 2 million members representing 2000
churches in the United States. The 158th Annual Report,* the Treasurer's report
for the year 1968,* and the Calendar of Prayer and Directory for 196S-1969$ of the

united (liurch Board for World Ministries are enclosed for your reading. These
documents outline the programs of the Board, the overseas personnel and their
work, and the audited financial statements reflecting the assets, the liabilities, the
equities, and Investments of the United Church Board for World Ministries.

The United Church Board for World Ministries very life depends on the con-
thinuation at present levels of the charitable contributions. The unrestricted in-
vestment balances are equal to only one year's operation. For the year 1970, after
stringent budget cuts. we are still faced with a deficit of $1,507,000, which must
be paid from unrestricted investment fund balances, assuming that the charitable
contributions continue at present lerclS.

We realize that many who contribute to the United Church Board for World
Ministries may take advantage of a tax exemption for that contribution. How-
ever, the United Church Board for World Ministries attests that the inherent and
constitutional right of every American citizen to give without restriction to the
charity of his choice is fundamental to freedom.

The first missionaries to Asia were sent by the United Church Board for World
Ministries. The first missionaries to the Sandwich Islands 150 years ago created
the vital educational, medical, and religious freedoms which helped bring the 50th
state into our nation. The educating of national leaders in Africa today continues
to create the freedoms envisioned by our founding fathers. These outstanding
examples of "return on investment" of a few dollars donated to extend religious
liberty and freedom must be preserved. The efforts of the United Church Board
for World Ministries are in the highest tradition of ministering to the needs of
mankind.

In light of our background and the obligation to continue present programs and
to be involved in new ventures of mission on six continents, the United Church
Board for World Ministries calls upon the Committee on Finance to adopt the
following proposed reforms.

PROPOSED REFORMS

We recognize that a revision of the federal tax structure involves many
technical questions. We recognize the need for a more equitable levying of taxe3
and for simplification of recording and collection procedures. But we are certain
that some of the proposals currently before Congress would inhibit private giving
and seriously affect the organizations which rely upon many small contributions
and in turn affect the millions of people who now benefit from them. We see
certain guidelines as basic In any meaningful reform.

1. All personal income, whatever its source, should be subject to a graduated
rate of taxation which Is progressively heavier as the total amount Increases. The
actual payment of tax dollars due must flow for deposit Into the government
treasuries on a current basis. Any exceptions must be fully justf/lcd by a vital
social or economic purpose, and must be scrutinized particularly as to their effect
upon the less affluent members of society.

2. In the interest of greater equity and sufficiency, the following steps should
be taken to correct existing preferences and inconsistencies:

(a) There Is a constitutional question whether the federal government can
tax income from state bonds. State bonds are not a part of the federal base
(unless new state laws say that the income from state bonds can be taxed
by the federal government.) However, assuming no constitutional question,
bonds presently tax-exempt, hereafter issued by state and local governments,
should be taxed like income from other investments. Existing and proposed
federal grants to state and local governments would more than make up for
any difficulty they may encounter in borrowing, and would capture important
revenue for public purposes from individuals in the upper income brackets.
The recent proposal by the Treasury to issue taxable U.S. securities, and
then make federal low-interest loans to state and local governments, would
provide an alternate solution. The present tax exemption costs the Treasury
more than $2-billion in tax loopholes, yet saves states and local governments
little more than $1-billion In lower Interest payments.

*The items listed were made a part of the official files of the committee.
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(b) Provision should be lnade for averaging capital gains to prevent
unduly high rates bling applied to unusually large gains realized in a
single year. Capital gains shoud be taxed at present rates.

Internal financing and decentralization of diversified corlporations fo.mters
the development of vast corporate conglomerates and the sublmerging of the
smaller firms deprived them of access to capital fuind and separate existence
in the business community.

(o) Provisions for averaging income for tax purposes should be extended
to taxpayers not presently enjoying this advantage. Persons who receive
the bulk of their income in a relatively short period of their working life tend
to pay higher income taxes over their lifetimes than those who receive
their income more evenly throughout their prduhtive years. In lI4I. Cmi-
gress took a step forward to eliminate this inequity by providing for some
averaging of income over a five year span. The averaging provisions are %-ery
complex and of limited application. They do not now apply to (lital gains.

The law should be changed to provide for averaging over a more siib-
stantial period of an adult's life. Most of the restrictions and limitations on
the avalability of the averaging provisions -should be eliminated. The adop-
tion of a fair, generally applicable averaging provision including capital
gains income should be subject to averaging along with a t:xpayer's other
income. If this occurs, a taxpayer will not be penalized be.au,e he realizes in
one year Income which accrued through risk-taking o(.'er many years. More-
over, by greatly reducing tax differentials resulting when inoine is lnade
reportable in one year rather than another, many complications of the
present law that relate chiefly to such distinctions could be eliminated.

(d) The preferential treatment extended to taxpayers who invest in oil,
gas, and mineral properties should be ended. Investors are allowed to tie-
luct immediately much of this outlay as a "development expense." and
then in addition they are permitted to deduct a substantial percentage (20.0
percent in the case of oil and gas) of the gross Income in computing their
tax base, notwithstanding the fact that their total deduction may, and
usually does, far exceed their actual investment. Depletion deductions, like
depreciation deductions available to taxpayers in other fields, should be hn-
ited to the amount of the taxpayer's own actual Investment in the oil or
mineral property that has not already been recovered tax-free.

(e) Foundations, church and educational Institutions, which legally and
legitimately fulfill the purpose for which they were established are exceed-
ingly important in meeting social needs of people. Such organizattons should
continue to be recognized as tax exempt charitable organizatitons iind re-
quired to file annual business statements with the local, state, and federal
governments and pay tax on unrelated business income. If a charity owns a
manufacturing plant, that operation should be fully taxable.

(f) We support the proposal to increase the standard deduction and
remove the charitable deduction from that area. ('haritable giving can very
well stand on its own merits.

(g) We support the proposal to increase the limit on deductibility of
individual contributors to 50%. If it is fair to a.ume that a great number of
those who give 30% or more do so for the tax deduction benefit, it is also
fair to assume that their giving will increase under more liberal provisions.

(h) We are distressed over the proposal to eliminate the provisions for
unlinilted contributions. The small number of taxpayers eligible for such
deductions are generally the pacesettingg" givers, often essential for financ-
tig needed programs.

(i) The provision that permits the profits on appreciated property to be
realized tax free at the owner's death should be continued.! Such property
is taxable at the high rates under federal estate and state inheritance tax
laws at actual value as of the (late of death.

(j) Individuals who give a charitable Institution property (including
stocks) which has appreciated in value since its purchase should bf, able to
secure tax deduction for a charitable contribution of the full apl)preciated
value.

(k) Federal estate and gift taxes should be revised to permit a husband
or wife to receive property from the spouse tax free; but the law should not

I A study of individual donors who made gifts of a million dollars or more in 1965 reveals
that without the tax benefit they would have reduced tier total giving by approximately
46%.
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lprmit wealthy families to avoid estate taxes for generations by the use
of long-tern trust arrangements. Estate and gift taxes should bIe integrated
so that individuals, who make sizeable lifetime grants and receive a tax
a(lvanltge under present law, and those who do not transfer their property
until death, will have equitable and(] reasonable treatment.

(1) We oppose any proposal to establish a 3% threshold or any threshold
lelow which charitable gifts would not be deductible. According to tle
Internal Revenue Service report, more than half of 27 million who itemized
deductions gave 35'c or less. By imposing a !31,/ threshold, the giving incen-
tive for more than ha." of the taxlmyers Itemizing deductions could be
dras ti'ally affected. Th,4 in turn would have serious impact on the ability
of such organizations to continue their educational, medical, community
services to meet human needs. It is in the Interest of the United States that
these efforts continue to nurture the lives of citizens. Through the efforts of
many and varied agencies, the support of philanthropic works with private
giving has increased. If that glyiJng Is decreased because of proposals ad-
vaned by the Treasury Department, the Government will undoubtedly be
faced with the necessity for providing greater aid.

3. The income tax should ie completely eliminated for those below the pov-
erty line, and should not fall so heavily upon those immediately above the
poverty line that they are thereby brought below it. Millions of citizens living
below the subsistence level already pay unduly large portions of their Income in
iaoinc. :4ilvs, Social Security. and other taxes.

It would seem reasonable to eliminate the 7% investment credit for corpora-
tions.

4. Tax dollars should be made available to furnish food and base clothing and
shelter for those living below the poverty line.

5. Any future Increases needed to augment our Social Security trust funds for
higher benefits to persons below or near the poverty level, ohlidd conic from
general revenues. prinipally the graduated income tax, rather than from in-
creased taxes on the low-income worker's take-home pay.

The poor of our nation must not have real income minimized through taxit-
tion. They and the poor of the world will never gain wealth on the distribution
of tax dollars as will others. Likewise, sharing wealth becomes a greater burden
as wealth is increased. The principle of the graduated income tax as the source
of funmis for all federal programs and tax sharing plans must be preserved.

If national priorities ranging from military defense to health and welfare for
all mankind are determined first within long range goals and purpose.%, then the
extent and sources of taxation can be determined. To continue a short range pat-
tern to meet the crises of government first, then to seek taxation to fund pro-
grains will destroy the role of taxation in the lives of all American citizens and
alienate the various special interest groups. all seeking relief.

We wish to express our appreciation for the opportunity to present this writ-
ten statement on proposed tax reform.

L.AW OFFICES OF ROBERT E. KLINE. Jr..
Wtrash ington, D.('., October 3, 1969.

Re 1I.R. 13270-Section 121 (c).
Hon. RUSSELL B. LONe,
Chairmans, Sanatc Finance Conin ttee,
U'.S. cnate, lVash ington. D.(.

DEAR MR. CHAIRMAN: The Bowling Proprietors Association of America, of
which I am Washington Counsel, whose membership consists of some 3,125
bowling establishments operating 61,150 lanes, supports and Joins in the testi-
.,iony of Mr. Walker Winter, Vice President of the Chamber of Comnmerce of the
United States, and of Mr. S. Rayburn Watkins, President of the American
Society of Association Executives, before your committee on Friday, October 3,
1961) in opposition to the proposed taxation of income derived from advertising
in the trade publication of an exempt organization such as ours, on the ground
that it should not prolerly be considered income derived from an unrelated
business.

Respectfully,
BOWLING PROPHIL-roRs ASSOCIATION OF AMRICA,

ROBERT N. KLINE, Jr., ll'a8hlngton Coun8el.
t3 "S9tatistics of income, 1966. Individual Income Tax Returns."
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AMERICAN IENTAL ASSOCIATION,
W1'ashington, D.C., Octobcr 2, 1969.

Ion. RUSSELL B. LONG,
Chairman, Cornmilittee on Finane(,
U.S',. ,Scnatc, Wa'-11in gt un, D.C'.

)EAR SENATOR LONG" Oil be, half of the 111,183 members of the American
Dental Association, I wish to submit the following brief cminnients on certain
provisions of H1.R. 13270 as passed by the Hou se of Representatives.

Adverti8in/ Incomc of Profes.ional and Scicntific Organization.v: The As.-ocid-
tion is a federation of 54 constituent (state) and 467 component (local) societies.
About bne-half of these societies sponsor lrofesslon'tl and scientific publ'eations
a iid iliost of these Include advertisements. The Association itself sponsors three
joirnals that accept advertisements. the Journal of the tmcrican, Dcntal As8ocia-
tion, tile d1onrn(al of Oral ,urgcrt a li( Dcntul A btraet.

Section 121 of H.R. 13270 includes it provision mider the title "Advertising, Etc..
Activities" which, according to the explanation in the House Report (Part I,
page 50), apparently is inten(led to provide statutory authority for part of a
regnlatiolon promulgated by the Treastry )epartnent (onl i)embe r 12, 1tN17.

By that regulation the IMpartmnent sought for the first time to apply the unre-
lated business income tax law. which was enacted 17 years previously, to Income
froin advertising il tiny joiirnail published by a tax-exempt organization regard-
less of (1) whether sulh journal is in conlJetition with private publications or
(2) whetl,:," the advei rising obtainedd in such journal is, in fact, related directly
to the organization's ta x-exenipt purlposes.

The Association Is (.on(erned that this departure from long-standing policy
will Impose an unnecessary hardship ol niany professional journals and will
discourage tile dissemination of information of great importance to the health-
sctllce community and in turn to the public.

Tile underlying purpose of tile unrelated business incone tax law was to assure
that tax-exenipt organizations (to not have an unfair competitive advantage over
tax-paying businesses. The Association agrees with this premise, but does not
believe it (an be shown that there is in fact any effective competition between
its lublications and tile publications of non-exempt organizations. The adver-
tisenents in the Association's journals are limited to products and services
that are essential to the proper and efficient practice of dentistry. They
are of interest exclusively to nienbers of the dental profession, and would not
nnder any conceivable irdumstan(es be placed in magazines or other media for
general circulation to the public. The Association's journals themselves are cir-
culated only to its meniers and to libraries and other educational and scientific
institution. The advertisenlents in then are carefully screened both with respect
to their relevance to dental health and to the quality of the products they repre-
sent. No therapeutic agent or device may be advertised unless its safety and
effectiveness meets standards set by tile two responsible councils of the Associa-
tion and its approval is listed in Aeceptd Dental Therapcutics or certified in
(;nide to Dcntal Matcrials and Dcricc. Moreover, the advertising copy must
conform to the description of its usefulness as set forth in those two books, which
are recognized by government, by manufacturers and by the health-science com-
munity as the most authoritative publications in their field of specialization.
There are only three or four commercial dental publications in existence. These

are nigazines that for the most part are not sold by subscription but are mailed
to all delntists on all unsolicited basis. Their advertising includes some products
advertised in lrofessional association journals. But a large portion of it concerns
investment opportunities and business management services, advertising of a
tylo that seldon is featured in professionally sponsored publications.

in 1968, three of thles( (.oininrcinl magazines accepted 2,804 pages of advertis-
ing as compared to 1,329 it the Journal of the .imeriecan Dcntul Afsocfation.
live hundred eighty-six pages of the advertising contained in the former nmaga-

zilles wolld tnot meet the standards for publcation in the Journal of the Amncri-
can Dental Association. This statistic demonstrates not only that there is no real
competition between publications of the Assoclation and those of commercial
lublil(ations but that the advertising prograni of the Association is an important
service to a practicing dentist. lie is assured that each product adverti.-ed in the
Association's )ublications is not only safe and effective but that its usefulness lit
his dental practice is represented with scientific accuracy.

It seems obvious that this educational service to the dentist, and in turn, to
his patients, is directly related to the purposes for which the Assoeiation was
granted its tax-exemption.
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Accordingly, the Association strongly recommends and urges tile Finance
Committee to reject or amend the House-passed provision on advertising Income
to preserve the tax-exemption for activities of tax-exempt organizations when it
is demonstrated that such activities are (1) not in real competition with activities
of tax-paying organizations and (2) are directly related to the purposes of the
tax-exempt organization.

In the event that the ('onmittee determines to include in its bill 11 provision
dealing with advertising income, it should be made clear, in the interest of fair-
ness, that tax-exempt organizations are entitled to offset against advertising
Income all expenses allocable to the production and distribution of their Imblica-
tions. As it now stands, the "explanatory" language in the House Report (Part 1,
page 60) is ambiguous and might be construed in a way that would require a
tax-exempt organization to exclude soie legitimate expenses In calculating its
income from advertising. Since commercial concerns ar, entitled to deduct their
entire publishing costs. It would seem only fair to apply the same rule to tax-
exempt organizations. A different course of action may well curtail the production
and distribution of dental education and other materials that now are made
available by the Association and its affiliated societies to schools and other public
institutions at cost or on a no-charge basis.

The provision in H.R. 13270 also is ambiguous in another respect. While the
aippareit intent is to tax advertising income only, tile inclusion of the abbreviation
"etc." leaves this in doubt. If the Congressional intention is to tax advertising
income, the statute should say so.

SMALL BUSINESS CORPORATIONS-StII:CAPTER A

In recent years many states have enacted laws permitting professional lx-rsons
to incorporate. A major purpose of these laws was to permit such persons to
attain the same tax treatment as Incorporated bupines-.s. The Internal Revenue
Service has engaged in extensive litigation in the federal (-ourts seeking to deny
to professional corporations the tax benefits available to other types of corpora-
tions. The IRS position has not been sustained by the courts and recently the
Service announced its acquiescence in these decisions. The provision in I.R. 13270
(Section 541) dealing with Subehapter S corporations is therefore of concern
to the Association since many of its members are in group practice arrangements
that have been or may be incorporated under appropriate state laws.

The provision in II.R. 13270 would Impose upon Subehapter S corporations n
special limitation on the annual tax deductible amount that may be contributed
toward retirement programs. A sinillar limitation does not exist nor is it pro-
posed with respect to other types of corporations.

The House-passed provision would widen further the disparity that now exists
In the tax treatment of retirement plans as between corporate employees and
other taxpayers. The Association agrees with the recommendation of Secretary
Kennedy to the Committee on September 15, that "the provision be deleted from
the bill and be dealt with when other aspects of Subchapter S nd compensation
plans are dealt with In legislation."

It is respectfully requested that this letter he ineludted in the printed record
of the tax reform hearings.

Sincerely yours.
I. LAWRENcE KERR, D.D.S..

Chafrimami, Comniril on Lregi. ation.

LAWRE.CE, KANS., erptembewr P.0. 1.69.
Hon. RXRSFLL B. Loo,
Chairman. senatee Finance Committee,
U.S. Senate. Washington, D.C.

DEAR SENATOR LONG AND MEMBERS OF T E COMMITTFE: Thank you gentlenen
for giving me the opportunity to submit a statement on one facet of HR. 13270.
I have not digested the entire bill because of its complexity. but I have rend Sec-
tion 101(b), which pertains to taxation of private fomdations. I want to iuake
clear that I have no startling facts or figures, no scandal to tell. But T do have
a story. And my story is one that Is repeated all over our country and for this
reason it is valid and It should be told.

My name is Mrs. Ur.ula (Sue) Lightfoot. T am enmnlo-ed by 1erculem, ne.. at
the Sunflower Army Ammunition Plant, DeSoto, Kansas, and I have been a
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niember of Production Workers Local 605, Tthe Laborer's Intermtional 'nion
of North America, for a year. I in married and have two children. I ainti the
bread-winer in our family, as my husband is a full-time st dent at the Uni-
versity of Kansas.

In preparing this statement, 1 hope to show that labor unions have grown so
large that their stockholders-the dues payers-lve lost cit trol. Often tile
member nerely signs over his compulsory dues, In my :.ase $0.00 a month. I know
that $1.95 goes to the Interlational and $4.05 goes to the local. That's ill I know.
I have tried to find out how this money is slent and in the process I have made
myself appear a real pest. Over the year that I have belonged to I1,al C05 I've
written letters, I've attended meetings, and I've tried to find out the workings
of my union. It has beei on uphill battle. I've ever received a reply that ful-
filled what I requested. But tills testilmoy is il no way a vendetta against unions.
1 (1) wanlt to show that I don't have access to the uniihi without minking for my-
self a lot of trouble and thein appearing slightly foolish, when it here is n justi-
filcation for being foolish.

To te, comipulsory unionism carries with it a responsibility to know that my
money is being speut wisely. When I voluntarily donate money to an orga-
nizatio, I give it with my faith that it will he spwnt wisely. But when money is
taken from Rue, I darned well want to know where every lwnny of it is sIxent.
And that has been my position in this local, besides one of enibarrassnient for
myself ain( for them.

We atre temporary residents of Lawrence; our emotional and financial ties
are in lichmond, Kansas. a small town ,-onic 10 miles away. We own property
there and my husband has a small business there. September 16 I telephoned
the Reverend Jerrald Hlarnden, lImstor of the United Methildst Comnmnity
Church at Richmond and asked hini to supply me with the church's financial
statement and a statement of all investment properties owned by the church.
Ie courteously told we that this local church had few investments except shares
In the local hank. but that lw would send me what lie had. I received the infor-
mnattov Septemlmr 10, even though leverend llarnden was oil vacation that week.
I felt no embarrassment In seeking the church's financial statement and the
church was more than willing to meet illy request.

Where donations are voluntary, if the money giver disagrees with tile book-
keeplng, lie simply doesn't (ontribltte. In this way. the voluntary contributor has
ultimate control over his organization. In entrast, as a compuilsory union meni-
ber, I control nothing. It is frustrating, to say the least.

There are numerous examples of labor unions, like the churches. enjoying tax
exepnlitions on funds; used for investment. But I have also read of unions using
their funds for political purposes. What haunts me, as a union member and pri-
vate citizen, iso: How do I know were my dues money is going? lw dho I e'0
find out? I can write letters. and the union has the choice of either ignoring me,
telling me the truth, or lying to me. It takes a very wise person to tell which
hits been done.

This last year the plant (Sunflower Army Ammunition Plant), where I've
worked three years, switched from an open shop to a union shop, under a loop-
hole in Kansas law. When I first found out that the Kansas right-to-work law
did not apply on it federal enclave, I was stunned. A bill was proposed in our
house of Representatives in Topeka which would have helped the situation at

my l)lant. I worked hard for the passage of that bill. I wrote my legislators.
visited ily state capitol, helped write and edit a news sheet-in short, did every-
thing I could, including sell vanilla, to help do away with compulsory dues-
taking in Kansas. The bill passed the House and Senate, but was vetoed by the
governor; the House failed to override the veto by eight votes.

And this is where I begin to be haunted again. I am wondering If some of my
dues money or that of my bretheren in the great brotherhood was used for
political purposes. I have no way of knowing. And I can multiply my own for
frustration and my own sense of unfairness over the situation over and over,
for I am only one caught union member, and there are thousands.

In summary, I want to make the following two things clear. They are: 1) 1
want every thin (time that is investment income for unions to be taxed. It's un-
fair to speak of taxing church investments where the money is obtained volun-
tarily and not, In the same breath, speak of taxing labor unions, where the
money is squeezed out. 2) I want to .vee some concrete benefit from my dues
money. The protection money I so grudgingly write away each month is gone,



1732

but I want sone of that nloney to coie back to mtie hi the form of federal high-
ways, school benefits, etc. It shouldn't all be a lead loss.

I sincerely thank you, Senator Long, and all the 'omnittee members for the
consideration given me on tis statement.

Respketfully,
Mrs. URSULA A. IGHI)TrrI".

NATIONAL INTF.RFRATERNITY CONFERENCE, INC.,
.\cw York, A'. Y'., October S. 11069.

Whatever miglht lie sai(d aiout tile objectives for which national college
fraternities were originally founded, today their activities are overwhelinigly
directed toward educational, charitable and lmblic welfare objectives. Although
ldmlittedly they do have social fllctioll, tihy aile [lot at all mOlpal'alde with
such social organizations as golf cl1s, lu(leon chls or other social olrgalliz-
tions orgatnlzed and operated primarly.for social or recreational purlp)ses. Col-
lege friternitles at. tile lOal level provide, at no cost to the educatihnai institu-
thrns, housing andi meal facilities for students and thereby relleve', to that extent,
the edtuiational institutlons front a major capital commitment and on-going
operating expense and burden. In this respect tile fraternities clearly subsidize
the edlucitioal Institutions thenselveii. Additionally at the loal level and
strongly sillxrted by the national organizations, they provide a focts of dis-
ciplinary and supervIsory control over stldetnts which. it is sulblitted, is far uiore
effective In the overall than can lie provided bay the universities for students
living In university faeilitels or off cainpus, as is Increasingly prevalent in the
li rger universities. Furthermore, they exercItse strong pressure to raise sehohlistie
achievemenIts and assist by furnishing gildamice oltid assistance and, as has b-ell
shown, are highly effective in raising the scholastic performance of their mnller
students. college e fraternities are increasingly engaged in organized efforts it
student loiiins, seholaarshlil awards, and otlwr welfare wnd c(ha rita lie undertak-
Ings. These ar imhrtant and should be fostered for their own sake. Additionally,
they are lizisartant for their role in incuhcl ting ouir youth with the sense of
resiponsibiity which the more fortunate members of our soclety should have
toward those less fortunate.

There is attached hereto at umore e.fteiisive statement of facts with respect to the
activities primarily and customarily performed by college fraternities which, it
is slubmitted, shows that they are IlN fact an Integral plart of the system of higher
('.ucation in this country, and should nlot lbe forced, boy taxation of their invest-
mlent Income, to curtail or (lscontinm, suizh ai.tivitles. As iolinted out in that
statement, some of tile educational, charitable and imblih welfare activities of
national college fraternities are lrformed by the fraternities themselves. using
their Investment income for this purpose, mid. in other cases, such Investment
income is contributed to an affiliated Section, 501 (e) (3) organization which then
devotes Such illeolne, as well as Income from its other Investments. to the , per-
formance of such educational, charitable and ublic welfare aetivites. In this
connection, It should be emphasized that the only substantial source of the fuld
invested by college fraternities and their affiliated Section 501(c) (3) organizm-
tions consists of the dues, gifts and contributions made by members of suel.
fraternities. None of such invested funds is derived front any outside hushlss
activities conducted either by the fraternities thiliselves or by sl'h Section
501 (e) (3) affiliated organizations. It thus seems clear that there is no legitimate
or logical reason for subjecting the investment Income of fraternities to federal
Income tax at tile same rates ts fre olplicable to tlei net income of husilness
corporations. To do so would seriously impair, if not crIippie the cflability of
college fraternities to continue their educitional, charitable and welfare
activities.

NATIONAL INTERFRATERNITY CONFEREN'Cr, TNC..
Nct York, N.Y., October 8. 1969.

lon. RiTsSL B. LoNo,
('harinman. Coi, mitrter on Finance.
,mnatc Oflee Building, Washington, D.C.

DEAN SEXATOR LoNe: The National Intefrnternilty Conference, rie. herehy
requests that appropriate amendments be made in the Tax Reform Bill of 1969'
(H.R. 18270), as passed by the House of Representatives, in order to corret the
unfair and inequitable consequences of tile Bill, as enacted, Insofar as it relates-
to the tax treatment of national collegiate fraternities.
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.S hteitliitflttr exjlai ed III itiore detail, their Bill ItS tilact'td by itv Ii ast. woiuhi
lainose ii tax, it orditary eorporiate tax nttes, Oil till invt'estmtenit ilicOilt' Of or-
gatllza t lis which are presently exeinjited from ta xatlon under Sccti)U -im (c) (7)
of tilt I iterll Revt'iiti Code of 1954. Although the term io's iot alk-ar lit tihe
statute, tieso orgatu imations are usually called "social clubs." However, it Is
important to note that this statutory exception covers not only "clubs orgrotmih
.t 1id opera ted ext'itisively" for "pleasure im rid recreationi" but also for "other nioi-
lirolittiblo purpiscs." Natiolial college fraternities are "clubs", and. whih tiey
'11.1b i10t. oIrgainized 11111 oljiertted exclusively for "pleasure' ()I- r"ir 'atioii". they
are organized an lieritte(i for "other jitoijrolltale pu'ulses." Accordingly. thty
fall within the general classileation of Section 501(c) (7), which is commonly
referrl to Its "Socia l cilbs."

It seits obvious that the liouse of lepreseltattivs, in elieting tile lill
ili Its present form. did riot intend to inlihit the ilmlortant ad valuable iduita-
tiorra l activities presently i carried oin by thit, matloilta college frateriltics. OIn tile
coiitritr3, it alp~iea 's that this unfortunate result Is u e 1 only to tit historical
accident that sult fraternities are exempted front taxation under Section 501(c)
171 of the Code, whhih li Iso provides thre existing exelmtiion for ( otunitry cltlls.
Iluintilng clubs. fishing tlcs. teutils chulis, (lit.ing chi its aid other urtanitzatiolls
operated exclusively for the pleasure and recreation of their members. A care-
ftil exaltilnatut o(if all of the printed Iulications of tMe Ways lit([ Means t'onl-
mittee with reset. to II.R. 13270 fails to reveal aly instaite where, there is
ee1 i Illeittiori of national tiollege fraternities, or silly consileration of tlti' eduttvl-
tional and(1 charitable activities of such organizations. It this contrtlon. it should
lie noted that the pttrpose of the Imilwsei changes with respectt to the taxation
of itt,'esttlneit inlomle of "social clubs" was stecinetly statedl by the Secretary of
the Treasury it his recent. ap1aritce before the Flinatic Commtittee as follows

"Investiellnt Ioillte used to finttaite tile M)Cial lictivitles of illeli|bter of sotliti
clubs atd slnih lr groups Wonld iho taxed, since lit this sltuatlon It relieves tile
Itetlierst'' of ptersolittl exlinse which otherwise would Ibe Iaid by then out of after
tax irteolllt'.'

Wile this suggested tax treatment of surely "shtll clubs" and other similar
typls of member rganizatiOis may well lie considered to le appropriate for t ie
reason stated, it. obviously is not a desirale result lit the titse of natiati l lege
fraternities whose investment iltottue .ustonarlly is used for educational pur-
ises, ald to carry out legally blnding obligatlons I incurred over it l, rlm of

liany, years) to provide lifetittie sulscriptiouts to fraternity pilillc t tiolls ill whih
votnnerclal advertising Is not accepted.

Turning now to at brief description of the technical provisions of the 'Tax
Reform Bill which are allicbhle to Section 501 (e) (7) organizations. Section
121 (a) of the Bill. iln effect, extends the applicatlot of the tax ot "unrelatetl busi-
ness taxable Itncome" (Section 511 ) to organizations not now subject to scth tax,
Including organiztitons described in Section 501 (c) (7) of the ('ode. Section
121(b) of the ill amends the dlefinition of "unrehtted Ibusiness taxable iiconme"
(Section 512), and also Irovides. it effect, that all of the gross iutcotte of Svetiiit

1(ce) (7) orgatuizatioris shall be deemled to lit, "mirelted busint.ss taxable
Inllie" with tiln' exclisions alid ex.elitiomis slectlted there. Sectiou 121hib)
(3) 1B) of the 11111 their provides as follows:

"(I) EXEMPT FUNCTION INcOME.-IFor purliosem of subpar ragrat (A). tile
termi 'exemipt funetion income' meai s tit gross iticonme from dues., fees. charges,
or similar amounts paid 1by inemnters of the organization its consideraltiot for pro-
viding such members or their guests goods, flcilitles, or services in furtheranmie
of the purposes constituting the basis for the exemption of the organization to
\whhh such Income Is lpl. Itl the case of an organization described Il section
)01(c) (8), (9), or (10), the term 'exemipt fulctlon Income' also Iulides all il-

come (other than an amount equal to the gross inconie derlvvd from amy till-
related trade or buisltess regularly carried ott by such orgaizatioti computted as
if the organization were subject to paragraph (1)), which Is iKrinmmnently
commtitted-

"(I) for a lurpose spwecied in section 170(e) (4). or
"(it) to providing for the payment of life, sick, accident, or other blitenits

under section 501(C) (8) (B), (9), or (10).
If during the taxable year, an amount. which is attributable to Income so lermna-
nently committed is used for a purpose other than that described In clause 4I)
or (it), stch amount sltall ie included, inder subltiragraph (A). in mirtelated
business taxable income for the taxable year."
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The net effect of the above described provisions of the Bill is to treat all gross
income (including investment income) of Section 501(c) (7) organizations as
"unrelated business taxable income" subject to tax at the regular corporate tax
rates, except such amounts of gross income as may be received front members
of the organization as payment for dues, fees, charges or similar amounts paid
for Rervies rendered to such members. As above indicated, the legislative history
of the Bill clearly shows that the sole purpose of the proposed changes in taxation
of the income of "social clubs" is to prohibit such club from using tax free income
to provide social and recreational services to their members. A further provision
In Section 121(b) of the Bill proposes to add a new Section 278 to the Interiml
Revenue Code to prevent a "social club" from giving up its tax exemption und(r
Section -501 (c) (7) and operating at a loss by claiming deductions for the expenses
of furnishing goods and services to Its inenibers. The proposed new Section 27S
would limit such deductions to the Income which Is derived during the taxable
year from members or transactions with members. Obviously. the purpose of
such proposed new provision is to mnke sure that any income (including invest-
ment income) received by social club from sources other than Its own member-
ship is to be subjected to taxation at ordinary rates. It is earnestly submitted
that there can be no Justification for subjecting the investment income of national
college fraternities (which is used for educational, charitable and public welfare
purposes) to such punitive tax provisions. Even if it should finally be determined
that some income tax should be Imposed on the investment income of national
college fraternities, it seems obvious that there is no conceivable reason why the
rate of the tax so imposed should be greater than the 7/% rate which tie Bill.
as enacted by the House of Representatives, Imposes on Investment Income of
the so-called "private foundations."
If it Is decided that the general plan of taxation of Section 501 (c) (7) orga-

nization., now Incorporated in the Rill as above described, Is to be continued, it
seems clear that the definition of "exempt function income", as set forth in Sec-
tion 121(b) (3) (1), should be appropriately amended to provide, among other
things, that Interest income received from loans made by college fraternities to
students and to local fraternity chapters for chapter house construction and

improvement should be treated as such "exempt function Income". In addition, in-
come received by college fraternities from the investment of funds received and
held for the purpose of providing lifetime subscriptions to the national fraternity
publication should also be treated as "exempt function Income." If this is not
done, lit all probability, many college fraternities will be compelled to default on
their legally binding obligations incurred over a period of many years, or else
to discontinne such fraternity publications which, as already pointed out, are not
otherwise supported by income from advertising or any other source. For like
reasons. it appears that income received from the investment (as trust funds)
of single suin life membership) dues payments should also be treated as "exempt
function income." Finally, there should be included in the "exempt function
income" definition appropriate language to make sure that all income actually
paid or permanently committed by a college fraternity during a taxable year for
educational, charitable or pubic welfare purposes is to be treated as "exempt
function income."

Summarizing the foregolng, national college fraternities are not, and should not
be treated as, "social clubs' organized and operated only to promote the social
activities of, and provide pleasure and recreation for, their members. On the
contrary, they are serious organizations deeply concerned In and committee to
the objectives of the educational institutions of the United States. They do not
engage in outside business activities, and are supported and maintained only by
dues and other payments, and gifts and contributions from their own active or
alumni members. Income derived front the investment of payments so received
front their own members is not used for pleasure or recreation of fraternity
members but instead is devoted to the many and varied educational, charitable
and public welfare activities customarily and continuously carried on by such
fraternities. In the public interest, these activities should be preserved and en-
couraged, and the investment income used by the fraternities for such purposes
should not be subjected to the tax measures which the pending Bill imposes on
the investment income of purely "social clubs" in order to prevent abuse of the
existing tax exemption of such clubs by diversion of tax exempt income for the
personal pleasure an recreation of members of such clubs.

We shall, of course, be glad to submit any additional information which you
may request with respect to this matter, and request an opportunity to consult
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with Iittl'eibt'rs of the Committee and the committee Staff with reslxvt to sle(ifle
statutory language which vould be appropriate to accomplish tit, ilydiltiva |iqls of
the Bill herein requested.

Respectfully Submitted.
Z, L,. Lovt1, Pr'videnlt.

STAT'I-:NmT ArTAClE TO L.R'T DATED O II)A3O1r. S. 1969, FRO .i NATIONAl.

I NTFRIFRATEIRNITY CONF'iIEN(F, INC.

A. INTEIIESTED PARTIES

The 'prolKpOS tax on fraternity Incone atffects. and i. "a matter of deep con-
verl to, a very large niumber )f persons. The Nationial Interfraternity ('Onlferenve,
Inc., which Is ailing this request, is a corlration not for prolit whose memhership
is made u) of 61 of the larger national fraternities. However, there are inany
other national frateraiities that are not ie inibers of the National Interfraternity
C onference, Iiic., andri there alre manly nlati onal .ororltivs aid l)rofv,,ioial Iand
honor fraternities and societies, and a very large number of local fraternities
and sororities that are equially subject to the proposed tax.

The Fraternilty-Sorority i)lrectory, published amually by The F'raternity
M[lonth, is recogiligctl 1s th most authoritative aln! complete summa nry (if frater-
nity and sorority data. The 196i9 Issue of this Directory Iist.z every national
fraternity and sorority then in existence, and shows their membership and nun-
ber of chal)ters to be as follows:

Acthve Alumni
Number Members chapters chapters

Women:
National Panhellenic Conference.. .............. 26 1.265. 066 2, IA4 4,385
Other academic sororities.... ............ 3 34.995 17 15
Professional Panhellenic Association ..... ........ 24 337,824 1,121 432
National Panhellenic Council ........ ........ 8 242.695 967 1, 2101
Honor societies ................................. 9 174.111 512 59

Men:
National Interfraternity Conference ....... 61 2,333,620 4. 229 2.979
Professional Interfraternity Conference ............ 50 1.121,911 2.288 1,087
Honor societies ................................. 76 2,710,692 7.505 366

Total ....................................... 257 8,220.913 18.883 10.524

In sonic cases the membership figures given above are expressly stated to refer
to only living members. In other cases there Is no such explanation, and the
figures probably refer to the total membership. 'Teire is also some duplication of
membershil) in fraternities and socoritles and the honor societies. But even after
making a liberal allowance for these possibilities, there are 5,000,000 to 6,000,000
nien and women now living who are very much Interested in the proposed tax.
And, regardless of exact figures as to living membership, it is certain that there
are at least 257 national organizations, with over 29,400 active and alumni
chapters, as well as many hundreds of local fraternities and sororities, that are
subject to the provisions of this bill and are very much opposed to its enactinenit.

B. EI.UCATIONAL ACTIVITIES OF FRATERNITIES

1. studlnt loans
A very Ill)rtant educational activity of many fraternities and sor-orities con-

sists of cash loans to nti.,v an(i deserving students who are not able otherwise to
finane' their college expenses. Student loans are made by more than half of the
members of The National Iterfraternity Conference and the National Panhel-
lenlc Conference. These loans are made by either the fraternity Itself or by a
subsidiary organization created for that purpose. The requirements for and the
conditions of such loans differ In details among the variom fraternities, but in
major respects they are tile same.

As an Illustration, fraternity "A", whose precise figures are available to us,
had outstanding on June 30, 199, 1,02,3 such loans totaling over $350,000 princllal
amount. This fraternity makes loans only to Juniors and seniors. Each loan
requires the filing of an application by the borrower, giving a detailed statement
of his financial status, current indebtedness, and budget of expeiises ; also whether
lIne has applied first to The National Defense Loan Program and The Guaranteed

33:-801l5- 69-14. 2 -.. 3
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Loali Program and beeit rejected by them, and If so why. The note zIiust be
signed by the applicant and two adult conmakers, only one of whom can he a
member of the applicant's family. The loan bearers interest at the rate of 3%
per annum, payable sen-annually. None of the principal will be (lite until the
borrower has been out of school one year. 10% will then be due, 20% at the end
of the second year, 30', at the end of third year, and the remailaing 40% at the
end of the fourth year after graduating or leaving school.

No loan will be granted unless the application has been formally considered
and approved by the fraternity chapter of which the applicant is a member, and
has also been approved in writing by the Dean of Men, or the corresponding
officer, of the institution.

In these days of interest rates of 9% to 10%, and even higher, and with very
little such loan funds available front banks or other lending agencies, these
fraternity loans at only 3% interest are a real lifesaver to inany indigent stu-
dents, and may well mean the difference between their becoming college graduates
or drop-outs.

2. Chapter house loans
Fraternities and sororities serve a very important function on many can ' ses.

not only in the Improvenment of scholarship, but in tile very practical matter of
providing living and dining facilities for several thousand students, which the
Institutions frequently are not able to provide. This service is recogri i ld by
many colleges and universities to the extent that the Institutions frequently
provides sites for fraternity houses, and in sonie cases either finance entirely the
cost of constructing the house, or guarantee payment of the mortgage loan.

When the Institution is either unable or unwilling to assist in such financing,
the chapter may find itself it a very difficult position. The cost of building has
increased so greatly that the minimum for which a house can be erected for
even a small chapter is approximately $200,000, and iii the case of a fairly large
(chapter the cost, Including the land, runs up well over $400,000. And there are
houses, particularly in large state Institutions, the over-all cost of which is it
excess of $500,000. Ideally fraternity chapter houses are financed by a first mort-
gage for not to exceed 60% of the fair market value, and by contributions from
alumni for time remaining 40%. Occasionally this goal can be reached, but in the
great majority of cases there Is a substantial gap that must be covered by a
second mortgage. Yet in today's market second mortgage money is almost impos-
sible to find, and, if it can be found, the cost Is prohibitive.

This is where the fraternity steps li to bridge the gap by taking a second
mortgage at a cost the chapter can afford to pay. As an illustration, fraternity
"A" above mentioned held 25 such mortgages on June 30, 1968. with a prlcipal
unpaid balance of $374,276. These mortgages vary from $10,000 to $25,000, and
are payable in ten to twenty years in quarterly installments. The interest rate
is 8% per annum, also payable quarterly, which is reduced to 7% for each year
that all payments are made promptly when due. Other fraternities whose figures
are available are as follows:

Frat. B has 40 chapter house loans approximating $500,000.
Frat. C has 30 chapter house loans approxiniating $2,000,000.
Frat. D has 80 chapter house loans approximating $800,000.
Frat. E has 60 chapter house loans approxinatng $1,600.000.
Frat. F has 51 chapter house loans approximating $500,000.

These illustrations are typical of the larger fraternities. Without these loans
from the fraternities, many of the 286 houses represented in the above tabulation
could not have been built, and the Institutions where they are lWated would have
been obliged to provide living and dining accommodations for many hundreds
of students now living in these houses.

3. Scholarship awards
A great many cash awards, as well as trophies, are given by fraternities to

encourage excellence in scholarship and leadership. No tabulation is available as
to the total number and amount of these awards by the various fraternities. How-
ever, we do have the figures on fraternity "II" which began giving awards in 1047.
17p to and Including 1968 It had given $4&3.300 it cash. In 1969 it is giving an
additional $40,'25, making a grand total of $474.125 to date. These awards are
all given to individuals. after a very careful survey of their achievements. For
190 the amount includes one award of $1,000, nine awards of $,500 each, and one
hundred fifty-seven awards of $225 each. The fraternity continues this practice
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because it feels that the value of the awards has been fully demonstrated, both
in improving Individual and group scholarship, and IIn helping many boys to
stay In college when they might not otherwise be able to do so.
4. Libraries

In order to make encyclopedias, dictionaries and reference books of all sorts
more readily available to students living i a fraternity house, without the
necessity of going to a school library when questions arise, and also to encourage
and foster good reading habits, some fraternities have installed libraries in their
chapter houses. These are provided on various bases. Fraternity "A", for example,
will give any chapter a library of the retail value of $750 upon payment by the
chapter of $150, the balance being paid by the fraternity. The books are selected
by the chapter from a list of several hundred titles prepared by university
librarians. So far 125 chapters have taken advantage of this offer, and the frater-
nity has paid $49,468.26 as its share of the cost.

As a further contribution to the educational facilities of the chapter houses,
the latest edition of the Encyclopedia Britannica, selling for $598, has been
offered by fraternity "A" to all chapters upon the payment of $140, the balance
being paid by the fraternity. To date 74 chapters have availed themselves of this
offer, and the fraternity has expended $20,162.99 as Its share of the cost.
5. Tutors fti residence

The most recent program that is now being developed Is aimed at improving
scholarship In chapters where Improvement is needed by providing so-called
"Tutcrs In Residence" for such chapters. These tutors are graduate students
selected for their teaching ability and leadership qualities. They live In the
fraternity house, supervise the study habits of all of the members of the chapter,
and assist particularly those students who most need help. In the vase of frater-
nity "A", the room and board of the tutors will be furnished by the chapter, while
tho national fraternity will pay the tutor a cash fellowship of $1,500 per year.
This plan brought such good results in 1968, with two such tutors employed on an
experimental basis, that it is being enlarged to four tutors during the coming
year at a cost of $6,000, and will be further extended if the results continue 'o be
so satisfactory.
6. Leadership School

The Leadership Schools that are conducted by most of the larger fraternities
are perhaps the most important single tool employed ly fraternities toward
improving not only scholarship, but likewise those qualicles of character, initi-
ative and conscience that develop into leadership and god citizenship generally.

These schools are held each year, usually just prior to the opening of school.
They consist of either one or two sessions, depending on the number attending.
Each session lasts a full week. The schools are conducted by a carefully selected
faculty of 10 to 12 instructors. Improvement in scholarship is a major goal. but
the qualities that make for a good man and a good citizen are given equal atten-
tion. As an illustration, in fraternity "A" alone over 11,000 men have graduated
from these schools since they were begun In 1935, and the results are so noticeable
and so satisfactory that the scope of the school is increasing each year. During
the current year the net cost to fraternity "A" was approximately $18,000. The
cost of similar schools conducted by other fraternities ranges front $10,000 to
$30,000.
7. Philanthropies

Sororities are particularly noted for their gifts to charities and philanthropies
that in many cases are totally unrelated to colleges or universities. They make
large gifts to such organizations. It probably is to be expected that the feminine
sympathy of sorority members would lead them toward aiding the ill and helpless,
and especially children. The 1969 report of the National Panhellenic Conference
entitled "Philanthropies And Projects" reviews most of these activities In soine
detail. Space will not permit us to do more than barely mention a few of these
philanthropies. They include organizations dealing with the care of blind. (leaf.
crippled, sufferers from brain damage, cardiac ailments, polio, muscular dystro-
jiy, arthritis, cystic fibrosis, spastics, slech defects, mental defects and cancer,
as well as the underprivileged from physical, mental or racial causes or otherwise.
They include summer camps for girls, the revival and encouragement of native
handicrafts, rehabilitation in many forms and many others. All of these are of
the most direct and practical benefit to society.
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8. Result of the8e progranis
The effectiveness of these educational programs, and the value of the training

received by a fraternity member, are apparent in many ways. One result that Is
particularly important, and that can be demonstrated with complete accuracy,
iN the much greater percentage of fraternity members, as compared with non-
fraternity members, who continue their college courses t,) graduation. The United
States Office of Education gives these percentages as 59% for members of
national fraternities, and from 33% to 52% for non-members, depending on the
school. (HEW Bulletin No. 1958-1)

Other illustrations are the respective percentages in important business
positions and public life, including the legislative, executive and judicial branches
of our Federal government; and loyalty to their respective alma maters as evi-
denced by their contributions after graduation. These and others are referred
to In an article by William T. Gillis in the November 1968 issue of Fraternity
Month, entitled "What Is There To Say".

C. MAGAZINE PUBLICATION FUNDS

Most fraternities follow the practice of requiring each active member to pay
a fiat one-time fee that goes into a trust fund the income from which is used to
pay the cost of furnishing the fraternity magazine to the member for life,
without any further payment by him. These trust funds are invested In securi-
ties or otherwise, and the income only is expended for the cost of the magazine.

If this income were subjected to income tax, it would simply mean, in probably
every case, that the fraternity would be obliged to default in its legal obligations
to those members who made their payments to the trust fund In good faith. We
believe that this would be a thoroughly inequitable and unfair result, and we,
therefore, urge that income received by such trust funds not be subjected to any
income tax.

D. CONCLUSION

Fraternities and sororities receive income from two major sources, (a) due.,
fees, gifts and contributions from members, and (b) income from investments.
In most cases the dues and fees are sufficient to meet the ordinary current run-
ning expenses of the fraternities, Including the social and recreational activities
of the members, while the income from investments provides the funds for the
educational and charitable activities above referred to.

Any tax imposed on the Income of a fraternity from investments will ordinar-
ily have no effect on the extent or cost of the social and recreational activities
of the mewherni, but will simply mean that the money otherwise available for
educational and charitable activities will be reduced to that extent, or perhalps
eliminated altogether. We submit that this would be a most unfortuate and
unwise result, and we strongly urge that no such tax be Imposed.

SIGMA Nu FRATERNITY.
Lexington, Va.. September 30, 1969.

COMMITTEE ON FINANCE,
U.S. Senate, Washington. D.C.

GENTLmEN : These comments are directed to provisions in H.R. 13270 which
would seriously impair the ability of national college fraternities to continue to
complement and supplement the educational programs and facilities of miiore
than five hundred colleges and universities.

They speak in behalf of almost a quarter million fraternity men now In college.
and more than two million alumni members as well. They appeal primarily to
economic reason.

Education is big business, and higher education is very expensive big huisines..
In its struggle to provide the best education possible to growing numbOr- in al
inflationary economy, higher education has had to look increasingly to the
private sector of the economy for support.

Fraternities play a significant role in that private sector support. They are
making substantial contributions In two areas. educational and fiscal.

A broad spectrum of fraternity educational activities contribute both directly
and indirectly to the better education which the nation seeks for its young men
and women. (See Appendix, NIC Fiftieth Anniversary Declaration of
Principles.)
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The primary educational thrust of tile colleges and universities is in the class-

room and laboratory. What have fraternities to contribute there*? Chiefly their
contributions are in the areas of inotiation and gihlapi(c.

The members motivate each other. If they are so disposed (and they often are)
the young man's peers in hi,, fraternity chapter can bring to him a sense of
urgency to give his studies his very best efforts, which sense of urgency calot
be communicated to the saime degree by faculty, staff, or parents. Fraternities
motivate academic performance in a variety of ways. Some of them are provid-
ing Individual and group awards and recognitions, setting high standards for
pledging and initiation, offering instruction in effective study techniques. provid-
ing tutorial assistance when needed. and carrying out a systematic prograin
planned to help each man Improve his academic performance.

In the area of guidance, fraternities rely upon both professionals and alumni
volunteers to provide educational as well as personal counseling and advisory
services. In recent years there has been a sikup Increase In the number of
tutors or counselors-in-residence who are engaged to supplement and strengthen
chal)ter scholarship programs.

The evidence is that fraternities are succeeding in both motivating and guiding.
The U.S. Office of Education (HEV Bulletin No. 195S-1) identified a trend
which attests success In motivation. It is a tendency of fraternity members to
"lerslst to graduation," that is, to finish what they started. That "tendency"
has since been researched and measured with gratifying results from the fra-
ternity point of view. The HEW study reported that only 47% of non-member
students persisted to graduation, whereas 59% of fraternity students went on
to degrees Subsequent research revealed that the graduation rate for fraternity
Initiates today has reached 614% and Is rising. Fraternities may properly be
regarded aq the enemy of drop-outs. Obviously this has important economic
implications.

Fraternity educational guidance has been successful too. A majority of the
more than four thousand chapters of national fraternities are consistently above
the all-men's average for their college or university, and many are campus leaders.

Success begets success. Because over the years fraternities have helped their
members in college achieve their general and specific educational goals, these
members as alumni have not forgotten their debt to either fraternity or alma
mater.

It is not accidental that fraternity alumni are disproportionately generous coin-
tributors to the support of their colleges aid universities. Their undergraduate
experience helped develop their capacities for larger loyalties, and their insti-
tutions are the beneficiaries. At the University of Colorado, for example, asurvey revealed that the twenty per cent of alumni who were members of frater-
nities had contributed eighty per cent of the funds raised. At Northwestern
University the comparable percentage for fraternity alumni wasi even higher.

Even though fraternities, presently categorized by the Internal Revenue Service
as "social clubs" under the provisions of the IRS Code (Section 501(c) (7)),
cannot offer the benefit of a tax deduction to 'an alumnus who *ishes to give
financial support to his fraternity's general program, educational though it be.
niany contribute regularly and generously each year. Each gift is in reality an
indirect contribution to higher e-ucation, since it helps support an organization
whose primary objective is to enrich thetlducation of its members.

Furthermore, more than thirty tax-exempt educational foundations have beenorganized to receive contributions from those wishing to give direct support to
fraternity educational efforts. Their collective assets of about $12,2M.,000 pro-
duce annual revenue, of about $460.000 which are allocated to such direct educa-
tional support as individual sccholarshils, fellowships, and loans and grants to
chapters for tutorial services , libraries, and the like.

III addition, by its very nature the college fraternity experience can and doe's
provide for the general educational development of Its individual members inareas left largely untouched by the classroom. College fraternities have In fact
been so successful in provilding these outcomes for their undergraduates that
increasingly the colleges and universities themselves are seeking to bring coi-
parable values within the reach of more students, through living-learning Tnters
and new approaches to dormitory programming.

But the most significant support which fraternities provide to higher educa-
tion is indfreet. It is the provisions of student accommodations and facilities
which would have to be provided by the institution otherwise. This lightens the
taxpayer's burden substantially.
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Fraternity chapter homes provide living accommodations for 160,000 college
students. It would cost an estimated $800 million to replace these with dormi-
tories. Most fraternity chapter homes provide food services as well. Recognizing
the Importance of the educational contributions which fraternities are making.
many institutions have helled with land or financing. However, in the main
chapter houses are the end product of fraternity enterprise and fraternity dollars.

In sum, fraternities are making substantial contributions to the general edu-
cational development of students on the campuses of a fourth of the colleges and
universities in the nation, and are providing living accommodations and food
services and social facilities with a replacement value approaching a billion
dollars.

The importance which higher education attaches to these contributions is at-
tested by the growth of the fraternity system, a growth of sixty per cent since
World War II. Further growth appears to be assured too. A recent survey by
the National Interfraternity Conference revealed that the officials of eighty
per cent of 150 institution without fraternities would encourage the establish-
ment of a fraternity system. Yet many colleges and universities which want
fraternities are forced to do without them simply because national fraternity
organizations have limited means to devote to gro vtit.

In the form approved by the House of Reprementatives. II.R. 13270 will seri-
ously curtail the operations of national fraternity organizations by subjecting
to income tax passive investment income used by tlhe national fraternities to help
finance their operations.

The pa.ivve investment income of the national fraternities comes in part from
the investment of life subscriptions to their magazine. They collect from members
life subscription fees which are usually deposited in a separate fund adminis-
tertd by a board. Earnings are transferred to the fraternity's operating fund
to cover costs of producing and distributing the magazine.

From these magazine funds have come many of the loans which have made
chapter houses possible, since the loans are usually on second mortgage security
at a preferential rate of interest. It is not usual for fraternity trustees to invest
up to seventy or eighty percent of their magazine funds in loans to charters
for housing purposes.

The provision in H.R. 13270, which subjects to income tax at full corporate
rates all of the income (except dues and payments for services) of organizations
described in C(ode Section 501(c) (7), is applicable to national college fraternities.
since they are erroneously included in the general category of social clubs. This
means lucome from investments, such as those made by the trustees of maga-
zine funds, would be taxed.

Investment income comprises up to thirty-five percent of the operating revenues
of national fraternities. Taxation at the regular corporate rates would be a
crippling blow. For example, it would mean the loss of about $50,000 a year
in operating income for one large national fraternity with an annual operating
budget of three hundred thousand dollars.

For the reasons stated. the harsh effect of the unrelated business income tax
provisions on national college fraternities sl:,old be mitigated by the Senate
Committee on Finance.

Respectfully,
RiclIAt R. FLETCHER, E.recutire Seeretary.

NATIONAL INTERFRATERNITY CONFERENCE'S FIFTIETH ANNIVERSARY DECLARATION
Or PRINoIPLs

On this golden anniversary of the founding of the National Interfraternity
Conference, wo. the member fraternities of the Conference, reaffirm our acceptance
of the responsibility for a positive contribution to the educational functions of
the sheltering Institutions, recognizing that the fraternity is under an obligation
to promote the most complete personal development of its members-intellectual,
moral. physical and social. We. therefore. declare that:

1. The college social fraterndty, conceived in 1776 and perpetuated as a system
of service to higher education in 1825, believes in the cardinal traditions of the
United States oX America and the Dominion of Canada-reverece to rod. alle-
giance to country, fidelity to representative govermnent, and devotion to personal
Puberty.

2. The fraternity considers superior Intellectual achievement and impeccable
behavior as being incumbent upon all fraternity men.
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3. The fraternity accepts the obligation that the ass(w.iation of any group
of students as one of its chalpters involves the responsibility of the group for the
con(luct of its members.

4. The fraternity is committed to the purpose of training its niemibers ill the
arts and practices of living together, culturally and socially, and of giving them
as much responsibility as they can carry with dignity and success, us a supple-
lent to the curricular aims of the college and university.

5. The fraternity, created and developed by self-governing means, and being
dependent upon voluntary methods for its continuing successful operation, deems
self-determination in the selection of Its membership to be implicit in its
organization.

6. The fraternity, recognizing the need for organized, positive and responsi-
ble rapprochement between students and administrators of colleges and univer-
sities, promotes constructive leadership by Its members in such matters as
scholarships. hou.-ing standards, extra-curricular values, training for -ucceful
citizenship, and ,.ound business practice both In chapter finances and in the
business relations of its member,.

In the pursuit of the effective and complete fulfillment of these Principles, the
fraternities of this Conference and their members renew their pledges of loyalty
to the colleges and universities which have long extended to them the privileges
and responsibilities of a home.

STRONOIOLD INC.,
Stronghold, Dickerson. Md., October 17, 1969.

SENATE FINANCE COMMITTEE,
New Setiate Offiee Building,
Washington, D.C.
(Attention of Mr. Tom Vail, Chief Counsel.)

GENTLEMEN: Thank you for your telegram of October 13 telling us we ay
present our views on the Reform Tax Act of 1969 also known as H.R. 13270. We
are very concerned lest such a law have a disastrous effect on our endeavors and
appreciate your courtesy in allowing us to present our suggestions.

Probably what caused the confusion was that I am Treasurer of both the
National Parks Association and Stronghold, Inc. and I wrote on behalf of each
on August 22 asking for time before the Committee. Ali assignment of time was
made for National Parks, but none for Stronghold. N.P.A. accepted and deslg-
itated its President, Anthony Wayne Smith, to represent it. Mr. Smith chickened
out after tAix counsel advised him that his appearance might be construed as
"political activity." I don't go along with that view but it is immaterial except
that I know of others who would have liked to appear in protest of the bill but
who are afraid for the same reason. Foar, therefore ha8 dcprived the Committee
of tide opinions of many people.

Now to show why we think this bill should not be passed In Its present form.
Gordon Strong, a Chicagoan, died in 1954 leaving his property (Sugar Loaf
Mountain-some 2400 acres in Frederick County, Maryland) to this corporation,
a non-proflit one that he and his wife set up in 1946. He left a modest Trust Fund
with The Riggs National Bank in Washington with the income to be paid quar-
terly to the corporation for upkeep of the mountain. In doing this he was
prompted by the belief that "people who have an appreciation of beauty are
better people, who will treat each other better." A partial copy of the charter
of the corporation is attached. It has been granted complete exemption from
taxation both as to its own income and as to gifts to It. The IRS has just reviewed
the exemption in connection with tax returns for the years 1966, 67 and 6S
and has written a confirmation of the tax exemption and acceptance of the
returns.

Strong wasn't making any money on this deal, he was "giving." The same may
be said for the present Trustees and officers who now administer the affairs of
the corporation. Now we are concerned lest the Tax Reform law would tax
income to the trust and then again tax the same income when received by the
corporation. More about us is on the attached papers.

As we understand the law and as we are told by your office, the bill would
subject Stronghold to a 71/% tax on its Income. We object to that or to even
2% as we feel this Is not the right approach. Practically all of our income is
from stock dividends and bond Interest and the former hare already been taxed
52%. We feel that should be enough for a silent Iartner with no money invested
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and whose contrilbutIon through over-all running of the country has not been
to) siart for mal0ny years.

There Is a sensible way to achieve the desired edc. If soie noil-1)roflt and
tax-exelnpt groups have been abusing their positions then the cure is not by
penalty tax ol everyone. It is by regulation as Is done with many facets (of
bsilless. Policing can be done its the Federal Reserve 111d the FI)IC do with
banks-they examine them for proper pract ices tind (,]large for the exaiuiiatiOn
according to the aniount of work involved.

No, sir! We object to even a 2% tax on other gromds too. A 2% tax is only
tMe entering wvedge--it will grow just as the So.ial S.urity Tax has growli.
Remember, it w'as very small, but year by year it creeps zip. The sai1e would
haplnfd to either a 71//% or a 2% tax when pressure groups convince future ('uon-
gresses that money should come to them.

We object to the clssilications set up in the Bill-there seems to be none that
fits our kind of organization and too had as there are many like us. We aren't
a foundation and we aren't deriving 2A of our Incoie from membership. We
aren't a "school", but we are educational in nature and we do some scientille
work. We are set up to have a memlbership but we have not. yet had the need for
It. nor the funds to get it start(d(. We do have about 90,&M) people who come to
our place each year and we would dislike to place a charge on them because it
greedy U.S. Treasury I)elmtrtment thinks this in eiiasy way to get more money to
sqluander. Is there any jit8tiflration for charging, its a ax and not charging (1
corporation with 20,000 or 30,000 members when that corporation exacts an
annual fec from its vwvicbere?

lle object to the Bill, 11.R. 13270 on constitutional Yrounds.
In the case of Eisner vs. Macomber it was ruled thit the 16th Amendmevnt

did not give Congress power to levy income taxes on dividends from stock. This
ruling in 1920 considered such a tax a "direct tax" and in violation of Article 1,
Section 9. Paragraph 4.

The Child Labor Act was voided in 1922 because it was a "penalty" rather
than a tax and hence in violation of the 10th Amendment. Case of lhailey vs.
Drexel Furniture Co.

In the tame year a case of Lipke vs. Tederer brought out the ruling that the
imposition of a tax as a "1pnalty" was a violation of the f5th Amendment. (due,
process clause).

Iit the case of the U.S. vs. Constantine (1935) the Suprewe Court ruled "Where
i addition to the normal tax fixed by low an additional sun is collected Iby
reason of conduct of the taxlwyer violative of the law, and this additional sum
is disproportionate to the amount of the normal tax, the conclusion must be that
the purpose Is to impose a penalty as a deterrent and punishment of the unlawful
conduct." Tie only support for such penalty was the 18th Amendment, repealed
in 1933.

An to prohibiting politicall actlt'ity" the bill is in violation of Article I of
the Constitution as it is a clear "abridginent of frcc spcceh." If this is so lin-

portant as respects foundations, why Is It any less important with such actiritiex
on the part of churches and labor unions?

And, while the Treasury Is looking for more money, why docs it overlook th
three billion annual imeovnc of unions? They have vast Income from sources other
than fromt members; Incoine from ventures competing with other business that
often pays 52% in taxes.

The change in the depletion allowances Is too drastic. Why not try 25% and
sce what that does? Everyone knows that a ta' is passed on, so whom does this
provision benefit? Not the little mani who is going to ilay more for gasoline and
more for other products where the depletion allowance Is cut. And why ifot a
depletion allowance where the product comes from outside our country. Is the
objeetire to force us to deplete our resources while the rest of the world sits oi
theirs?

The elhnge in capital gains is too drastic and (-an have damaging effects. One1,
will be higher rents-again a tax will be passed on. The building business is hard
hit enough at the moment by high Interest rates. If you think a change must ie
made then wihy not gear the rate of ta to the period during which the propcrtl
it'as held? Wouldn't that be equitable?

The present 7% incentive for Investment, if eliminated. icill become anthct
force for befiation. Our productive capacity will e lessened, costs will be higher.
supply will not measure up to demand.
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Rvinocal of tax e.cciptio& on s(curitiCs iSssied by states and municipalities
will merely inaku thcn pay higher rates which In turn will ican higher taxes
for their citizens. It doesn't make sense. The people who buy tax exempts forego
a possibly higher invone from other sourees--isn't that enough

A curious [)rovisiozl of the Bill denies the right of a foundation or nonprolit
group) to make a direct grant to (in ildiridual unless the individual is selected
by a school or college. In our case we want to have an ecological study made of
our mountain. Why should we be compelled to take some student that solile
educator ;ays we should have when what we want is one we feel can do the Job
we want so as to turn out a usable product? This is a provision intended to
correct an abuse, but it is an infringement of a freedom. The correction would
be to make it illegal to make grants to persons where the purpowe is not in line
with what the corporation was set up to do.

We dislike the tactics of some of the lorolpoeiits of the Bill. They art, mislcad-
ing and downright deceitful. We have in initd tht, aplpearanee on TV of an Under-
Secretary of the Treasury who told of a wealthy man whose Income last year was
$1,200,000.00, but who slid only $400.00 tax, whereas under the Bill he would pay
$400,000.00. WVe were not told the whole story-what exemptions made this low
tax possible. It must have been legal, else there would have heen I -,ecutioll. The
inference was that the whole thing was wrong. Honesty and candor when
addressing the public are goox qualities. Tihe FTC would have the hide of a
manufacturer who didn't tell tile whole story about his product and in fact SEC
and other government agencies are zealous in being sure that the public gets
cjmiplete information. Should a government man be immue?

We fear the economic Impact that I1R 13270 might have on the econoiny. It
makes changes that can be damaging, changes that require more time and thought
than have gone into this lill. We think the restrictions of the 1il1 will Impede the
growth of our country. The Bill is a hodge-podge-such a set of changes should
be made slowly and deliberately with study beforehand. Maybe someone did study
the possible effects, but he must have just got out of kindergarten.

And, while we are still thinking of deceit, why is it that vast numbers of taxe-
payers are given a reduction. of taxes at a time tcA e the need Is for more govern'-
ncital invoincf We hope the Congress will continue the surtar. We have the feel-

Ing this was to make a drastic bill acceptable to the ma jority of people. We can
be sure that this reduction will not long endure and that once the Bill is on the
hooks the rates for Individuals will go back up.

We feel suie the Senate will do letter by the country than did the House in
Its consideration of Tax Reform. We agree that there are possibly some inequities
and that these should Ibe correted, but slowly---don't (10 it all at once and nrasas
a bill that will create confusion, lawsuits and unnecessary expenses for govern-
nmiuit and taxpayers. This Bill has all those utndesirable fcatttrcs, including dIs-
crinination find unfairness.

1. It seeks to "peinalilze" all non-profit corporations because of the misdeeds
of a few. Misdeeds should be ontrolled by re'gulatori neans. not by punitive
tai.res. Regulation should be b.y law, not Iby men, then we would AI understand.

2. Income from securities held by non-profit groups hes already lben taxed too
heavily before it reaches then as dividends.

3. The classifications of non-proflt groups do not make adequate provision for
the kinds in existence.

4. The capital gains provisions call be Oplpreiv--the change should take into
consideration the time at property is held.
5. More inflation and higher prices will result through dhe depletion alfowance

changes. More also through the passing on of taxes in other cases.
6. The effect on giving imny i disastrous to charities. Will we not have arrived

at a police state when charity has been killed and government has to do what
Is now done by private means? Many non-profit groups, even those with membelr-
ship income derive a substantial part of their funds from private giving and when
this dries up many will be forced outt of existence.

T. The "Constitutionality" of the 11111 is open1 to question.
S. As It Ptands. a hastily drawn hill. a Bill conceived by some without too

snuch economic' expe-rience or knowledge, It is a inusy iet"e of legislation and
our hope is that the Senate can turn it into real Tax lReform.

Again. our thanks for allowing us to present our views. Other matters and the
lack of time prevent us nmak ing as good a l1resentation as we would lve wished,
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but I believe you will understand our basic objections to the Bill. We trust that
the final Bill will not spell "curtains lor the work we want to do for our fellow
uan.

Sincerely,
DONALD X. MCCORMACK,

Executive Sccretary-Ti cas trcr.

ARTICLE OF RESTATEMENT

INCORPORATORS
This is to certify:
First.-That we, the subscribers, Gordon Strong, whose post-office address is

Stronghold, Dickerson Station, Maryland; Louise Strong, whose post-office ad-
dress is Stronghold, Dickerson Station, Maryland; and Donald A. McCormack,
whose post-office address is ,1031 Upton Street N.W., Washigton, D.C.: allbeing
of full legal age, do, under and by virtue of the General Laws of the State of
Maryland authorizing the formation of corporations, hereby associate ourselves
with the intentention of forming a Corporation.

NAME

Second.-That the name of the Corporation is "Stronghold, Incorporated."

PURPOSE

Third.-That the purpose for which the Corporation is formed and the business
and objects to be carried on and promoted by it, are as follows:
To acquire land by lease, purchase, gift and/or devise; to develop such land

with roads and other appropriate forms of landscape and/or architectural treat-
ment; and to offer to the public for its enjoyment and education. access to Much
land whether developed or undeveloped; to take such other steps as shall ap-
pear desirable and compatible toward public enjoyment of and education in out-
of-door beauty as one of the great sources of human happiness; to promote by
example, by precept and by such further encouragement as the Corporation
may find practicable, the development and enjoyment of out-of-door beauty
elsewhere, and to engage in such Incidental activities as promote and are
compatible with the foregoing purposes all with the aim of promoting the physi-
cal and mental development of the greatest natural resources of this nation-
its people.

To receive the real estate and other property devised and bequeathed to it by
the will and codicils of Gordon Strong, such will and codicils having )well
admitted to probate and record.

STRONGHOLD : STORY OF A MAN AND A MOOUNTAIN

(By Judy H. Caldwell)

Approximately forty miles northwest of Washington, D.C., near the town of
Frederick, Maryland, a small mountain known as Sugarloaf rises 1281 feet
above the surrounding countryside. It Is a small detched segment of the Ap-
palachian Mountain system which seemingly guards the farmlands In the
Potomac-Monocacy watershed of Maryland. Sugarloaf Mountain Is now a part
of a 2350-acre preservation, called Stronghold, that is unusual both In its
history and as the story of a man and his mountain.

While canoeing up the Potomac River toward the mountains, a group of Mnary-
land's earliest explorers saw a detached, solitary mountain to the north. They
saw only its south end, where slopes rose symmetrically to the highest peak. Tbo
shape of this isolated peak reminded them of a loaf of sugar, a common item
in a colonial household. Thus the mountain was named "Sugarloaf"; a name
hardly unique in the annals of American mountain-naming

In 1775 General Braddock's Ill-started expedition passed the northern end of
Sugarloaf on its way to Pennsylvania; and during the opening months of the
Civil War, Union forces maintained a watch-tower and signal station on the
summit. It was from this pinnacle that General Lee's advance guard was seen
crossing the Potomac at White's Ferry in the first serious invasion of the North
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iii 1 82. The callttlre of Smgarloaif was tilie olpening actio of a cn'lla igil tha tended
ill tit beIdotly struggle lit Altietl ill.

Re(('lt treleologi(al e(aivitioins wiIilin til l)reser'atiol hlave di5lsedl tile

renniins of the eightet'uitlh-cetury A nwiing glass fatory-the first large gla.s

fatory iti this contry-at t it. ise of tile filoulitil ill. Tihe factory. called the

Ne,\\w Brellit (flass Malltfaletory, is known to have been tilq'rated front 1795 to

1875 by ,Jihn Frdehrick Aanlurig. aIu1i rivaled Inlauty Eurolitan glass works il Its
size. Aneltng's ])roditicti nl is lit-st kulolvl froll at slilall group of copper wlhvel-

cugrave-d coverId glohe, s an11( fiJs-large flarinlg gia es-oiw lit inll.niliS ill(]

1)rivitte ceiot tions.
In tite year 190Y2, Gordon Strong, a Chiceago patent attorney and realtor, saw

tie nlouiitaiun while vacationing in Vashingthm. Tills first gnlmpse of Stigarloaf
led to tie grlidual purelse if ore than 2,W1) acres of the land for a sulmlier

retreat after his ret ireniitt, lie then li)ore4 years of pativint labor and ltun(reds
of thousands of dollars into niahing it into a s eni, attraction that today draws
over 75,000 visitors a year.

Around 192 5, Strong considered erectilng a plaletarilln at the top of Sngarloaf.
lie invite(l tile elnlllent ar(hite t. Frank Lloyd Wright, to pay hiiti a two-week
visit and then design the planetarium. But Strong s subsequently rejected the draw-
ing which Wright siibinitted, wimd dropped the Idea for the ilanetarilun. WrIght's
125 drawing di(, however, form the basis for the present (1luggenlihl art
museuin it New York City.

At one time the late President Franklin D. Roosevelt attempted to secure Sugar-
loaf as a summner retreat for his cabinet members, but without sueess. President
Truman also attemi)t(4d to acquire the mountain ; but Strong remained adamant
in his refusal to part with it.

li 1946, Strong established Stronghold, Incorporated, a non-prolit eorporatlion
which Is comprise(d of four officers and a board of tell trustees who administer
the l)rxservation. At Strong's death in 1954 tile land was decided to the
corlminrtion.

The preserve his never felt the impact of ineehnnized forces. It Is coveretl in
large part of a thick growth of trees, some of the boles (if which are, blackened by
forest fires which once raged over tile peaks :n(1 slopes. At the base of the east
slolie lies a shinniering . nall hike that aplpars to have been shaled by tie lian
of nature. In reality, it was a inarsh bisected by at watery dit'h. Tile twisting
roads that plunge through the woods. show no raw earth where the mountainside
has been cut; needed cuts have been solidly planted in honeysuckle and myrtle.
As the road slowly winds its way to the stuiiit, visitors may 1Imuse at several
lookout l)oints that have beent (arved out of the stands of pine, and oak. The
Monocacy fnd Potomac Rivers gleam in the distance, and olt a clear day the
historic town of Frederick may ie seen to the north.

Stronghold is singularly lacking in the gaudy tourist trappings that abound
in many public parks. A gift shop sells loal crafts, small antiques, and paintings
by local artists-a far cry from the shoddy hawked in the souvenir shops of many
a large preservation. Tile only other concession Is a single soft-drink stand. In
keepig with Instructions left in Strong's will, the corporation's polhey i.s to keep
the preservation In as close to a natural state as possible.

Stronghold Is used frequently by Boy Smout groups for canoilUts and other
activities, and plans are currently underway to establish a nature center in
tile preservation. Church groups often hol sunset services on the western cliffs
at the summit. The choral music rising Into the air, the view to the vest, and the
slowly-sinking sun combine to create an inspiring setting.

This, then, is the brief story 6f a Ilihn. and his ntountain. Gordon Strong worked
with the mountain to disclose Its qualities of mass, Ix)wer, and enduring beauty.
He did not try to change nature; his was an atteml)t to make more apparent the
qualities which lay largely hidden in this Isolated ridge of the Appalaehians.

STRONO ?rODr)-l
-".April 1, 1069.

First, a small mountain, geologically unique; second, a man Gordon Strong,
who "di;overed" it and recognized Its possibilities and then, In 1946, organized
Stronghold, Inc., a non-profit corporation to develop the potential of the little
mountain, lie had sole idea that people who have an appreclatioli of natural
beauty are better people, l4ople who treat each other better and that the inoun-
tats offered a means of bringing aout that appreciation. Lastly, it Is a dedicated
staff, headed by a Board of Trustees of eleven men who serve without lay.
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After "discovering" tilt mountain In lif2 (It was i)revihsly discovered In 1TOT
hy Swiss, L uls Michael) Gordon Strong, a Chicagoan of Scotch mlnestry SlH'lt
over .t0) years acquiring the mountain, until. at his death in 1054 ie held 2:.74)
it(res. In 11211 he niade arratigeinents that permitted the public to share with himr
and his wife the more, sis' tacuar Iorts of thet mountal.

graduallyy. the property was improved with roadways. lldtsca:ping and Iuild-
higs, including his own residence. The natural-ltking lake tit the ftmt of the
mountain Is not natural at all: it was once a flat field where killdeers nested
a imig tilt, stones. Tht leorgian-Colonial residence was built it 1912 nind enlarged
In 1928. It is only one wing of an Intented imposing structure that. will be used
io further the alms of Stronighold, In. that now owivn the mountain property.
Tite prielial alm of tile corporation Is to do the thing that Oordon Strong con-
ceived. "the teaching of an appreciation of natural beauty."

Since all his relatives were wvll-pro'ldId for hi the will of li. father, Ihenry
Strong. and by the trust fund set ip by it, Mr. Strong. in writing his o\win will
could devote Inlot of i1s assets to the inutinin. Accordingly, aI trust ftrud was-
arraiged with The Higgs National Blank of Washillgton nd tilit motdest Incom,
thereby arising was directed to be xild to Stronghold, Inc. mills incoltm IS now
misetl I, that vorl)oration to umilntain and develop tihe Illilltnl.l

InI its admilnistradtioll of tile Iow nearly 3MW1 acres ili Its eare, the Board of
Trustees proceeds4 on the principle of inalitaining the area in as near it itr'lI
state as possible. Suga r rLoaf Mountain as well as bwilg potssed of coinsiderabh,
senie attractloa Is geologically important, Geologists have that tilt, determination
of its formation and subsequent history nimay well provide the key to the structure
of the western I'ledmont area.

A motor road permits driving to near tile foot of tie sugarlof-shailed top of
the mountain and tit its terimius Is ample parking hidden among tilt, (revs.
From tite point a trail leads to the top. 1283 feet above sea-level, and it its
beglillig Mr. Strong had erected a sign which reads:

"One quarter tulle horizontally (but it's not horizontal)
325 feet vertically (but it's not vertical either)
Ttanda est via (a trail well-worth trying)"
We feel sure that those who visit and witlk albut this little noutitin will

enjoy It. and will Ienefit both physically mentally.
When lie "found" It, Sugar Ioaf Mountain was far off the beaten track, it

wildernest surrounded by lovely farming country aid acmels-sble only by rough
dirt roads, always dusty when not illssable with mud, Now it is an easy 5o
minutes from the Nation's Capital, northwest on Interstate 70-s toward Fred-
crick. Its wooded and rocky Peak overlooks farm countryry . still lovely. hut daily
becoming more crowded with dwellings, government omeives, laboratories and the
many service facilities that population requires. We shall preserve this "gem."

STATiMMENT OF TIE NFW EN(1I.AND JOURNAl. OF NIFDJVINF, SUIMITTM" BY lto0i:RT J.
McGt:z

The New Mgland Journal of Medliene, whiieh is published by the lMassaclivetts
Medical Society, Is one of tile world's leading inedical journals. For Imnty yem.x
the Society subsidized the Journal, spending hundreds of thou.nids of dollars
as a contribution to the dlsemihnathon of selentilie knowledge. Over F0% of the
circulation of the Journal Is to subscribers who are not members of the Soelety.

In recent years the Journal has been profitable, mainly because of the need of
the drug rdustry for advertising media. The Tax Reforn 11111 of 1111. as passed
by the House of Repre,tntatives, Is designud to tax those profits.

The Journal carries advertising (although It carefully ,welets ads mid II se),tiS
extremely high standards of act-eptablilty) in order to make money. Because of
the large advertising revenue tilt, Journal as a whole makes a profit, whi'h is
eventually used for the charitable and educational purposes of the St'ty.
Trhis Is not merely pas.lve Income front lnvestmenlts: it is active Ilcomo derived
fromn the entry of the Journal Into the marketplace of commercial advertislug.

In light of this, it Is the msition of the Journal tlat broad conslderatlons of
sm-lal Ilicy Indicate that the profits of the Journal from advertising should le
subjet to federal income ta. The need for equitable sharing of' !h,. tax burden
requires that all who enter Into an active enterprise for the lurpo.4te of making,
money should contribute to the supliort ot the essential programs wN-hhch thlt
federal government lis begin to Imiplhment. While It cnn rightly be, 11riled thi
private charitable and educational uses contribute equally to tlhe welfare of our
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society, and indeed may provide flexibility and imagination necessary to develop-
ment of our social resources, thus justifying the exemption from tax of the
Society's income, on balance we believe that the exemption should be limited
to Massive income.

We disagree emphatically with one of the arguments of the proponents of this
section, that of "unfair competition." Our tax exemption gives no competitJve
advantage over nonexempt publishers. For one thing, we are not in competition il
any real sense, because an enterprise which as a whole exists for the purpose of
making profits cannot be and Is not trusted to maintain the disinterested objec-
tivity necessary to the selection and publication of learned scientific work. Sooner
or later the judgment. will be clouded and concessions will be made to the expe-
dient and the profitable. For another, the tax exemption has no effect on our
pretax profits as compared to those of any other publisher; it is merely that our
after-tax dollars, devoted to charitable purposes, are greater than the after-tax
dollars, devoted to selfish purposes, of profit-oriented businesses. There is nothing
"unfair" about this.

Nevertheless, by receiving a share of the available advertising dollars we may
be diverting money which would otherwise be subject to tax, and thereby depleting
the available federal revenues. Although we believe that we can and do make
good use of these funds for valuable purposes, we also believe that to the extent
we derive revenue from active participation in the marketplace, we should share
these revenues with the federal government and that the tax exemption should
be eliminated.

We offer to the committee a substitute draft of section 121(c), which we
believe is preferable as a matter of form since the present version is ambiguous
and lacks precision. Our substitute also contains the following substantive
changes:

1. The words "be deemed to include" are inserted to make it clear that ordi-
narily the terni "trade or business" does not include an activity or element not
capable of independent existence. The Society has engaged In extensive litigation
with the Internal Revenue Service on this matter, and continues to resist the
application of the regulations promulgated December 12, 1967. There are now
two taxable years involved. If the Congress is to legislate on this subject, it
seems to us unfair to leave those two years in dispute when the dispute will have
no continuing importance.

Our opposition to the Internal Revenue Service has not been on grounds of tax
policy. As stated above, we favor taxation of this income. We have done battle
with the Internal Revenue Service and the Treasury, resisting their attempts to
distort the meaning of the present statute by revoking their own long-standing
construction of its meaning, because in this matter the executive branch has
attempted to engage in legislation, rather than its proper function of interpreta-
tion. Only the Congress has power to change the law. The Senate, which in other
areas is effectively resisting executive usurpation, should be equally vigilant
here.

2. The requirement that a profit-motivated element be substantial, alone or In
combination with other such elements, and the definition of substantial as being
more than 10% of gross receipts, are Intended to establish a dc minitnus rule. This
will be helpful to some of our small brothers who may carry classified ads of the
"doctor wanted" and "doctor available" sort. the revenue from which is Insignifi-
cant in terms of dollar amount, while the necessity of calculating the tax would
Impose heavy administrative burdens.

8. The exclusion of "a necessary subsidiary procedure" from the "trade or
business" definition Is essential to cure an ambiguity Iii the present version.
Under the present version the sending of bills for subscriptions to an educational
magazine which carries no advertising would, literally, constitute an "activity
which is carried on tor the production of income." Since it is not intended that
the subscriptlon revenue be subject to tax (and there are similar examples in
other areas) the bill requires the clarification supplied in our proposed substitute.

4. The proposed substitute provides that the tax is not to exceed wh.t the
tax would be if the whole publication were a taxable entity. For example, the
advertising revenues may exceed costs allocable to the advertising element by
$20,000; while the costs allocable to the educational element (the scientific
articles theilnelvea) may exceed subscription revenue by $100,000. Thus the
overall profit would be only $100,000, and that is what a fully taxable publica-
tion with similar figures would pay. Since there could be no advertising without
the educational matter, the net costs of the educational element are an ordinary
and necessary expense of producing advertising revenue.

38-865 O-68---pt. 2---54
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The Report of the House Ways and Means Committee (General Explanation
of section 121(o)) Indicates that this "net" result was intended, but the bill as
drafted completely fails to provide for it.

5. T7he bill in its present form leaves a significant loophole. It would be pos-
sible for an exempt organization which now publishes a related magazine to sell
the physical equipment outright to a commercial entity, and to grant the right
to use the exempt organization's name, membership lists, etc., in return for a
royalty. The royalty might be a large proportion of the net profits of the enter-
prise, but would constitute a business deduction to the commercial entity and yet
would be nontaxable income to the exempt organization under section 512(b) (2)
of the Code.

The second paragraph of section 121(c) contained in the substitute is designed
to prevent tax avoidance by this method.

Annexed to this statement is a copy of the proposed substitute for section
121(c). Also annexed are two sentences which we suggest might be included
in the committee report to explain the purposes of certain of the substantive
provisions of the proposed substitute.

In summary, we believe that section 121(c) as passed by the House of Rep-
resentatives is defective In form and to some extent in substance, and should not
be enacted as it stands. However, we agree with the general purpose of the bill,
and support enactment of our proposed substitute for section 121(c).

PoMrTON OF COMmi REPORT ON SoC. 121(c) or H.R. 13270 PROPOSED BY
MASSACHUsETTs MEDICAL SOCL'TY

The requirement that the element be substantial will usually eliminate from the
category of an unrelated trade or business such activities as the carrying of a
few classified ads In trade or professional Journals or the infrequent filing for
prescriptions for outsiders by a hospital pharmacy. The requirement that the
element not be merely a necessary subsidiary procedure In carrying on the
trade or business as a whole will make it clear that an activity such as the sending
of bills for services which are directly related to the exempt function, for example
bills for normal hospital charges or for the subscription price of professional
journals, does not constitute a separate trade or business.
SuBsTrIT DaArr or Smx, 121(o) or H.R. 13270 PROPOSED BY MASSACHusETrs

MEDICAL SocrTY

BILL SEC. 121 (C)

(e) Activites Tncluded as Unrelated Trade or Business.-Section 513 (relating
to unrelated trade or business) is amended by striking out subsection (c) and
Inserting In lieu thereof the following new subsection:

"(c) Advertising, etc., Activitles.-For purposes of this section, the term 'trade
or business' shall, with respect to any taxable year beginning after December 31,
1069, be deemed to Include any element of an integral trade or business if such
element exists for the principal purpose of producing Income from the sale of
goods or the performance of services, provided such element is substantial in
relation to the integral trade or business, and Is not merely a necessary sub-
sidiary procedure in the carrying on of the Integral trade or business as a whole.
For purposes of the preceding sentence an element shall be considered substan-
tial If it (or in the case of an Integral trade or business containing more than
one element described In the preceding sentence, the combination of all such
elements) produces more than 10% of the gross receipts of the integral trade or
business& The combined unrelated business taxable income of all elements of an
integral trade or business, which elements are trades or businesses solely by
reason of this subsection, shall be deemed not to exceed what would be the
unrelated business taxable income of such Integral trade or business if such
integral trade or business were an unrelated trade or business, giving effect to
any net operating loss deductions.

"If an organization described in section 511 (a) (2) receives royalties or other
payments for the use of its name, membership lists, mailing lists or similar

,.property, in a trade or business which If owned by it would be or would contain
elements which would be, an unrelated trade or business, such royalties or other
payluents shall for purposes of section 512(b) (2) be treated as payments which
at* not royaltie&"
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STATEMENT OF THE SOCIETY FOR THE PROPAGATION OF THE FAITH, PRESENTED BY
THE RIGHT REVEREND EDWARD T. O'MP-A&, NATIONAL DOCTOR

APPRECIATION

The Society for the Propagation of the Faith expresses appreciation on behalf
of the National Director, its one hundred and fifty Diocesan Directors, and over
300,000 priests, brothers, sisters and lay people working in the mission effort
of the Catholic Church, for the privilege and opportunity to make this presenta-
tion to the Senate Finance Committee.

The Society for the Propagation of the Faith is well aware of the problems
and perplexity that must surely confront members of the Senate Finance Com-
mittee as they seek to arrive at a Bill that is both fair and just. We sincerely hope
that the presentation which follows will be helpful to you in making your final
decision.

THE SOCIETY FOR THE PROPAGATION OF THE FAITH
What it is.
What it does.
Who it represents.
(a) The Society for the Propagation of the Faith is a religious charitable

organization organized as a membership corporation under the laws of the State
of New York.

(b) The scope and function of the Society for the Propagation of the Faith is
accurately described by the following statement: 'The Society for the Propa-
gation of the Faith is the principal official agency of the Roman Catholic Church
In the United States for the world support of the Church's missionary activities.
The Society's funds are used to support its missionaries, to train its future per-
sonnel, and to subsidize its projects of assistance in the developing areas of the
world."

(c) Tlhe Society for the Propagation of the Faith thus represents over 47
million Catholics in the United States in gathering assistance for the world-wide
mission effort of the Catholic Church.

TAX INCENTIVES TO RELIGIOUS, EDUCATIONAL AND OTHER PHILANTHROPIC INSTITUTIONS

At the outset, we wish to recognize the munificent way in which our government
has rendered indirect assistance to worthy causes by the provisions of Its tax
legislation. Gifts to educational, religious, social welfare and other philanthropic
institutions are encouraged by the Federal Income, Estate and Gift Tax Laws.

However, except in most unusual circumstances, a donor sacrifices substantial
economic worth when he makes a philanthropic gift. Thus, his prime giving
motive is his belief in the philanthropy's work and goals. Tax savings became
important only after he decides to make a gift. They reduce the cost of giving
and enable a donor to contribute more than he initially thought possible. The
Society for the Propagation of the Faith is grateful for the benefits reaped in
the past from the operation of these concepts and makes Its presentation in the
hope that such benefits may continue.

TAX REFORM AOT OF 1969 (H.M& 18210)

This Act is probably the most far-reaching modification of the Internal Revenue
Code since the inception of the Internal Revenue Act We feel that the Act as
passed by the House of Representatives includes many changes of substance
which had not been announced as even tentative decisions, and this has been
done without acknowledging that there has been a substantial change and direc-
tion. We admit that there have been abuses, but in small numbers. We are con-
fident that these abuses could be stopped by the enforcement of present legisla-
tion and rulings. It is our opinion that this proposed legislation goes too far in
expressing punitive regulations which may or may not meet the approval of the
voting taxpayer. Be assured, however, that we are not in disagreement with the
entire Bill. There are sections that we wholeheartedly approve and others that
we are willing to accept. These will be listed later in our presentation.

DEFERRED GIVING

The Society for the Propogation of the Faith is particularly concerned about
the passages in the House Bill which threaten the future of its Deferred Giving
Programs. In the past few years Gift Annuities and .Charitable Remainder Trusts
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have become a large part of The Society for the Propagation of the Faith's plans
and hopes for the raising of the necessary funds to support its work. Current
giving sources are no longer sufficient to take care adequately of our needs and
we have been forced to turn to Deferred Giving as a means of keeping abreast
of steadily rising needs for the services provided by the Church's mission effort.

RE(omMENDATIONS

CHARITABLE OFI' ANNUITIES

Present tax treatment when appreciated property is contributed for an annuity
should be retained. (Detailed In Rev. Rule 62-136, 1962) If the House Bill's
provision on bargain sales is enacted, the law should specifically state that the
transfer of appreciated property for a charitable gift annuity is not a bargain
sale.

CHARITABLE REMAINDER TRUSTS

Present law provides for no capital gains tax on the transfer of appreciated
property to fund a charitable remainder trust; nor is there a capital gains tax
If the property transferred is later sold by the trust and the gain permanently
set aside for the charity. These rules should be retained. The very complicated
provisions for charitable remainder annuity trusts and charitable remainder
unitrusts should not be substituted for the widely used and understood charitable
remainder trust.

Further, the House Bill allows no estate tax charitable deduction for a chari-
table remainder trust unless it is a unitrust or an annuity trust. This estate tax
change would thus affect the estates of donors dying afer the Bill is enacted. It
would even apply to charitable remainder trusts created before the Bill's enact-
ment, no matter how long ago they were created. The retroactive nature of this
provision seems so harsh and unfair that we can only feel it must be the result
of an oversight. These charitable remainder trusts which the Society has issued
In full compliance with the laws in existence at the time the trus were created,
would be basically and radically changed, with disastrous results for the donor
as well as for the Society for the Propagation of the Faith. The benefactor who
contributed the assets of the trust, relied upon the statements of the Society,
which were always based upon existing laws concerning the tax detail about
the donor's original gift, the transactions occurring in the trust, and the way
the trust would affect the donor's estate. Many of these people are elderly, and
it is most unfair to submit them to these penalties long after they have entered
Into the gift.

Also, the charitable deduction for gifts of appreciated property should be based
upon the fair market value of the trust at the time of its creation, -rather than
requiring the donor to base his deduction upon his cost basis, or pay a capital
gains tax if he elects to compute his deduction based on the fair market value.
Further capital gains incurred by the trust and permanently set aside for
charity, should not be taxed.

The Society for the Propagation of the Faith is also seriously concerned about
the provisions of the proposed tax legislation which affect outright gifts, espe-
cially gifts of appreciated property. We are concerned also with the proposed
Allocation of Deductions provision. However, because these are common concerns
to so many other religious, educational and charitable organizations, we have
limited our presentation to those areas affecting Deferred Giving, in which the
Society for the Propagation of the Faith has been somewhat of a pioneer.

THE ocIvrr SUPPORTS

L The Society supports extending the unrelated business income tax to cover
all organizations now exempt.

2. The Socety supports taxing organizations on income received from debt-
financed Inveeaments; for erample, Clay Brown transactions.

IKPORTANT, BUT WIMINO TO SAORWTCE

1. wo Year Trusts.
2 Appreciated property gifts which would generate ordinary income if sold

[e&g r Inventory; "Section 808 stock"; property which if sold would generate
shortem capital giwn (held 12 months or less under the House Bill) ]
& Tbheualmt6d darttable deduction.1
4 Benfree use c1 property.
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CONCLUSION

The Society for the Propagation of the Faith appreciates greatly the chance
that we have had to present our opinions to you. We hope you will permit us to
point out the possibility that Government can be excessively preoccupied with
abuses of which only a tiny minority of donor-taxpayers are guilty. Thus the
possibility of corrective legislation which overcorrects. Such legislation removes
not only the abuse but also tax benefits which before were not questioned. The
United States Supreme Court has declared that the charitable contribution deduc-
tions provided by the Code should be broadly construed. As far back as 1934
it said: "The exemption of income devoted to charity and the reduction of the
rate on capital gains are liberalizations of the law in the taxpayer's favor and
were begotten from motives of public policy, and are not to be narrowly con-
strued." Throughout the years the courts have liberally construed the Internal
Revenue Code provisions in favor of donors and philanthropic institutions. In
a good majority of recent litigated cases on charitable deductions, donors have
prevailed. However, the mere fact that a donor may have to litigate his right to
the charitable deduction in some instances inhibits his generosity in giving. We
confidently hope that the current tax legislation will reflect the magnanimity
for which there is such well-founded precedent.

Our final appeal is not only for the Society for the Propagation of the Faith,
but for all non-profit organizations which are operating in conscientious compli-
ance with our Government's laws and regulations. We are at this point desper-
ately in need of further help. If this help is not given, many of these wonderful
institutions may go out of existence, and the burden of continuing the services
they are rendering will fall on the Federal Government-and at much greater
cost. I pray that the Senate Finance Committee in considering not only our own
testimony, but that of all of the other organizations, will come to the conclusion
that it is much better let publicly supported organizations continue to handle the
problems that they have taken care of up until now with remarkable efficiency.
by granting them continued favorable taxation provisions.

SEPTEMBER 30, 1969.
Ho, .RUSSELL LONG,

Chairman, U.S. Senate Finance Committee,
Wa8hington, D.C.

DEAR SENATOR LONG: I am opposed to the loopholes in H.R 13270 which ex-
cuse labor unions from paying taxes. Under this bill, churches and foundations
will be taxed on their unrelated business income, but the unrelated business in-
come of unions will remain untouched.

I am employed as a brakeman by the Baltimore and Ohio Railroad Company,
and I am compelled to pay union dues to the tax-exempt Brotherhood of Rail-
road Trainmen in order to keep my job. This union is guilty of spending com-
pulsory dues for political purposes.

As a veteran railroader, I closely followed the Street case in the courts. It
was filed by a group of railroad workers who charged their dues were being spent
by union officials for political purposes. Fifteen different tax-exempt labor unions
were named as defendants, and their spokesmen admitted the charge made by
the plaintiffs.

The U.S. Supreme Court agreed with the argument that a wage-earner's contri-
tutional rights are violated when he is compelled to support political candidates
against his will. But, it refused to void the compulsory "union shop" agreements
and merely suggested the unions should refund the money used for political
purposes over the objections of the plaintiffs.

Instead of revealing exactly what percentage of the dues money was spent
for partisan politics, the 15 unions refunded all of the money collected from the
employees and released them from the obligations imposed upon them by the
compulsory "union shop" agreements.

The precedent set by the Street case doesn't offer any real relief to wage-
earners who resent the use of their compulsory dues for political programs.
That case was in the courts for 12 years. There aren't any employees who will
file a lawsuit if they think several years will be required to win it.
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We employees are helpless because we don't have enough money to pay legal
fees and court costs. On the other hand, the officials of my union control assets
totalling more than 12% million dollars. They have invested more than 10%
million dollars in businesses of various kinds, and the union is not paying taxes
on income received from those investments.

I hope the Congress will give us a measure of relief by taking away the tax
exemptions from unions whose officials are more interested in politics than
in collective bargaining.

Any consideration given this statement by the Senate Finance Committee will
be appreciated

Sincerely yours,
ROBERT ALLEN PANCAKe,

Oumberland, Md.
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9/4/69

NEW YORK STATE BAR ASSOCIATION

TAX SECTION

Special Committee on Exempt Organizations

SUMMARY

A. The Committee respectfully suggests that

legislation at this time be limited to the problems of

self-dealing, and public accountability, and that any

broader legislation be deferred until after the Peterson

Commission has reported.

B. With respect to the provisions of H.R. 13270,

the Committee recommends that:

1. The investment income tax should be reduced and

the proceeds earmarked for administration of the private

foundation rules; and deductions should be clearly

provided for depreciation, interest, casualty losses

and other expenses.

2. "Bargain sales" to foundations should be per-

mitted as an exception to the self-dealing rules.
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3. Broader deductions should be permitted for

the minimum distribution requirement; "private oper-

ating foundations" should also include foundations

which, although primarily supported by only one or

two foundations, expend their grants promptly and

directly for exempt purposes.

4. If divestment of controlling interests in

business enterprise is to be required, lon.ir and more

flexible divestment schedules should apply; and redemp-

tions of stock by the controlled business enterprise

should be permitted by relaxation of the accumulated

earnings tax rules.

5. Existing rules on legislative activity

should be retained; otherwise, clarifying amend-

ments are required; and "expenditure responsibility"

should be clarified.

6. The penalt: for speculative investments seems

unworkable and necessary.

7. The ticlosure provisions are sound.

8. The sanctions over 100% (self dealers and

foundations) aid over 50% (managers) should be

reduced; abatement of the tax where payment is made

to te foundation should be allowed; and rules regarding
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the burden of proof should be adopted.

9. Technical amendments are necessary for

SS 507-509.

STATER"

DISCUSSION

A. The Committee believes that the provisions

of H.R. 13270 relating to private foundations are unneces-

sarily severe and complex, and that they are inconsistent

with our traditional concepts of private philanthropy. It

is respectfully suggested that legislation be confined at

this time to the problems of self-dealing and public account-

ability, and that further action might appropriately be

deferred until the Peterson Commission can render a report.

The substantive provisions and sanctions provided in H.R.

13270 represent a complex and heretofore untried code. They

should be subjected to intense study before enactment.

B. The Committee's specific recommendations and

comments on the provisions of H.R. 13270 are as follows:

1. Tax on- investment Income

The Committee believes that the 7.5 percent tax on

private foundation investment income to be levied by S 506 is

inconsistent with the tax exemption embodied in S 501(a).

While the complex code governing private foundation activi-

ties that H.R. 13290 proposes would require increased audit



1756

and administrative outlays by the Internal Revenue Service,

the 7.5 percent tax is not earmarked for administration of

the foundation rules and, indeed, the House Report concedes

that the tax is only "in part a user fee." H. Rep. No. 91-413

(Part 1), 91st Cong., 1st Sess. (hereafter "H. Rep. (Part 1)"),

p. 19. Thus, the tax is as much a revenue raising measure as

the taxes levied by S I (indiViduals) and S 11 (corporations).

Enactment of the tax would be a significant step toward

eliminating private charity; the next step is an extension

to all charitable, educational and even religious organiza-

tions; the principle, once established, invites state and

local governments to adopt such taxes, and all levels of gov-

ernment will find it easy to raise the tax rate a few percent-

age points at a time.

With respect to the language of 5 506, the deduc-

tions that are to be allowed in computing "net investment

income" should be clarified. As presently drafted,

5 506(a)(3) allows "all the ordinary and necessary expenses

paid or incurred for the production or collection of gross

investment income or for the management, conservation, or

maintenance of property held for the production of such income."

This language is substantially identical to that of S 212,

which allows individuals to deduct expenses that would be
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deductible under S 162 but for the lack of a trade or busi-

ness. Thus, S 506 may be interpreted as permitting only

similar deductions. As a result, private foundations would

be denied allocable deductions for interest, state and local

taxes, depreciation, casualty losses and other outlays ordin-

arily deductible by individuals and corporations. Indeed, the

House Report recognizes the deficiency in the language by

expressly stating that depreciation is to be deductible. H.

Rep. (Part 2), p. 2. A committee report is not an adequate

substitute and the Committee recommends that the provision

be rewritten to allow all deductions allowable to a corpora-

tion computing its tax under $ 11 with specific omissions

and additions. Compare the pattern adopted for computing

unrelated business income. Code S 512(a) and (b).

2. Self-Dealir.g

The Committee concurs in the substantive rules

adopted to prohibit self-dealing (S 4941(d)), except for the

failure to sanction *bargain sales" of property. Without

such an exemption, private foundations may be deprived of a

significant source of support, and indeed, this principle

should be retained for all charitable gifts. Compare H. Rep.

(Part 1), pp. 53-56. The general allocation of basis proposal

should, of course, be applied.

As to sanctions, the Comwittee endorses the prin-

ciple of penalizing the wrong-doer rather than the charity,
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but it has serious reservations about the severity and extent

of what is proposed. See Part 8, infra, p. 12.

3. Minimum Income Distribution

The Co mittee believes that S 4942 should be clari-

fied to insure that the minimum distribution requirement is

applied to the amount of income which a private foundation

actually has available for distribution without drawing upon

capital. At present "adjusted net income" is computed after

the allowance only of (S 4942(f)(3)(A)) "all the ordinary

and necessary expenses paid or incurred for the production

or collection of gross income or for the management, conser-

vation, or maintenance of property held for the production of

such incme." This language may be interpreted to permit

only S 212 deductions and, indeed, the House Report finds it

necessary to make a clarifying comment about depreciation.

(H. Rep. (Part 2), p. 11). As in the case of the 7.5 percent

tax (Part 1, supra), Section 4942(f)(3) should be amended to

permit all deductions allowable to corporations computing

their tax under S 11 with specific omissions and additions.

Compare Code S 512(a) and (b).

We also urge that an additional category be added

to the definition of "private operating foundations", gifts

to which are treated as "qualifying distributions for the pur-

pose of the minimum distribution. In order to prevent

foundations from distributing funds to each other, 5 4942(j) (3) (B)
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requires a "private operating foundation" to derive its support

from five or more private foundations. H. Rep. (Part 1), p.26.

Even if this concern is warranted, the Comittee is afraid

that the broad support requirement will result in (a) the

denial of all support to fledgling foundations with an un-

tried idea (e.g., educational television) and (b) evasion of

the provision through a pattern of reciprocal grants among

foundations. The House's concern and the need for "risk"

funding can both be satisfied by waiving the broad support re-

quirement for a private foundation which undertakes prompt and

direct expenditure for exempt purposes of its foundation

grants. Compare the organizations qualified for the un-

limited charitable deduction under S 170 (g)(3), and for gifts

of appreciated property under S 201(c) of the bill.

4. Business Ownership Limitation

The Committee believes that control of a business

by a foundation is not less in the public interest than, say,

control by a great university. In any event, it believes

that the 2, 5 and 10 year disposition schedule provided by

S 4943(c)(4) for existing holdings is unworkable. The ex-

ceptions provided for one or two specific cases simply illus-

trate the fact. Bill S 101(k)(4),(5). Present business

holdings vary from publicly traded to closely held corporate

stock. In some instances, the limitation may be satisfied by
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a quick sale by the foundation or principal donor. In other

instances, the only market will be the donor or tho corporation

itself, and considerable planning and expense will be re-

quired to extricate the stock without swamping the market

and thus injuring both the foundation's capital and the

business. Consequently, the disposition schedule should

afford considerable flexibility. A minimum period of 10

years should be provided, with provision for extension by

the Commissioner upon a showing of hardship. Contrary to

the House Report, market fluctuation should be recognized as

a basis for such a showing. In addition, corporations should

be allowed to accumulate funds necessary to redeem stock held

by foundations free of the accumulated earnings tax.

Consistent with what has been said above, it is

believed that a minimum period of 10 years, in addition to a

reasonable period of estate administration, should be made

available for disposition of excess business holdings ac-

quired by will, and the 10 year period be applied in the case

of gifts as well. Under the proposed rules, the conglomerates

are likely to gain and charity to suffer. It is noted that

under section 4943(c)(5), the 2, 5, 10 year period would ap-

ply to bequests under wills executed before July 29, 1969.

Otherwise a straight 5 year period applies to gifts and be-

quests under section 4943 (c)(6). The latter provision also

seems to contemplate that a redemption from a non-disqualified



1761

person can result in an excess holding subject to 5 year

divestiture.

5. Taxable Expenditures

The Committee agrees with the objective of pre-

venting foundation participation in political campaigns. How-

ever, it believes that present law regarding legislative ac-

tivity is preferable to the new proposal. The existing

limitation in S 501(c)(3) has been in effect for many years

and has been interpreted by numerous judicial and adminis-

trative rulings. See St. Louis Union Trust v, United States,

374 F.2d 427 (8th Cir. 1967)1 and Treas. Regs. S 1.501(c) (3)-

l(c)(3). The principal problems in this area have been the

weakness of the one sanction -- loss of exemption -- and lack

of enforcement. These problems will be substantially elimin-

ated by the multi-level sanction system of S 4945(a) and the

expanded audit that will be financed by the net investment

income tax. Consequently, the Committee believes that the

first sentence in S 4945(c) should be eliminated,* and the

second sentence, which exempts from tax activities relating

to the foundation's ow status, should be redrafted as an ex-

ception to subsection (b)(1), which defines as taxable expend-

itures amounts paid "to carry out propaganda, or otherwise

attempts to influence legislation."

* That sentence reads:

(c) CERTAIN ACTIVITIES EXPRESSLY INCLUDED WITHIN
SUBSECTION (b) (1) .-- For purposes of subsection (b) (1), the ter.a
'taxable expenditures' includes (but is not limited to)--



1762

If 5 4945(c) is retained, it is suggerted (a)

that S4945(c) be amended to state that "For the purposes of

subsection (b)(1), the term 'taxable expenditures' means -- "I

(b) that subsection (c)(2) be amended-to read "any attempt

to influence specific legislation through private coimunica-

tion with (except at the request of) any member or employee

of a legislative body, or with ahy other public official

who may participate in the formulation of the legislation";

and (c) that the list of permissible activities in subsection

(c) be amended to include "making available the results of

non-partisan analysis or research or furnishing technical

assistance."

With respect to "expenditure responsibility," the

Committee endorses the detailed reporting provisions of

S 4945(f), but believes that the requirement of seekingg]

that the grant is spent solely for the purpose for which

* (Footnote continued)

"(1) any attempt to influence legislation through an
attempt to affect the opinion of the general public or any segment
thereof, and

"(2) any attempt to influence legislation through private
communication with any member or employee of a legislative body,
or with any other person who may participate in the formulation
of the legislation, other than through making available the re-
sults of non-partisan analysis or research.
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made" is unworkable. Private foundations cannot be made

absolute insurers of their grantees' performance not only

are there reasonable limits on the amount of charitable

funds that are to be consumed in administration, but private

foundations should not be liable for a tax because of embez-

zlement or theft. Detailed reporting and interviews are

the only effective measures.

6. Use of Foundation Assets

Section 4944 levies a 100 percent excise on a

foundation -- and a 50 percent excise on a participating man-

ager -- which invests its funds "in such a manner as to jeop-

ardize the carrying out of any of its exempt purposes." No

definition is attempted either in the bill or the House Re-

port. While a similar provision exists in 5 504(a)(3), there

has been no administrative (Treas. Regs. 1.504-1) and little

judicial (Samuel Friedland Foundation v. United States, 144

F. Supp. 74 (N.J. 1956)) development of it. The need to

discourage foundationinvestment in losing businesses, which

may have prompted this provision (Treasury Department Report

on Private Foundations (G.P.O. 1965), p. 35), will be ful-

filled by the limitation on business holdings. Moreover,

state enforcement authorities have a responsibility in this

area. See generally Cary & Bright, The Law and the Lore of

Endowment Funds (Ford Foundation 1969), pp. 56-65. In sum,

the provision seems unworkable and, in fact, unnecessary.

33-S55 0 - 69 - pL 2--55
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7. Disclosure and Publicity

The Committee concurs in the amendments to SS 6033

and 6652 insofar as they are made applicable to private

foundations.

8. Sanctions

Viewed collectively, the sanction system proposed

is a highly flexible innovation, but in some respects it is

erratic. In summary, the following sanctions are provided:

Level I

(a) Federal

Foundation Tax Manager Tax

Activity Initial Add. Limit Initial Add. Limit

Self-dealing* 5% 200% 2.5% 50% $10,000

Minimum distribu-
tion 15% 100%

Business holdings 5% 200%

Taxable expenditure 100% 50%

Speculative invest-
ment 100% 50%

Reporting $10/day $5,000 $10/day $ 5,000

' The self-dealer, rather than the foundation, is liable for
the 5% and 200% excises.

(b) State

Enforcement of charter provisions against self-

dealing, etc., required by S 508(g).
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Level II

Section 6684 provides a 100% penalty for repeated

or "both willful and flagrant" violations by *any person" of

55 4941-4945, relating to self-dealing, minimum income dis-

tribution, excess business holdings, speculative investments,

and political and legislative activity.

Level III

Section 508(e) provides for loss of exemption and

requires the turnover of foundation assets to the Government

or to other charities for either "willful repeated acts" or "a

willful and flagrant act" giving rise to liability under

5S 4941-4945, relating to self-dealing, minimum income dis-

tribution, excess business holdings, speculative investments,

and political and legislative activity.

The first level is questionable in several respects.

First, since protecting the revenue against abuse of exempt

status, rather than raising revenue, is the object, the self-

dealing excises applicable to the disqualified person and the

foundation manager should be abated upon payment of an equi-

valent amount to the foundation.

Second, the manager taxes raise several problems.

Foundation trustees and directors, for the most part, render

uncompensated and part-time service, believing that they are

performing a public service. The potential liability which
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they will risk as the result of the bill will lead to sub-

stantial resignations and require foundations to compensate

their managers for the risk and work involved.

To minimize this danger, and yet insure manager

responsibility, several steps are appropriate: (1) Maximum

limitations should be adopted for all of the manager excises,

such as those presently provided for the self-dealing excise

and the reporting penalty. SS 4941(c) (2), 6652(d) (2).

(2) Consideration should be given to reducing the 50 percent

excise applicable under the taxable expenditure (political

campaign and legislative activity, and expenditure responsi-

bility) and speculative investment rules. The amount of these

excises is in stark contrast to the only 2.5 percent Initial

manager tax applicable to the equally condemned self-dealing

situation and to the absence of any manager levy for excess

business holdings and minimum distribution situations. In

addition, these excises are applicable to *knowing" violations

of the foundation rules and thus may lessen the incentive

for managers to give detailed attention to foundation activi-

ties. The solution would be to adopt an excise for negligence

or for intentional disregard of the foundation rules. Compare

S 6653(a) (5% addition to tax for negligence). (3) If the

50 percent manager excises are retained, then the penalty

and the act are the equivalent of fraud and the Government

should have the burden of proving such acts. Compare 5 6653(b)
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(50% fraud addition to tax) and S 7454(a) the burden of proving

fraud is on the Government).

Third, no excise should exceed 100 percent. The

200 percent "additional" self-dealing and business ownership

levies are excessive. Payment to the Government of the amount

uncorrected satisfies the need to protect the revenue and is

sufficient to negate the possibility that some may view payment

of the tax as a "cost" of the transaction. The additional

penalty has no place in a civil statute.

9. Foundations Defined; Termination of Status

The Committee suggests that consideration be given

to changing the "substantially more than half of the assets"

test for operating foundations to the test of "a substantial

part". A foundation that has a "substantial part" of its as-

sets devoted to the active charitable activity, and spends

substantially all of its income each year directly for the

conduct of such activity, would appear to be a legitimate "op-

erating" foundation; and it does not appear that it should be

disqualified merely because it has a substantial investment

portfolio representing more than 35% of the value of its total

assets. The 65% rule for "substantially more than half"

suggested in the House Report could in any event create con-

fusion for a foundation whose investment portfolio may be

above the line one year and below the line in another.
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The committee suggests a technical amendment to

clarify the qualifications for broadly supported organizations

covered by 5 509(a)(2). It is not clear whether contributions

which exceed 1 percent of a foundation's support may be taken

into account in any respect. Accordingly, 5 509(a)(2)(A)(ii)

should read -- "not including the portion of such receipts

from any person * * * which are in excess of 1 percent."

Similar treatment is presently provided for publicly supported

charities for the purposes of the unlimited charitable deduc-

tion. Treas. Regs. S 170-2(b)(5)(iii)(b). Apparently cap-

ital gains are not to be included for purposes of determining

normal "support"s but it is suggested that the proposed stptu-

tory language of section 509(a)(c) (A) and (B) be clarified in

this regard.

Section 508 contains several relatively unrelated

provisions and it is suggested that they be redistributed as

follows:

Subsections (a), (b) and (c), which require S 501

(c) (3) organizations to register with the Commissioner and

presumes them to be private foundations until a contrary

showing is made, is applicable to all charitable organizations.

Accordingly, it should be placed in Part I as a new S 504.

Subsections (d) and (e) deal with termination of

private foundation status and should be joined to Section 507.
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Subsection (g), which denies S501(c)(3) treatment

to private foundations which do not have charter provisions in-

corporating the rules regarding self-dealing, income distri-

bution, business holdings, speculative investment, and polit-

ical and legislative activities, should be added to S509, which

defines private foundations.

The Committee suggests that the operation and dis-

tribution rules for abatement of the tax on termination of

foundation status be made parallel. Under S 507(e), the tax

may be abated either by distribution to a S 170(b)(1)(B)

organization or by operation for 5 years as either a

S 170(b) (1) (B) organization, a broadly supported foundation

(S 509(a)(2)), or a satellite of one of the foregoing

(509(a)(3)). Broadly based organizations are similar, but

not identical, to S 170(b) (1) (B) organizations and distribu-

tion to one should occasion abatement. Charitable txrsts

should be entitled to abatement upon distribution to such

foundations also. Compare SS 4947(b)(5).

In allowing the Commissioner discretion to abate

the termination tax, the statute provides no standard for

withholding abatement. Either a standard should be added or

the word "shall" should be substituted for "may" in the

second line of S 509(e).
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STATEMENT ON THE EFFECT PROPOSED CHANGES IN TYKE TAX LAW MIGIT 11AVE ON
SUCi NONPROFIT ORGANIZATIONS AS THE CENTER FOR INFORMATION ON AMIERICA,
INC., WHICH ENGAGE IN CIVIC EDUCkTION

The Articles of Association of the Center for Information on America, incor-
porated In 1952 pursuant to the statute laws of the State of Connecticut, declare
its objects and purposes to be:

"To foster, promulgate and disseminate among Americans generally of this
state and other states American culture and ideals, a knowledge and understand-
ing of American history, its meaning and purpose and its guarantees of personal
and individual rights and privileges;

"To gather, compile and distribute information about all aspects and phases
of life in America, and to make such information available by any means to edu-
cational or other Institutions of any kind, for the purpose of carrying on studies
of life in America."

To gather, compile and organize such Information by any and all means
of research, study and recording, and to publish, print, circulate, distribute and
disseminate such information by any and all means of communication, transnis-
sion and transcription."

An Important part of this area is Civic Education.
Under date of May 22, 1953. the Center for Information on America, Inc., re-

ceived from the Office of the Commissioner of Internal Revenue, U.S. Treasury
Department, a letter stating that "It Is the opinion of this office, based upon
the evidence presented, that you are exempt from Federal Income tax under the
provisions of section 101(6) of the Internal Revenue Code, as it is shown that
you are organized and operated exclusively for educational purposes." This be-
came Section 501(c) (3) after the adoption of the Internal Revenue Code of 1954.

The Center's Editorial Advisory Committee (list of present membership
appended), under whose general supervision its materials are produced, has
maintained a policy of scrupulous objectivity, non-partisanship, and scholarly
accuracy. Its success in living up to these standards is attested to by the com-
ments listed in the accompanying exhibit, "As Others Sec Us."

There are sections in H.R. 13270 which, In not modified in their wording by
the Senate, could work great harm to non-profit, nonpartisan corporations dedi-
cated to civic education even though, like the Center for Information on America.
Inc., they have been classified as 501 (c) (3) by the U.S. Treasury Department
under the Internal Revenue Code.

As I understand the legislation, H.R. 13270 imposes a 100% tax on a founda-
tion, and 50% tax on Its trustees and officers who act knowingly, on the amount
of any grant which carries out voter education or registration projects (unless
grants are made to a 501(c) (3) organization, whose principal activity is non-
partisan political activity and which operates in five or more states, receives
support from five or more organizations, no one of which provides more than
25% of its support, and does not receive funds earmarked for use in a particular
area).

The Center carries out voter education, is completely non-partisan. operates
In five or more states, may or may not receive support from five or more organi-
zations, could receive more than 25% of its support from one organization, and
has and could receive funds earmarked for use in a particular area such as
health, conservation, civic curriculum in schools, etc.

If passed by the Senate, restrictions such as these could so Influence Fou:nda-
tions that they would cease support even to organizations like the Center classi-
fied as 501(c) (3). Lack of such support would close the Center, putting and end
to an organization which, over the past twenty years, has been producing excel-
lent material for use In schools, colleges, libraries, government agencies, and
industry. The Library of Congress, for example, rates our material highly and
orders large quantities.

Such phrases as "attempts to Influence legislation," or the carrying out of
"voter education" could even be applied adversely to every university that has
a Department of Political Science, for it Is impossible to study the processes of
government without including thought on ways of improving government. Surely
the survival of our great experiment of self-government in the United States
depends on an informed and conscientious citizenry. To borrow President George
Washington's phrase, "It is essential that public opinion should be enlightened,"
and he advocated founding of institutions and academies, like the Center, devoted
to that very objective.

The more the American people cultivate an intelligent understanding of public
affairs, the greater is the likelihood that freedom and democracy will prevail and

It -3 . -
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flourish. To threaten the very existence of educational organizations devoted to
civic education by laying obstacles in the way of their receiving foundation grants
should not be the result, however unintentional, of any legislation.

Respectfully submitted,
TOWNSEND SCUDDER,

President, Ccn tcr for Information on Am cricoa. Inc.

CENTER FOR INFORMATION ON AMERICA,
Waehington, Conn.

EDITORIAL ADVISORY COMMITTEE

James W. Fesler, Professor of Government, Yale University.
Eric F. Goldman, Professor of History, Princeton University.
Philip Handler, President of the National Academy of Sciences, Professor of

Biochemistry at Duke University, and member of the President's Science
Advisory Committee.

Richard L. Miller, Director, Progrim on Educational Change, University of
Kentucky.

Allan Nevins, Professor Emeritus of American History, Columbia University.
Elmer F. Pflieger, Divisional Director, Department of Social Studies, Detroit

Public Schools.
W. Wingate Snell, Commission on American Citizenship, Catholic University of

America.
Robert Spiller, Professor Emeritus of English, University of Pennsylvania, and

Past-President of the American Studies Association.

INTERNATIONAL R.ADINO ASSOCIATION,
Newark, DeL, August 87, 1969.

Hon. Russem B. LoNG,
U.S. Senate,
Senate Offce Building,
Washington, D.C.

DEAR SENATOR LoNG: A minor provision of the Tax Reform Bill recently passed
by the House of Representatives (HR 13270) warrants careful scrutiny by the
Senate Finance Committee before the bill In acted upon by the Senate.

The International Reading Association is one of the small professional edu-
cational organizations whose purpose is the improvement of reading instruction
in schools. We are called upon frequently by government agency %s for informa-
tion, for assistance on projects, for the dissemination of information to our
members and the general public. These services of the Association cost the gov-
ernment nothing.

Our income is derived from dues paid by our teacher-members, from advertising
in our journals, from registration and exhibit fees at meetings we sponsor, and
from the sale of our publications. We have taken scrupulous care that advertising
and exhibits are directly related to the purposes for which our Association was
granted exemption f romn income tax under P1L 501 (0) 3.

'The new bill specifies that all advertising and other income is unrelated busi-
ness, with no possible recourse. We do not believe this is just. Distinctly un-
related income should properly be taxed. We believe that best interests of the
country would be served by continuing the tax exemption on income which is
specifically related to the not-for-profit purposes of tin association. To do other-
wise would be breaking faith with the many groups who collectively play an
important part in our democratic society.

One solution might be to tax distinctly related Income only after it reaches a
substantial amount. This would not penalize groups like ours.

Our 35,000 members have a large stake In the upgrading of American education.
We hope that you will recognize the injustice of this section of the Tax Reform
Bill of 1909 ani take steps to amend it. The cost to government in lost services
from professional associations is likely to be far more than time monies brought in
under this section.

Very truly yours.
RALP 0. STAIOEB

Ecoutivo Sccr tWan-TrMtx rer.
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MADONNA HOME,
Linooln, Nobr., September 26, 1969.Senator RUSSELL B. LONG,

Chairman, Soenate Finamnc (orunittee,
Senate Offloe Building, Washington, D.C.
Dz SENATOR LoNG: I would like to express to you my concern over parts

of the '"ax Reform Act of 1969" I.R. 13270.
While agreeing that tax reform mea,3ures nre long overdue and being in full

agreement with most of the Bill, such as taxation of unrelated business income,
I do feel that the Bill can be improved by additions or changes in some areas.

I would suggest that non-profit nursi ig homes, skilled nursing homes, long
term care institutions and homes for the aging should be specifically exempted
by their inclusion as a 170(b) (1) (B) type exempt organization, just as hospitals
are to be exempted. Any other approach would appear unreal and rather discrimi-
natory as these facilities are providing a service equally as important as are the
hospitals.

I also feel that a donor should be allowed to deduct the full present value of any
property given to those institutions mentioned above, and that the donor should
pay no capital gains tax on any appreciation of the property since its purchase.

Madonna Home is now in the process of building a $2,500,000 replacement fa-
cility to house 132 skilled nursing home residents. Had it not been for a gift
of almost $400,000, which Madonna is using as Its share to obtain Hill-Burton
funds, we not only could not build the new building but the home would be forced
to close its doors as the ancient facilities would no longer meet fire and health
requirements. Were Madonna to close there would be some 115 residents with no
place to go. Also almost 100 employees would be without jobs.

It is my opinion that this gift would not have been made had Bill H.R. 13270
been law at that time.

It would be my opinion that such charitable gifts should be encouraged, if for
no other reason than to save the taxpayer money by furnishing funds for the
care of the aged, which otherwise would probably have to come from one body
of government or another.

Further Improvements in other areas of the Bill could be made by following
the suggestions to be made by Mr. Eugene Hackler when he represents the Amer-
ican Association of Homes for the Aging before the Senate Finance Committee
on October 7,1969.

Your attention to these matters will be greatly appreciated by those of us try-
ing to serve the aged of the United States, and by the aged themselves who will
be either the aided or the injured depending on your actions.

Sincerely,
WILLAm A. SONDERFOOFGB,

Acting Administrator,
Madomm Home, Inc.

HYsnIm CO.,
Portland, Oreg., September 22, 1969.

Hon. RUSSELI. B. LONG,
Chairman, Senate Fin aux Committee,
Senate Ofice Building, Washington, D.C.
MY DEAN SENATOR LONG: I am writing you with respect to the Tax Reform

Bill, H.R. 13270. I am sure you know a great deal more about the problems in-
volved than I do but I cannot help urging that you and the other members of the
Committee give serious thought to the inequity of the tax loopholes enjoyed by
labor unions, specifically the exemption given to unions on their investment in-
come and the exemption of all income of unions which is used in any kind of
political activity.

This matter is of concern not only to manufacturers but to everyone in the
United States. This is one place where a real attack on inflation can be made.
I don't know of any better evidence than the folowing quotation from the Fore-
word of Donald R. Richberg's book, 'Labor Union Monopoly":

"Americans are more out-of-date and ill-informed concerning the realities of
the labor movement in the United States than they are in any other area of public
interest. Fifty years ago, the picture of a labor union as a weak, idealistic
organization of downtrodden workers struggling against an oppressive concen-
tration of property power was often accurate. Any such picture of an estab-
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Pushed union today is not merely ridiculous; it is willfully or ignorantly
untruthful.

"Today the greatest concentrations of political and economic power in the
United States of America are found-not in the over-regulated, over-criticized,
over-investigated, and over-taxed business corporations-and certainly not in
their hag-ridden, brow-beaten, publicity-fearful managers. The greatest concen-
trations of political and economic power are found in the under-regulated, under-
criticized, and under-investigated, tax-exempt, and specially privileged labor
organizations-and in their belligerent, aggressive, and far-too-often lawless and
corrupt managers."

As you know, Donald Richberg was a labor Iayer and I believe wrote the
Railway Labor Act of 1923 so lie can scarcely be called prejudiced.

I sincerely hope the Committee will give very careful thought to this phase of
the Bill.

Sincerely,
ERNEST G. SWIGERT.

SOUTHERN STATES INDUSTRIAL COUNCIL,
Na8hville, Tenn., September 10, 1969.

Hon. RussELL B. LoNG,
Chairman, Senate Finance Committee,
Washington, D.C.

DEAR SENATOR LONG: The most glaring loophole In the federal income tax law
is the exemption given to the income of labor unions. Nothing was done to close
this loophole In H.R. 13270, the House-passed tax reform bill which is now being
considered by the Senate Finance Committee.

Labor unions have been the most vociferous of all organizations in demanding
tax reform and the closing of tax loopholes. The reforms unions demand are
aimed at further increasing the heavy tax burden borne by American business,
and the so-called loopholes on which unions have concentrated their attacks, are
those applying to business, such as the Investment tax credit, real estate deprecia-
tion write-offs, and the oil depletion allowance. Such tax provisions were placed
in the law to stimulate investment by private enterprise so as to strengthen the
national economy and provide more jobs and more goods and services for the
American people.

Unions, through dues extracted from working men and women-frequently
against their will, have massed billions of dollars which they have invested in
all types of income-producing property and enterprises-income that is tax exempt
under present law. It has been estimated that the tax exempt Income of unions
amounts to about $3,000,000,000 per year, about half of it from the dues and fees
paid by working people, and about half from unions' investments.

There is no justification for tax exemption of union investment income. H.R.
13270 would make the investment income of churches and foundations and other
exempt groups subject to taxation for the first time. Why churches, but not
unions?

Furthermore, the House bill makes 100% of the income of foundations which
engage in political activities subject to federal income taxes. The same standard
should be applied to labor unions which engage in political activities, which in-
cludes almost every union without exception. The use by unions of their tax
exempt income from both dues and investments for direct contributions to favored
political candidates and to maintain elaborate and expensive lobbying apparatus
in Washington is highly improper.

Union officials and lobbyists have been completely silent on the inequitable tax
advantages enjoyed by their organizations, while leveling their criticism at the
tax structure for non-union businesses. The House Ways and Means Committee,
unfortunately, let them get by with it.

The Southern States Industrial Council, representing approximately 3,000
business and industrial firms, urges the Senate Finance Committee to amend
HR. 13270 to eliminate the tax exemption presently given to the investment
income of labor unions and remove the tax exemption from unions which make
political contributions, attempt to influence legislation, or engage in any form
of political activity.

Respectfully yours,
W. L. TuORNTON, Pre8ident.
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AMERICAN SocIETY OF CIVIL ENGINEERS,
New York, N.Y., August 14, 1969.

COMMITTEE ON FINANCE, WASHINGTON, D.C.

GENTLEMEN: In 1968 the Internal Revenue Service made certain arbitrary
changes in the Income Tax Regulations under Sections 513 and 512 of the In-
ternal Revenue Code which will result in the imposition of income taxes on
advertising carried in our monthly technical and professional magazine, Civil
Engineering. We are now greatly concerned with the import of certain pro-
visions of the Proposed Tax Reform Act of 1969, H.R. 13270, which would justify
the definition of our advertising revenue as "unrelated income" [Section 278
(5) (c) ] and possibly impose taxes on our modest income from investments.

We can well understand the desire of the Congress and IRS to close tax loop-
holes that have favored certain self-interest foundations and organizations.
It is most unfortunate, however, that these moves are encompassing many
altruistic public service organizations-such as this Society-which are hard
pressed to find adequate financial resources.

It has always been our philosophy that the tax exemption privilege that we
enjoy should be earned by service in the public interest. To this end we have
attempted wherever and whenever possible to provide assistance and advisory
guidance to legislative bodies, on issues related to civil engineering, with a view
toward the public welfare.

It is particularly important at this time that the unbiased viewpoint and
judgment of the civil engineering profession be utilized in consideration of
the vital urban environment problems that are plaguing our nation. We are now
planning more effective means of mobilizing the technological brainpower re-
source that is represented by our 03,000 members--who represent the finest civil
engineering talent in the world. By so doing we hope to be able to serve even
more effectively in an advisory capacity to legislative bodies and to public
agencies.

It Is hardly logical, therefore, that our capacity to render public service
should be limited by the recent moves to erode our tax exemption status. Cer-
tainly the tax income so generated will be minimal in comparison to our public
service potential.

It Is respectfully requested, therefore, that your Committee initiate amend-
ments to the Tax Reform Act of 1969 that will (1) eliminate technical and edu-
cational organizations from the classification of "private foundations" for the
purpose of this legislation, and (2) exempt from the definition of "unrelated
income" any advertising or other income that is directly associated with the
publication of technical and professional development material.

,We earnestly believe that these recommendations are very much in the
interests of our nation and its people.

Sincerely,
WILLIAM E. WISELY,

Executive Scerctary.

THE CHILDREN'S AID SocIETYY,
New York, N.Y., September 17, 1969.

Hon. RUSSELL B. LONo,
Chairman, Committee on Finance,
U.MS. Sena~c, Wa~slngton, D.C.

DEAR Ssm1AToa LoNa: Because time limitations have not permitted us to pre.
pare our testimony by the "cut-off" date, we have decided to waive the oppor-
tunity to testify on HR 13270, but request that you and your committee con-
sider the following comments (and place them in the record) before reporting
out the Senate bill.

For the reasons hereinafter set forth, we think the enactment of Title I (Tax
Exempt Organizations) of the Tax Reform Act of 1960 ("the Bill")' at this
time woul:l have a burdensome, socially undesirable effect on our organization
and many other -public charities which the Bill is not intended to affect and
might well result in increased public expenditures for services nom, carried by
the voluntary sector. We. therefore, respectfully request that Title I be deleted
from the Bill, and be scheduled for consideration in 1970.

SAll references to the Bill are to the form Id which it passed the House.
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From its inception in 1853,2 the Society has been concerned with the plight
of the urban poor and the basic causes which give rise to social disorders. The
Society has responded to the needs of underprivileged, disadvantaged and de-
prived children and families of the New York metropolitan area through a suc-
cess of programs both preventive and rehabilitative in nature.

Enclosed is a copy of the 1967-1968 report to the public which gives in some
detail financial and other data pertaining to the Society.' The following is sum-
mary of the highlights.

The Society in Its fiscal year ending 6/30/68 " expended a total of $4,715,202
for its charitable purposes. All these expenditures were made in the operations
of the Society, with fcw exceptions, by "direct expenditure" to or for the benefit
of the assisted children. During the year the Society received income of $4,285,-
659, and made up the deficit of $429,543 by withdrawals from unrestricted
reserves. Included in the income of the Society was $1,816,361 received from the
0ity of New York and other public sources as reimbursement for foster care of
children under various statutory provisions and $167,556 in payments for
children's care. The Society's Income included $548,588 from donations for gen-
eral purposes and $361,971 from donations for special purposes from approxi-
mately 60,000 doners. The Society received $1,067,378 from investments of unre-
stricted funds and $274,000 from investments of restricted funds. During the
year the Society received an aggregate of $258,724 In bequests from 25 different
donors, the largest of which was $101,400 and the smallest was $16.70. The num-
ber and size of bequests varies greatly from year to year. A list of these bequests
appears in the enclosure.

The Society's services and charitable activities during its fiscal year ended
6/30/68 encompassed the following:

Children's Centcrs.-Recreational and educational help for needy and deprived
children. In the wholesome environment of 7 Centers, children living in deprived
areas feel that they are wanted and accepted. 99,832 children participated.

East Harlem Family Servioce Center.-4,268 persons were served from this
Center in a blighted area.

Head Start Program.-The Society conducted 16 classes, served 260 little
children in its Centers.

Child Adoption Servic.-Through the Society's assistance, 242 children were
served and 95 were adopted.

Foster Home Care.-560 children were cared for in foster homes.
Botcdoin and Vanderbilt Camps.-915 children were able to participate in

summer camping on 327 wooded acres overlooking the Hudson River.
Wagon Road Camp.-253 physically handicapped were served at this camp.
Mental Health Service.-126 children were assisted who would otherwise be

deprived of this service.
Health and Dental Services.-8,999 examinations, 13,837 visits and consulta-

tions and 56,582 dental treatments.
Vocational Guidance and Employment.-4,120 young adults and 1,142 Job place-

ments made.
Based on its activities, no one familiar with the Society would think it was

not a "public charity." Although our counsel advise that we probably would be
classified as a "public charity" under the Bill, the amount of our investment
income, the varying proportion of our income received from contributions each
year, and the restrictions imposed on grants by many donors, may raise a
question as to whether or not the Society is a "private foundation" within the
meaning of the Bill. Unless Title I is deleted, as we think it should be, we hope
the Bill will be modified to make very clear that organizations such as ours
will not be subject to the punitive taxes and procedures to be Imposed on private
foundations.

The proposals of the Bill (particularly those which would adversely affect
the tax deduction for contributions of appreciated property, and which would
place a burden on "private foundations" to ascertain whether donees are "public
charities") would greatly impede and stifle our fund raising efforts. If the pro-
posals in the Bill are enacted, we feel that our charitable activities in behalf of
underprivileged children In the metropolitan New York area would have to be
greatly curtailed and restricted at a time when the need and demand for such
activities is greatly expanding.

SThe Society was incorporated in New York in 1855.
8 The report was made a part of the official files of the committee.
4 Data for the fiscal year ending 6/30/69 is not yet available.
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A few years ago we received a $4,000,000 grant from the James Foundation.
This foundation had been created by Arthur Curtiss James under his will. Under
the provisions of the James Foundation's charter, it was required to liquidate
at the end of 25 years, which it did. During the 25 year period of existence, sub-
stantially all of its net income (excluding capital gains) was distributed to
operating charities and educational institutions including our organization. On
termination, all of Its assets were distributed among the charities and univer.
sites which participated in Income distributions during the 25 year operating
period. In addition to the Society, many universities and other public charities
were the beneficiary of approximately $100,000,000 when it was terminated. This
gift was placed in our endowment funds and has greatly assisted us In our
expansion of services in the New York area. We think that the provisions of the
Bill would foreclose the possibility of any such gifts in the future. If enacted,
Title I of the Bill would also greatly undermine and perhaps *curtail many
gifts which we now receive from private foundations In the metropolitan area.

The proposed 7%% (or 2%) tax on investment income of charitable organiza-
tions is particularly Iniquitous and would be a great burden. We think It is not
Justified by the asserted need to pay for examination and audit of charitable
organizations. In our case, for example, we are now audited by the City of New
York as well as by public accountants. Other, less injurious, devices exist or can
be established to obtain compliance from private foundations. For example, the
publication of full financial reports, distribution of reports to all donors, and tax
return forms requiring more complete information to be filed with the Internal
Revenue Service would go far to meet this need. Audit by independent account-
auts might -easonably be required.

For the foregoing reasons, we urge the Committee to defer any final action on
Title I until 1970, after it has given full opportunity to all charitable organiza-
tions to consider the proposals and to present their views on the impact of the
Bill. In this connection, it should be kept in mind that the Bill did not become
generally available until late in August, when many persons concerned with this
matter were on vacation.

In the event the Committee does not accept our recommendation and does
include Title I in its proposals for recommendation this year, we hope the defi-
nition of "private foundation" will be modified and narrowed. As a possible
clarification, we suggest that any organization which normally receives more
than 10% of its funds from bequests and donations, if the total number of donors
exceeds, say, twenty-five (counting each family az; one) should be considered a"public charity." This category should be added to those enumerated in section
507 (a) (as contained in section 101 of the Bill).

Section 201 of the BIll would amend section 170(b) (1) of the Code by redefin-
Ing 30% organizations Section (1) (B) (VI) reads: "an organization referred to
in subsection (M) (2) which normally receives a substantial part of its support
(exclusive of income received in the exercise or performance by such organiza-
tion of Its charitable, educational, or other purposes or function constituting the
basis for Its exemption under section 501(a) from a governmental unit referred
to In subsection (c) (1) or from direct or indirect contributions from the general
public."

The parenthetical remark in the above section "exclusive of income received
in the exercise or performance by such organization of its charitable, educational,
or other purpose or function constituting the basis for its exemption under section
501(a)" first appeared when this section wmi inserted by the Revenue Act of
1963. We find the meaning of this Skirenthetical remark, as applied to our activi-
ties ambiguous and unclear, and request that the Committee delete or darify it.
The existing regulations fall to adequately clarify its meaning, and the 1963
Committee report is not helpful in this respect

With gratitude for your consideratin of our request and with kindest personal
wishis

Sincerely,
MORGAN Dxx W ,aoOr, OkGtrman.


